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Preface

The Bank of Japan began the publication of the
Financial System Report last year. The purpose of this

report can be summarized as follows:

- To present a comprehensive analysis and assessment
of the stability and the functioning of the Japanese
financial system and to highlight and examine potential

risks to financial system stability.

- To facilitate communication with concerned parties
on maintaining the stability and enhancing the
functioning of the financial system and thereby
contribute to long-term financial stability and the

sound development of the economy.

Japan's financial system has almost overcome the non-
performing-loan (NPL) problem that it has been
grappling with for over ten years since the bursting of
the asset price bubble and is now entering a new phase.
The environment surrounding the Japanese financial
system has also been changing significantly: financial
markets have become increasingly global, financial
activities have been deregulated, and technology and
its application in financial services have made further
substantial progress. In this new phase, the main
players, such as private financial institutions and the
central bank, need to respond proactively to the
changing environment and take necessary action to
further enhance the stability and the efficiency of
Japan's financial system. This is crucial to achieve a

sound development of Japan's economy.

The Bank of Japan will continue to analyze and
evaluate the stability and the efficiency of the financial
system and to make its assessment publicly known.
Furthermore, the Bank will take appropriate policy
measures. Through these activities, the Bank will
contribute to maintaining the stability and enhance the

efficiency of the financial system.



An Assessment of Financial System
Stability: An Overview

- Japan's financial system overall has regained stability.

- With the improvement in the performance of the
corporate sector, the ratio of banks' NPLs to total credit
exposure has been on a declining trend. The quality of
banks' loan portfolios has improved substantially.
Furthermore, banks posted large reversals of allowances
for loan losses during the past fiscal year, pushing down
further the level of aggregate credit costs. Banks' profits
have increased significantly, mainly due to the above-
mentioned decline in credit costs. In fiscal 2005, the
profits of both the major banks and the regional banks

marked record highs.

- In the area of market risks, the interest rate risk in
banks' bond portfolios as a whole is subdued, partly due
to a shortening of the average duration of bonds held.
Some banks have started to consider increasing their
stockholdings, but so far the increase in risks associated
with such stockholdings is limited. At the same time,
banks' capital has been increasing, reflecting the
expansion in banks' retained earnings and capital
procurement. The ratio of deferred tax assets to banks'
capital has decreased. The amount of risk taken by banks
has generally been restrained, and banks' capital has risen
both in terms of quality and quantity. Accordingly,
constraints on banks' activities due to capital adequacy

concerns have eased further.

- The environment for Japan's financial system has been
shaped by the continuing globalization of economic
activity and financial markets. Innovation in information
and communication technology (ICT) and deregulation
have been making further progress in the financial sector.

As for the macroeconomic environment, economic and

price conditions have improved, and market interest
rates, reflecting these trends, have gradually moved
higher. Land prices in the metropolitan areas have
bottomed out and started to rise. The "quantitative easing
policy" by the Bank of Japan was terminated in March
2006. With regard to banks' business activities, increased
capital buffers have expanded banks' risk-taking capacity
and the public's and market participants' confidence in
the financial system has also grown. Against this
background, banks are showing increased dynamism in
their operations and are embarking on the provision of

new services to customers.

- Banks' lending attitude has become more positive, and
private-sector credit demand has bottomed out. As a
result, the rate of change in aggregate bank loans entered
positive territory during fiscal 2005. The amount of
housing loans outstanding continues to increase and the
year-on-year rate of change in corporate loans
outstanding recently has also turned positive. Meanwhile,
competition among banks in the loan business has
become intense and interest margins on loans (i.e.,
lending rates minus banks' funding costs) have continued
to contract. These developments imply that the current
financial environment is accommodative and is strongly
supportive of economic activity in the private sector.
From the viewpoint of maintaining financial stability,
however, it is also important to examine carefully
whether the levels of loan rates and interest margins
properly reflect borrowers' credit risks. So far, banks,
through the application of advanced methods for credit
risk management, have generally managed credit risks
prudently. It is important for banks to continue to pay due
attention to the balance of risk and return in managing

their loan business.

