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1. Period from the End of the War to 1964 (Postwar Restoration, High Economic Growth)

Domestic Situation, etc. System Development, efc.

® End of World War II (1945) _
1948 “Securities and Exchange Law” enforced

1945~ 1947 Zaibatsu dissolution

Separation of banking, securities businesses

“Antimonopoly Law,” “Deconcentration Law” enforced
Establishment of the Fair Trade Commission

® Korean War (1950“'1953)
1950~1953 Korean War boom

1949 “Foreign Exchange and Foreign Trade Control Law”
enforced
1951 “Sogo Bank Law,” “Credit Association Law” enforced

Specialized financial institution system

The Japanese ecanomy recovered to its pre—war level

1952 “Long-Term Credit Bank Law” enforced
1954 “Foreign Exchange Bank Law” enforced

1955~1857 Jinmu boom

Separation of domestic, overseas financial markets

“The postwar period is over.”
Three holy durables (black—and~white TVs, washing
machines, refrigerators)

1958~1961 lwato boom -

“Doubling National Income Plan”
“Investment feeding on investment”
Mass production/mass consumption

PjOYaSNO

gavy mdustries

(Note) The Banking Law was enaocted in 1927,
The Insurance Business Law was enacted in 1938,



2. Period from 1965 to 1984 (High Economic Growth, Two Forms of Internationalization)

Overseas Situation | Domestic Situation | System Development, etc.

® Vietnam War (1960~ 1975) @ Tokyo Olympics (1964) -

1965 Securities market crisis

1971 Nixon Shock 1965~1970 lzanagi boom . Bank of Japan special loan to
Suspension of dollar—gold " New three holy durables Yamaichi Securities I
convertibility (color TVs, air-conditioners, cars) 1 © Totel Sxports

1966 Start of government FY1965

Increasing pollution Approximately 8.5 billign

World' s 2nd largest GDP ' w Od isuaﬁ% .
@® Osaka Expo (1970)

1971 Smithsonian Agreement ",

US$=¥360—¥308 . 1972P!anforRebuz§dmg _ . e
@ 4th Middle East War (1973) - 1971 “Deposﬂ !nsurance i_aw enforced
1973 Shift to the floating 1973 1st Oil Shock 1975 Start of deficit-covering government
exchange rage system Rampant inflation o bond issuance
(who!esale prnces rose 37% Y/Y) ) rozmMassive gc?vernment
» / ndiiss! suance Reliance on
e - s, - , "“.
< 1973~1974 Credit ttghtenlng (O |y, sovemmenbonds
® 42%
1 Al
@ lranian Revolution (1978~ 1979) 1978 2nd Oil Shook 5P
Iran-lraq War (1980~ 1983} G FY1980
A 32.6%

1979 Start of interest rate liberalization

1980 “Law for Partial Revision to the Foreign
Exchange and Foreign Trade Law” enforced

“ Liberalization of external transactions
in_principle )

1981 “Banking Law (fully revised)” enforced




3. Period from 1985 and after 1989 (Bubble Economy, Subsequent Adjustments)

Overseas Situation

Domestic Situation

System Developments, etc.

1985 Plaza Accord

Yen appreciation against the U.S. dollaré

1987 Louvre Accord

Halt to dollar decline, stability
of exchange rates

@® Black Monday (1987)

@ End of the Cold War (1989)
Fall of the Berlin Wall, Tiananmen
Square incident in China
@® Iraq s invasion of Kuwait (1990}
@® Soviet breakup (1991)

@ ECstablishment of the EU (1993)

1985 Foundation of NTT, JT.

1987 Foundation of JR
“Resort Law” enforced

1986~ 1991 Bubble boom

Sharp rises in stock, land prices
Myth of ever-rising land prices

Nikkei Average all-time high ¥38,915 |

(Dec. 29, 1989}

1989 “Consumption Tax Law”
enforced
Recruit scandal
(Takeshita Cabinet
en-masse resignation) .

1995 Hanshin-Awaji Earthquake

1997 Consumption tax rate raised to
5%

1988 “l.aw for Partial Revision to the Securities
and Exchange Law” enforced
introduction of insider trading regulations

1989 Application of “Act on Financial Institutions’
Merger and Conversion” provisions

Gonversion of sogo banks to ordinary banks

1990 Notice on fotal loan amouht control

| 1991 Securities/banking scandals |

1992 Establishment of the Securities and
Exchange Surveillance Commission
1993 “Financial System Reform Law” enforced
ital ad les | I !

1994 Completion of interest rate liberalization

1995 Daiwa Bank NY Branch scandal

" “Japanese Big Bang”

1996 Prime Minister’ s instruction on

1998 “Bank of Japan Law (fully revised)” enforced
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1. Changes to Financial Administration Structures

Ministry of Finance

Minister’s Secretariat

. |Financial Inspection Department_ |
% "Inspections of financial institutions, etc.

