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7.1 Analysis of Financial Status

Unit * NT$ Million

Year 2014.12.31 | 2013.12.31 ((Ilncrease Increase (decrease)
Ttem 12, 12, ecrease) Rate (%)
Amount

gfgléfﬁe(;as: ni(luivalents * Due from the Central Bank of China 27.279 26,549 730 275
Financial assets at fair value through profit or loss 10,976 1,590 9,386 (Notel) 590.31
Available-for-sale financial assets, net 26,141 19,250 6,891 (Note2) 35.80
Bills and bonds purchased under agreements to resell 13,385 3,461 9,924 (Note3) 286.74
Accounts receivable, net 855 758 97 12.80
Current income tax assets 26 20 6 30.00
Discounts and loans, net 182,883 178,261 4,622 (Note4) 2.59
Held-to-Maturity financial assets, net 2,746 0 2,746 (Note5) 100.00
Other financial assets, net 1,448 1,566 (118) (7.54)
Property and equipment, net 2,979 2,744 235 8.56
Intangible assets, net 64 41 23 56.10
Deferred income tax assets, net 171 134 37 27.61
Other assets 69 59 10 16.95
Total Assets 269,022 234,433 34,589 14.75
Due to Central Bank of China and other banks 9,519 15,025 (5,506) (Note6) (36.65)
Financial liabilities at fair value through profit or loss 23 6 17 283.33
Bills and bonds sold under agreements to repurchase 61 68 7 (10.29)
Accounts payable 2,872 2,747 125 4.55
Current income tax liabilities 5 10 ) (50.00)
Deposits and remittances 236,927 198,690 38,237 (Note7) 19.25
Bonds payable 7,000 6,000 1,000 (Note8) 16.67
Other financial liabilities 178 139 39 28.06
Provisions 956 855 101 11.81
Other liabilities 150 144 6 4.17
Total Liabilities 257,691 223,684 34,007 15.20
Equity Attributable to Shareholders of the Parent

Capital 7,404 7,210 194 2.69

Capital surplus 1,872 2,017 (145) (7.19)
Retained earnings 2,038 1,608 430 (Note9) 26.74

Other equity 17 (86) 103 (Note10) 119.77
Total Equity 11,331 10,749 582 5.41

Note: Major reasons for change in assets, liabilities, and equity during the past two years:
1. Mainly due to increase of financial assets held for trading due.
2. Mainly available-for-sale Bank of negotiable certificates of deposit increased.
3. Mainly due to the increase of tickets sold back attached.
4. Mainly due to the increase of long-term secured loans.
5. Mainly due to investments held to maturity - increased foreign debt due.
6. Mainly due to the reduction of silver (center), interbank deposits.
7. Mainly due to the increase deposits.
8. Mainly due to the issue of subordinated financial bonds.
9. 2013 was mainly imported I[FRS, causing the accumulated surplus decreased, so the relative increase in earnings this year.
10. Mainly available-for-sale financial instruments unrealized losses due to the decrease.
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7.2 Analysis of Financial Results

Unit : NT$ Million

Year 2014.1.1~ 2013.1.1~ BaIEEa) Increase (decrease)
Item 2014.12.31 | 2013.12.31 | (decrease) Rate (%)
Amount

Interest income 4,614 4,159 455 (Notel) 10.94

Less: Interest expenses (2,146) (1,890) (256)| (Note2) 13.54
Net interest income 2,468 2,269 199 8.77
Net Revenues Other Than Interest 932 668 264 39.52
Net revenue 3,400 2,937 463 (Note3) 15.76
Allowance for credit loss and loss on guarantees (691) (401) (290) | (Noted) 72.32
Operating expenses (2,198) (2,057) (141)| (NoteS) 6.85
Net income (loss) before income tax —operating department 511 479 32 6.68
Income tax (expense) benefit €)) (60) 59 (98.33)
Net income (loss) —operating department 510 419 91 21.72
Net income (loss) —non-operating department 0 0 — —
Net income (loss) 510 419 91 21.72
Other comprehensive income for the period, net of income tax 81 (212) 293 (Note6)  138.21
Total comprehensive income for the period 591 207 384 (Note6)  185.51
Net income (loss) attributable to: Shareholders of the parent 510 419 91 21.72
Net income (loss) attributable to: Minority interest 0 0 = =
gﬁgiﬁgﬁg;:l:)efrﬁzz :sgrcl)tme for the period attributable to: 591 207 384 (Note6)  185.51
To.tal gomprehensive income for the period attributable to: 0 0 - -
Minority interest
Earnings per share (NT$) 0.69 0.57 0.12 21.05

