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BankTaiwan Securities Co. Ltd.

Issuer Credit Rating

twAA+/Stable/twA-1+
Major Rating Factors

Strengths Weaknesses

e Potential support from the government of e Business concentration and scale
Taiwan via the Taiwan FHC group. disadvantage.
e Very strong capitalization. e Less-sophisticated risk control mechanism

compared to domestic brokers'.

Outlook: Stable

The stable outlook on BankTaiwan Securities Co. Ltd. reflects our expectation that the
company will maintain its highly strategic role within the Taiwan Financial Holding Co. Ltd.
(Taiwan FHC) group over the next one to two years. Hence, the ratings on the securities company
will move in tandem with the group credit profile, which highly correlates to the credit profile of
the group's banking arm, Bank of Taiwan (BOT). We believe the bank plays a dominant role in
the group's overall risk profile. We expect the government of Taiwan to provide sufficient and
timely extraordinary support to BOT over the next two years whenever needed, and the support
could flow to BankTaiwan Securities if needed. We also expect the Taiwan FHC group to maintain
a stable consolidated credit profile without overly aggressive M&A activity or loan growth over
the same period.

Downside scenario

In addition to upward and downward rating movement connected with changes in the group
credit profile, we may lower the long-term rating on BankTaiwan Securities if the company's
importance to the group significantly declines in the next one to two years. This could be due to
BankTaiwan Securities' weakening performance or significantly deteriorated market position.

Upside scenario

We may raise the rating if we were to reclassify the company as core to the wider group, which
would require BankTaiwan Securities to significantly increase its contribution to the group in
terms of earnings and shareholders' equity over the same period.
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Rationale

The ratings on BankTaiwan Securities reflect our view that the Taiwan FHC group would
provide the securities company with financial support if needed. The ratings also reflect our
view of BankTaiwan Securities' very strong capitalization as well as below-average revenue
stability and less-sophisticated risk controls compared to domestic brokers.

External support: Highly strategic member of the Taiwan FHC group

We believe BankTaiwan Securities can benefit from the support of the financially stronger
Taiwan FHC group under almost all circumstances because of the company's highly strategic
role and we reflect potential group support in our ratings. We base this on our view that the
group is highly unlikely to divest of this unit. The Taiwan FHC group wholly owns BankTaiwan
Securities, which it established as a securities product provider to fit the group's strategy of
being a full financial service provider in Taiwan. BankTaiwan Securities has utilized BOT's
wider distribution network to support its brokerage business. Referrals from the Taiwan FHC
group contributed about 21% of BankTaiwan Securities' brokerage transaction volume in
2016.

The ratings on BankTaiwan Securities move in tandem with the direction of the Taiwan FHC
group credit profile, which factors in government support. In our assessment, we expect the
Taiwan government to provide timely support to BOT if needed, and such support will extend
to Taiwan FHC and therefore to BankTaiwan Securities. This is despite the securities
company's small contribution to the group's total equity of about 1% as of end-2016.

Anchor: 'bb+' to reflect the brokers' operating focus in Taiwan

We believe that securities firms in Taiwan face higher economic risks than banks due to
securities firms' business focus on the volatile domestic equity market. We also regard the
industry risk for Taiwan securities firms as higher than that for banks, given the less-stable
revenue base for securities firms that tend to fluctuate with the domestic stock market. In
addition, the reliance of Taiwan securities firms on wholesale funding is greater than their
banking counterparts’, which have retail and diversified funding sources. As a result, the
anchor for Taiwan securities firms is 'bb+', which is two notches below the anchor for Taiwan
banks.

Table 1 | Download Table

BankTaiwan Securities Co. Ltd. Key Financial Data

--Year-ended Dec. 31--

(Mil. NT$) 2016 2015 2014 2013 2012
Adjusted assets 8,583 9,739 11,122 10,407 5,644
Adjusted common equity 3,546 3,497 3,460 3,285 3,310
Total Adjusted Capital 3,546 3,497 3,460 3,285 3,310
Operating revenues 487 591 693 539 453
Noninterest expenses 430 448 438 407 427
Net income 44 122 225 122 23
Core earnings 44 122 225 122 23

NT$--New Taiwan dollar.

WWW.TAIWANRATINGS.COM -3-


https://rrs.taiwanratings.com.tw/portal/member/viewFinancialSummary/466?lang=en

July 24, 2017

Business position: Small business scale and product concentration constrain the firm's
revenue stability

We view BankTaiwan Securities' revenue stability as weak and significantly more vulnerable to
adverse market changes due to the company's small business scale of about 1% annual
market share for its core business brokerage services. This scale disadvantage along with
fierce competition in Taiwan's securities sector constrain BankTaiwan Securities' pricing
power. This is demonstrated by the company's far-higher-than-average discount rate for its
retail brokerage fee, which only provides a small buffer to absorb losses. BankTaiwan
Securities had close to breakeven operation results in 2016 when the domestic equity market
environment was unfavorable. We believe the company will continue to rely on a single
product line brokerage business and therefore is unlikely to significantly improve its overall
revenue stability through organic growth over the next one to two years.

