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BankTaiwan Securities Ratings Affirmed

Following Implementation Of New Criteria,
Outlook Stable

Primary Credit Analyst:

Jenny Lin, (886) 2 8722-5811; jenny.lin@taiwanratings.com.tw
Secondary Contact:

Eva Chou; (886) 2 8722-5822; eva.chou@taiwanratings.com.tw

Overview

¢ We assess BankTaiwan Securities as having above-average capitalization, an
adequate funding and liquidity profile, and below average risk controls and business
position following a review under Standard & Poor's revised nonbank criteria.

o We are affirming our 'twAA+' long-term and 'twA-1+' short-term issuer credit ratings on
BankTaiwan Securities.

e The rating outlook is stable to reflect our view that the parent Taiwan FHC group will
provide strong support under almost all foreseeable circumstances given BankTaiwan
Securities' "highly strategic" group role.

Rating Action

Taiwan Ratings Corp. said today that on Dec. 12, 2014, it had affirmed its 'twAA+' long-term
and 'twA-1+' short-term issuer credit ratings on BankTaiwan Securities Co. Ltd. following the
implementation of the new criteria-Nonbank Financial Institutions Rating Methodology. The
outlook is stable.

Rationale

We affirmed the ratings on BankTaiwan Securities to reflect our view of the firm's "highly
strategic" status within the Taiwan Financial Holding Co. Ltd. (Taiwan FHC) group and our
view that the holding company would provide BankTaiwan Securities with financial support if
needed. The ratings also reflect our view of BankTaiwan Securities' above-average
capitalization as well as below-average business position and risk controls compared with
domestic peers'.

We expect BankTaiwan Securities to remain a highly strategic member of the Taiwan FHC
group over the next few years. This is based on our view that the group is highly unlikely to
divest of this unit and is strongly committed to support the company under almost all
foreseeable circumstances. We reflect such potential group support when deriving the issuer
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credit rating on BankTaiwan Securities, which is one notch below the group credit profile on a
global scale assessment according to Standard & Poor's Ratings Services group rating
methodology. This is despite BankTaiwan Securities' small and diminishing contribution to the
group's total equity of about 1.3% as of the end of June 2014, which resulted from the group’s
focus on growth at its banking subsidiary, Bank of Taiwan (BOT). 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 Bank of Taiwan’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 2013.

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 of 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.

We believe that compared with the average broker in Taiwan, BankTaiwan Securities' business
operations are significantly more vulnerable to unfavorable movement in the domestic equity
market or low market turnover. This is due to the company’s focus on a single product line as
well as its small business scale. Brokerage market share has been about 1% annually over the
past several years. This scale disadvantage and fierce competition in Taiwan's securities
sector constrain BankTaiwan Securities' pricing power as shown by the company's far-higher-
than-average discount rate for its retail brokerage fee, which provides a small buffer to absorb
losses. We believe the likelihood is low that the company could significantly improve its overall
business position through organic growth over the next one to two years because of stiff
competition.

We expect BankTaiwan Securities to maintain above-average capitalization with a risk-
adjusted capital ratio (RAC) before diversification consistently above 15% for the coming one to
two years. This is based on our assessment of the company's relatively simple trading strategy
and high quality of capital, which is comprised entirely of common equities. BankTaiwan
Securities' RAC ratio is higher than mid-to-large brokers in Taiwan, due to the firm’s lower
equity equivalent arbitrage trading. BankTaiwan Securities' arbitrage trading is mainly
convertible bond asset swap related, which we consider as having lower market risk under
Standard & Poor's RAC standardized approach framework.

We believe that BankTaiwan Securities can effectively manage this credit risk and also
prudently grow the company’s equity equivalent investment in order to sustain the RAC ratio
consistently above 15% over next two years. This is despite the effect of recent deregulation
and the company's high dividend upstream to its parent group. As of the end of June 2014,
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BankTaiwan Securities' RAC ratio before diversification and cash dividend payment was about
25.3%.

Similar to other brokers in Taiwan, BankTaiwan Securities' earnings are unstable. 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 June 30, 2014, the company's return on
average equity ranged from 0.7% to 5.1%. We believe the likelihood is low that BankTaiwan
Securities could significantly enlarge its fee-based business and improve its overall revenue
stability over the next two to three years. This is due to the company’s strategic focus on
existing business lines and stiff competition in Taiwan's financial industry.