L

Securities Bureau

*Research and planning
of the securities
exchange system

» Supervision of securities firms, ete.

! Prime Minister's Office

IFinancial Reconstruction Commission

[Secretariat |
-Disposal of falled financial
institutions under the Financial
Revitalization Law
»Recapitalization of banks under
the early strengthening law
-Planning for disposal system for
failed financial institutions and
financial crisis management

-

Banking Bureau

lInsurance Department |

*Research and
planning in the
financial system
- Supervision of
financial
institutions, etc.

»Supervision of insurance firms, ete.

IFinancial Supervisory Agency i

“Inspections of private~sector
financial institutions, other
supervisory activities

Securities and Exchange Surveillance Commission

Securities and Exchange Surveillance
Commission

-Inspections into fairness of
transactions by securities firms

=Investigations into criminal offenses

IMinistry of Finance | '

{Financial Planning Bureau !
*Research and planning of the financial system

«Inspections into fairness of transactions by securities firms

«Investigations into criminal offenses

S e e
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% July 2000

Functions of financial system research, planning transferred from l

the Ministry of Finance

Establishment of “Financial Services Agenoy”

Cabinet Office |

IFinancial Services Agency I

.............................................. [January 2001 through March 2004)

s Inspections, supervision of private—sector financial institutions, ete.
+Planning of the domestic financial system

=Planning, etc. of systems for international operations of private—
sector financial institutions, ete.

{Including planning for disposal system for failed financial
institutions and financial crisis management)

(With jurisdiction for a limited period of time for the disposal of
failed financial institutions under the Financial Revitalization Law
and recapitalization of banks under the Early Strengthening Law)

[Securities and Exchange Surveillance Commission

~Inspections into fairness of transactions by securities firms,
Investigations into ctiminal offenses

| 7 Cabinet Office l

[Financial Services Agency |

<Inspections, supervision of private—sector financial institutions, ete.
« Planning of the domestic financial system

- Planning, ete. of systems for international operations of private—
sector financial institutions, etc.

(Including planning for the failed financial institution disposal system
and financial crisis management) '

[Ministry of Finance . %

+Planning for the failed financial institution disposal system and
financial crisis management from the standpoint of executing its
duties for ensuring the soundness of public finance, etc.

IMinistry of Finance

»Planning for the failed financial institution disposal system and
financial crisis management from the standpoint of executing its
duties for ensuring the soundness of public finances, etc.

ISecurities and Exchange Surveillance Commission

1
[Certified Public Accountants and Auditing Oversight Board

-Inspections of financial instruments firms, etc.

-Investigations into administrative civic monetary penalties

v *Investigations into criminal offenses

~Implementation of certified public accountant examinations

« Examination, inspection of the “Quality Control Review”

conducted by the Japanese Institute of Certified Public

Accountants ;

N s e - ———— PR



2. Financial System Stability
@ Course of Events in the Development of the Financial System

Housing L.oan Administration] Sanyo Securities, Hokkaido Takushoku Bank, Yamaichi Securities, Tokuyo City Bank

Corp. established

Resolution and Collection e
Bank founded P Capital injection into 21 banks (some ¥1,800 billion)

1996  “Jusen Law” enforced { Successive failures of financial institutions }

1998  “Early Stabilization Law” enforced ' o meemmemmeTeTSTTIRIIIIIIIIIISASsseecceneeeeina
Prompt corrective actions introduced™____© waphal INection into o4 DAanns \Some =0, 4 a2
“Financial Revitalization Law, Financial
Functions Early Strengthening Law” enforced

[ Start of special public management of LTCB, NCB J

Status of NPL ratios
{Major banks) (Regional

1999 Resolution and Collection Corporation established (through merger of
Housing Loan Administration Corporation and Resolution and Collection Bank)
Introduction of inspection manuals . banks)
2001 “Revised Deposit Insurance Law” enforced March 1989 6.1% 6.2%
Start of special inspections of major banks (~2004) ' March 2000 54% 6.2%

2002 Partial defreeze of the payoff system (for time deposits) March 2001 5.3% 1.3%
Release of “Program for Financial Revival” March 2002 8.4% 8.0%
(aim to halve NPL ratios of major banks by FY2004) '

, - - March 2003 7.2% 71.8%
2003 Industrial Revitalization [Racapitalization of Resona Bank (approximately ¥2 tri!iionﬂ
‘ March 2004 5.2% 5.5%

" Corporation. of Japan established
(Dissolved in March 2007) March 2005 29% 5'5%

