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     R&I applies this rating methodology to the business category generally referred to as 

"securities firms." While prepared with a focus on comprehensive securities firms that handle a 

variety of activities, ranging from the brokerage of equities, bonds and other marketable securities 

in the secondary market to the underwriting and sales of these securities in the primary market, 

this rating methodology is also applied to securities firms that engage in specialized activities such 

as retail securities and wholesale securities services. 

 

I. Evaluation of Business Risk 

1. View of industry risk 

     Securities firms' activities cover a broad range, including retail brokerage, wealth 

management, asset management, investment banking, sales and trading, capital market services 

for hedge funds and institutional investors, and principal investment. In Japan, securities firms are 

allowed to conduct the Type I Financial Instruments Business defined by the Financial Instruments 

and Exchange Act and activities incidental to the business, which may or may not require 

notification to or approval from the competent authority. In some cases, firms provide corporate 

loans or deposit and lending services for the retail market from the viewpoint of broadening their 

product offerings for competitive purposes and obtaining balance-linked income (annuitized 

revenue) that is less susceptible to changes in the market. 

     The P/L performance of the securities business is largely affected by fluctuations in the 

business environment, such as changes in stock prices, and its industry risk is comparatively high. 

 

(1) Market size, market growth potential and market volatility 

     The financial services market that securities firms take as their field encompasses 

instruments such as equities, bonds and derivatives and is extremely large. 

     R&I considers the market growth potential for securities firms' businesses as a whole to be 

high, though some may expand and others may contract. While sales and trading operations are 
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shrinking due partly to the effects of tightening regulations, bond issuance remains high amid the 

global low interest rate environment. In asset management, more capital is flowing into exchange 

traded funds. The merger and acquisition business has grown in Japan, with plenty of room for 

further expansion. In emerging countries particularly in Asia, securities firms' business domains 

are expanding in line with economic development. Besides traditional products such as equities and 

bonds, securities firms now offer a broader range of products and services, including various 

derivative instruments and securitization services. 

     The market is highly volatile. Stock prices and interest rates move cyclically together with 

business fluctuations, and capital markets such as the stock market are inherently prone to bubbles 

and their subsequent collapse. When a major bubble bursts, market participants tend to be 

exceptionally timid in the immediate aftermath, and in some cases market trading will be 

significantly subdued. 

 

(2) Industry structure (competitive environment) 

     In advanced countries such as the U.S. and Japan, the competitive environment is severe, 

reflecting deregulation including liberalization of stock brokerage commissions and the 

internationalization of the market. As the profitability of their brokerage activities plunged sharply, 

securities firms pushed ahead with diversification and differentiation of their businesses, and those 

specializing in specific activities gained a certain presence and competitiveness. As a result of the 

contraction in the sales and trading market and growth in costs of regulatory compliance, there are 

a limited number of companies that are capable of developing a full line of operations globally. 

     When the industry structure in Japan is examined, three of the five leading domestic 

securities firms are affiliated with major banking groups, and are working to lock in customers 

through collaboration between banking and securities operations. Banks have a broader customer 

base than securities firms and maintain strong relationships with customers through their daily 

settlement services and deposit and lending operations. Focusing on overall profitability, 

bank-affiliated securities firms are aggressive in pricing, and this adds to competitive pressure for 

independent securities firms. Foreign investors account for a significant proportion of both stock 

ownership and trading in Japan. Another characteristic is the penetration of online brokerages 

among individual investors. The number of member securities firms of the Japan Securities Dealers 

Association remains flat, but its composition is changing. Furthermore, advances in digitalization 

are altering the businesses of securities firms. 

 



 

 

 

Rating and Investment Information, Inc.  Copyright(C) 2020 Rating and Investment Information, Inc. All rights reserved. 
 

TERRACE SQUARE, 3-22 Kanda Nishikicho, Chiyoda-ku, Tokyo 101-0054, Japan  For inquiries, contact Sales and Marketing Division, Customer Service Dept. at 03-6273-7471. 
Unless specifically provided otherwise, all rights and interests (including copyrights, other intellectual property rights, and know-how) regarding this site, the content of 
this website or any other information included in this website belong to Rating and Investment Information, Inc. ("R&I"). None of the information, etc. may be used, in 
whole or in part, (including without limitation reproducing, amending, sending, distributing, transferring, lending, translating, or adapting the information), or stored for 
subsequent use without R&I's prior written permission. 

3/9 

(3) Customer continuity and stability 

     Because the added value of the services they provide to clients is the source of their 

competitiveness, securities firms may lose customers or business opportunities if a company 

offering services with even greater added value appears. In general, unlike commercial banking 

services, investment banking services are selected by clients for each project. In Japan as well, even 

a lead underwriter does not get to handle all of a client's financial services. For online brokerage 

services, fees are an important factor in choosing a securities firm, and customer continuity and 

stability are somewhat low. 