Note: Major reasons for change in assets, liabilities, and equity during the past two years:

1. Mainly due to discounting and increased loan interest income.
2. Deposit interest expenses was mainly due to the increase.

3. Mainly due to the increase of interest income and foreign exchange gain.

4. Mainly put out bad debt charges and guarantee liability reserve increased.
5. Mainly employee benefits expenses and other operating and administrative expenses increased.
6. Mainly due to foreign exchange differences in terms of the operation of the organization’s financial statements and did not prepare for-

sale financial assets due to the added benefits.

7.3 Analysis of Cash Flow

7.3.1 Cash Flow Analysis for the Past Two Years

Unit * %
Year Increase (decrease)
Item 2014 2013 Rate(%)
Cash flow ratio (%) 87.10 Note —
Cash flow adequacy ratio (%) 2,331.83 — —
Cash flow satisfied ratio (%) 4,939.84 Note =

Note : 2013 was cash flow from operating activities was a net outflow.
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7.3.2 Cash Flow Analysis for the Coming Year

Unit : NT$ Million

Estimated Cash and Estimated Net Cash Leverage of Cash Deficit
. Flow (Used) by Estimated Cash Cash Surplus (Deficit)
Cash Equivalents, Operating Activities Outflow (3) H+2)-3) LoeRi e Financing Plans
Beginning of Year (1) @) Plans g
33,769 (5,916) 276 27,577 — —

Note * 1. Analyses on change of cash flow in the current year:
(1) Operating activities: due to decrease in deposits and remittances.
(2) Cash outflow: due to increase in acquisition of real estate and equipment.
2. Correction action for deficit in cash and liquidity analyses:
(1) Investing plans: None.
(2) Financing plans: None.

7.4 The Impact of Major Capital Expenditures on Financial Operations in FY 2014

7.4.1 Utilization of Capital Expenditure and Source of Funds
Unit : NT$ Million

Capital Expenditure Project | Source of Fund Prolgcted Fund Needed Utilization of Fund
Completion Date
Project for the Installation Earnines
of the Integrated Bank Teller su oi Finish About 120 Has been fully paid as of Oct. 2014.
Operation Platform PP
1. It is estimated to pay 53 million in
Project for the online Earnings 2015.
banking system installation support ANG21 AUl Y 2. It is estimated to pay 17 million in
2016.

7.4.2 Estimated potential effects:

1. “Project for the Installation of the Integrated Bank Teller Operation Platform” upgrades the system functions of the Bank’s
branch terminals. It improves teller operation security, control, effectiveness, and efficiency of customer service. It also
helps the promotion of the Bank’s various services and our competitiveness.

2. “Project for the online banking system installation” not only updates the personal online banking and corporate banking
system of the Bank, but also improves the operational safety mechanism, the service quality for customers and the
expansion of services and competitiveness of the Bank.

7.5 Investment Policy in Last Year, Main Causes for Profits or Losses, Improvement Plans and the
Investment Plan for the Coming Year.

7.5.1 Investment policy for 2014 and investment plans for the next year:

In 2014, the Bank made new investments in two companies, which are iPASS Corporation and Taiwan Mobile Payment
Co., Ltd. The Bank will continuously observe and understand the development trend of the market in accordance with active
and stable investment policies, and proceed with investment insofar as it is permitted by law upon appraisal of the cost and
benefit subject to the needs for the development of the Bank’s business and the whole industry.

