Risk Management

Risk Management Categories
SMBC Group defines the following risk management categories and conducts management of these risks accordingly.

Group companies manage risk in accordance with the characteristics of their particular businesses. These risk categories are continuously
reviewed and new ones may be added in response to changes in the operating environment.

unacceptably large losses. Examples of such risk include the possible inability to meet current and future cash
flow / collateral needs, both expected and unexpected. In such cases, the firm may be required to raise funds at
less-than-favorable rates or be unable to raise sufficient funds for settlement.

Risk Category Department in Charge
Credit risk Credit risk is the possibility of a loss arising from a credit event, such as deterioration in the financial condition of | Credit & Investment Planning Department
a borrower, that causes an asset (including off-balance sheet transactions) to lose value or become worthless.
Market risk Market risk is the possibility that fluctuations in interest rates, foreign exchange rates, stock prices, or other Corporate Risk Management Department,
market prices will change the market value of financial products, leading to a loss. Risk Management Information Department
Liquidity risk Liquidity risk is defined as uncertainty around the ability of the firm to meet debt obligations without incurring Corporate Risk Management Department,

Risk Management Information Department

Operational risk

Operational risk is the possibility of losses arising from inadequate or failed internal processes, people, and
systems or from external events (see page 141 for information on risk categories and the departments in charge).

Corporate Risk Management Department,
Risk Management Information Department

Conduct risk

Conduct risk is the risk that our conduct negatively affects customers, market integrity, effective competition,
public interest, and the SMBC Group’s stakeholders through acts that violate laws and regulations or social norms.

Corporate Risk Management Department,
Compliance Department

Model risk

Model risk is the risk of potential adverse consequences or financial loss resulting from misinformed decision
making based on inaccurate model outputs or using the model inappropriately.

Corporate Risk Management Department

Reputational risk

Reputational risk refers to the risk of not meeting the expectations for high ethics, integrity, etc. by the stake-
holders (that is, customers, shareholders, market, society, environment, employees, etc.) due to the business
of the SMBC Group and the behavior of employees and other related parties leading to impairment of the
Enterprise Value and decline in trust.

General Affairs Department,
Public Relations Department

Top Risks

Top Risks, risks that threaten to significantly impact management, recognized by SMBC Group are listed in the table below (see page 127 for
information on methods of utilizing Top Risks).

Top Risks

Example Scenarios

World economic stagnation

 Global economic recession due to factors such as the reversal of the credit cycle and economic slowdown in China

Highly volatile commodity price and financial / foreign exchange markets

financial crisis

* Adverse effects of monetary tightening in major economies on the financial system and the emergence of a global

Sudden deterioration of foreign currency funding conditions

* Sudden deterioration of the foreign currency funding condition due to market disruption

Japanese economic stagnation

decline in potential growth due to a decline in the labor force

* Deterioration of the economy accompanied by debt adjustments due to the shift from monetary easing, and

Japanese fiscal instability

finances due to rising defense spending

* Emergence of Japan sell-off due to increased interest payments on government debt and deteriorating public

The U.S. - China struggle for supremacy

concerns over the security environment

* Deterioration of the business environment due to political conflict between the U.S. and China and growing

Growing intension of Russia-Ukraine conflict

* Russia’s escalation including the use of nuclear weapons, against Western countries’ enhancing support to Ukraine

Unstable situations in the Middle East and Asia

neighboring countries in connection with Japan’s policies

* Occurrence of emergency incidents due to heightened tensions in the Korean Peninsula; opposition from

Political turmoil and social instability

China’s leadership

* Social turmoil surrounding the next presidential election in the U.S.; opague policy management due to changes in

Outbreak of serious infectious disease

* Occurrence of a pandemic due to the emergence of a virus or bacterium that is highly infectious to humans

Disasters such as large-scale earthquakes, storms, and floods

* Negative impact caused by the occurrence of large-scale earthquakes and volcanic eruptions, increased
frequency of extreme weather events and natural disasters, and impairment of natural capital

Lack of preparedness against cyber attacks and financial crimes

* Increase in national-level cyber-attacks and damage to critical infrastructure, and diversification of attack methods

Changes in industrial structure due to technological innovation

* Decrease in our competitiveness due to the rapid digitization of financial services (fintech, digital currency, etc.)

Inadequate responses to climate change risk and environmental issues

and to conserve natural capital

« Deterioration of reputation and occurrence of stranded assets due to inadequate efforts to reduce GHG emissions

Inadequate responses to human rights issues

* Reputational damage due to inadequate response to issues such as forced labor and racial discrimination

Improper labor management

* Reputational damage due to inadequate responses to gender issues and work-style reform

Misconduct such as an employee’s inappropriate behavior

by employees

» Administrative disposition or reputational damage due to inadequate actions or serious breaches of regulations

Inadequate improvement in the operational resilience system

* Significant negative impact on customers and reputational damage due to data breaches and system failures

scrutiny

Inadequate preparedness for heightened regulatory and supervisory

supervision and regulation

* Impact on our business due to the increasing focus on AML/CFT controls and the strengthening of financial

Difficulty in securing human resources

human resources

* Restriction on business operations and decreased competitiveness due to a lack of headcount and specialized

Note: The above is only a portion of the risks recognized by SMBC Group. It is possible that the materialization of risks other than those listed above could have a significant impact on our management.
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Stress Testing

SMBC Group conducts stress testing for each category of risks
as well as stress testing used to verify the overall soundness of
comprehensive risk management practices. The level of soundness
used for verifications is determined based on risk appetite com-
bined with consideration for the severity of the scenario anticipated.

When evaluating group-wide soundness, evaluations are made
using consolidated balance sheets and consolidated statements
of income, which include data from affiliates, with the goal of iden-
tifying major risks to our business and asset portfolio. Specifically,
scenarios are selected based on the aforementioned severity level
as well as background conditions that cover all areas in which we
may face risks (e.g. an outlook encompassing the entire world).
We also employ methodology for ensuring scenarios can be
accurately reflected and for incorporating business and portfolio
characteristics.

Commonly used statistical methods are utilized in developing
such methodologies. However, as it is necessary to estimate out-
liers, we may choose the methodology that best recreates outliers
rather than the methodology that offers the highest statistical
accuracy. When projecting scenarios for which there are no prior
examples, human judgment may be given greater weight than the
results of estimates.

M Stress Testing Process

In this manner, stress testing processes often require a variety
of expertise. When selecting the background conditions for scenar-
ios, expertise regarding macroeconomic conditions and geopolitical
risks is required. When selecting methodologies, insight into the
statistical and other mathematical analysis techniques is crucial.
When calculating impacts on SMBC Group as a whole, insight into
SMBC Group and the businesses of its customers must be used.
Stress testing processes will thus be based on discussions and
opinions of directors, members of upper management, specialists,
and representatives from relevant organizations and records will
be created of these discussions and opinions in order to ensure
objectivity, transparency, and reproducibility. In this way, measures
for practicing proper governance of stress testing will be applied.

(1) Scenario Design

Scenarios are designed by the Corporate Risk Management Department after compil-
ing information on SMBC Group’s Top Risks and the views of related departments on
such factors as future global trends.

(2) Scenario Finalization

Scenarios are revised as necessary based on the outcome of discussions between
specialists and related departments.

