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JCR Solicits Public Comments on Revisions to Rating
Methodologies by Sector “Leasing” and “General
Construction”

Japan Credit Rating Agency, Ltd. (JCR) is considering revisions to the rating methodologies by sector “Leasing”
and “General Construction” as described below, and solicits opinions on the proposed rating methodologies.

1. Outline

JCR is considering revising its rating methodologies by sector "Leasing" and "General Construction," as
described in the attachment. The purpose of these revisions is to make the rating more transparent by
measures such as changing the content of the descriptions and revising the key indicators.

2. Future Plans

JCR solicits public comments on this matter. Comments will be accepted by e-mail to "Contact Us" on
JCR website until December 20. JCR plans to finalize these rating methodologies in about one or two
months. There will be no existing individual ratings that need to be reviewed.

Hidekazu Sakai, Tsuyoshi Ohishi, and Michiya Kidani for Leasing
Mikiya Kubota, Yasuhiro Shimoda for General Construction

Japan Credit Rating Agency, Ltd.
Jiji Press Building, 5-15-8 Ginza, Chuo-ku, Tokyo 104-0061, Japan
Tel. +81 3 3544 7013, Fax. +81 3 3544 7026

Information herein has been obtained by JCR from the issuers and other sources believed to be accurate and reliable. However, because of the possibility of human or mechanical error as well as other factors,
JCR makes no representation or warranty, express or implied, as to accuracy, results, adequacy, timeli compl s or merchantability, or fitness for any particular purpose, with respect to any such
information, and is not responsible for any errors or omissions, or for results obtained from the use of such information. Under no circumstances will JCR be liable for any special, indirect, incidental or
consequential damages of any kind caused by the use of any such information, including but not limited to, lost opportunity or lost money, whether in contract, tort, strict liability or otherwise, and whether
such damages are foreseeable or unforeseeable. JCR's ratings and credit assessments are statements of JCR's current and comprehensive opinion regardmg redemption possibility, etc. of financial obligations
assumed by the issuers or financial products, and not statements of opmlon regarding any nsk other than credit nsk such as markcl liquidity risk or price fluctuation risk. JCR's ratings and credit assessments
are statements of opinion, and not statements of fact as to credit risk d or It ion rcgardmg top sell or hold any securities such as individual bonds or commercial paper.
The ratings and credit assessments may be changed, suspended or withdrawn as a result of changes in or unavailability of information as well as other factors. JCR receives a rating fee paid by issuers for
conductmg rating services in principle. JCR retains all rights pertaining to this document, including JCR's rating data. Any reproduction, adaptation, alteration, etc. of this document, including such rating
data, is prohibited, whether or not wholly or partly, without prior consent of JCR.

JCR is registered as a "Nationally Recognized Statistical Rating Organization" with the U.S. Securities and Exchange Commission with respect to the following four classes. (1) Financial institutions, brokers
and dealers, (2) Insurance Companies, (3) Corporate Issuers, (4) Issuers of government securities, municipal securities and foreign government securities.

JCR publishes its press releases regarding the rating actions both in Japanese and in English on the same day. In case that it takes time to translate rating rationale, JCR may publicize the summary version,
which will be replaced by the full translated version within three business days. (Regarding Structured Finance products, JCR only publicize the summary version in English.)
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Japan Credit Rating Agency, Ltd.

Attachment

Draft for Public Opinions

Rating Methodology by Sector
Leasing

This rating methodology applies to leasing companies in Japan. JCR applies this rating methodology with the
necessary changes in the indicators for analysis to overseas leasing companies, based on laws, accounting

system, financial administration in which these entities are located.

1. Business base

(1) Characteristics of industry

Leasing companies are financial service providers that provide long-term credit to corporations, and they also
have the character of asset managers involved in the possession, maintenance, and disposal of leased assets.

Leasing companies provide services that involve various factors, such as systems, taxation, and accounting.

(i) Market size and growth potential

The size of the domestic market, which is the main focus of each company, is relatively large. Japan’s leasing
transactions, which were born in the 1960s, have become deeply entrenched in the development of economic
activity, centering on domestic companies, over half a century later, and the need for leasing is expanding to a
wide range of products, starting with information and communications equipment, and including automobiles
and industrial machinery.

The volume of new leasing transactions in Japan has shrunk to just over half of its most recent peak level.
While it is difficult to expect sustained expansion of existing businesses, leasing companies are creating new
earnings opportunities through expansion of range of products handled, support for distribution channels,
provision of services, participation in business operations in fields such as real estate development and

renewable energy, and overseas business development.