In our view, BankTaiwan Securities' trading profit and loss over recent quarters has grown
more volatile on a monthly basis than it has been historically, yet the company’s risk
management controls remain simple. The company's investment risk exposure, as measured
by its investment size and asset selection, has gradually trended toward the peer average in
recent years. Equity equivalent investments now account for 28.8% of BankTaiwan Securities'
net worth as of the end of June 2014. Its investment in a convertible bond, which we consider
as having higher liquidity risk than corporate bonds in Taiwan, accounts for 18% of the
company's net worth as of the end of June 2014. These factors along with the company's
slightly higher-than-average single-group investment concentration support our assessment of
the company's below-average risk position. We believe that BankTaiwan Securities' risk
management is insufficient to support a further enlargement in the company’s trading portfolio.

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 the securities subsidiary's ongoing operating needs. We expect no material barriers for
the parent to provide such funding support including regulation. We believe that potential group
support tempers the funding risk tied to securities firm’s reliance on short-term, confidence-
sensitive funding. The central bank in Taiwan also provides BankTaiwan Securities with an
additional funding source in terms of government-issued securities, which securities firms can
use as collateral in the times of financial distress. Along with other brokers in Taiwan,
BankTaiwan Securities cannot take retail deposits and instead relies on repurchase
agreements and the issuance of commercial papers to support its financing needs. The
company's liquidity assessment measured by the ratio of liquidity coverage was about 59% as
of the end of June 2014, which is lower than that for brokers in Asia Pacific.

Outlook

The stable outlook on BankTaiwan Securities reflects our expectation that the company will
maintain its highly strategic group role over the next one to two years and hence the ratings on
the securities company will move in tandem with the group's credit profile, which highly
correlates to the performance of the group’s banking arm, BOT. We believe the bank plays a
dominant role in the group's overall risk profile. We expect the Taiwan government will provide
sufficient and timely extraordinary support to BOT in the event that the bank experiences
financial stress over the next two years. We also expect the Taiwan FHC group to maintain a

WWW.TAIWANRATINGS.COM -3-



March 20, 2015

stable consolidated credit profile without overly aggressive M&A activity or loan growth over the
next one to two years.

We may lower the rating on BankTaiwan Securities if the company's importance to the group
significantly declines. Conversely, we may raise the rating on BankTaiwan Securities if we
were to reclassify it as "core" to the wider BankTaiwan FHC group according to our group
methodology criteria. This would require BankTaiwan Securities to significantly increase its
contribution to the group in terms of earnings and shareholders' equity.

Related Criteria And Research

Related Criteria

¢ Nonbank Financial Institutions Rating Methodology, Dec. 9, 2014

e Issue Credit Ratings For Nonbank Financial Institutions And Nonbank Financial Service
Companies, Dec. 9, 2014

e Understanding Taiwan Ratings' Rating Definitions, www.taiwanratings.com, Nov. 18, 2014

e General Criteria: National And Regional Scale Credit Ratings, Sept. 22, 2014

e TRC Financial Services Sector Issue Credit Rating Criteria, www.taiwanratings.com, Sept. 23,
2014

e Group Rating Methodology, Nov. 19, 2013

e Ratings Above The Sovereign--Corporate And Government Ratings: Methodology And
Assumptions, Nov. 19, 2013

e Quantitative Metrics For Rating Banks Globally: Methodology And Assumptions, July. 17,
2013

e Criteria For Assigning 'CCC+', 'CCC', 'CCC-', And 'CC' Ratings, Oct. 1, 2012

e Banking Industry Country Risk Assessment Methodology And Assumptions, Nov. 9, 2011

e Rating Government-Related Entities: Methodology And Assumptions, Dec. 9, 2010

e Bank Capital Methodology And Assumptions, Dec. 6, 2010

(Unless otherwise stated, these articles are published on www.standardandpoors.com, access to which requires a registered
account)

Ratings List
Ratings Affirmed

BankTaiwan Securities Co. Ltd.
Issuer credit ratings twAA+/Stable/twA-1+
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