 

(4) Protection, regulations and public aspects 

     R&I examines the institutional framework for the financial and capital markets and the 

willingness and abilities of regulatory and supervisory authorities to maintain the health of the 

markets. Specifically, R&I evaluates factors such as the measures to maintain soundness and 

prevent a crisis during normal periods and the measures to be taken when a crisis has occurred. 

     Globally active securities firms are exerting growing influence on the financial system 

through activities such as derivatives transactions. Financial supervisory authorities in leading 

countries designated large financial institutions that operate worldwide as "Systemically Important 

Financial Institutions (SIFIs)," and regulate and supervise them using globally shared standards. 

Bankruptcy resolution legal systems for financial institutions encompassing major securities firms 

are being developed. Regulations for ensuring the soundness of securities firms in Japan include 

minimum capital regulations, net assets regulations and capital adequacy regulations, in addition 

to entry regulations (registration requirements and restrictions on major shareholders). The 

minimum risk-to-capital ratio for securities firms is stipulated in the Financial Instruments and 

Exchange Act and the Cabinet Office Ordinance on Financial Instruments Business, etc. 

     Major securities firms have been practically placed under the protection and regulatory 

framework for SIFIs, together with globally active banks. On the other hand, the protection and 

regulation of other securities firms is weaker than that of banks, and a safety net contributes little 

to underpinning their creditworthiness. 

 

2. View of individual firm risk 

(1) Value of the franchise 

     For a securities firm, the depth and breadth of a customer base, its market position, the 

competitiveness of services, its size and business development capabilities are the source of 
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sustainable, stable earnings and are linked to its ability to respond to changes in the operating 

environment. 

     For wholesale, R&I evaluates the number of companies for which the firm has acted as lead 

manager or manager, actual performance in various league tables and the business relationship 

with major investors such as institutional investors and hedge funds. If a securities firm is involved 

deeply with a company's management and financial strategies, for example, or handles the 

transactions of a firm's owner (high-net-worth individual transactions), R&I will evaluate this as a 

qualitative strength. The performance in various league tables can be said to frankly demonstrate a 

firm's competitiveness, year in and year out. R&I is careful to note the point that a high league 

table rank does not necessarily equal strong earnings, and confirms league table rankings in 

conjunction with actual ability to generate profits. 

     For retail, R&I assesses the firm's overall share of total risk assets in the given country (in 

terms of assets under custody and trading volumes), together with the number and quality of its 

customers. The reason is that profitability, scale of assets under custody and stability of 

transactions per customer will vary greatly depending on customer quality. 

     R&I evaluates a firm's customer base by examining quantitative indicators such as the 

number of customers and accounts, the number of companies for which it has acted as lead 

manager or manager, the balance of assets under custody, its share of risk assets in the whole 

country, and its share in the trading of equities, bonds and other securities, while taking into 

account qualitative factors including customer quality. Even if the customer base is small, it may be 

considered to be of good quality if the firm has built a dominant position in a specific niche area or 

has frequent transactions. Competitiveness is assessed based on various league tables, the firm's 

product development ability, trading prowess and trade execution capabilities, and its reputation in 

the financial and securities markets, among others. 

 

(2) Risk profile and risk appetite 

     R&I evaluates a securities firm's risk profile, which describes the potential risk characteristics 

that will determine future changes in financial risk, by looking at its business portfolio, balance 

sheet and non-financial risk. The assessment of risk appetite is focused on the strength of 

risk-taking intention and the ability to control risk through a risk appetite framework, for example. 

     As regards a business portfolio, R&I confirms the diversification of earnings by business line, 

region, customer segment and product. Risks in a securities firm's balance sheet include market 

risk related to large-scale, complex trading positions and complex derivatives positions, 
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counterparty risk, the risk of a decline in the value of illiquid assets such as exposure through 

principal investments, and liquidity risk. Non-financial risk consists of operational risk, strategic 

risk and conduct risk (the risk of conduct that adversely affects "customer protection," "market 

integrity" or "effective competition"). 

     R&I assesses the strength of risk-taking intention based on the degree of focus on businesses 

with large fluctuations in business risks and earnings. Another point of evaluation is whether a 

firm's risk appetite framework will work effectively and its risk profile will not significantly change 

owing to risks accumulated in a way that management does not intend. 

 

II. Evaluation of Financial Risk 

     When there are indicators that cannot be recognized or measured because of constraints of 

each country's regulations, institutional frameworks, disclosure practices, etc., R&I will 

comprehensively judge financial risk by making necessary adjustments based on other pertinent 

information. 

