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Rating Methodology by Sector

Banks
*This rating methodology is a modification of the rating methodology made public on July 13, 2011, and
modifications are made to the descriptions and key financial indicators in narrowing down these
descriptions and indicators by significance as part of clarification of rating methodology.
The following applies to banks, financial institutions other than banks that take deposits such as
cooperative financial institutions, and other financial institutions in japan. JCR applies this rating
methodology with the necessary changes in the indicators for analysis and safety net to overseas banks and
other financial institutions, based on laws, accounting system, financial administration in which these entities
are located.
JCR determines the ratings of banks based on an evaluation of the credibility of individual banks by
focusing on their business and financial bases, while taking into account the safety net.
1. Business base
(1) Characteristics of the industry
The deposit and loan business is the main income source for ordinary banks. A feature of this
business is that it always enjoys a certain level of demand, and the business is carried out based on
relationships with customers. In addition, because it is a stock business, the stability of the business base
is relatively high, once it is established. However, demand from companies for financing through loans,
which has been the backbone of the deposit and loan business, has been contracting with the transfer of
domestic manufacturing bases to overseas locations, the shift to the use of direct financing, and other
structural factors. Given the fact that there are a large number of players in a contracting market, and
given that achieving differentiation is difficult because copying products and services is easy,
competition to offer better interest rates is intensifying. These factors explain the recent sluggish
earnings from this business. To maintain the business bases while offering customers an appropriate
level of interest rates that enables banks to absorb expenses for bad loans and other costs, it is essential
for banks to have strong ties with customers and superior brand power, and the ability to judge
investment risk and returns.
To bolster their financial strength, some banks focus on consumer financing, nonrecourse real estate
financing, overseas credits, and investments in new financial instruments. These initiatives have,
however, caused problems for some banks. In the consumer financing business, some banks are facing
declining demand, a result of the revision of the Money Lending Business Act, as well as the issue of
returning excessive interest payments. In addition, a number of banks were forced to record significant
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expenses for credits related to real estate and overseas businesses. In some cases, banks recorded heavy
losses from investments in securitization products. For these reasons, in assigning a rating to banks, it is
important to assess how appropriately they are incorporating new risks that may take place when they
develop financing business, other than their traditional deposit and loan business.
To bolster earnings, in addition to income from the deposit and loan business, banks are focusing
on non-financing business. Here, however, income from the settlement business and the asset
management business is steady, but demand in the investment trust sales business and the investment
banking business—for many banks, areas of focus—tends to be highly susceptible to the market
situation. As a result, it is particularly important to incorporate the magnitude of volatility into the
assessment of the business base.
When internet banking and other similar services are provided by banks, because customers do not
value their relationships with the banks, and because the costs of changing services are low, customers
frequently change providers. As a result, it is essential for banks to strengthen brand value, differentiate
products and service channels, and take steps to optimize investment, funding, and costs, to ensure that
they can offer attractive interest rates.
(2) Key factors in market position and competitiveness
JCR evaluates the characteristics of the business base, which is the source of competitiveness, by
referring to the scale of items such as the amount of funds, the outstanding balance of loans, the
turnover of services, and market share. It also focuses on the strength of relationships with customers
and the brand name. The closely of relationships with specific regions is particularly important for
regional financial institutions. If a regional financial institution has a certain presence in a specific
region, it has a chance to become a price leader in interest rates and other areas. In contrast, the higher
the number of financial institutions competing within the same operating region, the more severe the
competition for interest rates and other matters. This is very likely to have a negative impact on
profitability.
With respect to the business base, JCR evaluates stability and growth potential. First, it evaluates
the trends and volatility of demand and the competitive environment surrounding the individual main
businesses of banks, by referring to the number of customers, turnover, income, and rates in the past. To
evaluate the stability of the business base, JCR also conducts qualitative examinations of each business.
In evaluating these businesses, it is important to evaluate the superiority of services and the strength of
channels. In addition to business categories, JCR focuses on customer attributes and product
characteristics. It evaluates deposits by analyzing their makeup by depositors, types, and terms, and it
evaluates loans by analyzing their makeup by borrowers, industries, and the company size.
The business base of banks is affected noticeably by the macroeconomic environment. For this
reason, the operating regions in which banks are based and the diversification of their operating areas
are critical. If a bank operates only in specific regions, JCR examines the management environment of
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the main operating region, including the economic scale, industrial structure, growth potential, and
competitive landscape. Based on this examination, JCR focuses on the position and roles of the bank in
those regions.
In accordance with laws and regulations, operations of “shinkin” banks and credit associations are
limited to certain areas. As a result, their operating areas are generally smaller than those of regional
banks. Banks whose operations are closely based in the limited areas enjoy advantages in the form of
strong ties with customers. On the other hand, their operating results tend to be affected by local
economic trends. Attention needs to be paid to these features.