- Looking at banks' activities in the changing financial

environment, banks are cautiously managing the interest



rate risk in their bond portfolios. In addition, the
economic recovery in progress now and future rises in
market interest rates are likely to have a positive impact
on banks' operating profits. Consequently, the influences
of the rise in market interest rates reflecting economic
and price developments are likely to be absorbed by the
increased overall capital buffer in the banking sector.
Regarding liquidity risks, since the full removal of the
blanket guarantee of deposits in April 2005, there has
been no noticeable problem with regard to banks'
liquidity management. In this situation, money markets
are on the way to functioning more and more normally
and the transaction volume in the interbank market has
been gradually recovering. In sum, it is not likely that
problems with regard to banks' management of liquidity
risks will cause a systemic impact on the financial system

in the near future.

- As for new types of investment, there is continued
growth in the volume of "alternative investments" such
as structured bonds, hedge funds, and real estate funds.
Although the possibility is very small that risks emerging
from alternative investments may have a destabilizing
effect on the overall financial system, banks need to
sufficiently  recognize the magnitude and the
characteristics of these risks and manage them

effectively.

- Banks have also been expanding "fee business" such as
the sale of investment trusts and insurance products.
They have also been offering new services and
diversifying their business activities, partly through
alliance with companies in other business areas. These
developments are likely to contribute to ongoing
innovation in financial services that meet the needs of
firms and households and to the enhancement of the
functioning of the financial system. On the other hand,

however, those new activities of banks are also likely to

be associated with new risks such as operational risks
and compliance risks. Thus, it is imperative for banks to
manage those diversified risks effectively while pressing

ahead with new activities.

- The resilience of the financial system to withstand a
macroeconomic downturn has grown stronger, as
evidenced by the quality of banks' loan assets, increased
capital levels, and improvements in risk management
practices. With regard to interest rate risks and liquidity
risks, it is unlikely that in the near future these risks will
lead to a situation in which the overall stability of the
financial system is threatened. Banks' new investment
and operations generally fall well within their enhanced
capacity to bear risk. However, since cyclical fluctuations
of the economy are inevitable, it is necessary to expect
possible future increases in credit costs, although such
increases are not likely to reach levels experienced in the
recent past. Furthermore, in view of the changes in the
financial environment, it is necessary for banks to
manage interest rate risks and liquidity risks based on
various stress scenarios. It is extremely important for
banks to effectively adapt to this changing environment
and to manage the various risks appropriately. This is a
critical task to ensure the stability and enhance the
functioning of the financial system and to achieve

sustainable economic growth.
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I. Japan’s Financial System: A
Return to Stability

A. Decreases in NPLs and Credit Costs

The NPL problem has been a central issue in Japan's
financial sector since the early 1990s. Having almost
overcome that problem, Japan's financial system has

now returned to stability.

The Japanese economy has been improving for more
than four and a half years, and firms' business
performance has been picking up. Banks have made
significant progress in disposing of NPLs and
struggling firms have been on the mend. Under these
circumstances, the ratio of NPLs to total credit
exposure of the major banks (12 large nationwide
commercial and trust banks) declined significantly to
2.9 percent at the end of fiscal 2004 from 8.7 percent at
the end of fiscal 2001, after they achieved the target set
by the government of halving the ratio as of the end of
fiscal 2001 within three years. It continued to decline
to 1.8 percent at the end of fiscal 2005. The ratio of
NPLs at the regional banks (111 local commercial
banks) declined to 4.6 percent at the end of fiscal 2005
from 8.1 percent at the end of fiscal 2001 (Chart 1).

Credit costs (net losses from the NPL disposal, etc) and
the credit cost ratio (the ratio of credit costs to total
outstanding loans) have also been declining with the
decrease in banks' outstanding NPLs. In fiscal 2005,
the credit cost ratio was negative (-0.18 percent) for the
major banks and was notably low (0.32 percent) for the
regional banks (Chart 2).