(3) Calculation of Impact

The scenario’s impact on each financial item is estimated for analysis of the impact on
such indicators as the CET1.

(4) Confirmation by the
Management Committee

At the Management Committee, business strategies are examined based on analyses
of risk impact amounts and then verified from the perspective of capital adequacy.
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Risk-Weighted Assets

Risk-weighted assets subject to the Basel Capital Accord totaled
¥77,285 billion as of March 31, 2023, up ¥4,935 billion from March
31, 2022. The main factors behind the increase in risk-weighted
assets was an increase in our corporate credit exposure in Japan
and overseas, as well as the effects of the depreciation of the yen on
exchange rates.

M Risk-Weighted Assets as of March 31, 2023

(Trillions of yen)

March 31, | March 31, | Increase
2022 2023 (decrease)
Credit risk 63.2 65.0 +1.7
Market risk 3.0 4.4 +1.4
Operational risk 4.3 4.8 +0.5
Floor adjustments*® 1.7 2.9 +1.2
Total 72.3 77.2 +4.9

*Adjustments for difference between Advanced Internal Ratings-Based (AIRB) approach
and Foundation Internal Ratings-Based (FIRB) approach

B Risk Assets of Individual Business Units
(Trillions of yen)

SMBC Group Retail Business Unit 10.9
Credit risk 65.0 Wholesale Business Unit 20.7
Market risk 4.4 . .

Global Business Unit 29.3

Operational risk 4.8

Floor adjustments 2.9 Global Markets Business Unit 6.7

Credit Risk

1. Basic Approach to Credit Risk Management

(1) Characteristics of Credit Risk
Credit risk is characterized by the possibility of a loss arising from

a credit event, such as deterioration in the financial condition of a
borrower, that causes an asset (including off-balance sheet transac-
tions) to lose value or become worthless.

(2) Fundamental Principles for Credit Risk Management
All Group companies follow the fundamental principles established
by SMBC Group to assess and manage credit risk on a group-wide
basis and further raise the level of accuracy and comprehensive-
ness of group-wide credit risk management. Each Group company
must comprehensively manage credit risk according to the nature of
its business, and assess and manage credit risk of individual loans
and credit portfolios quantitatively and using consistent standards.

Credit risk is the most significant risk to which SMBC Group is
exposed. Without effective credit risk management, the impact of
the corresponding losses on operations can be overwhelming.

The purposes of credit risk management is to keep credit risk
exposure to a permissible level relative to capital, to maintain the
soundness of group-wide assets, and to ensure returns commen-
surate with risk. Doing so leads to a loan portfolio that achieves high
returns on capital and assets.

(3) Credit Policy

SMBC Group'’s credit policy comprises clearly stated universal
and basic operating concepts, policies, and standards for credit
operations, in accordance with our business mission and rules of
conduct. SMBC Group is promoting the understanding of and strict
adherence to its Group credit policy among all its managers and
employees. By fostering a culture of appropriate levels of risk-taking
and providing high-value-added financial services, SMBC Group
aims to enhance shareholder value and play a key contributory role
in the community.

2. Credit Risk Management System

At SMBC Group, the Group CRO formulates credit risk manage-
ment policies each year based on the group-wide basic policies
for risk management. Meanwhile, the Credit & Investment Planning
Department is responsible for the comprehensive management of
credit risk. This department drafts and administers credit risk regu-
lations, including the Group credit policies, manages non-performing
loans (NPLs), and performs other aspects of credit portfolio manage-
ment. We have also established the Credit Risk Committee to serve
as a body for deliberating on matters related to group-wide credit
portfolios.

At SMBC, the core bank of SMBC Group, the Credit & Investment
Planning Department within the Risk Management Unit furnishes the
credit risk management system and is thus responsible for the com-
prehensive management of credit risk. This department drafts and
administers credit policies, the internal rating system, credit authority
guidelines, and credit application guidelines, and also manages NPLs
and performs other aspects of credit portfolio management, including
active portfolio management using credit derivatives.

The department also cooperates with the Corporate Risk
Management Department in quantifying credit risk (risk capital and
risk-weighted assets) and controls the bank’s entire credit risk.

The credit department in charge, in cooperation with branches,
conducts credit risk assessments and manages credit portfolios
within each credit department’s jurisdiction. The credit approval
authority is determined based on the credit amount and internal
grades, while credit departments focus on the analysis and manage-
ment of customers and transactions with relatively high credit risk.
The Credit Administration Department is responsible for handling
NPLs of borrowers classified as potentially bankrupt or lower, and
draws up plans for their workouts, including write-offs. It works to
efficiently reduce the amount of NPLs through Group company
SMBC Servicer Co., Ltd., which engages in related services, and
by such means as the sell-off of claims. Through industrial and
sector-specific surveys and studies of individual companies, the
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Corporate Research Department works to form an accurate idea of
the circumstances of borrower companies and quickly identify those
with potentially troubled credit positions as well as promising growth
companies.

The Compliance Unit has in place a system of coordinating
to establish systems for providing explanations to customers and
develop information management practices for the purpose of cus-
tomer protection and to prevent transactions with antisocial forces,
among other tasks.

The Internal Audit Unit, operating independently of the business
units, audits asset quality, the accuracy of gradings and self-
assessment, and the state of credit risk management, and reports
the results directly to the Audit and Supervisory Committee and the
Management Committee.

SMBC has established the Credit Risk Committee as a con-
sultative body to round out its oversight system for undertaking
flexible and efficient control of credit risks, and ensuring the overall
soundness of the bank’s loan operations.

B SMBC’s Domestic Obligor Grading System

3. Credit Risk Management Methods

(1) Credit Risk Assessment and Quantification

At SMBC Group, to effectively manage the risk involved in individual
loans as well as the credit portfolio as a whole, we first acknowl-
edge that every loan entails credit risks, assess the credit risk posed
by each borrower and loan using an internal rating system, and
quantify that risk for control purposes.

(a) Internal Rating System

There is an internal rating system for each asset control category
established according to portfolio characteristics. For example,
credits to corporates are assigned an “obligor grade,” which indi-
cates the borrower’s creditworthiness, and/or “facility grade,” which
indicates the collectibility of assets taking into account transaction
conditions, such as guarantee/collateral, credit period, and tenor. An
obligor grade is determined by first assigning a financial grade using
a financial strength grading model and data obtained from the obli-
gor’s financial statements. The financial grade is then adjusted taking
into account the actual state of the obligor’s balance sheet and
qualitative factors to derive the obligor grade. In the event that the
borrower is domiciled overseas, internal ratings for credit are made
after taking into consideration country rank, which represents an
assessment of the credit quality of each country, based on its polit-
ical and economic situation as well as its current account balance
and external debt. The borrower categories used in self-assessment
are consistent with the obligor grade categories.