When evaluating the stability of the business foundation, JCR also focuses on the diversity of the
businesses. When the businesses of a banking group are diversified to encompass businesses other than
banking, for instance because of conglomeration, the bank can enjoy diversified earnings sources, but it
may also face a higher number of risks. Therefore, JCR confirms whether or not trends in the group’s
specific businesses excessively affect the results of the overall performance of the group.
(3) Stability of the financial system
Banks form a financial system by connecting with each other through the granting credits and
settling of payments. If the financial system is shaken, usually by worsening business conditions or a
series of bank failures, then even though an individual bank might have a sound financial condition, it
may lose the trust of the market, and find it difficult to raise funds through deposits and market
financing. A series of bankruptcies may also raise the risk of losses on assets. For these reasons, if the
financial system is unstable, even relatively sound banks may have restrictions in their ratings.
(4) Management team and strategies
JCR judges management strategies and stances in the future by interviewing senior officers,
analyzing management performance in the past (including comparisons of plans and results), and
examining medium-term management plans, and management policies. When it comes to management
policies, JCR focuses in particular on the fact of whether or not a bank pays attention to the balance
between the strengthening of profitability and risk management. Whether or not a bank has in every
organization a corporate culture of valuing risk management is also critical. It is noteworthy that,
generally speaking, in the case of “shinkin” banks and credit associations, the personal quality and
leadership of the manager tends to influence the management of the institutions more than that of banks.
JCR focuses on whether or not strong leadership is effectively conducted for the improvement of not
only earnings capabilities, but also risk management and compliance.
2. Financial base
(1) Earnings strength
Because banks take on risks when they grant credit, invest in assets, and engage in other activities
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in their main business, it is inevitable that they will incur credit costs and losses from investments in the
market. When assigning a credit rating to banks, JCR first evaluates the level and stability of the banks’
basic earnings capabilities, which reflects their ability to absorb credit costs and other costs incurred
from asset management.
To measure basic earnings capabilities, JCR primarily examines core gross profit and core net
business profit. It also analyzes management efficiency, mainly through overhead ratio. JCR judges the
medium-term trends of core net business profit by taking into account factors that produce temporary
fluctuations in income, such as interest and dividend income from securities and income from the
cancellation of investment trusts. To evaluate stability, JCR refers to past performance, and focuses on
the diversification of earnings and earnings sources, as well as the nature of each type of earnings.
Generally speaking, the stability of earnings from loans, compensation for the administration of pension,
and other stock earnings, including the holding, receiving, and entrusting of assets, is high. In contrast,
earnings based on flows, such as income from relatively short-term project financing, sales fees for
financial products, and fees for investment banking operations, are susceptible to market shifts.
Therefore, JCR focuses on whether or not the banks are excessively dependent on these earnings.
If high earning capabilities are supported by unduly aggressive risk taking, net income, which is the
bottom line, often becomes unstable, because of credit costs and other expenses. In particular, credit
costs often become a factor that depresses income. Therefore, after examining basic earnings
capabilities, JCR also examines earnings capabilities after deducting credit costs. Even among banks
that have the same level of earnings after the deduction of credit costs, certain banks have strong
earnings capabilities combined with aggressive risk taking and large credit costs, while other banks do
not aggressively take risks and have low basic earnings capabilities but also low credit costs. This is
caused by the difference in the business model adopted by each bank. JCR notes that the volatility of the
credit costs of aggressive risk takers is generally large, and their earnings after the deduction of credit
costs are often distressed at the time of adverse market conditions.
Key financial indicators:
■ Core gross profit
■ Core net business profit
■ Loan and deposit rate margin (including expenses), overall interest rate spread
■ Net fees and commissions / Core gross profit
■ ROA (core net business profit basis)
■ Overhead ratio (core gross profit basis)
(2) Loan assets
With respect to credit risks associated with loans and bonds, JCR judges the possibility of the
incurrence of credit costs based on information about the situation of the concentration of credits on the
groups of certain industries or borrowers, the scale of nonperforming loans, the structure of credit
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examinations and management, standards and results of self-assessment (including borrowers’
categories and collateral evaluation), the status of write-off and allowances, and actual credit costs in the
past. JCR compares a possibility of occurrence of credit costs with earnings or capital to assess risk
tolerance.
The concentration of credits on specific industries or borrowers quite often results in deterioration
of the management of banks. Therefore, JCR checks the business performance and the coverage of
borrowers of large-scale loans. When analyzing information, JCR pays attention to differences among
banks in the level of the application of examination standards and the judgment on borrowers’ categories.
These differences arise because each bank adopts its own standards and application methods. In addition,
JCR focuses on banks’ conservativeness about write-off and allowances.
Key financial indicators:
■ Non-performing loan ratio (Non-performing loans based on the Financial Reconstruction Law, etc.)