[Initiation of special crisis management of Ashikaga Bank}

2004 “Early Strengthening Law” enforced ' March 2006 18% 4.5%
2005 Full application of the payoff system March 2007 1.5% 40%

2007 Introduction of Basel Il




@ Progress in Non-Performing Loan Disposal

16.0%

14.0%

12.0%

10.0%

8.0%

6.0%

4.0%

2.0%

0.0%

15.3%

Program for Financial Revival

“Normalize the NPL problems by reducing major banks’ NPL ‘
ratio to about haif by FY2004 (the March 2005 term) from 1.8%
the present level (8.4% in the March 2002 term)”

March 2002 March 2003 March 2004 March 2005 March 2006 March 2007

¥ Figures are based on loan claims disclosed under the Financial Revitalization Law
¥ Figures for shinkin banks and credit unions include those for their central organizations (Shinkin Central Bank, Shinkumi
Federation Bank)

10
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October 30,
2002

March 27,
2003

March 28,
2003

December 24,

2004

March 28,
2005

March 29,
2005

April 5,
2007

August 24,
2007

__Developments in Relationship Banking

Release of “Program for Financial Revival”

Release of “Toward Enhancing Reiationship. Banking
Functions,” Report on the Second Subcommittee, Sectional
Committee on Financial System, Financial System Gouncil

Release of “Action Program Concerning Enhancement of
Relationship Banking Functions” (1st AP)

Release of “"Program for Further Financial Reform”

Release of “Summary of Discussions on the Evaluation of the
Results of 'Action Program Concerning Enhancement of
Relationship Banking Functions’ (Chairman’s Memorandum)”

Release of “Action Program Concerning Enhancement of
Relationship Banking Functions (FY2005-2006)" (2nd AP)

Helease of Evaluation ot Kelationship Banking Lrorts and
Further Responses,” Report on the Second Subcommitee,
Sectional Gommittee on Financial System, Financial System

r‘.f\l lnf\;;

Release of Partial Revision to “Comprehensive Guidelines for
Supervision of Sma!!— and Medtum"&zed and Regional
Financial Institutions”

12



March 28, 2003
Financial Services Agency
Action Program Concerning Enhancement of Relationship Banking Functions {Basic Approach}
—Securing Revitalization and Sustainability of Financing for Small- and Medium-Sized Enterprises toward Solving Non-Performing Loan Problems at Small- and Medium-Sized and Regional Financial Tosiitutions—

Program for Financial Revival {released on October 30, 2002)
“Regarding the disposal of NPLs of small- and medium-sized financial instinstions™, an action program shall be prepared within FY2002 after examining with multiple criteria the modality of relationship banking,
which has different characteristic features from those of major banks. (¥) Regional banks, second-tier regional banks, shinkin banks and credit unions)

¥ “Relationship Banking™= A business model of lending based on imformation on quality of
the management and future prospects of a borrower company obtained via Jong-term, sustained relationship

"Toward Enhancing Relationship Banking Functions,” Report on the Second Subcommitice, Sectional Committee on Financial System, Finaociat System Council (released on March 27, 2003)
{Promotion of disposal of NPLs held by small- and medium-sized financial institutions based on characteristic features of such NPLs}

» I is fundamental to maintain the sustainability of relationship banking by ensuring the soundness of both borrowers and Jenders through collaborative management of risks and
sharing of costs with small- and medium-sized enterprises (SMEs) in regions.

¥ It is necessary to dispose of NPLs in a manner fully acceptable to both lenders and borrowers while bearing in mind potential impacts on regional economies.

» It is appropriate to follow the basic approach of implementing concrete measures toward the enhancement of relationship banking functions, including development of systems
for disposal of NPLs within a certain period of time while ensuring the soundness of financial institutions through adequate write-offs and provisions. Specifically, it is
appropriate to  solve the NPL problem by promoting various efforts to revitalize SMEs and reactive regional economies while designating a two-year period until the end of
FY2004 as the  “Intensive Improvement Period” regarding regional finance.

Action Program

/ Certainly ensure the strengihening of relationship banking functions during FY2003~2004 (“Intensive Improvement Period”) \

¢ | . Measures to revitalization of SME financing}
1. Strengthening of functions to support business inauguration, opening of new businesses
* 2. Strengthening of management consultation and support functions for client firms
3. Proactive efforts toward carly business revitalization
4, Strengthening of efforts foward new SME financing
5. Development of systerns for explanations fo clients, strengthening of copsultation and
complaint hendling functions
6. Disclosure of progress (semiannual disclosure by each financial institution and industry)

{11, Measures to ensure the soundness and enhance profitability}

. Stricter assessment of assets and credit risk management.