This decrease in credit costs reflects the fact that a
generation of NPLs has been contained. This was
possible for the following reasons. First, the recovery
of the Japanese economy has continued and firms'
business performance has improved. Second, the

restructuring of struggling firms by banks has made



progress. Moreover, the major banks in particular
recently posted large reversals of allowances for loan
losses due to improvements in borrower firms' credit
quality, and this lowered credit costs in fiscal 2005. It
is necessary to note, however, that the reversals were
temporary owing to the fact that a period where banks
appropriated a large amount of allowances for loan
followed an economic

losses improvement in

conditions and firms' business performance.

The pace of decline in the NPL ratio at the regional
banks has been relatively moderate compared with that
at the major banks (Chart 1). One of the reasons behind
this may be the moderate pace of recovery of the local
economies in which the regional banks operate,
compared with the recovery of the metropolitan areas.
Another reason seems to be the difference in regional
banks' attitude toward the disposal of NPLs when
compared with the major banks. This difference stems
from the fact that the regional banks tend to put more
focus on maintaining long-term business relationships
with borrower firms. The NPL ratio has been declining
at the regional banks on the whole, but some regional
banks' NPL ratios are still high (Chart 3). As market
participants' monitoring and assessment of financial
institutions' business conditions are stricter than before,
these banks are required to make further efforts to

resolve the NPL problem.

B. Increases in Banks' Profits

Banks' profits have increased significantly, mainly due
to the above-mentioned decline in credit costs. In fiscal
2004, both the major and the regional banks recorded
net income: the former for the first time since fiscal
2000 and the latter for the first time since fiscal 1994.
Their net income continued to increase in fiscal 2005

and exceeded the previous record, both at the major

Chart 3: Credit Cost and NPL Ratios at the Regional Banks?

NPL ratio, %

14
12 . Ve LN
10 . *
Y A
8 R .« ® o o
6 ’f“"“ A M
. Q8 ¢ »
4 . ¢ *
sefs b \J ¢
*
2 ¢ Average of the regional banks
0 \ \ \ \ )
-1 0 1 2 3

Notes: 1. Calculated based on figures at the end of fiscal 2005.
2. Excluding Ashikaga Bank.

Chart 4: Net Income/Loss
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2. The average ROE (or ROA) = the sum of ROE (or ROA) for each

bank/the number of banks.



Chart 6: Contributions to Changes in Net Income/Loss
Regional banks

6
4
2
0
-2
4
6
F

Major banks

difference from the previous year, tril. yen
15

10
0.5
0.0

-0.5

-1.0

Y 2001 02 03 04 05 Fy 2001 02 03 04 05

mmm Net interest income A Non-interest income® General and
administrative expenses

=3 Credit costs [ Others —o— Net income/loss

Note: 1. Non-interest income = net fees and commissions +

profits on specified transactions + other operating profits

- net realized bond-related gains/losses.

Chart 7: Profitability of the Major Banks"?*

Notes:

ROE, % FY 2005
16 A —FY 2005

14 \@\ FY 2004

12 —FY 2003

FY 2004

FY 2003 /Jy\

-30 0 30 60 90 120 150
credit cost ratio, basis points (bp)

1. See Box 1 for details.

2. ROE is recalculated by eliminating factors causing
fluctuation such as credit costs and gains/losses on
securities.

3. One basis point (bp) = 0.01 percent.

Chart 8: ROE of the Regional Banks
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and the regional banks (Chart 4). As a result, the ROE
of the major banks is now comparable to that of

foreign major banks (Chart 5).

In addition to the decline in credit costs mainly due to
the reversal of allowances for loan losses mentioned
above, an increase in fee business income also
contributed to boosting banks' profits (Chart 6).
Meanwhile, interest income has recently been on a
declining trend mainly because the increase in loan
volumes in fiscal 2005 was insufficient to compensate

for the decrease in interest margins (Chart 6).