. — Borrower Disclosure Category Based on
CRllgoRErate Leinton Category Financial Reconstruction Act
1 Very high certainty of debt repayment
2 High certainty of debt repayment
3 Satisfactory certainty of debt repayment
Normal Normal
4 Debt repayment is likely but this could change in cases of significant changes in economic trends Borrowers Assets
or business environment depending on the situation
5 No problem with debt repayment over the short term, but not satisfactory over the mid to long term
and the situation could change in cases of any changes in economic trends or business environment
6 Currently no problem with debt repayment, but it is highly likely that this could change in cases
of significant changes in economic trends or business environment
Close monitoring is required due to problems in meeting loan terms and conditions, Borrowers

7 sluggish/unstable business, or financial problems
(Borrowers Requiring Caution identified as Substandard Borrowers)

Requiring Caution

Substandard Borrowers Substandard Loans

8 Currently not bankrupt, but experiencing business difficulties, making insufficient Potentially Doubtful
progress in restructuring, and highly likely to go bankrupt Bankrupt Borrowers Assets
9 Though not yet legally or formally bankrupt, has serious business difficulties and rehabilitation Virtually
is unlikely; thus, effectively bankrupt Bankrupt Borrowers Bankrupt and
Quasi-Bankrupt
Bankrupt Assets
10 Legally or formally bankrupt RUES
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Obligor grades and facility grades are reviewed once a year, and
whenever necessary, such as when there are changes in the credit
situation. There are also grading systems for loans to individuals and
project finance and other structured finance tailored according to
the risk characteristics of these types of assets.

The Credit & Investment Planning Department centrally man-
ages the internal rating systems and properly designs, operates,
supervises, and validates the grading models. It validates the grad-
ing models and systems of main assets following the procedures
manual (including those for statistical validation) once a year to
ensure their effectiveness and suitability and submits reports with
this regard. SMBC, the core bank of SMBC Group, employs a total
of 21 grading models for corporate, specialized lending, and retail
applications. For details on internal rating methods, please refer to
Appendix II.

(b) Quantification of Credit Risk

Credit risk quantification refers to the process of estimating the
degree of credit risk of a portfolio or individual loan taking into
account not just the obligor’s Probability of Default (PD) but also the
concentration of risk in a specific customer or industry and the loss
impact of fluctuations in the value of collateral, such as real estate
and securities.

Specifically, first, the PD by grade, Loss Given Default (LGD),
credit quality correlation among obligors, and other parameter
values are estimated using historical data of obligors and facilities
stored in a database to calculate the credit risk. Then, based on
these parameters, we run a simulation of simultaneous default using
the Monte Carlo method to calculate our maximum loss exposure to
the estimated amount of the maximum losses that may be incurred.
Based on these quantitative results, we allocate risk capital.

Risk guantification is also executed for purposes such as to
determine the portfolio’s risk concentration, or to simulate economic
movements (stress tests), and the results are used for making
optimal decisions across the whole range of business operations,
including formulating business plans and providing a standard
against which individual credit applications are assessed. For details
on internal rating methods, please refer to Appendix II.

(2) Framework for Managing Individual Loans

SMBC Group strives to maintain a sound portfolio through appro-
priate credit assessments and monitoring conducted over credit
periods. The following framework is used for managing individual
loans at SMBC, the core bank of SMBC Group.

(a) Credit Assessment

At SMBC, credit assessment of corporate loans involves a variety
of financial analyses, including cash flow, to predict an enterprise’s
capability of loan repayment and its growth prospects. These quan-
titative measures, when combined with qualitative analyses of indus-
trial trends, the enterprise’s R&D capabilities, the competitiveness
of its products or services, and its management caliber, result in a
comprehensive credit assessment. The loan application is analyzed
in terms of the intended utilization of the funds and the repayment
schedule. Thus, SMBC is able to arrive at an accurate and fair credit
decision based on an objective examination of all relevant factors.

Increasing the understandability to customers of loan conditions
and approval standards for specific borrowing purposes and loan
categories is a part of SMBC's ongoing review of lending practices,
which includes the revision of loan contract forms with the chief aim
of clarifying lending conditions utilizing financial covenants.

To respond proactively and promptly to customers’ funding
needs—particularly those of SMEs—we employ a standardized
credit risk assessment process for SMEs that uses a credit-scoring
model. With this process, we are building a regime for efficiently
marketing our Business Select Loan and other SME loans.

In the field of housing loans for individuals, we employ a credit
assessment model based on credit data amassed and analyzed
by SMBC over many years. This model enables our loan officers
to efficiently make rational decisions on housing loan applications
and to reply to the customers without delay. It also facilitates the
effective management of credit risk as well as the flexible setting of
interest rates.

We also provide loans to individuals who rent out properties
such as apartments. The loan applications are subjected to a
precise credit risk assessment process utilizing a risk assessment
model that factors in the projected revenue from the rental business.
We also provide advice to such customers on how to revise their
business plans.
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(b) Credit Monitoring System

At SMBGC, in addition to analyzing loans at the application stage, the
Credit Monitoring System is utilized to maintain an understanding
of the circumstances surrounding the obligor in order to reassess
obligor grades and review self-assessment and credit policies so
that problems can be detected at an early stage and quick and
effective action can be taken. The system includes periodic moni-
toring carried out each time an obligor enterprise discloses financial
results as well as continuous monitoring performed each time credit
conditions change, as indicated in the diagram below.

(3) Framework for Credit Portfolio Management
In addition to managing individual loans, SMBC Group applies the
following basic policies to the management of the entire credit port-
folio to maintain and improve its soundness and profitability over the
medium to long term. Information on the status of credit portfolio
management is reported to the Management Committee and the
Board of Directors and regular monitoring is performed through the
Risk Appetite Framework (RAF).
(a) Appropriate Risk Control within Capital
To take risks within the acceptable level of capital, we set upper
limits for overall risk capital based on the risk appetite and portfolio
plan of each business unit and monitor credit risk capital as a break-
down of overall risk capital.
(b) Controlling Concentration Risk
As the equity capital of SMBC Group may be materially impaired in
the event that the credit concentration risk becomes apparent, we
implement measures to manage credit toward industrial sectors with
excessive risk concentration and introduce large exposure limit lines
and conduct intensive loan review for obligors with large exposure.
To manage country risk, we also have credit limit guidelines
based on each country’s creditworthiness.

B SMBC’s Credit Monitoring System

Obligor Information

(c) Researching Borrowers More Rigorously and Balancing Risk
and Returns

Against a backdrop of drastic change in the business environment,
we rigorously research borrower companies’ actual conditions. We
run credit operations on the basic principle of earning returns that
are commensurate with the credit risk involved, and make every
effort to reduce credit and capital costs as well as general and
administrative expenses.

(d) Preventing and Reducing Non-Performing Loans

On NPLs and potential NPLs, we carry out regular loan reviews
to clarify handling policies and action plans, enabling it to swiftly
implement measures to prevent deterioration of borrowers’ busi-
ness situations, support business recoveries, collect on loans, and
enhance loan security.

(e) Actively Managing Portfolios

We make active use of credit derivatives and other instruments to
flexibly manage portfolios to stabilize credit portfolios.

(4) Self-Assessment, Write-Offs and Provisions,
Non-Performing Loans Disclosure
(a) Self-Assessment
Self-assessment is a preparatory task for ensuring SMBC Group’s
asset quality and calculating the appropriate level of write-offs and
provisions. Each asset is assessed individually for its security and
collectibility. Depending on the borrower’s current situation, the
borrower is assigned to one of five categories: Normal Borrowers,
Borrowers Requiring Caution, Potentially Bankrupt Borrowers, Vir-
tually Bankrupt Borrowers, and Bankrupt Borrowers. Based on
the borrower’s category, claims on the borrower are classified into
Classification I, II, lll, and IV assets according to their default and
impairment risk levels, taking into account such factors as collateral
and guarantees.