7.5.2 The Gain on the Transfer Investment in the Last Two Years
Unit : NT$ Million

FY Amount of profit Source of profit
2014 99 Recognized earnings and cash Dividends
2013 81 Recognized earnings and cash Dividends
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7.5.3 The Loss on the Transfer Investment in the Last Two Years

Unit : NT$ Million

FY Amount of loss Source of loss
2014 60.26 As.set impairment is .recognlzed for Taiwan High Speed
Rail Corporation of investee.
2013 18.57 Asset impairment is recognized for Kaohsiung Rapid

Transit Corporation of investee.

7.6 The Evaluation of Risk Management

7.6.1 Qualitative and Quantitative Information of the Various Risks

1. Credit risks management system and capital charge.

(1) Credit risks management system:

FY 2014

Item

Contents

1. Credit risks
strategy, target,
policy and flow.

B Strategy

The Bank adopts stable credit extension strategies, adjust local finance, help public works, boost industrial
and commercial development, strengthen financing to small- and medium-size enterprises, upgrade credit
extension quality and achieve the Bank’s purpose and business objectives. To increase the profit margin
and take risk into account, business strategies should be included in annual operational plans (Ex. increase
guarantee fund guarantee credit extension transferred by small-and medium-size enterprises and loans
to city governments), and adjusts its loan portfolio from time to time in response to future political and
economic developments.

M Target
The Bank’s credit risk management objective is to establish the credit risk management mechanism
recognized and complied with throughout the Bank, to identify, measure and control the credit risk to be
borne by the Bank, ensure that the Bank’s credit risk is maintained within the tolerable extent, maintain
the balance between the credit risk and remuneration borne by the Bank and keep the adequate credit risk
capital to manage the Bank’s credit risk stably.

M Policy

In order to fulfill the Bank’s credit risk management strategies, the Bank defines the following relevant

credit risk management policies and regulations:
@ Investigation/credit extension procedure: Stipulate the procedure to standardize the review procedure for
credit extension applications, strengthen the internal management and upgrade the service efficiency.
@ Approving authority: Stipulate the approving authority for credit extension cases, and provide the
relevant licensing standards and approving procedure with respect to the change of credit extension
terms to achieve the divisional responsibility and shorten the credit extension procedure.
@ Limit of credit extension: Sets the limit of credit extension and combined credit llimit with respect to
counterparts, industries, territories and nations, and plans and controls the credit extension portfolio in a
timely manner lower credit extension risk.
@ Risk pricing: Determine cost of risk that corresponds to internal rating of customers, and put into pricing
of products.
@ Post-loan management and risk control: The follow-up and appraisal case by case upon granting the
loans, so that it might take appropriate steps to protect the credit right, if necessary.
® Audit on loans: Audit on the compliance with review procedure and laws and regulations about credit
investigation procedure for loaning.

® Reexamine credit extension: The credit extension and reexamination are handled by different
persons. According to the extent of risk exposure, periodic and irregular reexamination on credit
extension shall be conducted in writing or in the form of on-site survey, to verify whether the credit
extension customers may utilize the loan truly in accordance with the original plan and perform the
contract and other agreements. Additionally, the branch’s location, international economic condition
and change in local political and economic condition are also the reference for frequency of the
recheck.

® Control of credit extension quality: The Bank’s business supervising entities supervise and control
business entities, overestimated extension credit.
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Item

Contents

1. Credit risks
strategy, target,
policy and flow.

@ NPL management: Apart from stringent collection procedures and allowances for overdue loans
pursuant to the competent authority’s laws and regulations, in order to accelerate clearing NPL, the
Bank also defines the guidelines governing the sale of NPL.

@ Accounting management: The credit extension accounting and archive are handled by the dedicated
persons, and the procedure for documentation and archive is defined.