According to a simple calculation of banks'
profitability after excluding the influence of changes in
credit costs and gains/losses on securities, the
profitability of the major banks has increased due to
rationalization and the expansion of fee business. The
extent, however, is still limited (Chart 7; see Box 1 for
details). The profitability of the regional banks varies
considerably across individual banks (Chart 8). It
seems that this variation is not only attributable to a
variation in credit costs but, to a considerable extent,
also to a variation in other factors such as business
efficiency, the strength of the regional economy in
which they operate, and the degree of competition in
their own business areas (see Chart 30 in the 2005
issue of the Financial System Report). Improving
competence in generating profits is still an important

task for banks.

C. Developments in Risk Associated with Bond
Holdings and Stockholdings

With loans declining since the 1990s, the proportion of
bond holdings in banks' operating assets has been
increasing, and consequently, the fluctuation of
gains/losses from bond investment due to, for example,

interest rate changes, has been significant (Chart 9).



Against the background of this composition of their
balance sheets, the major banks have been making
efforts to shorten the average duration of bonds by
raising the proportion of bonds with shorter maturity
and to suppress an increase in interest rate risk in bond
portfolios, heeding the lesson from the experience of
rising long-term interest rates in 2003 and 2004 (Chart
10). At the major banks, the ratio of the risk associated
with yen-denominated bond holdings (100 basis point
value [bpv]) relative to Tier | capital, or core capital,
has been declining since fiscal 2004 (Chart 11). On the
other hand, the regional banks have been raising the
proportion of floating-rate bonds in their balance
sheets as a hedging tool against risk associated with a
steepening of the yield curve. However, at the regional
banks, the ratio of the risk associated with yen-
denominated bond holdings relative to Tier | capital
has increased slightly, because the amount of bond
holdings has increased and the duration of these bonds

has recently become slightly longer (Chart 11).

With respect to risk associated with stock price
fluctuations, banks, particularly the major banks, have
decreased their stockholdings to a large extent, and
have thus reduced this risk since 2000 (Chart 12). In
the process, they took advantage of the stock-
purchasing program introduced by the Bank of Japan
in the fall of 2002. However, since fiscal 2005, they
have almost stopped reducing their stockholdings and
some banks have even started to consider increasing
their stockholdings, responding to their business
couterparties' requests against the background of an
increase in the number of M&As as well as to firm
stock prices (Chart 12). Meanwhile, the risk associated
with stockholdings measured as Value at Risk (VaR)
under several assumptions has slightly increased due to
a recent rise in stock price volatility. Looking at the

relative size of the risk vis-a-vis banks' core capital

Chart 10: Duration of Banks' Yen-Denominated Bond Portfolios!
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Chart 14: Developments in Capital*

Major banks

tril. yen
30 1
25
20
15
10 _
5
0 L L L  —
5 L 2000 01 02 03 04 05
FY-end [ Revaluation reserve for land
Net unrealized gains/losses on securities
[ Retained earnings
[0 Capital and capital surplus
—&— Deferred tax assets
Regional banks
tril. yen
5 ! Y
10
5 I —
0
FY-end 2000 01 02 03 04 05

[ Revaluation reserve for land

Net unrealized gains/losses on securities
[ Retained earnings

[0 Capital and capital surplus

—e— Deferred tax assets

Note: 1. On a nonconsolidated basis.

Chart 15: Capital Adequacy Ratios®

[)
13 Rl

12 - Major banks
11 r
10

9

Regional banks

7

FY-end 2000 01 02 03 04 05
Note: 1. On a consolidated basis.

(Tier I capital), the VaR calculation shows that the risk
associated with stockholdings is a little less than 40
percent of Tier | capital at the major banks and about a

fourth of Tier | capital at the regional banks (Chart 13).