Flow of Obligor Grading / Grading Outlook / Credit Policies / Action Plans / Facility Grading Assignment

Processing
Grading Outlook Assessment Determination of
. N%td Credit Policies
0Nsoliaate —
Fir&angial Borrowers Performance Quﬂ:;i“ve
radae
Not Flagged frends Factors Credit Policy Segment
Registration ,
. : Flagging it : i
of Financial ‘ Self-Assessment Borrowers ) *Positive Policy for Handling
_ According to ° Requiring Final oFlat Each Individual
Statements / Consolcated Self L Caution Obligor Negati Company
. Financial P ehegative
CF;eaf['(.m anfd Grade | Assessment Quantitative o Grade
vision Tes otentially . .
evisian o Criteria Assessment Bankrupt Action Plan Formulation
Corporate Financial Borrowers
Card Assessment " Restructuring Basic Specific
Flagged Irally Feasibili Approach Action Plan
Effective o Credit Status Bankrupt Y o
Figandcial Borrowers
o RIS Bankrupt Facilty Grading Assignment
Assessment Bank eprs acility Grading Assignmen
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Self-assessment is the latter stage of the obligor grading pro-
cess for determining the borrower’s ability to fulfill debt obligations,
and the obligor grade criteria are consistent with the categories
used in self-assessment. As part of our efforts to bolster risk man-
agement throughout SMBC Group, consolidated subsidiaries carry
out self-assessment in substantially the same manner.

SMBC'’s Standards for Write-Offs and Provisions

Self-Assessment

Borrower Categories Standards for Write-Offs and Provisions

Normal Borrowers The expected loss amount for the next 12 months is calculated
for each grade based on the grade’s historical bankruptcy rate,
and the total amount is recorded as “provision for the general

reserve for possible loan losses.”

Borrower Categories, Defined

Normal Borrowers Borrowers with good earnings performances and no

significant financial problems

Borrowers Requiring Caution Borrowers identified for close monitoring

Potentially Bankrupt Borrowers Borrowers perceived to have a high risk of falling into

bankruptey

Virtually Bankrupt Borrowers Borrowers that may not have legally or formally declared

bankruptcy but are essentially bankrupt

Bankrupt Borrowers Borrowers that have been legally or formally declared bankrupt

Asset Classifications, Defined

Borrowers Requiring Caution These assets are divided into groups according to the level
of default risk. Amounts are recorded as provisions for the
general reserve in proportion to the expected losses based
on the historical bankruptcy rate of each group. The groups
are “claims on Substandard Borrowers” and “claims on other
Borrowers Requiring Caution.” The latter group is further
subdivided according to the borrower’s financial position, credit
situation, and other factors. Further, when cash flows can be
estimated reasonably accurately, the discounted cash flow
(DCF) method is applied mainly to large claims for calculating
the provision amount.

Potentially Bankrupt Borrowers | |A provision for the specific reserve for possible loan losses is
made for the portion of Classification lll assets (calculated for
each borrower) not secured by collateral, guarantee, or other
means. Further, when cash flows can be estimated reasonably
accurately, the DCF method is applied mainly to large claims for

doubtful and which pose a high risk of incurring a loss

Classification IV Assets assessed as uncollectible or worthless

(b) Write-Offs and Provisions

In cases in which claims have been determined to be uncollectible
or deemed to be uncollectible, write-offs signify the recognition of
losses on the account books with respect to such claims. Write-
offs can be made either in the form of loss recognition by offsetting
uncollectible amounts against corresponding balance sheet items,
referred to as a direct write-off, or else by recognition of a loan
loss provision on a contra-asset account in the amount deemed
uncollectible, referred to as an indirect write-off. Recognition of
indirect write-offs is generally known as provision for the reserve for
possible loan losses.

The write-off and provision standards and procedures for
each self-assessment borrower category at SMBC, the core bank
of SMBC Group, are shown on the right. As part of our overall
measures to strengthen credit risk management throughout SMBC
Group, all consolidated subsidiaries use substantially the same
standards as SMBC for write-offs and provisions.

Classification | Assets not classified under Classifications Il Iil, or IV calculating the provision amount.
Classification Il Assets perceived to have an above-average risk of Virtually Bankrupt / Bankrupt Classification Il asset and Classification IV asset amounts
uncollectibility Borrowers for each borrower are calculated, and the full amount of
P A - - Classification IV assets (deemed to be uncollectible or of no
Classification Ill Assets for which final collection or asset value is very

value) is written off in principle and provision for the specific
reserve is made for the full amount of Classification Ill assets.
Further, when cash flows from future reconstruction can be
estimated reasonably accurately, the DCF method is applied
mainly to large claims for calculating the provision amount.

Provisions made in accordance with general inherent default risk
of loans, unrelated to specific individual loans or other claims

NOLES  3mmmm == m oo oo e o o e e e e e e e e
Specific Reserve Provisions made for claims that have been found uncollectible

in part or in total (individually evaluated claims)

General Reserve

Discounted Cash Flow Method

SMBC uses the discounted cash flow (DCF) method to calculate
the provision amounts for large claims on Substandard Borrowers
or below when the cash flow from repayment of principal and inter-
est received can be estimated reasonably accurately. SMBC then
makes provisions equivalent to the excess of the book value of the
claims over the said cash inflow discounted by the initial contractual
interest rate or the effective interest rate at the time of origination.
One of the major advantages of the DCF method over conven-
tional methods of calculating the provision amount is that it enables
effective evaluation of each individual borrower. However, as the
provision amount depends on the future cash flow estimated on the
basis of the borrower’s business reconstruction plan and the DCF
formula input values, such as the discount rate and the probability
of the borrower going into bankruptcy, SMBC makes every effort
to utilize up-to-date and correct data to realize the most accurate
estimates possible.

Forward-Looking Provisions

SMBC records general reserves in amounts deemed necessary
through comprehensive judgments to prepare for future losses
in accordance with forecasts for specific portfolios with a high
likelihood of occurrence and that cannot be reflected in past
performance or in the borrower categories of specific companies
based on recent operating environment and risk trends.
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(c) Non-Performing Loans Disclosure

Non-Performing Loans are loans and other claims of which recov-
ery of either principal or interest appears doubtful. In disclosing
Non-Performing Loans, the disclosure category is determined by
the borrower categories assigned during self-assessment, and are
disclosed as Non-Performing Loans based on the Banking Act and
the Reconstruction Act.

4. Risk Management of Marketable Credit
Transactions

Financial products, such as investments in funds, securitized
products, and credit derivatives, that bear indirect risk arising from
underlying assets such as bonds and loan obligations are considered
to be exposed to both credit risk from the underlying assets as well
as “market risk” and “liquidity risk” that arise from their trading as
financial products. This is referred to as marketable credit risk.

For these types of products, we manage credit risk by analyzing
and assessing the characteristics of the underlying assets, but, for the
sake of complete risk management, we also apply the methods for
management of market and liquidity risks.

In addition, we have established guidelines based on the charac-
teristics of these types of risks and appropriately manage the risk of
losses.

Market and Liquidity Risks

1. Basic Approach to Market and Liquidity
Risk Management

(1) Definitions of Market and Liquidity Risks

Market risk is the possibility that fluctuations in interest rates, foreign
exchange rates, stock prices, or other market prices will change the
market value of financial products, leading to a loss.