(i1) Competitive situation

The leasing industry is highly competitive. While the volume of domestic leasing transactions has been
sluggish, the number of players in the leasing industry has continued to decline over the long term, but the
number is still high. In particular, in the traditional finance lease business, it is difficult to differentiate itself
from other companies, and there is also competition with bank lending, so profitability tends to decline. On
the other hand, there are cases where relatively high profitability is secured in services with maintenance that

can be differentiated, and in business investment-type businesses.
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(iii) Regulations
There is no impact from regulations such as licenses and special laws when entering the market. Leasing
companies use their flexibility as a financial service provider that creates service value by combining various

factors such as system, taxation, and accounting as their strength.

(2) Market position and competitiveness

Whether or not a company has been able to build a strong market position and competitiveness is extremely
important when assessing creditworthiness, as this will have a significant impact on future earnings capacity.
In addition to the market position and competitiveness of the core business, JCR pays attention to the diversity
of the business portfolio for leasing companies.

When assessing the market position and competitiveness of the core business, JCR evaluates factors such
as the customer base and the superiority of products and services. Leasing companies often have strong ties
with banks, trading companies and manufacturers, and one of the key points is whether they can make full use
of the management resources of these closely-tied groups or companies, including the network, know-how and
human resources, as well as the customer base. Group-wide proposals and the like are an important factor in
enhancing market position and competitiveness, and there are many cases where they lead to a deeper customer
base and establishment of stable business relationships with customers. In terms of superiority of products and
services, JCR is focusing on the provision of comprehensive solutions. As customer needs diversify, it will be
important to discover new areas of business, as well as to improve their ability to make proposals to solve each
issue. Based on these factors, JCR evaluates the scale of transaction volume and operating assets, as well as
stability and growth potential of earnings.

In terms of diversity of business portfolio, JCR checks the status of revenue sources other than the traditional
asset business (finance leases, installment sales, and loans). Leasing companies also handle assets that are
developed globally, such as aircraft, engines, ships, and containers. In addition, they are expanding their
business domains to include business development and operation, such as renewable energy and real estate
development. In many of these areas where they have diversified, they have been able to maintain profitability.
In addition to the breadth of their business areas, JCR also looks at the strength of their customer bases in the
regions where they operate, competitiveness of their diversified businesses, and other factors, and evaluates
the degree of diversification of their business portfolios and the extent to which it contributes to the

stabilization of earnings capacity.

(3) Management strategy and governance

Management strategy and governance have a significant impact on the direction of the business base, and
therefore can be factors that either reduce or increase risks. With regard to management strategy, JCR evaluates
whether the company has been able to formulate and implement a management strategy that takes into account
the business environment. In addition, after confirming the risk-taking policy, JCR looks at whether the

company is paying attention to the balance between risk and return. Regarding governance, JCR checks the
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status of the corporate governance system, such as the board of directors, management control system, risk

management, and internal controls such as compliance.

2. Financial base

(1) Earnings capacity

Earnings capacity is important for absorbing losses arising from each risk and accumulating internal reserves.
However, it is important to note that the business portfolios of leasing companies are very distinctive for each
company, and there are differences in the balance of risk and return. In assessing the company, JCR uses
ordinary income before and after deducting bad debt related expenses. JCR also checks whether the company
can absorb bad debt related expenses and financial expenses by the fundamental profit even when they are
stressed. In addition, JCR also assesses the level and stability of profitability, ordinary income and net income.

For profitability, JCR focuses on ROA. JCR uses profit such as ordinary income before and after deducting
bad debt related expenses for the numerator. The denominator is total assets or operating assets. In doing so,
JCR makes adjustments as necessary, such as adding the off-balance sheet receivables such as off-balance
sheet guarantees.

In addition to quantitative aspects, JCR also places importance on stability and diversity of earnings. While
profitability of traditional domestic asset businesses is not particularly high, it can generally be evaluated as
being highly stable. Many lease contracts have relatively long terms, and after the contract expires, it is possible
to expect transactions such as re-leasing. The fact that leasing companies can rely on the underlying assets in
addition to business cash flow of the lessee as the source of investment recovery is the background to the
stability. On the other hand, even if there are businesses with high earnings volatility due to factors such as
effects from gains on sale of assets or impairment losses, JCR confirms whether diversification of earnings
sources has progressed and whether volatility is controlled for the business portfolio as a whole.