D. Easing Constraints on Capital

Banks' capital, the capital on banks' balance sheets at
both the major and the regional banks, has been on an
increasing trend since bottoming out at the end of
fiscal 2002 (Chart 14). At the end of fiscal 2005, a
higher level was recorded than in the previous fiscal
year at both the major and the regional banks. This
reflects the expansion in retained earnings, the
increased appraisal gains from stockholdings due to the
rise in stock prices, and capital procurement. Capital
adequacy ratios have also been rising at both the major
and the regional banks (Chart 15). In addition, banks'
high profits have enabled them to decrease deferred tax
assets, and the ratio of deferred tax assets to their

capital has been on a declining trend (Chart 14).

In accordance with these movements, banks have
accelerated the repayment of public funds they had
received to boost their capital. Until the end of fiscal
2005, they had repaid about 6 trillion yen (at face
value) of public funds by using increased net income
and procuring capital from markets. As a result, about
half of the total 12 trillion yen in public capital
injection since 1998 was repaid by the end of fiscal
2005 (Chart 16). In fiscal 2006, a few major banks
used secondary offerings to repay public fund

preferred shares.

Overall, constraints on banks' operations due to capital
adequacy concerns have eased further; banks' capital
has improved both in terms of quality and quantity, and
loan portfolio quality has improved. Making certain

assumptions, it is possible to calculate the total risk



associated with banks' operations by aggregating the Chart 16: Repayment of Public Funds
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this background, assessments of Japan's financial
system have gradually improved. The prices of bank

stocks have been on a continuous upward trend since

bottoming out in the first half of fiscal 2003. In Chart 18: Credit Rating and Prices of Bank Stocks?
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Chart 19: Credit Spreads of Three Major Banks'?
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their "financial strength rating," which does not take
any support from the public sector into account, while
their "long-term deposit rating” remained relatively
unchanged. This indicates that the Japanese financial
system has been regaining stability on its own and that
public-sector support for maintaining this stability is

no longer necessary (Chart 20).

As seen above, banks' NPLs and the ratio of NPLs to
total credit exposure have decreased further and credit
costs have declined significantly. As a result, the NPL
problem no longer seems to constrain banks' business
and their risk-taking capacity. At the same time, banks'
capital as a buffer for taking additional risks has been
augmented both in terms of quality and quantity, and
consequently, it seems that risks associated with bond
holdings and stockholdings can be absorbed by this
capital increase. Moreover, the market's evaluation of
the financial system has improved considerably. Based
on the above assessment, it can be concluded that, all
in all, the Japanese financial system has regained its

stability.



Box 1: An Assessment of the Profitability of the Major Banks Measured by ROE

Net income of the major banks has been fluctuating
significantly since the 1990s due to factors such as the
large amount of credit costs from the disposal of NPLs

and gains/losses on securities (Chart 1 for Box 1).

Therefore, we examined whether the profitability of the
major banks' core business has improved through the
rationalization of operations and an expansion in fee
business by a simple calculation. For this assessment,
ROE is recalculated by eliminating the factors causing

any fluctuations of net income mentioned above.

This calculation shows that the profitability of the major
banks has improved, but the degree of improvement is

limited.

ROE is recalculated with net income and stockholders'

equity adjusted as follows.

First, net capital gains/losses on securities and losses
from the write-down of securities are deducted from net
income; in addition, net unrealized gains on securities are
deducted from stockholders' equity. Second, reported
credit costs on the income statement are deducted from
net income. That is, credit-cost-adjusted gross income is
calculated. Adjusted net income is then calculated by
using credit costs and the credit costs are calculated by
multiplying total outstanding loans by various credit cost

ratios.