Liquidity risk is defined as the uncertainty around the ability of the
firm to meet debt obligations without incurring unacceptably large
losses. Examples of such risk include the possible inability to meet
current and future cash flow/collateral needs, both expected and
unexpected. In such cases, the firm may be required to raise funds
at less than favorable rates or be unable to raise sufficient funds for
settlement.

(2) Fundamental Principles for Market and Liquidity
Risk Management

SMBC Group is working to further enhance the effectiveness of its
quantitative management of market and liquidity risks across the
entire Group by setting allowable risk limits; ensuring the trans-
parency of the risk management process; and clearly separating
front-office, middle-office, and back-office operations to establish a
highly efficient system of mutual checks and balances.
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2. Market and Liquidity Risk Management System
In accordance with the group-wide basic policies for risk manage-
ment decided upon by the Management Committee, SMBC Group
determines important matters relating to the management of market
and liquidity risks, such as basic policies and risk limits, in order to
manage these risks. The ALM Committee meets four times a year,
in principle, to report on the state of market and liquidity risk man-
agement and to discuss ALM operation policies. The Corporate Risk
Management Department and the Risk Management Information
Department which are independent of the business units that
directly handle market transactions, manage market and liquidity
risks in an integrated manner. These departments not only monitor
the current risk situation but also regularly report to the Management
Committee and the Board of Directors. Furthermore, the ALM
Committee at SMBC, the core bank of SMBC Group, meets on
a monthly basis to examine reports on the state of observance of
limits on market and liquidity risks and to discuss ALM operation
policies.

3. Market and Liquidity Risk Management Methods

(1) Market Risk Management

SMBC Group manages market risk by controlling amounts of value
at risk (VaR), losses, and risk capital based on consideration for
the Group’s shareholders’ equity and other principal indicators of
the Group’s financial position and management resources and for
business policies pertaining to market transactions.

Market risk can be divided into various factors: foreign exchange
rates, interest rates, equity prices, and option risks. SMBC Group
manages each of these risk categories by employing VaR as well as
supplemental indicators suitable for managing the risk of each risk
factor, such as the BPV.

Trading activities are market operations that gain profits by
taking advantage of fluctuations of market prices in the short term
or price differences among markets. We assess and manage the
market risk of trading activities on a daily basis by utilizing VaR and
other tools. Banking activities are market operations which gain
profits by controlling interest rates and term period for assets (loans,
bonds, etc.) and liabilities (deposits, etc.). In the same way as in the
case of trading activities, we assess and manage the market risk of
banking activities on a daily basis, utilizing VaR and other tools.



The risk of interest rate fluctuation differs substantially by how
to recognize the dates for the maturity of demand deposits (current
accounts and ordinary deposit accounts that can be withdrawn
at any time) and how to estimate the time of cancellation prior to
maturity of time deposits and consumer loans. At SMBC, the matu-
rity of demand deposits that are expected to be left with the bank
for a prolonged period is regarded to be up to 5 years (2.5 years on
average). The cancellation prior to the maturity of time deposits and
consumer loans is estimated based on historical data.

(a) Market Risks

a. Trading activities

Trading activities are market operations that gain profits by taking
advantage of fluctuations of market prices in the short term or price
differences among markets. At SMBC Group, we assess and man-
age the market risk of trading activities on a daily basis by utilizing
VaR and other tools.

The following table shows the VaR results of the Group’s trading
activities during fiscal 2022.
b. Banking activities
Banking activities are market operations which gain profits by con-
trolling interest rates and term period for assets (loans, bonds, etc.)
and liabilities (deposits, etc.). At SMBC Group, in the same way as in
the case of trading activities, we assess and manage the market risk
of banking activities on a daily basis, utilizing VaR and other tools.
The following table shows the VaR results of the Group’s banking
activities during fiscal 2022.

B VaR for Trading Activities
(Billions of yen)
Fiscal 2022
March 31, 2023 | September 30, 2022 Maximum Minimum Average March 31, 2022
Sum|tomo Mitsui Financial Group 27.7 28.8 31.8 5.2 o8.4 25.9
(consolidated)
Interest rates 37.6 63.6 84.4 21.7 63.5 59.0
Foreign exchange 23.9 56.5 751 13.2 50.8 42.7
Equities, commodities, etc. 11.2 13.2 171 9.1 13.1 12.4
[ SMBC (consolidated) \ 11.6 \ 12.9 \ 15.3 \ 10.5 \ 12.6 \ 10.2 |
[ SMBC (non-consolidated) \ 5.4 \ 5.6 \ 7.6 \ 3.0 \ 5.3 \ 2.9 |

Note: VaR for a one-day holding period with a one-sided confidence interval of 99.0% (computed daily using the historical simulation method (based on four years of historical observations)).

HVaR for Banking Activities

(Billions of yen)

Fiscal 2022
March 31, 2023 | September 30, 2022 Maximum Minimum Average LSSl 20
Sumnomo Mitsui Financial Group 69.4 56.1 740 447 58.0 62.6
(consolidated)
Interest rates 64.7 53.2 68.0 41.2 54.5 59.4
Equities, etc. 11.3 5.5 19.0 3.3 8.8 171
[ SMBC (consolidated) \ 68.0 \ 55.3 \ 734 \ 43.6 \ 57.1 \ 61.9 |
[ SMBC (non-consolidated) \ 55.2 \ 43.6 \ 63.7 \ 33.3 \ 46.4 \ 53.1 |

Notes: 1. VaR for a one-day holding period with a one-sided confidence interval of 99.0% (computed daily using the historical simulation method (based on four years of historical observations)).

2. The above category of “Equities, etc.” does not include equity holdings.
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(b) Market Risk Volume Calculation Model

SMBC Group uses internal models to measure VaR and stressed
VaR. For information on the consolidated subsidiaries that employ
these internal models, please refer to the section on market risk.

a. Presuppositions and limits of model

In the Group’s internal VaR and stressed VaR models, various
market fluctuation scenarios are drawn up on the basis of past
data, and the historical simulation method is used to run profit-
and-loss movement simulations that enable us to forecast probable
maximum losses. The appropriateness of the internal model is later
verified through back-testing.

However, as this method cannot take into account major
market fluctuations that have not actually occurred historically, we
supplement this method with the use of stress testing.

This internal model employed by SMBC Group undergoes
regular auditing by an independent auditing firm to ensure that it
operates appropriately.

b. Validity verification process
i Outline of validity verification
SMBC Group uses back-testing as a method for verification of
the validity of the internal model. VaR figures calculated by the
internal model are compared with actual portfolio profit-and-loss
figures on a given day to confirm the appropriateness of VaR
calculation and the adequacy of risk capital management.
i Back-testing results
Information on back-testing of trading in fiscal 2022 can be found
on page 252.
c. Substitute indicators
SMBC Group employs, as substitute indicators, VaR wherein pre-
sumptions for the model (observation periods, etc.) change.
d. Changes in model from fiscal 2021
There have been no changes in the model from fiscal 2021.
(c) Stress Testing
The market occasionally undergoes extreme fluctuations that
exceed projections. To manage market risk, therefore, it is important
to run simulations of unforeseen situations that may occur in finan-
cial markets (stress testing). SMBC Group conducts stress tests
regularly, assuming various scenarios, and has measures in place
for irregular events.
(d) Management of Equity Holdings
SMBC Group establishes risk allowance limits for total risk capital to
control stock price fluctuation risk appropriately. Risk capital associ-
ated with equity holdings is monitored as a component of total risk
capital. More specifically, VaR (1 year holding period) computed from
profit-and-loss simulations based on historical market fluctuation
data and aggregated fluctuation in market price from the beginning
of the fiscal year are subject to risk capital management and moni-
tored on a daily basis.