■ Non-performing loan ratio (after the deduction of an allowance for credit losses and before partial
direct write-offs)
■ Classified loan ratio
■ Coverage ratio ((Collateral and guarantees + allowances) / Total bad loans)
■ Ratio of the allowance for credit losses
■ Credit cost ratio (Credit costs / Total loans)
■ Credit costs / Core net business profit
■ Large-scale loans / Total credits
■ Non-coverage portion of large-scale bad loans / Core net business profit
(3) Securities and other assets managed in the market
Securities, derivatives transactions, and other assets that are managed in the market are subject to
interest rate risks, foreign exchange risks, credit risks, and stock price volatility risks. JCR judges the
level of these risks based on the outstanding balance of stocks, fund investments, structured bonds,
securitization products, and other high risk products. In determination of interest rate risk, JCR uses
duration, outlier ratio, etc. in addition to basis point value of the securities as a reference. In
determination of price fluctuation risk, JCR uses ratio of balance of equity securities to Tier I capital and
ratio of balance of other securities to Tier I capital as a reference. When analyzing the gain / loss on
valuation of securities, JCR pays attention to holding categories and the difference in methods of
calculating fair value. When examining small regional financial institutions that often have restrictions
in securing adequate human resources, JCR checks whether or not they have organizations and human
resources that ensure they appropriately analyze risks and flexibly respond to changes in the market.
When banks handle products such as structured bonds and securitization products, it is easy for the
banks to increase the outstanding balance of these products, but because of the nature of the complexity
of the products, the banks often adopt lax investment judgments or product management. If investments
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in these products are large compared with the capital of the relevant banks, JCR closely examines
whether banks have made an appropriate investment judgment and adopted appropriate product
management.
Shinkin banks and credit associations view the difference between deposits and loans as spare
funds. These funds, excluding securities, are deposited in central financial institutions and other
institutions. The yields on such deposits are usually only slightly better than interest rates in the market,
and so the deposits cannot be considered an effective investment in terms of income. However, JCR
positively evaluates such deposits because they help to reduce credit risks to a certain extent and
supplement the liquidity of funds.
Key financial indicators:
■ Basis point value of the securities
■ Outstanding balance of stocks / Tier I capital
(4) Risk management structure
JCR examines whether or not banks manage the range of risks that they face from a comprehensive
perspective. It also examines methods and preconditions of such risk management. With respect to
comprehensive risk management, because the level of risks that are recognized varies depending on
methods and preconditions (holding periods, the confidence level, and analysis periods in the case of
VaR), it is difficult to make simple comparisons among banks. Consequently, JCR evaluates banks’ risk
management mainly by focusing on how the management of the banks understands its risk taking, and
how it uses that understanding when it develops management plans and capital policies. A key point in
risk management is whether or not mutual checking among organizations or staff in charge is effective.
In particular, JCR pays attention to the point that mutual checking is more likely to be ineffective at
shinkin banks and other small-scale institutions. No matter how well risk management is executed, this
factor is not often regarded as positive for the evaluation of credibility, but if risk management is
believed to be insufficient, this can become a negative factor.
In addition, JCR examines the size of operational risks and other risks that the banks have when
they carry out operations, and the relevant risk management structure. In particular, if internet banks and
asset management banks face these risks, the impact on their business foundations can be very
significant. Therefore, JCR carefully monitors the responses of such banks. For system risks, JCR
examines whether or not steps (such as the setting up of backup systems) are taken to ensure the
continuity of operations from the perspective of the Business Continuity Plan (BCP).
(5) Liquidity of funds
JCR evaluates liquidity mainly by analyzing the basic structure of the balance (matching) of the
period of investments and funding, and the ratio of stable deposits to overall funding. A low proportion
of funding in the market and from corporations with a high proportion of individual deposits is generally
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evaluated positively from the perspective of stable liquidity. However, if the proportion of term deposits
with high interest rates is high as a percentage of overall individual deposits, these funds are likely to
swiftly outflow when the management of banks faces a strenuous situation. When appropriate, JCR
checks loan to deposit ratio, securities to deposit ratio, ratio of liquid deposit to total deposit amount,
ratio of individual deposit to total deposit amount, etc.
In addition, to evaluate the structure to manage liquidity risks, JCR examines the balance of
funding mainly by referring to assets and deposits that can be promptly cashed. JCR also confirms that
funds are managed in accordance with the prevailing situation, such as normal times, problematic times,
and crisis times, and it confirms the contingency plan for times when funding is difficult. The fact that
funding stability is supplemented by parent banks and other organizations is evaluated positively.