The improvement in the profitability of the major banks based on their core business corresponds to an upward shift in the
ROE line shown in Chart 2 for Box 1. The calculation above shows that the ROE line has shifted slightly upward, reflecting
the improvement in the profitability of the major banks based on their core business since fiscal 2003. However, the
improvement in ROE remains within a range of 0-2 percent (Chart 7 in the main text). Given that the major banks have

almost completed their cost-cutting efforts, it is important for them to offer higher-value-added financial services and set

Chart 1 for Box 1: Net Operating Profits from Core Business
difference from the previous year, tril. yen

0.8
0.6
0.4
0.2
0.0
-0.2
-0.4
-0.6
-0.8 -

Fy 2000 01 02 03 04 05

= Net interest income from loans

= Non-interest income
3 Net interest income from securities
EZZ3 Others

BB General and administrative expenses
—O— Net operating profits from core business

Chart 2 for Box 1: Improvement in ROE
ROE

. The improvement in ROE of the major
._,_Qanks based on their core business

AN

The improvement in ROE of
the major banks through a decrease
in credit costs

credit cost ratio

Note: 1. This simple analysis assumes that the efforts of the major
banks to minimize credit costs in order to improve their
profitability (for example, by adopting advanced risk-
management techniques) does not shift the ROE line, but
instead moves the ROE ratio upward along the same ROE
line.

their deposit and loan rates appropriately in order to further increase their profitability.
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Chart 21: Real GDP Growth Rate and CPI in Japan
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Sources: Cabinet Office, "National Accounts"; Ministry of Internal Affairs

and Communications, “"Consumer Price Index."

Chart 22: Market Interest Rates*
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10-year JGB yield

FB rate (3-month)

Call rate (overnight, uncollateralized)

77

0 SN o —— e

CY 2002 03 04 05 06

Note: 1. Data are up to June 30, 2006.
Sources: Bank of Japan; Japan Bond Trading Company.

Chart 23: Stock Prices (Nikkei 225 Stock Average)*
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Note: 1. Data are monthly averages available up to June 2006.
Source: Bloomberg.
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Il. The Financial System in a
Changing Environment: Risks and
Financial Institutions' Responses

The circumstances in which the Japanese financial
system operates have recently seen a number of

changes.

The economic recovery has continued for more than
four and a half years now (Chart 21). Moreover, the
environment for prices has gradually improved, and the
year-on-year rate of change in the consumer price
index has been positive since the end of 2005 (Chart
21). Against this background, the Bank of Japan in
March 2006 terminated the so-called policy of
"quantitative easing," which had been in force since
2001 and targeted the outstanding balance of current
accounts held at the Bank, and switched back to
targeting the uncollateralized overnight call rate. Since
then, the uncollateralized overnight call rate has been

effectively zero percent.

Against these favorable developments in economic
activity and prices as well as interest rate rises in
overseas markets, money market rates and medium- to
long-term interest rates have increased, and stock
prices have been buoyant (charts 22 and 23). Land
prices in major cities, such as the 23 wards of Tokyo,

have bottomed out and started to increase (Chart 24).

Structural changes are also continuing. The
globalization of economic activity and financial
markets are proceeding, and in the financial sector,
deregulation and ICT-related innovation are making
progress (Chart 25). Moreover, a new international
capital adequacy framework, commonly known as
Basel 11, is to come into effect in Japan at the end of
March 2007.

Under these new circumstances, the behavior of banks

has been changing due to the easing of their capital



constraints and recovery of their business and risk-
Chart 24: Land Prices®

taking capacities. With regard to banks, the following Residential land

three points are noteworthy. First, their lending attitude 5o Yy ¥oche ,
[ Nationwide (weighted average)
has become more aggressive. Second, with the aim of _ )
10 F - - - - Tokyo Prefecture (weighted average)
diversifying sources of profits, they are expanding their
fee business, including the sale of investment trusts
. . .. .. -10
and private pension policies, as well as the provision of
loan-related services such as loan syndication 20T )
arrangements. And third, they are seeking to supply 30 ©
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new financial services and expand their business lines

. . . . Commercial land
by undertaking new fixed investment and forming
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business alliances with non-bank companies.
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This section examines how both the new environment 0
and related changes in banks' behavior have affected

-10
the stability, the robustness to shocks, and the general
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functioning of the Japanese financial system.
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Notes: 1. As of January 1.

2. Weighted averages are calculated by the Bank of Japan, averaging
the rate of change in land prices weighted by the level of land
prices per square meter at individual locations surveyed in the
previous year.