SMBC Group continuously makes efforts to reduce price fluc-

tuation risks from the point of view of maintaining a foundation that
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can sufficiently demonstrate its financial intermediary function even in
a stressful environment in which the prices of stocks drastically fall.

Based on the five-year, 300 billion yen(*) reduction plan
(FY2020-FY2024), we have reduced 180 billion yen in the three-year
period up to FY2022. However, based on the recent environment
surrounding equity holdings, we made a revision to accelerate the
reduction plan in May 2023.

Specifically, in line with the three-year Medium-Term Management
Plan starting in FY2023, we extended the plan one year and added
80 billion yen to reduction amount for a reduction of 380 billion yen
in six years, and set a plan to reduce 200 billion yen in the next three
years. Also, this plan is set as the minimum, and we are aiming to
exceed it as much as possible. In addition, we will aim to earn a
good prospect of achieving the reduction of the proportion of market
value of equity holdings to less than 20% of our consolidated net
assets during the period of the next Medium-Term Management
Plan. Under the new plan, we will work to further reduce equity hold-

ings going forward.
(*) The book value of Japanese listed stocks held by SMBC Group.

B Composition, by Industry, of Listed Equity Portfolio
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(2) Liquidity Risk Management

At SMBC Group, liquidity risk is regarded as one of the major risks.
The Group’s liquidity risk management is based on a framework
consisting of setting Risk Appetite Measures and establishing con-
tingency plans.

The Risk Appetite Measures are measures for selecting the types
and levels of risk that we are willing to take on or tolerate. As the level
of liquidity risk is evaluated based on cash flow and balance sheet
conditions, Risk Appetite Measures have been set for both of these
areas. These measures include Liquidity Coverage Ratio and Net
Stable Funding Ratio, a liquidity regulation; periods set for which it will
be possible to maintain funding levels even under stress due to deposit
outflow or other factors; and the ratio that stable funding covers loans.



The tolerated levels of risk are set based on account funding
status, cash management planning, economic environments, and
other factors, and measures are monitored on a daily or monthly
basis in order to limit reliance on short-term funding and appropri-
ately manage liquidity.

As a framework to complement the Risk Appetite Measures,
upper limits are set in place on both a Group company basis and
an individual branch basis with regard to funding gaps, which is
defined as a maturity mismatch between the source of funds and
use of funds.

Furthermore, contingency plans are established in preparation
for emergency situations. These plans contain information on chains
of command and lines of reporting as well as detailed action plans
depending on the existing situation (i.e., normal, concerned, or criti-
cal). Meanwhile, SMBC carries out quantitative management of alert
indications based on early warning indicators established to assist
the bank in promptly and systematically detecting liquidity risks.

Operational Risk

1. Basic Approach to Operational Risk Management

(1) Definition of Operational Risk

Operational risk is the risk of loss arising from inadequate or failed
internal processes, people, and systems or from external events.
Specifically, the risk—which, in addition to processing risk and sys-
tem risk, covers legal risk, human resources risk, tangible asset risk,
and third party risk—consists of the following seven event types
that may lead to the risk of loss defined in the Basel Capital Accord:
(1) internal fraud, (2) external fraud, (3) employment practices and
workplace safety, (4) clients, products, and business practices, (5)
damage to physical assets, (6) business disruption and system
failures, and (7) execution, delivery, and process management.

(2) Fundamental Principles for Operational Risk Management
We have set forth the policies on Operational Risk Management to
define the basic rules to be observed in the conduct of operational

risk management across the entire Group. Under these policies,
we have been working to enhance the operational risk manage-
ment framework across the whole Group by establishing an effec-
tive system for identifying, assessing, controlling, and monitoring
material operational risks as well as a system for addressing risks
that have materialized and implementing emergency response
measures. Based on the framework of the Basel Capital Accord,
we have been continuously pursuing sophisticated quantification of
operational risks and advanced group-wide management.

2. Operational Risk Management System

Based on the group-wide basic policies for risk management
established by Sumitomo Mitsui Financial Group, Group companies
have developed an operational risk management system.

At Sumitomo Mitsui Financial Group, the Management Commit-
tee makes decisions on basic policies for operational risk manage-
ment, and these decisions are authorized by the Board of Directors.
In addition, the Corporate Risk Management Department and the
Risk Management Information Department oversee the overall man-
agement of operational risks and work together with departments
responsible for the subcategories such as processing risks and
system risks for comprehensively managing operational risks.

As a brief overview, this system operates by collecting and
analyzing internal loss data and Key Risk Indicators (KRI) from
Group companies. In addition, the system entails comprehensively
specifying scenarios involving operational risks based on the oper-
ational procedures of companies that have adopted the Advanced
Measurement Approach (AMA) on a regular basis and estimating the
loss amount and frequency of the occurrence of such losses based
on each scenario. Risk severities are quantified for each scenario. For
those scenarios having high severities, risk mitigation plans will be
developed and the implementation status of such risk mitigation plans
will be monitored by the Corporate Risk Management Department
and the Risk Management Information Department. Furthermore,

Risk Category

Definition

Department in Charge

Operational risk

The risk of loss arising from inadequate or failed internal processes, people, and systems or from external events.

Corporate Risk Management
Department,

Risk Management Information
Department

Processing risk

The risk of losses arising from the failure of directors and employees to perform administrative duties in accordance
with administrative rules and procedures, or from accidents or misconduct.

Operations Planning Department

System risk The risk arising from nonconformity to the business strategies, inappropriate technologies applied, changes to the | System Planning Department
development plan and delay in development when building an information system, and the risk of loss incurred
due to the breakdown including those caused by cyber attack, malfunction, deficiency, or unauthorized use
(unauthorized alteration, destruction, duplication, and leakage of information).

Legal risk The risk of compensation of damages arising from insufficient legal consideration or breach of contract, or a Compliance Department

surcharge, a forfeit or an administrative fine for infringing the laws and regulations.

Human resources risk | The risk of loss arising from inappropriate labor practices, poor working environments, discriminatory conduct, an
outflow or loss of human resources, or deterioration in employee morale.

Human Resources Department

Tangible asset risk
disasters or inadequate asset maintenance.

The risk of loss arising from damage to tangible assets or deterioration in the operational environment caused by

Administrative Services
Department

Third party risk
relationship with SMBC Group.

The risk of loss arising from damage due to negative incidents caused by third parties who have business

Corporate Risk Management
Department
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operational risks are quantified and quantitatively managed by utilizing
the collected internal loss data and scenarios. Risk severities are
quantified for each scenario.

Regular reports are issued to the Group CRO on internal loss
data, KRI, scenario risk severity information, and the status of risk
mitigation to ensure the effectiveness of risk management measures.
Moreover, our independent Internal Audit Department conducts
periodic internal audits to verify that the Group’s operational risk
management system is functioning properly.