. Development of profitability management systems and enhancement of profitability
Strengthening of governance

. Disclosure of information on contributions to local coprmunities, etc.

. Compliance -

. Ensuring stability of regicnal financial systems

7. Supervision and inspection systems

oth b Wb

= All financial institutions are required to submit the “Plan for Enhancing Relationship Banking Functions” by the end of August 2003. The FSA will follow up on these plans, and compile

& and publish progress reports semiannually. /

¥ Difficulty in taking the same off-balance sheet approach to the disposal of NPLs as major banks (as pointed out in the above-mentioned report by the Znd Subcommities of the Financial System Council)
@ Regicnal SMEs bave only limited options of drastic corporate revitalization methods, hiquidity of collateral disposal and availability of buman resources. Moreover, in case of SMEs, disposal of NPLs
itself is difficult because assets and Habilities of such enterprises and owners are inseparably integrated.
@  Small- and medivm-sized and regional financial institutions do not have sufficient know-how on management improvement guidance and corporate revitalization or well-developed systerns for such
services. I they are pressed to dispose of NPLs unduly, even viable SMEs may be forced o close down or go into Hquidation.
@  f rapid disposal of NPLs is sought without developing an adequate environment such as facilitation of labor mobility and better utilization of hurnan resources, it could have a serious impact on regional
economies, including increased unemployment. 13




March 29, 2005
Financial Services Agency

Program for Further Financizl Reform (December 24, 2004 FSA)

“The FSA will strive to farther promote relationship banking, through cooperation with other government agencies and wtilization of Loca! Financial Bureaus, from the standpoint of rewtaixzmg and reactivating
regional economies in a competitive environment, facilitating SME financing including support for business creation in regions, and encouraging the strengthening of the management power of small- and
medium-sized and regional financial institations. To this end, the FSA will develop a aew action program that incorporates the existing action program on the basis of the evalnafion of performance, efe.
under the existing program. )

“Working Group on Relationship Banking”of the 2nd Subcommittee of the Financial Systemn Council
{Six roeetings and two regional conferences (in Fukuoka and Osaka) since February 7, 2005)

New Actlon Program (FY2005~20086)

; Pursue Further Premotion of Relationship Bapking during FY2005~299 .
1. Business revitalization, Facilitation of SME financing} {2. Strengthening of management powery {3. Enhancement of conveniences of regional users? .

(1) Strengthening of fumctions to support business creation, opening of new (I} Improvement of risk management systems (1) Disclosure of information on contributions to local communities
businesses (2) Development of profitability management systems and  (2) Improved dats onthe state of SME financing
(2) Strengthening of management consultation and support finctions for " enhancement of profitability (3} Establishment of financial institution roanagement focusing on
client firms (3) Strengthening of governance satisfaction of regional users
(3) Proactive efforfs toward sarly business revitalization (4) Stengthening of compliance system {(4) Coordination with various policy initiatives for promotion of regional
(4) Promotion of lending without excessive reliance on collateral and (5) Strategic utilization of IT revitalization
guarantees, efe. (6) Swengthening of functions of central organizations of (5) Questionnaire surveys regarding the evaluation by users, etc.
(5) Development of systems for explanations to clients, strengthening of cooperative financial institutions”
consulion and complaint handling functions (7) Inspection and supervision systems

(6) Human resources development

= All financial institutions are required to submit and publish the “Plan for Promoting Relationship Banking " by the end of August 2005 and also disclose the progress semiannually.
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I Summary of performance as announced by regional financial institutions (a total of 566 FIs, including regional banks; shinkin banks

and credit unions)

1. Lending for business creation and new business openings made steady progress. While syndicated loans with government-affiiated financial institutions

were sluggish, own loan for supporting business creation, eic. increased smoothly.

< FY2003 > < FY2004 > < FY2005 > < FY2006 >

*  Loan products for supporting business creation 19K cases ¥17.9b. = 28Kcases ¥25.0b. = JS54Kcases ¥ 60.3b. = 69K cases ¥7420.
Syndicated loans with govt-affiliated FlIs 03K cases ¥37.4b. = 07Kcases ¥684b. = O0B8Kcases ¥98.7b = 0.7Kocases ¥803b.

2. Business improvements of borrower firms provided with business improvement support financing dipped slightly from achievements under the First
Action Program, as FI efforts in this area have already run their course and remaining cases are all difficult to handle. Cases of business matching rose

substantially.
+ Upgrade rate for firms with improvement support <FY2003~2004 (1st AP)> 24.5% =  <FY2005~2006 (2nd AP)> 22.1%
* No. of business matching contracts (Escluding healthy borrowers? 62K cases = 10.4K cases = 15.9K cases = 240K cases

3. Regarding business revitalization, amid increases in small-scale and/or difficult cases, the use of councils for SME revitalization support rose steadily.