Key financial indicators:

m Ordinary income, Ordinary income before deducting bad debt related expenses
m Overhead ratio

= ROA

(2) Asset quality
Deterioration in asset quality is directly linked to an increase in bad debt related expenses, which in turn leads
to a deterioration in business performance. JCR checks the trend of bad debt losses relative to operating assets
to see whether the company has been able to control the quality of its assets for the past performance. JCR
pays attention not only to bad debt related expenses arising from credit risk, but also to impairment losses, etc.
arising from asset risk such as price fluctuations in operating assets and investment risk.

In terms of qualitative aspects, JCR focuses on credit management system. JCR checks credit management
policies, conservativeness of write-offs and provisions, and receivables management and collection systems.

In addition, since risk of concentration in specific areas can have a significant impact on management of leasing
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companies in times of environmental deterioration, JCR checks whether there are any problems with degree
of concentration in asset classes with large fluctuations in profitability and asset prices, balance of industries
and regions of credit recipients, and composition of major credit recipients.

Key financial indicators:

m Bad debt related expenses, impairment losses, etc. relative to operating assets

m Ratio of non-performing receivables

(3) Capital adequacy

Capital adequacy is important as a final buffer against realized risk. In assessing capital adequacy, JCR focuses
on the equity ratio. For the numerator, JCR adjusts as necessary items such as goodwill, deferred tax assets,
and equity securities against shareholders' equity. For the denominator, JCR considers making adjustments,
such as including off-balance sheet assets such as securitized receivables and off-balance sheet guarantees in
total assets, in addition to operating assets, etc.

In addition, degree of margin of equity relative to risk is also checked. The extent to which risks such as
credit risk, asset risk and market risk based on stress scenarios can be covered by equity capital, future profits,
etc. is evaluated. For asset classes with large fluctuations in profitability and asset prices, JCR pays attention
to the balance between their exposures and equity capital.

Key financial indicators:
m Equity ratio

m Degree of margin of equity relative to risk

(4) Liquidity

For non-bank financial institutions such as leasing companies, fundraising is equivalent to purchasing goods,
and has a significant impact on business continuity. If concerns arise about fundraising due to changes in the
business environment or a deterioration in business performance, this can become a constraint on maintaining
and expanding operating assets. JCR checks the fundraising structure and looks at the stability of fundraising
and the status of financial costs.

More specifically, JCR looks at liquidity on hand, composition of financial institutions with which the
company does business, status of transactions with each financial institution (amounts borrowed, terms and
conditions, overdrafts, commitment lines, etc.), status of setting collateral, approach to covenants, status of
cash management by the parent company and group companies, diversity of fundraising methods (CP,
corporate bonds, securitization of receivables, etc.), fundraising structure (balances between long-term and
short-term financing, indirect and direct financing, and fixed-rate and variable-rate financing), and
diversification of debt repayment dates (whether there is any concentration of large repayments at specific

times).
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Key financial indicators:
m Liquidity on hand

m Direct financing ratio, short-term financing ratio

(5) Risk management system

JCR checks whether risk management is being carried out from an integrated perspective in response to the
diverse risks faced by leasing companies, including the methods and assumptions used. When the business
domain and regions of operation are extensive, the risks faced are diverse and can become complex, so the
importance of appropriately identifying and controlling these risks increases.

In integrated risk management, it is difficult to make simple comparisons between leasing companies
because the amount of risk recognized differs depending on the methods and assumptions used. For this reason,
it is also important to evaluate how management perceives its own risk-taking situation and whether it can link
this to the formulation of management plans and capital policies. Even if the company has excellent risk
management, this is unlikely to have a positive impact on its creditworthiness, while in cases where there is

significant room for improvement in the risk management system, this could be a negative factor.

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

Attachment

Draft for Public Opinions

Rating Methodology by Sector
General Construction

Business model of general construction (general contractor) industry is to receive orders for construction work
in bulk from the client, and to complete the work while coordinating specialized contractors, etc. The range of
players is wide, from major contractors with annual sales of over 2 trillion yen, known as “super general
contractors,” to small- and medium-sized enterprises. This rating methodology is applied to general contractors
of a listed scale, and does not cover specialized contractors for electrical, air conditioning, telecommunications

work, etc.

1. Business base

The general construction industry is essentially an industry driven by domestic demand. It undertakes building
construction and civil engineering works related to social infrastructure and living infrastructure that are
essential to people's lives. It is unable to create demand on its own and is affected by government construction
investment, private housing investment, and private non-housing investment. In general, companies are
classified into tiers such as major (super), second-tier, and midsize companies, according to their sales scale.
As it is difficult to differentiate between companies in the same tier, competition tends to intensify during
periods of declining demand. In rating assessment, JCR places emphasis on factors such as strength of

competitiveness that can allow steadily winning orders even during periods of declining demand.