3. Operational Risk Management Methodology

As previously defined, operational risks cover a wide range of
cases, including the risks of losses due to errors in operation,
system failures, and natural disasters. Also, operational risk events
can occur virtually anywhere and everywhere. Thus, it is essential
to check whether material operational risks have been overlooked,
monitor the overall status of risks, and manage and control them.
To this end, it is necessary to be able to quantify risks using a
measurement methodology that can be applied to all types of oper-
ational risks and to comprehensively and comparatively capture the
status of and changes in potential operational risks in business pro-
cesses. Also, from the viewpoint of internal control, the measure-
ment methodology used to create risk mitigation measures must be
such that the implementation of the measures quantitatively reduces
operational risks.

At the end of March 2008, SMBC Group adopted the AMA set
forth by the Basel Capital Accord for calculating the operational risk
equivalent amount. The approach has been utilized for the manage-
ment of operational risks since then.

Specifically, a model to which internal loss data and scenario
analysis results are input has been introduced to calculate the

M Basic Framework of Operational Risk Measurement

operational risk equivalent amount and risk asset amounts. In
addition, steps are taken to ensure the objectivity, accuracy, and
comprehensiveness of scenario evaluations by utilizing external
loss data and Business Environment and Internal Control Factors in
verification processes.

The quantification model produces the distribution of loss
frequency and loss severity based on the internal loss data and
scenario analysis results, and it also produces the loss distribution
based on said distribution of loss frequency (distribution of losses
in a year) and the distribution of loss severity (distribution of loss
amount per case) by making various combinations of frequencies
and amounts of losses according to the Monte Carlo simulation
method. In addition, the model calculates the maximum amount of
loss expected due to operational risks based on the assumption of
one-sided confidence interval of 99.9% and the holding period of
one year. Regarding losses on repayment of excess interest of cer-
tain subsidiaries engaged in consumer finance operations, expected
losses are deducted from the maximum amount of operational risk
loss when calculating the operational risk equivalent amount.

Operational risk equivalent amount in respect of the tangible
asset damages arising from earthquakes is measured using the
probability data of earthquake occurrence in each part of Japan and
the distribution of loss amount from those earthquake occurrences.

The measurement units are Sumitomo Mitsui Financial Group
consolidated basis, SMBC consolidated basis, and SMBC non-
consolidated basis. The operational risk equivalent amount based
on the AMA is calculated as the simple aggregate of the amount
of the seven event types set forth by the Basel Capital Accord and
of tangible asset damages arising from earthquakes. However, in
the case of Sumitomo Mitsui Financial Group consolidated basis,
the risk of losses on repayment of excess interest is added on. The

Calculation of Operational Risk Equivalent Amount Using Quantification Model
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measurement accuracy is ensured through a framework of regu-
larly conducted verifications of the quantification models pre- and
post-measurement.

Meanwhile, the operational risk equivalent amounts of other
Group companies that do not apply the AMA are calculated
according to the Basic Indicator Approach (BIA), and the opera-
tional risk equivalent amounts for Sumitomo Mitsui Financial Group
consolidated basis and SMBC consolidated basis are calculated by
consolidating such amounts calculated based on the BIA with the
operational risk equivalent amount calculated based on the AMA.

4. Processing Risk Management

Processing risk is the risk of losses arising from the failure of direc-
tors and employees to perform administrative duties in accordance
with administrative rules and procedures, or from accidents or
misconduct.

SMBC Group has clarified the divisions responsible for the over-
sight functions for processing risk management, and we are working
to raise the level of sophistication of our management of processing
risk across the whole Group on a risk basis by establishing systems
for managing the processing risks faced by Group companies,
ensuring in-office inspection, minimizing losses in the event of
processing risk materialization by drafting exhaustive contingency
plans, and carrying out thorough quantification of the risk under
management as basic principles.

Basic policies for processing risk management are decided by
the Management Committee and then approved by the Board of
Directors. The status of processing risk management is reported to
the Management Committee and the Board of Directors regularly
and when necessary. These and other steps are taken to ensure
that we can provide customers with high-quality services.

Based on the group-wide basic policies for risk management,
Group companies promote appropriate operating practices by
establishing operating rules and regulations, systematizing trans-
action processing, receiving guidance from business divisions, and
inspecting conditions related to transaction processing.

5. System Risk Management

System risk is the risk arising from nonconformity to business strat-
egies, inappropriate technologies applied, changes to the develop-
ment plan and delays in development when building an information
system, and the risk of loss incurred due to system breakdown
including those caused by cyber attack, malfunction, deficiency or
unauthorized use (unauthorized alteration, destruction, duplication
and leakage of information).

SMBC Group has set the following as basic principles: rec-
ognizing information systems as an essential part of management
strategy taking into account advances in IT, minimizing system risk
by updating policies and procedures, including a security policy and
establishing contingency plans to minimize losses if a system risk

materializes. A risk management system has thus been put in place
to ensure adequate risk management.

Furthermore, as SMBC Group’s scope expands beyond the
bounds of finance, we are taking steps to identify risks from new
perspectives and to implement management systems that match
the extent of risks in a given area of business. SMBC Group is
strengthening its risk management, beginning with high risk areas,
to assist in strengthening the risk management structure at compa-
nies requiring sophisticated risk management, as well as business
partners and other areas of the supply chain.

In addition, we actively and openly incorporate various tech-
nological progress to improve convenience for customers. We also
strengthen our risk management structure on an ongoing basis in
response to environmental changes, to deal with projected risks aris-
ing from promoting digitalization in a wide range of fields, such as the
creation of new businesses and boosting productivity and efficiency.
As SMBC Group adopts artificial intelligence, cloud, robotic process
automation, application programming interface, and other technol-
ogies, manuals have been prepared with regards to items requiring
compliance at the time of implementation and items for periodic
monitoring as part of efforts to reinforce group-wide IT governance.

The risk of cyber threats is growing increasingly serious due to
greater surface area for attack caused by the accelerating digitization
of financial services and growing geopolitical tensions. To prepare
against these growing threats, we have established an intelligence
function and security monitoring system in addition to technical mea-
sures for cyber security, and we are also focusing on the training of
professional personnel who will be responsible for these measures.
In addition, the Company regularly participates in drills and exercises,
and carries out third party evaluations of its response posture to
increase their effectiveness.

SMBC operates its risk management system by conducting
risk assessments based on the Security Guidelines published by
the Center for Financial Industry Information Systems (FISC) and by
enhancing safety measures based on the results of these assess-
ments. System failures at banks have the potential to heavily impact
society. In addition, system risks are diversifying and growing more
complex due to advances in IT and the expansion of business fields.
Recognizing these facts, we have numerous measures in place for
system failure prevention, including maintenance to ensure stable
and uninterrupted operation, multiplexing of various systems and
infrastructure, and a disaster-prevention system consisting of data
centers in eastern and western Japan. In addition, we are preparing
for unforeseeable circumstances through the creation of contingency
plans and the implementation of system failure drills. To maintain the
confidentiality of customer data and prevent leaks of information,
sensitive information is encrypted, unauthorized external access is
blocked, and all other possible measures are taken to secure data.
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Conduct Risk

Model Risk

1. Basic Approach to Conduct Risk Management

(1) Definition of Conduct Risk

Conduct risk is the risk that our conduct negatively affects custom-
ers, market integrity, effective competition, public interests, and the
SMBC Group'’s stakeholders, through acts that violate laws and
regulations or social norms.

