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Governance Report Measures for Implementation of Basel II Framework

1. Basic Philosophy

The Basel II framework was implemented in March 31, 2007

as a new framework that revises the original Basel Capital Accord,

which is a set of rules to review the capital adequacy of internation-

ally active banks. 

The Basel Capital Accord was originally signed in 1988 by the

Basel Committee on Banking Supervision (BCBS), which counts

Japan and other key nations as its members. The purpose of the

Basel Capital Accord is to strengthen the soundness of the interna-

tional finance system and secure fair conditions for competition

between banks that engage in international operations. However,

liberalization and globalization of finance in subsequent years led

to acknowledgement of the limitations of the Basel Capital Accord,

as the risks carried by banks became increasingly complex and

sophisticated. A study to revise the existing framework was begun

in 1998, culminating in the publication of the final Basel II frame-

work proposal by BCBS in 2004. After a period of deliberations

following the publication, the Japanese government published new

regulations for calculating capital adequacy ratio in 2006, which

were implemented in March 31, 2007.

In comparison with the original Basel Capital Accord, the

Basel II framework more precisely assesses the risks that financial

institutions face, while seeking to promote improvement of their

risk management capabilities. The Basel II framework is comprised

of three pillars:

1) Minimum Required Capital Adequacy Ratio (First Pillar)

2) Self-Management and Supervisory Review (Second Pillar) 

3) Market Discipline (Third Pillar)

Sumitomo Trust is able to meet the Basel II requirements in risk

management as it has set up its own Enterprise Risk Management.

2. Putting This Philosophy into Practice

(1) The First Pillar of Basel II
The first pillar is the management of minimum required capi-

tal, which are calculated using the methods prescribed by the Basel

II framework. Under the original Basel Capital Accord, financial

institutions were required to hold total capital equivalent to at least

8%* of the risk-weighted assets. This requirement has been

retained in the Basel II framework, but two major changes have

been implemented for the calculation of risk-weighted assets, as

outlined below.

Firstly, in order to measure credit risk more precisely, banks

can now choose to use either external credit ratings or internal rat-

ings, based on credit risk management conditions. The change

accounts for discrepancies in credit risk that arose from the ratings

used under the original framework. Sumitomo Trust has chosen to

adopt a Foundation Internal Ratings-Based (IRB) Approach.

Secondly, under the original framework, the scope of calculat-

ed risks was restricted to credit risk and market risk. Under the

Basel II framework, operational risk, referring to the risk of incur-

ring losses due to reasons such as clerical errors or fraudulent

activities by employees, is now measured in addition to credit and

market risk. Sumitomo Trust has chosen to use the Standardized

Approach to calculate operational risk under Basel II.

* Minimum required capital adequacy ratio for financial institutions operating globally
that have adopted the uniform international standards.

• Method for Calculation of the Capital Adequacy Ratio

More Precise Calculation Method Newly Introduced

Capital Adequacy Ratio =
Capital (Amount)

Credit Risk + Market Risk + Operational Risk

• Calculation Method Used by Sumitomo Trust

Credit Risk Foundation Internal 
Ratings-Based (IRB) Approach

Market Risk Internal Models Approach

Operational Risk Standardized Approach
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(2) The Second Pillar of Basel II
The Basel II framework was adopted with the expectation that

it will encourage financial institutions to pursue initiatives to

enhance economic capital and risk management, so as to appropri-

ately manage risks* through internal efforts and maintain

appropriate capital adequacy. The framework demands that finan-

cial institutions voluntarily review and assess their approaches to

risk management, and take steps to increase the sophistication of

management where necessary.

Sumitomo Trust engages in Enterprise Risk Management by

assessing various risks that it faces, including risk categories that are

not included in calculations of the capital adequacy ratio. Each risk

category is assessed and comprehensively managed by comparing it

with, and measuring it against, the strength of our business from

the standpoint of capital adequacy and efficiency.

Sumitomo Trust also engages in Integrated Risk Management

for managed risk categories that represent quantifiable risks, apply-

ing to credit risk, market risk and operational risk. We engage in

quantitative management of risks using an integrated scale, based

on internal management methods. The purpose of Integrated Risk

Management is to simultaneously achieve the business targets of

securing financial health and maximizing shareholders’ value. We

control the overall risk amount carried by the entire Sumitomo

Trust Group, managing it according to fixed target benchmarks. In

addition, capital is allocated by risk category and business group in

conjunction with business plans, in the pursuit of capital efficiency

using revenue relative to capital as an indicator.

* Includes risks that are not covered under the first pillar, such as interest rate risks for
banking account and credit concentration risks.

(3) The Third Pillar of Basel II
The Basel II framework places on emphasis on market disci-

pline. It encourages banks to engage in thorough disclosure of

items such as capital adequacy and risk management framework,

amount of risks, and method for calculating the amount of risks.

Through this disclosure, Basel II seeks to boost the effectiveness of

market discipline in maintaining and improving the soundness of

bank management. This subject is covered in the Risk

Management section of this Annual Report.

• Framework for Risk Management at Sumitomo Trust