DES (debt-equity swaps) and DIP finance remain popular among revitalization methods.

201 cases ¥ 230.5b. = 302 cases ¥ 3422 b. > 380 cases ¥ 357.2b.=> 391 cases ¥280.3Db.

- Firms with revitalization plans worked out by SMT revitalization support councils
3cases ¥ 60.8b. = 10cases ¥63.1b. = 22cases ¥ 94.2b. = 38 cases ¥117.65.

+ Firms receiving RCC suppost

* Capital subscription to corporate revival funds ¥109b. = ¥16.8b. = ¥169b. = ¥162h.

» DES (debt-cquity swap) 20 cases ¥ 17.5b. => 33cases ¥ 26.1b = 24cases ¥19.1b. = 34cases ¥ 2560
» DDS {conversion of debt inte subordinated loans) 7cases ¥5.6b. = 57cases ¥281 = Gdcases ¥25.7b. = Scases ¥16.6

* DIP finance 152 cases ¥ 56.6b. => 188 cases ¥ 19.2b. => 136cases ¥160b. = 3563 cases ¥19.7b.

(Provision of operational funds to firms in legal revitalization procedures)

15



4. Regarding lending without excessive reliance on collateral and guarantees, amounts of lending using financial covenants and syndicated loans increased. In

addition, ABL is spreading widely, with chattel collateral lending soaring in particular, though still small in absolute numbers.

36K cases ¥ 95.4b.= S4Kcases ¥203.1b. = 45K cases ¥23850h.

= Loan products using financial covenants 2.1K cases ¥339b.=

* Syndicated loans 219 cases ¥ 2993 b = 420 cases ¥ 479.2b.= 567 cases ¥5245b. = 635 cases ¥670.0b.

* Lending on chattel, assigned claims collateral 10.0K cases ¥1102b. = 190K cases ¥173.7b. = 235K cases ¥199.8b. = 182K cases ¥ 202.9%h.
(chatte] collateral lending) (No individual data = (same as left) = 27 cases ¥ 47b. = 153 cases ¥ 131b.

5. On enhanced conveniences for regional users and regional revitalization, various efforts are being made in accordance to regional characteristics, with

lending to PFI projects showing a particularly large increase.

< FY2003 > < FY2004 > < FY2005 > < FY2006 >

* Lending to PFI projects 22 cases ¥18.7b. =» 49cases x40.9b. = Tlcases ¥32.6b. = 1l6cases ¥62.5b,

& Reference : Progress in numerical goals voluntarily set by regional financial institutions >
Of numerical goals set voluntarily by regional financial institutions, self-evaluation on numerical goals for which they disclosed progress (performance)

o “Achievements top goals” about 62% o “Achievements roughly in line with goals” about 16% |o “Achievements fall short of goals” about 22%

I  Evaluation of relationship banking efforts and future challenges

1. Views of regional financial institutions o .
While many of them generally positively regard their efforts toward the strengthening of relationship banking functions as making steady progress, some

cite speedier business revitalization, enhancement of abilities to identify promising businesses, strengthening of compliance, and provision of information to

users as challenges to be undertaken.

16



. 2. Views of users (evaluation of overall efforts))

majority, while those with negative overall evaluation declined.

(Positive evaluation) -

(Negative evaluation)
*  View that while efforts are apparent, results have been minimal

*  Making active business matching efforts in particular, including management consultations

= Far fewer cases of reluctant lending attitudes or aggressive recovery of outstanding loans

«  Beginning to focus on business managers or actual business developments, rather than financial statements .

Based on the results of questionnaire surveys on users, users with positive views of efforts toward the strengthening of relationship banking rose fo exceed the

«  Compared with a few years ago, making considerable efforts to contribute to revitalization of regional ecopomies and to regions

*  Financial institutions vary in efforts, with divergent attitudes even between branches and employees of the same institutions
+  Still reliant on collateral and guarantees, with apparent lack of ability to identify promising businesses

O Evaluation of efforts toward enhancement of relationship banking functions

1

E

FY2004 1.

Ty

FY2005 1.

FY2006 1.

352 22 17870
28.1 2.2 17T
25.1 12 214
0% 20% 40% 60% 80%

100%

3 Considerable progress B Progress [ Litte progress Mo progress Ll Don't know

\ ,

™~
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3. Views of users (Evaluation of individual measures)

TCSOUICes.

(1) Efforts to facilitate business revitalization and SME financing

Users with positive evaluation continue to outpace those with negative evaluation for such matters of support for business creation and opening of new
businesses, management consultations and support, systems for explanations to customers and consultation and complaints handling, and human

However, negative evaluation still exceeds positives, albeit only slightly, regarding lending without excessive reliance on collateral and guarantees,

\

Survey item

Stronger business
creation, new
business opening
functions

Posiiive
evaluation

Negative
evaluation

while negative viewers continue to outnumber positives concerning efforts for business revitalization.