(2) Fundamental Principles of Conduct Risk Management
SMBC Group’s fundamental stance is that its business is not
to negatively affect customers, market integrity, effective compe-
tition, public interests, and stakeholders. Efforts are being made
to improve group-wide conduct risk management. Focuses of
these efforts include preemptively identifying phenomena with the
potential to cause significant deterioration in the trust of the Group
and preventing the materialization of serious management risks by
being keenly responsive to environmental changes.

2. Conduct Risk Management System

Based on the group-wide basic policies for risk management,
SMBC Group has developed a conduct risk management system.
The Management Committee makes decisions on basic policies for
conduct risk management, and these decisions are authorized by
the Board of Directors. In addition, the Corporate Risk Management
Department and the Compliance Department oversee the overall
management of conduct risks and promote basic conduct risk
management policies, frameworks, and measures. In addition,
these bodies report on circumstances pertaining to conduct risk
management to the Audit Committee and Risk Committee and
discuss these circumstances to ensure the effectiveness of conduct
risk management. Furthermore, the Internal Audit Unit verifies and
evaluates the conduct risk management system.

3. Conduct Risk Management Methodology

SMBC Group mitigates and controls conduct risk by having
business units identify and assess the major risks present in
their business and establish measures for controlling these risks
using the risk register framework. Meanwhile, risk management
departments verify the appropriateness of the risks identified and
assessed by business units and their control measures based
on the KRE and KRI. Through this process of verification, these
departments maintain close communication with business units
with regard to matters such as the need to add risks or revisit
assessments while checking and monitoring activities in order to
improve the effectiveness of conduct risk management efforts.
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1. Basic Approach to Model Risk Management

(1) Definition of Model Risk

Model risk is the risk of potential adverse consequences or financial
loss resulting from misinformed decision making based on inaccu-
rate model outputs or using the model inappropriately.

(2) Fundamental Principles of Model Risk Management
SMBC Group is working to improve model risk management across
the Group by adhering to basic principles such as performing man-
agement based on a risk-based approach, evaluating model risk
and carrying out quantitative management.

2. Model Risk Management System

SMBC Group has established a system for managing model risk
based on the group-wide basic policies for risk management. The
Management Committee makes decisions on basic policies for
model risk management, and these decisions are authorized by the
Board of Directors.

In addition, the Corporate Risk Management Department cen-
trally oversees model risk management and is responsible for drafting
model risk management plans, as well as their operation, promotion
and support. The Internal Audit Department carries out regular audits
of the efficacy of the model risk management system.

3. Model Risk Management Methodology

SMBC Group strives to reduce model risk by implementing appropri-
ate controls for each process pertaining to model development and
use in preparation for the emergence of model risk resulting from a
financial and economic environment beyond that anticipated when
developing the model, as well as the inappropriate use of models
by employees. For example, we carry out validations during the
development of models or when we start to use them, and periodic
validation as part of model lifecycle to prevent their obsolescence
or deterioration of their accuracy. In addition, we also strive to
strengthen risk management according to model importance by
assessing the risks present in each model.



Reputational Risk

1. Basic Approach to Reputational Risk
Management

(1) Definition of Reputational Risk
Reputational risk refers to the risk of not meeting the expectations
for high ethics, integrity, etc. by the stakeholders (that is, cus-
tomers, shareholders, market, society, environment, employees,
etc.) due to the business of the SMBC Group and the behavior of
employees and other related parties, leading to impairment of the
Enterprise Value and decline in trust.
(2) Fundamental Principles of Reputational Risk
Management
SMBC Group has set forth the rules on Reputational Risk
Management to define the basic rules to be observed in the
conduct of its reputational risk management. Under these rules,
SMBC Group has been working to enhance the reputational risk
management framework across the whole Group by clarifying a
management structure as well as management system, methodol-
ogies, and rules.

2. Reputational Risk Management System
Based on the group-wide basic policies for risk management, SMBC
Group has developed a reputational risk management system.

In addition, General Affairs Department and Public Relations
Department control reputational risk management in a centralized
manner and formulate and operate the plan for reputational risk man-
agement, promote and provide support for related matters as well as
summarize and analyze information related to reputational risk.

The matter leading to the reputational risk is discussed in the
reputational risk management committee to consider various mea-
sures to minimize the risk, as necessary.

3. Reputational Risk Management Methodology
SMBC Group minimizes losses by adequately gathering information
about the situations where reputational risk could materialize as well
as taking proper measures against such situations.

General Affairs Department and Public Relations Department
strive to control and reduce the risk by gathering information about
the situations where reputational risk could materialize and taking
proper measures against the reputational risk matters identified.
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Glossary

ALM

Abbreviation for Asset Liability Management

Method for comprehensive management of assets and liabilities, with
appropriate controls on market risk (interest rates, exchange rates, etc.)
and liquidity risk.

Advanced Measurement Approach (AMA)

Based on the operational risk measurement methods used in the inter-
nal management of financial institutions, this is a method for obtaining
the operational risk equivalent amount by calculating the maximum
amount of operational risk loss expected over a period of one year, with
a one-sided confidence interval of 99.9%.

Back-testing

A formal statistical framework that consists of verifying that actual losses
are in line with projected losses. This involves systematically comparing
the history of VaR forecasts with their associated portfolio returns.

Basic Indicator Approach (BIA)

A calculation approach in which an average value for the most recent
three years derived by multiplying gross profit for the financial institution
as a whole by certain level (15%) is deemed to be the operational risk
equivalent amount.

BPV

Abbreviation for Basis Point Value

Potential change in present value of financial product corresponding to
0.01-percentage-point increase in interest rates.

Credit cost
Average losses expected to occur during the coming year.

Historical simulation method
Method of simulating future fluctuations without the use of random num-
bers, by using historical data for risk factors.

LGD

Abbreviation for Loss Given Default

Percentage of loss assumed in the event of default by obligor; ratio of
uncollectible amount of the exposure owned in the event of default.
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Monte Carlo simulation method
General term used for a simulation method which uses random numbers.

Operational risk equivalent amount
Operational risk capital requirements under the Basel Capital Accord.

PD
Abbreviation for Probability of Default
Probability of becoming default by obligor during one year.

Present value
A future amount of money that has been discounted to reflect its current
value taking into account the interest rate and the extent of credit risk.

Risk appetite
The types and levels of risk that we are willing to take on or tolerate to
drive earnings growth.

Risk capital

The amount of capital required to cover the theoretical maximum
potential loss arising from risks of business operations. It differs from the
minimum regulatory capital requirements, and it is being used in the risk
management framework voluntarily developed by financial institutions for
the purpose of internal management.

Risk factor

In the case of market risk, this would be factors such as the share price
or interest rate; in the case of credit risk, this would be factors such as
the economic environment.

Risk-weighted assets
The denominator used in the calculation of the capital ratio designed to
maintain prudential standards for banks.

VaR

Abbreviation for Value at Risk

The maximum loss that can be expected to occur with a certain degree
of probability when holding a financial asset portfolio for a given amount
of time.