(6) Capital adequacy
JCR examines the capital of banks as the ultimate buffer that absorbs the various risks the banks
have by analyzing both the regulatory capital adequacy and the actual capital adequacy. JCR undertakes
these analyses by taking into account the balance with credit risks, market risks, and other risks. In
principle, JCR values capital on a consolidated basis more than that on a non-consolidated basis. When
banks, such as mega banks and certain regional banks, have developed a banking group, JCR focuses
more on capital on a group consolidated basis.
Monitoring the regulatory capital adequacy ratio becomes particularly important when banks have
difficulty achieving the ratio. This is because whether or not the capital level required under the rules
can be comfortably achieved will significantly impact on relations with authorities and the winning of
the confidence of creditors and the financial market, which are essential factors for the ongoing
management of banking operations.
A capital base that is used to examine the adequacy of actual shareholders’ equity is, in principle,
the regulatory basic item (Tier I capital). JCR, however, devalues the quality as capital for the part of
Tier I capital that is inflated by tax effect or public funds (preferred shares and common stock). In case
where banks rely heavily on hybrid Tier I products such as preferred stocks or preferred securities, JCR
sometimes assesses equity capital by applying some percentage adjustments to these hybrid products.
When measuring the capital adequacy, risks are examined based on regulatory risk assets. In
addition to this, JCR compares risks that are not used for the calculation of the capital adequacy ratio,
including the price volatility risk of shares, the interest rate risk, and the risk of credit concentration. It
also examines if the leverage against total assets is not excessively high. JCR adopts a conservative
approach in taking into account profits and losses from the valuation of securities that are not included
in capital, in light of the high volatility of fair prices of securities.
In evaluating capital, JCR also examines whether or not a bank has a range of funding methods.
Unlike shares, investments in shinkin banks and credit associations are not traded in the market. For this
reason, funding of shinkin banks and credit associations is believed to be less flexible than that of banks.
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Key financial indicators:
■ Capital adequacy ratio
■ Tier I ratio
■ Core capital ratio = (Tier I capital – Tax effect equivalent – Public funds) / Risk assets
3. Safety net
The financial system has adopted a number of measures (the prudence policy) to ensure that it
functions steadily and effectively. These measures comprise ex-ante measures, including capital adequacy
ratio rules, early correction measures and other rules related to balance sheets, and ex-post measures (the
safety net), including a deposit guarantee system.
The possibility and extent of the protection offered by the safety net varies depending on laws and
regulations at the relevant time, the state of the financial system, the stance of financial authorities, and
the role played by individual financial institutions in the financial system. Moreover, the need to protect
each different product, even provided by the same bank, varies from the perspective of the stability of the
financial system. The safety net is reflected in accordance with the position and the prevailing status of
banks and individual products.
From the perspective of the national and regional financial systems, particularly strong protection is
expected to be provided to major banks or other financial institutions that are believed to play a key role
in the regions. For this reason, the long-term senior debt rating of such financial institutions is, in
principle, BBB- or higher. JCR believes that the protection provided by the safety net is not a factor that
can raise the rating level, but offers the floor (the lowest level) of ratings.
With respect to support, regional financial institutions and other financial institutions that are under
the umbrella of mega bank groups are considered to receive support from their parent companies.
However, JCR does not assigned the ratings of these financial institutions based on the credibility of their
parent banks. If the financial institutions are of ambiguous strategic importance to their parent banks or if
the inclusion of the financial institutions in the group historically resulted primarily from the need for
capital support mainly at the time of disposing of nonperforming claims, rather than for strategic reasons,
it is difficult to regard support from the parent banks as a positive factor in rating these financial
institutions.
Shinkin banks and credit associations can receive capital support, management recommendations,
and other support from the central financial institutions in the industry, in addition to the safety net
provided by the government. This can be evaluated as a function that supplements their credibility to a
certain extent. However, there may be times when priority is placed on the soundness of the central
financial institutions themselves. In this case, the extent, scale, and timing of support given to shinkin
banks and credit associations may become inadequate. JCR determines ratings with this factor, among
others, taken into account.

8/9
http://www.jcr.co.jp

Because of the possibility of human or mechanical error as well as other factors in the information herein, JCR makes no representation or
warranty, express or implied, as to accuracy, results, adequacy, timeliness, completeness or merchantability, or fitness for any particular purpose,
with respect to any such information, and is not responsible for any errors or omissions, or for results obtained from the use of such information.
Under no circumstances will JCR be liable for any special, indirect, incidental or consequential damages of any kind caused by the use of any such
information, including but not limited to, lost opportunity or lost money, whether in contract, tort, strict liability or otherwise, and whether such
damages are foreseeable or unforeseeable. Information herein is statements of opinion, and not statements of fact as to credit risk decisions or
recommendations regarding decisions to purchase, sell or hold any securities such as individual bonds or commercial paper. JCR retains all rights
pertaining to this document. Any reproduction, adaptation, alteration, etc. of this document, is prohibited, whether or not wholly or partly, without
prior consent of JCR.
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