 

(1) Risk resilience 

     Capital is a definitive parameter supporting solvency (solvency margin), and its shortage 

becomes the final trigger of bankruptcy. In some cases, firms may report substantial losses within a 

short period of time. Solvency analysis is therefore very important for assessing risk resilience. 

 

1) Adequacy of economic capital 

     To evaluate risk, R&I uses measures for amount of risk such as VaR (value at risk) as a base, 

with vulnerability to stress scenarios taken into account. Risks that R&I considers in its stress 

scenario are mainly the risk of a decline in the value of illiquid assets, the risk of losses and 

lawsuits in a high risk business segment, hedging errors associated with abrupt market changes or 

the collapse of correlations, and the risk of recording large losses on trading positions in conjunction 

with the actualization of operational risk. 

 

2) Adequacy of regulatory capital 

     R&I evaluates the adequacy of regulatory capital. For firms that are subject to the 

capital-to-risk ratio requirement for securities firms in Japan, R&I focuses on that ratio and also 

the ratio of non-fixed capital excluding supplemental capital with low equity credit. For firms that 

are subject to the Basel capital adequacy requirements, R&I looks at not only the common equity 
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Tier 1 ratio but whether firms consistently exceed the minimum required levels and those including 

various capital buffers. 

 

3) Net leverage ratio 

     The net leverage ratio is the ratio (%) of total assets less the value of the repo account to net 

assets. R&I analyzes this ratio as a supplementary indicator that shows the degree of leverage on 

an accounting basis. The reason for examining net rather than gross leverage is that, for securities 

firms there is a tendency for both sides of the balance sheet to swell because of repo accounts 

collateralized by government bonds or other similar assets. In some situations, however, illiquid 

securities are pledged as repo account collateral, and in this case R&I does not deduct the value of 

the repo account from total assets, or makes other adjustments. 

 

4) Risk and equity capital management structures 

     R&I also evaluates a securities firm's capacity to maintain its capital in the future from a 

qualitative perspective by verifying its risk appetite framework, recovery plan, risk management 

structure, and equity capital management. 

     To be specific, the key points of R&I's analysis include (1) how a securities firm itself assesses, 

recognizes and allocates its economic capital, (2) whether the firm is able to comprehensively and 

accurately recognize risks and (3) whether the firm is able to avoid or control the rapid 

accumulation of risk and flexibly shift its risk-taking policies after risk is actualized, based on prior 

preparation of measures to employ when risks are actualized, by utilizing its business knowledge to 

continuously verify the business risks that might have a serious negative impact on operations. 

 

(2) Stability of earnings 

     While earnings variability is high in most of the businesses run by a securities firm, R&I 

confirms whether the earnings volatility of the entire company is being controlled through, for 

example, business diversification. The size of stable earnings is another point to consider. 

     When evaluating the degree of earnings volatility, R&I looks at the coefficient of variation (the 

standard deviation divided by the mean) as a quantitative indicator. The value may improve 

notably, if few changes occur in the environment during the calculation period. For this reason, R&I 

evaluates earnings volatility in a comprehensive manner by considering structural factors such as 

the diversity of earnings sources, earnings quality and the size of stable earnings. 
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1) Coefficient of variation 

     The coefficient of variation is a relative indicator of variability, which R&I examines at both 

the net operating revenue level and the pre-tax profit level. The distribution of earnings and profits 

tends to become wider than a normal distribution. 

 

2) Diversity of earnings sources, earnings quality and size of stable earnings 

     R&I evaluates the extent of earnings diversification by looking at the structure of earnings 

from various perspectives including business lines, regions, customers and products. If the firm is 

involved in various businesses but does not have a revenue/expenditure structure that generates 

sufficient profits, R&I cannot give high marks and does not consider earnings sources as diverse. 

     For earnings quality, the focus is on earnings obtained from customer transactions. R&I 

evaluates whether a firm sufficiently secures earnings commensurate with the risk taken, by 

examining the return on risk assets, among others. Comparatively steady earnings include income 

from asset management services, investment trust administration fees, and balance-linked income 

from SMA (Separate Management Accounts) and fund wraps. Based on these earnings, the size of 

stable earnings will be assessed. Considerations such as the percentage of fixed costs covered by the 

relatively stable earnings also become an important yardstick for evaluating earnings stability. 