Table 2 | Download Table

BankTaiwan Securities Co. Ltd. Business Position

--Year-ended Dec. 31--

(%) 2016 2015 2014 2013 2012
Net interest income/operating revenues 27.1 241 210 194 20.0
Fee income/operating revenues 67.7 63.7 571 55.8 68.1
Market-sensitive income/operating revenues (1.8) (2.6) 11.3 105 53
Pretax profit/operating revenues 11.7 242 36.7 24.6 5.6
Core earnings/average adjusted common equity 12 35 6.7 37 0.7

Capital and earnings: Sustainable capitalization supported by a moderate risk appetite
BankTaiwan Securities' very strong capital is the greatest supporting factor for its stand-alone
credit profile, in our view. We expect the company to maintain very strong capitalization with
a risk-adjusted capital (RAC) ratio before diversification consistently above 15% for the
coming one to two years. This is based on our view that the company will maintain a simple
trading strategy without a huge increase in its position taking. The high quality of BankTaiwan
Securities' capital, which is comprised entirely of common equities, also supports its
capitalization. As of the end of 2016, the RAC ratio before diversification and cash dividend
payment was about 35%. This is higher than average due to BankTaiwan Securities' zero
arbitrage trading in equity equivalent investment. In our assessment, arbitrage trading usually
requires higher capital on related market risk compared to non-arbitrage trading and
therefore has more impact on our RAC calculation.

Equity equivalent investment accounts for 16% of BankTaiwan Securities' net worth as of the
end of 2016. We expect this level to increase, but only moderately in view of the company's
unaggressive risk appetite. We therefore expect the securities firm to sustain a very strong
capitalization assessment with a RAC ratio consistently above 15% over the next one to two
years. This is despite BankTaiwan Securities' high dividend upstream to its parent group.

BankTaiwan Securities' earnings are unstable, which is similar to that of other brokers in
Taiwan. The company's core business of stock brokerage is sensitive to the inherent volatility
and cyclicality of Taiwan's stock market. In the five years ending 2016, the company's return
on average equity ranged from 0.7%-7.1%. We expect the company's performance to
continue to fluctuate but remain in line with the industry trend.
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Table 3 | Download Table

BankTaiwan Securities Co. Ltd. Capital

--Year-ended Dec. 31--

(%) 2016 2015 2014 2013 2012
Leverage Ratio (IFRS) 413 359 31.1 316 58.7
S§LP G.lc.)ba.l Ratings risk-adjusted capital ratio before 350 292 28.1 325 NM.
diversification

Adjusted total equity/adjusted assets 40.7 35.2 316 319 58.5
Adjusted common equity/total adjusted capital 100.0 100.0 100.0 100.0 100.0

N.M.--Not meaningful.

Table 4 | Download Table

BankTaiwan Securities Co. Ltd. Earnings

--Year-ended Dec. 31--

(%) 2016 2015 2014 2013 2012
Personnel expenses/operating revenues 51.6 440 36.0 458 42.8
Cost-income ratio 88.3 75.8 63.3 754 94.4
Core earnings/operating revenues 9.0 20.6 325 22.6 5.1
Internal capital generation/prior year's equity 1.2 1.0 5.2 0.8 0.2
Net interest income/average earning assets 4.1 38 39 34 39

Risk position: Sustained simple risk management

We assess BankTaiwan Securities' sustained risk management as basic and may not be
sufficient to support its business activity. BankTaiwan Securities' trading profit and loss over
recent years was more volatile on a monthly basis than it has been historically, yet the
company's investment risk exposure has progressively trended up toward the peer average.
BankTaiwan Securities has gradually expanded its investment scope to overseas over the
same period. In view of the company's risk management controls remains simple, we believe
the trading profit and loss measured by the stability and amount may still be inferior to other
domestic brokers and support our below-average risk position assessment.

Table 5 | Download Table

BankTaiwan Securities Co. Ltd. Risk Position

--Year-ended Dec. 31--

(%) 2016 2015 2014 2013 2012
Annualized adjusted assets growth rate (11.9) (12.4) 6.9 844 15.2
Adjusted common equity/managed assets 413 35.9 31.1 31.6 58.6

Funding and liquidity: Adequate profile considering the likelihood of timely group
support

We assess BankTaiwan Securities' overall funding and liquidity position as adequate because
we believe that the parent Taiwan FHC group is willing and has sufficient funding and liquidity
to meet this subsidiary's ongoing operating needs. We believe the potential group support
could temper the firm's funding risk. Similar to other domestic brokers, BankTaiwan Securities
cannot take retail deposits and instead relies on repurchase agreements and the issuance of
commercial papers to support its financing needs. Reliance on such short-term, confidence-
sensitive funding lowers BankTaiwan Securities' liquidity profile. This is evidenced by its ratio
of liquidity coverage remaining consistently low at around 50%-68% over the past three years.
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We expect no material barriers for the parent to provide funding support including regulation
could lower BankTaiwan Securities' liquidity risks.

Table 6 | Download Table

BankTaiwan Securities Co. Ltd. Funding and Liquidity

--Year-ended Dec. 31--

(%) 2016 2015 2014 2013 2012
Gross stable funding ratio 165.1 129.8 141.6 143.1 186.5
Short-term wholesale funding/adjusted assets 345 32.7 39.2 342 33.0
Liquidity coverage metric 59.8 684 56.0 66.8 829
Customer deposits/adjusted assets 2.0 2.1 2.6 2.1 2.1
Brokerage customer payables/adjusted assets 19.3 215 226 26.4 19
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