Development of
systems for
Stronger Efforts for Lendnizg mt‘.aout explanations to
management bisiness excessive reliance customers,
consultations, revitalization on collateral and | strengthening of
support functions : ' guarantees consufiation and
24, 3 41, 6

(20.4)

{ 2) Efforts for enhancement of conveniences for regional users

(18.5)

Development of
human resources

(%)

(Unit:%, figures in parentheses are FY2003 results (3¢indicates FY2005 results). The gap between the sum of positive and negative viewers
and 100% indicates the proportion of “Don’t s know” replies. The same is applicable to below.)

While the positive evaluation tops the negative evaluation on disclosure of information, the negative evaluation still exceeds the positive evaluation, though
only slightly, about the establishment of management based on the satisfaction of users. Negative viewers continue to outnumber posiﬁ\{e' viewers
concerning cooperation for regional revitalization and regional contributions. o

X Coordination with various | State of regional contributions
s Establishment of FI . w .
. Information disclosure on . policy measures for {contributions to regional
Survey item . -~ management focusing on . . . .
regional confributions, efc. satisfaction of regional users promotion of regional economies through financial
& revitalization (%) activities, etc.)
Postttve 44, 5 (364) 25. 3 (243) 32. 9 (303)
evaluation ai
Negative
evaluation 35. 3 {46.2)

-18



I Conclusions

/

Overall, relationship banking, in terms of the number of cases addressed and amounts involved, have achieved steady performance during the four years of
the two action programs, but users point out that regional financial institutions® efforts are still insufficient in such areas as business rewtahzatlom Iendmg
without excessive reliance on collateral and guarantees, and contributions to regions.

The report recently presented by the Financial System Council calied on financial institutions to make continued efforts in the three specific areas of
“stronger business revitalization and other support for client firms,” “thorough adoption of fund-providing methods suitable for SMEs, including lending
methods focusing on business value” and “sustainable contributions to regional economies with utilization of accumulated nformation on regions,”and also
found it necessary for them, in continuing these efforts, to “accurately understand user needs and feed them back into management strategies.”

The FSA expects individual financial institutions to redouble their efforts in light of the views of users and the Council’s Report, and will make supervisory

follow-ups as necessary.

- J
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Evaluation of the Current Situation of Relationship Banking and Responses Going Forward
~—Toward Establishment of A Sustainable Business Model Using Accumulation of Regionzl Information—
< Qutline of Report on the Second Subcommittee, Seetional Committee on Financial System, Financial System Council>

Present Situation

< Achievements so far )
¢ Performance in terms of no. of cases, situation steadily
improving
o Basic concept, individual methods sinking in and taking fimm
root
© NPL ratios fell. Now shifting from “emergencies” 1o “normal
times™ preaswres

" CInsufficiencies, challenges >

o Polarization trend in financial institutions’ efforts

o Insufficiencies i business revitalization, Ilending without
excessive reliance on real estate colfateral, personal guarantees

o Still hatfway to profitability enhancement

o Examples tuming imto a checklist, with financial instifutions
simply trying to cover ftems in the list, as some have pointed
out

o Criticism that the program approach with a two-year
timeframe and semiannual reports restricting latitude of
financial institutions’ management, providing inadequate
motivation for them to seek efforts that produce quick resuits

<€ New environment 3

o Intensified competition with major banks, new developments

concerning Yucho Bank, policy finance reform, etc.

o With the aging population with declining birthrate and public
finance deterioration, there are many problems in regions,
including the hollowing-out of local industries, hollowing-out
of core urban areas, and polarization befween big cities  and
regions through these developments

o From the viewpoint of supporting challenges for second
chances, 1t 15 necessary to pursue comprehensive revitatization
of regional economies. The challenge is to tum business

revitalization at various points” into “broad” region-wide

Basic Approach

A © Confirmation of need for relationship banking

+ It is necessary fo establish, decpen relationship banking
business models for survival of regional financial
institutions

» Tt is essential to recognize costs, grasp client and regional
needs and thoroughly pursue and deepen “selection and
concentration”in order to carn profifs commmensurate with

costs

o . Regional financial instititions can comfribute to broad
region-wide revitalization
» They bave toles to play in information and buman resources,
on top of their roles as cornerstones of regional information
networks and fund providers
» Adequate rtesponses fo these needs bring business
opportunities for making profits

o Appropriate commitment
« It is important to make sustainable contribations to regions
that could bring profits while fully aware of costs involved