 

(3) Cost structure 

     Because this is a business category with high earnings volatility, it is necessary to check 

whether a firm has been able to control fluctuations in profits by establishing a flexible cost 

structure. In addition to the overhead ratio and operating leverage, two quantitative indicators 

described below, R&I evaluates cost structure flexibility by considering qualitative parameters such 

as policies concerning investments that are tied to the future fixed cost burden including the 

personnel compensation system and practices, IT investment and personnel planning, controls on 

fixed costs and the extent to which costs have been made variable. 

 

1) Overhead ratio 

     A typical indicator to show cost efficiency by the ratio (%) of selling, general and 

administrative expenses compared to net operating revenue. 

 

2) Operating leverage 

     The ratio of marginal profit to operating income. Marginal profit is the amount after variable 



 

 

 

Rating and Investment Information, Inc.  Copyright(C) 2020 Rating and Investment Information, Inc. All rights reserved. 
 

TERRACE SQUARE, 3-22 Kanda Nishikicho, Chiyoda-ku, Tokyo 101-0054, Japan  For inquiries, contact Sales and Marketing Division, Customer Service Dept. at 03-6273-7471. 
Unless specifically provided otherwise, all rights and interests (including copyrights, other intellectual property rights, and know-how) regarding this site, the content of 
this website or any other information included in this website belong to Rating and Investment Information, Inc. ("R&I"). None of the information, etc. may be used, in 
whole or in part, (including without limitation reproducing, amending, sending, distributing, transferring, lending, translating, or adapting the information), or stored for 
subsequent use without R&I's prior written permission. 

8/9 

costs are subtracted from net operating revenue. Because operating income is equal to marginal 

profit less fixed costs, the higher the numerical value for operating leverage, the more a firm's 

structure is likely to generate losses due to a heavy fixed cost burden. 

 

(4) Liquidity 

     In its rating analyses R&I emphasizes liquidity because together with capital, a lack of 

liquidity becomes one of the final triggers that will cause a securities firm failure. A prudent 

assessment of whether a firm has been able to maintain sufficient liquidity is required because a 

securities firm does not have a stable funding base in the form of deposits, and must develop its 

business while making large balance sheet changes centered on its trading position. Liquidity is 

particularly important to evaluate securities firms that raise massive funds from the market to 

conduct their business. 

     R&I's liquidity analysis is comprised of several separate analyses, including (1) a structural 

analysis of the inter-bank market in each country, (2) an environmental analysis focusing on access 

to the liquidity of the market, the central bank, etc. and (3) an analysis of each company's asset and 

liability structure, liquidity stress test and liquidity risk management structure. 

 

1) Asset and liability structure, liquidity stress test and liquidity risk management structure 

     R&I assesses liquidity based on a firm's fundamental asset and liability structure, liquidity on 

hand relative to funding requirements, and coverage through long-term funding, as well as its 

liquidity risk management structure, liquidity risk appetite and liquidity stress test. 

 

2) Liquidity coverage ratio 

     The liquidity coverage ratio is an indicator that shows whether a firm owns sufficient assets 

that are readily convertible into cash to cover under stress the funds that will outflow within 30 

days. If this ratio is high, the firm can be said to have sufficient short-term liquidity. 
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III. Rating for Securities Firms 

 

 

 

 

 

 

 

 

 

* This report replaces all previous versions that have been released to date. 

Importance Indicator & Key Point Importance

Adequacy of economic capital ◎

Adequacy of regulatory capital ○

Net leverage ratio ○

Risk and equity capital management structures ◎

Coefficient of variation ○

Overhead ratio ◎

Operating leverage ◎

Liquidity coverage ratio ○

Note) Importance is indicated by ◎: extremely important, ○: important, or △: relatively important.

◎
Risk resilience

Stability of earnings

Risk profile and risk appetite

Diversity of earnings sources, earnings quality
and size of stable earnings

Asset and liability structure, liquidity stress test
and liquidity risk management structure

Industry Risk: Relatively high

Cost structure

◎

◎

Liquidity

Issuer Rating

Individual Firm Risk Financial Risk

◎

Value of the franchise

The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the 
"Rating Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no 
representation or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular 
purpose, or any other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating 
Determination Policy and Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or 
comment on the suitability of any investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other 
third party in relation to the content or the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and 
irrespective of negligence or fault of R&I.  All rights and interests (including patent rights, copyrights, other intellectual property rights, and 
know-how) regarding the Rating Determination Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and 
Methodologies, in whole or in part, for purposes beyond personal use (including reproducing, amending, sending, distributing, transferring, 
lending, translating, or adapting the information), and storing the Rating Determination Policy and Methodologies for subsequent use, is 
prohibited without R&I's prior written permission. 
 
Japanese is the official language of this material and if there are any inconsistencies or discrepancies between the information written in 
Japanese and the information written in languages other than Japanese the information written in Japanese will take precedence. 