Source: Ministry of Land, Infrastructure and Transport, "Land Price
Publication."

Chart 25: Deregulation of Financial Services

Enactment of the Law on Securitization of Specified Assets by Special

Sep. 1998 Purpose Company (SPC Law).

-- The law established the scheme concerning special purpose companies
incorporated for asset liquidation and securitization.

Dec. 1998 |Removal of ban on sales of investment trust certificates by banks.

Apr. 2000 |Establishment of a scheme to guarantee certain bonds.

-- The Credit Guarantee Corporation started providing guarantees for
private placement bonds.

Nov. 2000 [Amendment to the SPC Law.

-- The amended law expanded the type of assets that can be liquidated and
securitized to include property rights in addition to real estate, and
simplified procedures to incorporate special purpose companies.

Apr. 2001 |Partial removal of ban on sales of insurance policies by banks.

-- Sales of long-term fire insurance policies related to housing loans, and
overseas travel insurance policies, were exempted from the ban.

Apr. 2002 |Removal of ban on sales of exchange traded funds (ETFs) by banks.

Easing of criteria for provision of guarantees for private placement bonds.
Oct. 2002 [Expansion of the type of insurance policies sold by banks.

-- Personal pension insurance policies, zaikei (asset formation) insurance,
and casualty insurance policies with income endowment were exempted
from the ban.

Dec. 2004 [Removal of ban on securities brokerage business by banks.

Dec. 2005 |Expansion of the type of insurance policies sold by banks.

-- Single premium endowment insurance and single premium permanent
life insurance were exempted from the ban.

Apr. 2006 |Deregulation related to bank agency business.

-- The deregulation allowed companies to enter some areas of banking
business by acting as a "bank agency."
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Chart 26: Lending Attitude of Financial Institutions as Perceived
by Enterprises!
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Note: 1. DI = "Accommodative" - "Severe."
Source: Bank of Japan, "Tankan -- Short-term Economic Survey of
Enterprises in Japan."
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Chart 27: Cash Flow and Business Fixed Investment*
tril. yen
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Cash flow - business fixed investment
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Notes: 1. Figures are for all sample firms in all industries, adjusted for
changes in the sample firms.
2. Cash flow after tax is calculated by current profits multiplied by
0.5 (the approximate tax rate) plus depreciation.
Source: Ministry of Finance, "Financial Statements Statistics of
Corporations by Industry."

Chart 28: Demand for Loans as Perceived by Banks (by Type of
Borrower)*
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Note: 1. DI for demand for loans = (percentage of respondents selecting
"substantially weaker" + percentage of those selecting
"moderately weaker" x 0.5) - (percentage of those selecting
"substantially stronger" + percentage of those selecting
"moderately stronger" x 0.5).

Source: Bank of Japan, "Senior Loan Officer Opinion Survey on Bank
Lending Practices at Large Japanese Banks."

Chart 29: Bank Lending
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Source: Bank of Japan, "Principal Figures of Financial Institutions."
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A. Changes in Banks' Behavior in the Loan
Business

1. Increases in bank loans

Banks' lending attitude has become more positive as
their risk-taking capacity has been restored (Chart 26).
Meanwhile, firms' demand for funds has ceased to fall
and, in fact, has started to rise again (charts 27 and 28)
due to the recovery of the economy, a letup in firms'
financial restructuring efforts, and an increase in

business fixed investment.

Reflecting the change in supply and demand
conditions, the total amount of bank loans outstanding
began to increase in fiscal 2005, and the year-on-year
rate of increase has accelerated since then (Chart 29).
Looking at bank loans by type of borrower, the annual
growth rate of loans extended to individuals continues
to increase with housing loans as the driving force,
while the growth rate of loans extended to small and
medium-sized  enterprises has turned positive.
Although the growth rate of loans extended to major
enterprises is still negative, the pace of decline has
diminished (Chart 30). Besides extending domestic
loans, banks began to increase their investment in
foreign-currency denominated financial assets again in
fiscal 2005, which had been declining until then (Chart
31).