Specific Measures, Prometion Systems

[Specific measures]
© Specific measures commonly required of financial institutions

are limited to the following three related to the very pature of

refationship banking:

1. Stronger support for client firms according to their lifecycles

2. Thoreugh adoption of fund-providing methods suitable to
SMEs, including lending methods focusing on business
value

3. Sustainable contributions to regional economies with use of
accumulated information on regions

Specific measures are left to each financial mstitution.

o  Continue calls on cooperative financial institutions to
strengthen  their management bases, while promoting
comprehensive approaches through improved fumctions of
central organizations and industry bodies
» Expect individual mstitutions to make efforts and contribute to

regions on the strength of their cooperative nature
* Expect central organizations and mdustry bodies to seek
cooperation with ofher institutions on the strepgth of their
nationwide networks, and further wiilize their fonctions of
managing surplus fimds from individual cooperative
nstitutions

[Promotion systems]

o Permanent approaches incorporated in supervision guidelines,
instead of program-based approaches

o Follow up on relationship banking efforts through regular
supervision without requiring preparations and reporting of |
uniform, “something-for-everyone” plans

o Promotion of voluntary disclosure and governance through
public pressure

o Disclosure of performance roughly once a year, and publication
of specific examples

o Stronger cooperation with relevant organizations, ministries
and agerncies at both central and regional levels




Concerning Future Supervisory Framework for Relationship Banking Efforts

“Fovalation of the Curent Siursion of Relsficnship Beoking and Responses Going Foeward™ (Qutiios)
(Repart o the Second Suboommmittes of the Financial System Coundl, Aprt 5, 2007)

o Need forand basic spproach o relationship barking
. 7t establish, deepen telationship benking busi iels for arvival efregiord fisncial fasitgions

T is essexsizt to recognize costs, gresp chient and repione] needs and fhoroughly pursne and deepen “selection and concenaion” i
cxder to eam profits commensurats with costs

* Can comtribute to brvader revitalizztion of regions (there are roles to be plaved m mftxmation aivd esan sesouress beyond mofes as B2

o Specilicmessures for relationsiip hanking

»  Specific measmes commonly required of fimancd insitrtions are Emited to fhe following tree related o fhe very metuwe of
rEationship banking, Specific messmes are beft o each firamoial indtittion.

@ Stronger sappost for cient fms acconding to their ifecydes

@ Thorough adoption of fimproviding methods sitable to SMEs, nclnding lending methods focusmg on asiness valns

@  Susaitsblecontrtrtions o regional jes with e of ated inforrmation on regions

o Systens for prosoting relationstip bavking
(1) Dewdopment of systers at fremer) astitutions .
*  Developmentof iemal 5y ducive to entemced profitability, “sdection and concentration” of mRmagament rsouress

«  Deveopmes aud ntilization of uwen resources responsive 0 nesds of regiondl users, sronger cooperation with paties
concemexd

(?) Requestsfor financial insittions
+ Chrification of piodted bews axd ob inmedhim-temm S plang, efe, publication of
Undezsiatding ofuser needs ad their feerback it
3) Admmistretive involvement
Foliow up o contentts md progress of volimtzry moanagement plans frough regubr spervision withowut requisiag formlation
and reporting of uiftom plns
Pubtication of achievernerds rosphly onee a year, and of specific exemples of refationship banking effeets
Crasping of vsers’ voicesand publication af results .
+ Promotion of whrtary Esdosre and povemance tirigh poblic pressie Fequests fir disdosre of incipal perfrmance

figures, provision of opportpities for fmancial maittions to amomoee their ack )
@ Developooestof systems of adminisrative anfborities {Sromger coop with refevate ministries and ‘both centrdl and
reprorad kovels)

“Cenmprehensive Guidelines for Supervision of Smal- and Medinm Sized and Regiona! Fimeal Insitutions” {Outfiog)
-5 Prometion of Relioestip Banking

()  Badkgoud
The report concludes that regional firumcial institutions, bsed on fheir achievernents so S, should continue o pake relationstip benking cffoets
As the report says fhat relationsitp banking should be: progooted wnder the permanent framework of regular supervisory adrrinistzation, the: gaidelines for sipervision
eqresdy fefers to the peoanotion of relaticnship banking
()  Bascapmoach
= {leaty st anew the pomis descifbed in the report desoribed i the kft ool

jor posps of cbsezvat
(1) Systandevelopment (verication of systems at financial istiutions)
+  Devdopment ofimemel sysemstomeke relafionship barking conducive o evhanced profitability

+ Sueofihomush“selection s concemration” of MATApEGA resOUTCES
© +  Disdosmoofhasic poficies for relationship benking prometicn (whether they are expresdly sred in e tetm Toavagement plans) and mensres to keep employees