(1) Characteristics of industry
(i) Market overview
According to the Ministry of Land, Infrastructure, Transport and Tourism, domestic construction investment
amount in FY2023 was 71 trillion yen. After peaking at 84 trillion yen in FY 1992, it halved to 42 trillion yen
in FY2010, but has since continued to increase. It is thought that domestic construction investment will remain
steady over the medium term. In the building construction sector, investment is expected to be made in urban
redevelopment, logistics facilities, and factories related to semiconductors and electronic devices. In the civil
engineering sector, investment is expected to be made in response to the strengthening of national resilience
and the aging of infrastructure.

In addition, mainly major and second-tier companies are strengthening their overseas expansion. However,
in the past, there have been cases where construction projects have become unprofitable and large losses have
been recorded. Therefore, it seems that the issue overseas is to generate stable profits by developing business,

focusing on their areas of expertise, and promoting localization.

1/5

Copyright © Japan Credit Rating Agency, Ltd. All Rights Reserved.



)
\H

(i1) Competitive situation
The number of major players has not changed significantly since the 1990s.

Competition often takes place among players in the same tier such as among major players and among
second-tier players, or between players of close tires such as between major players and second-tier players
and such as between second-tier players and midsize players. During periods of expanding demand,
construction capacity of upper tiers is limited (demand is larger than supply), so there are cases where lower-
tier players can win orders for larger-scale construction projects than that they would receive in normal periods.
On the other hand, during periods of declining demand, there is room for construction capacity, so upper-tier
players win orders for smaller-scale construction projects than that they would receive in normal periods, more

intensifying competition for lower-tier players.

(ii1) Cost structure

The business model of general contractors is to receive orders for construction work in bulk from the client,
and then to outsource the majority of that work to specialized contractors and other partner companies. There
are many outsourcing costs (including outsourced labor costs) and material costs that are variable costs, and
few fixed costs. Thanks to this flexible cost structure, although there are fluctuations in the amount of work
carried out from fiscal year to fiscal year, there is almost no chance of operating losses unless there is
unprofitable work. Furthermore, outsourcing costs are affected by balance of supply and demand for labor,
etc., while material costs are affected by market conditions, etc., but the higher the tier, the more likely the

economies of scale can work.

(2) Important factors in market position and competitiveness

(i) Market position

A multi-tiered structure with major companies at the top can be seen. There are large differences among the
tiers in terms of sales, technical strength, mobilization strength, and name recognition, and the higher the tier,
the stronger the competitiveness. In rating assessment, JCR understands the tier to which a company being
rated belongs, and then checks how differentiation is carried out within the tier and how competitive advantage

1s built.

(i1) Business structure

Demand trends and competitive situations for building construction and civil engineering works differ. In
general, building construction work, which is often private sector construction, is less profitable and has greater
earnings volatility. On the other hand, civil engineering work, which is often public sector construction, is
relatively more profitable and has less earnings volatility. In addition, since the number of competitors is
limited in marine civil engineering work, which has high barriers to entry, it is often more profitable than land
civil engineering work.

In addition, many of the rated companies also operate real estate businesses. Real estate business can be
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broadly divided into two categories: leasing of offices, condominiums, etc., and development of condominiums,
logistics facilities, etc. Leasing is considered to contribute to stabilization of earnings if there are no problems
with location or rent setting. On the other hand, while development is a factor that adds to earnings as long as
market conditions are strong, there is a concern that if market conditions worsen, there will be valuation losses
and losses on sales, so JCR pays particular attention to status of real estate assets related to development.

JCR evaluates stability of earnings while confirming business composition of building construction, civil

engineering, real estate, etc.

(iii) Customer base

Customers have different investment appetites. JCR evaluates customer base by understanding the main
customers and their attributes (private companies, public organizations, industry, region, construction content,
etc.). Technical strength and mobilization strength discussed in the following sections are important for

maintaining and strengthening the customer base.

(iv) Technical strength
Technical strength is essential for creating a workpiece that customers want. In the construction industry, there
are no standardized products, and each workpiece is made to order. Therefore, it is essential to have a technical
strength to create a workpiece according to predetermined specifications, budgets, and construction periods,
and it is also necessary to make customers aware of such technical strength.

JCR checks the specific construction track record of the company and evaluates whether it has a technical

strength for similar construction work.