2. Continued contraction of interest margins
on loans

Interest margins on loans have diminished (Chart 32)
due to the downward trend in lending interest rates and
the limited room for cutting deposit interest rates
further. As in fiscal 2004, competition among banks in
the loan business intensified in fiscal 2005. Among
banks focusing their lending strategies on the
expansion of loan portfolios, there was a tendency for
the major banks to expand their loan business in rural
areas, while the regional banks did so in urban areas
(Chart 33).

Looking at the total amount of bank loans outstanding
by the level of interest rates on loans, bank loans with
low interest rates, such as less than 1 percent, have
increased, and this has spurred the rebound in the
growth rate of bank loans (Chart 34). This, in
conjunction with the maturing of loans with high
interest rates, has also led to a contraction in lending
margins. Banks' recent stance with respect to setting
interest margins on loans is illustrated by the fact that
the margins that banks have charged borrowers with
high and intermediate credit ratings have continued to
shrink while margins to borrowers with low credit

ratings are unlikely to continue to widen (Chart 35).

This situation suggests that financial intermediation is
supporting economic activity in the private sector, as
banks at large have restored their stability and risk-
taking capacity. Furthermore, banks with higher risk-
taking capacity seem to be responding to the increasing
demand for loans by extending lower interest loans.
For instance, it has been observed that banks with a
higher growth rate of loans tend to charge narrower
lending margins (Chart 36). In addition, there is

evidence that banks with a higher capital adequacy

Chart 30: Bank Lending (by Type of Borrower)*
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Note: 1. Amount outstanding of loans extended by domestically licensed
banks. Domestically licensed banks are definded as the banks
which are established and licensed under Japanese legislation
(excluding Bank of Japan and government-related organizations).
Source: Bank of Japan, "Loans and Discounts Outstanding by Sector."

Chart 31: Interest-Earning Assets in Overseas Operations’
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Note: 1. Amount outstanding. The aggregate figure for both the major and
the regional banks.

Chart 32: Interest Margins on Loans Extended in Domestic
Operations®
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Note: 1. Interest margin on loans (lending margin) = interest rate on
lending - interest rate on interest-bearing liabilities.

Chart 33: Loans Outstanding by Banks' Branch Location®
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Notes: 1. Excluding Resona Bank and Saitama Resona Bank because of
the discontinuity in their data on loans outstanding caused by
their reorganization.

2. Other areas for the major banks exclude Tokyo, Osaka, and Aichi,
while those for the regional banks exclude Tokyo, Osaka, and the
prefecture where their head offices are located.

Source: Figures based on the Bank of Japan's "Table of Deposits, Vault

Cash, and Loans and Discounts Outstanding of Domestically
Licensed Banks by Prefecture."
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Chart 34: Loans Outstanding by Lending Rate
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Note: 1. Amount outstanding of loans extended by domestically licensed

banks.

Source: Bank of Japan, "Loans and Discounts Outstanding by Interest

Rate."”

Chart 35: Spreads of Loan Rates over Banks' Cost of Funds*
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Source: Bank of Japan, "Senior Loan Officer Opinion Survey on Bank

Lending Practices at Large Japanese Banks."

Chart 36: Loans Outstanding and Lending Margins®
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Figures for both the major and the regional banks, excluding
outliers caused by special factors such as business mergers.

. The year-on-year change in lending margins from fiscal 2004 to

2005.

. The difference in year-on-year changes in average loans

outstanding from fiscal 2004 to 2005.

Chart 37: Capital Adequacy Ratios and Lending Margins®2

Notes: 1.
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Figures for both the major and the regional banks excluding
Ashikaga Bank.

. Capital adequacy ratios are calculated after deducting net deferred

tax assets.

ratio tend to charge narrower lending margins (Chart
37). These relationships, on the other hand, are
considered to be one of the reasons why increases in
bank loans have not led to a recovery in banks' net

interest income.



3. Credit risks in lending

From the perspective of improving the business
cap