Development and weilizstion of e resouroes, and stemger cooparation with parties conoemed
+ Graspmgofuser needsand their feedhack o business srategies, Teflection of nser evaluation results o bisness operations
{2)  Specfic measmes (verify active effors in the fllowing dmee areas. Specific methods are kef to the d
Repxt Hsted sivaply as examples of desirable efftuts) . b
@  Stroager smportfir dieat Srmsaccording to ther fifeydes
@ Thorough adoption of fimd providing mefbods suttable to SMES, including Tending mefhods fxarsiag on busioess vales
@ Sustminabls contibui ol evonsries with ss of scammilated tformation oo Fegions

of incividuat fnancial fnsiuticns, with itetos cited in the

»  Outhe basis of fiee corapetition, respect for managrment decisions in Hue with sdfresponsibilty, and governce through fhe eyes of wsers i regons, the FSA provides

iom zmd pre hropment for retationship banking o deepen and e fim oot
$  Pay due heed to the positicering of relationship baking i overall menagement stregies md depth of efforts being made, nstead of sl sticking bo quaniitaive
evahaztion of individual methods
(0 Grosgingofeffortsheing undertiken
* Regdarfollow-ups via comprehensive heangs and earings with top execut i progressof voluntary mzepement plans)
+ Compiation and publication of perfooeance onos 2 year

s Avoua surveysto greg wers™ voices and publication of survey results

+  Disdosweof principal pefirmance figires aud achievements of effets on the websites of e FR A and five Mizistry of Froance
Helding of symposiums a leat once a year o each prefectureor by each Regional Financial Burem:
Trtrodines and comrend exemples of advanosd measares and measmes desible for broader apphication onoe 2 yor©

.
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Concerning Guidelines for Supervision of Small- and Medium-Sized and Regional Financial

I

nstitutions in Program Year 2007

Shift in dimensions of financial regulation

supervisory guidelines.

regulation and supervision are being tested anew.

Priority Areas
1. Promotion of relationship banking

As financial institutions addressed various measures to
strengthen relationship banking, these measures made
steady progress generally. However, further promotion is
deemed necessary as users have pointed out insufficiencies
in such areas as “efforts for business revitalization,”
“lending without excessive reliance on collateral and
guarantees” and “contributions to regions.” The FSA will
contimue to follow up on efforts in these areas that pertain
1o the very nature of relationship banking,

{1} Stronger support for client firms according to their
lifecycles

{2) Thorough adoption of fund-providing methods suitable
to SMEs

(3) Sustainable contributions to regional economies

Quualitative Improvement of Financial Regulaiion

o Efforts toward the strengthening of relationship banking efforts
made steady progress under the two successive action programs.
Going forward, the FSA will continue to promote relationship
banking under the permanent framework based on the

o With revitalization of Japan’s financial -and capital markets
becoming the prioritized policy agenda, the quality of financial

| Qualitative bnprovement of supervision

(1) Optimal combination of rule-based supervision and principles-based supervision
(2) Responses to priority issues through effective utilization of administrative resources
(3) Focus on incentives for financial institutions and respect for their self-help efforts

(4) Further enhancement of transparency and predictability of administrative responses

2. Thoroush protection of and enhancement of conveniences for

. uSers in regions

While financial institutions are expected to provide financial
services in response to customer needs, they are also being called
upon to make further efforts for the protection of users in light of the
enforcement of the Financial Instruments and Exchange Law. In
addition, there is the heightening need for responses to prevent the
use of financial services by organized crime. Given these
circumstances, the FSA will focus on the following matters in
supervision:

{1) Improvement and strengthening of systems for explanations to
customers and consultation and complaint-handling functions

{2) Compliance

{3) Stronger and thorough measures to prevent financial crimes and
ensuring of appropriate responses to customers

{4) Establishment of management systems for customer information

(5) Ensuring adequacy of system risk management systems

(6) Ensuring of appropriate business management at outsourced

In addition, the FSA will pay attention to whether financial institutions are féﬁovsfing
appropriate business management at the Jeadership of top executives under the principle
of self-responsibility, and also continue to seek stronger cooperation with

ection-related departments and Local Financial Bureaus

3. Risk manag' enient systems according fo

risk profiles
¥t is essential for financial institutions fo

improve and strengthen risk management
systems and secure the confidence of
depositors, etc. in order to promote
relationship banking. Given the trend toward
increased management of assets with
complicated risk profiles and maior risk
scenarios for interest rate and market
developments, the FSA will focus on the
following matters for appropriate risk
management in supervision:

{1} Ensuring reliability of asset assessment and
credit risk management
{2) Development of market risk mabagement
_systems
{3) Responses fo Basel I