(v) Mobilization strength

As construction industry is a labor-intensive industry, manpower that can be mobilized has a direct impact on
earnings. If the company has strong mobilization strength, it can increase the volume of construction work it
undertakes, but if it has weak mobilization strength, it will not be able to increase the volume of construction
work, and this will become a bottleneck for the earnings growth. The number of people working in the
construction industry is decreasing year by year, and in the future there is a possibility that differences in the
mobilization strength can lead to differences in earnings among companies. For this reason, JCR pays attention

to the initiatives that the company is taking to maintain and strengthen its mobilization strength.

(vi) Risk management capacity

The main business risk is an occurrence of unprofitable construction project. Unprofitable construction project
occurs when additional costs are incurred due to events that were not anticipated at the time of receiving order,
such as construction defects. In response to this, the company is working to curb unprofitable construction
projects through measures such as (a) identifying risks before orders are received, (b) selecting orders based

on profitability, and (c) implementing monitoring after orders are received. In recent years, there has been an
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increase in large-scale construction projects with long construction periods. If such projects become
unprofitable, earnings will deteriorate over a long period of time, so JCR pays particular attention to progress
of large-scale construction projects. In the past, there were cases where it became difficult to recover
construction payments from a bankrupt emerging developer and a foreign government, so credit management
for the client is also an important point.

It can also be said that holding real estate related assets that are subject to market conditions is a business
risk. Among the rated companies, there are those who (a) bring land and other real estate to developers and
other companies and receive orders for construction work, and (b) carry out condominium development and
sales, real estate development of leasing buildings, etc. themselves. For these rated companies, in addition to
an ability to assess business potential of individual real estate, it is also necessary to control balance of real

estate related assets so that they can withstand financial difficulties even in times of market deterioration.

2. Financial base

(1) Earnings strength

In order to maintain and improve earnings strength, it is essential to strengthen competitiveness and risk
management capacity. If the company has strong competitiveness, it can win orders on relatively favorable
terms and earn excess earnings. If it has high risk management capacity, it can control an occurrence of
unexpected expenses due to unprofitable construction projects, etc.

In order to estimate future earnings strength, it is essential to understand the timing at which the construction
projects, for which the orders were received (order backlog), are recorded as sales and the assumed profitability
of the projects at the time of receiving the orders. JCR evaluates the medium-term earnings strength by
confirming the general situation of the construction projects, for which the orders were received, to the extent
possible through interviews and other means.

Key financial indicators:

m Gross margin on construction revenues
m Amount of orders received

m Order backlog

m Operating income

m Net income

(2) Cash flow generation capacity

The company’s ability to generate cash flow is an important factor in assessing its ability to repay debts. In
general construction industry, there is a time lag between accounting profits recorded as construction projects
progress and cash flows obtained. For this reason, in addition to the accounting profit, JCR also checks the

level of cash flow and its sustainability.
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Key financial indicators:
m Operating cash flow

m Ratio of net interest-bearing debt before and after deducting working capital to EBITDA

(3) Safety

As mentioned in the previous section, there is a time lag between the accounting profit and cash flow in general
construction industry. In particular, for large-scale construction projects with long construction periods, this
time lag becomes even greater, and it is necessary to procure interest-bearing debt as working capital (notes
receivable, accounts receivable from completed construction contracts + costs on uncompleted construction
contracts - notes payable, accounts payable for construction contracts - advances received on uncompleted
construction contracts, etc.) to bridge the fund gap. As the repayment source for such interest-bearing debt is
the payments for construction projects, JCR pays attention to the payment capacity of the client.

From the perspective of medium-term debt repayment capacity, JCR places importance on balance of cash
flow against interest-bearing debt. When confirming this balance, JCR also uses interest-bearing debt after
deducting working capital, which is associated with construction projects mentioned above. JCR believes that
working capital associated with real estate for sale and development projects in progress differs in nature from
the fund gap associated with construction projects.

JCR confirms the actual amount of shareholders’ equity as a risk buffer in the event of occurrence of
unexpected circumstances. In addition, JCR also pay attention to the balances between shareholders’ equity
and (a) risk assets that are subject to price fluctuations and (b) interest-bearing debt (including interest-bearing
debt after deducting working capital, which is associated with construction projects).

Key financial indicators:
m Net interest-bearing debt before and after deducting working capital

m Real estate related assets such as real estate for sale and development projects in progress

Shareholders’ equity

m Ratio of net interest-bearing debt before and after deducting working capital to shareholders’ equity

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