M Flow

The Bank’s credit risk management procedures are categorized as identification, measurement,

communication and control:

@ [dentification :
Source of credit risk, including borrowers’ default risk, deterioration of credit rating, collateral
devaluation, the defaults of financial derivative issuers or counterparties etc. The identification of
credit risk must also account for internal operations and changes in the external environment when
determining proper risk factors.
The Bank’s credit risk management procedures require that each business entity should verify the credit
risk involved therein before underwriting any business, and also identify the possibility of breach in the
process of credit extension, investment or transaction.

@ Measurement :
Depending on the trading counterpart, purpose of capital, source of repayment, protection of credit
right and prospect of borrowers, the Bank collects credit information and evaluates the credit extension
applications. Also, the Bank establishes an internal rating system to properly assess and monitor
customers’ credit risks. Major factors of credit assessment include: internal ratings, external ratings,
impairment probabilities, loss given default, the exposure, the likelihood of asset impairment, the
statutory capital etc.

€ Communication :
Risk management units report regularly to senior executives all information relating to credit risk
management. This information is also communicated to the board of directors and disclosed to the
public on a regular basis.

@ Monitor and Controlling *
The scope of credit risk management covers credit risks arising from all on-balance sheets as well as
oft-balance sheet items. Through information systems, the Bank monitors and manages various limits
imposed on credit assets to ensure that credit asset composition, concentration, and large exposures are
within manageable levels.
The credit risk monitoring mechanism of the Bank includes credit risk management, concentration and
limit management, collateral value assessment, asset quality management, post-lending management,
exceptional loan management, and investment risk management.

2. Credit risks
management
organization
and strucure.

The Bank’s credit risk management organization and structure as following:

@ Board of Directors: authorize the important credit risk policies according to the entire operating strategies
and business environment to ensure the effective operation of credit risk management, which is the
supreme policy-making entity of the Bank’s credit risk management.

@ Asset and liability and risk management committee: Drafting and reviewing financial improvement plans
and management matters related to asset and liability and risk management matter, such as the review of
capital adequacy ratio, capital increase, issue of financial bonds.

@ Credit Evaluation Committee: responsible for evaluating credit applications that require levels of approval
authority higher (inclusive) than Deputy General Managers.

@ Investment Evaluation Committee: responsible for evaluating the investment in securities.

@ Risk Management Dept.: responsible for integrating the Bank’s credit risk management operation,
executing the credit risk management monitoring for the entire bank, summarizing the Bank’s credit risk
management information and reporting it to the Asset and Liability and Risk Management Committee
and the Board of Directors periodically, and handling the credit risk capital charge and disclosure of
information pursuant to the competent authority’s requirements.

@ Business Supervising Entities: Executing the credit risk policies approved by the Board, being responsible
for the credit risk control of the operation it is in charge of, knowing the credit risk of the business handled
by them, include the risk management when defining the various business requirements, and managing and
supervising the business entities’ execution of business, and helping Risk Management Dept. to complete
the control of the Bank’s credit risk.

@ Business Entities: Comply with the Bank’s credit investigation, credit extension and credit risk
management requirements to engage in the routines for credit risk management, confirm the accuracy and
sufficiency of the information, and report to the various business supervising entities or Risk Management
Division pursuant to the requirements.
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Item

Contents

3. Report of credit
risks, scope
and features
of measuring
system.

(1) E-Loan System

The establishment of the E-Loan system started in connection with credit information system provided

by the Joint Credit Information Center, the check inquiry system of Taiwan Clearing House, and land

administration database. Since E-Loan performs analyses based on borrowers’ historical risk factors stored
in system database, the system make it possible to manage credit risks using statistical management.
(2) Internal Rating System

The Corporate Banking segment adopted an expert model scorecard for credit rating, while the Consumer

Banking segment adopted a personal credit rating scorecard. These scorecards were developed by the

Credit Assessment Department of the Bank’s Credit Administration Division based on fundamental credit

theories, and historical experience characteristics of borrowers, debt servicing capabilities, prospects, and

collaterals are also taken into consideration for a complete credit assessment and effective segregation of
customers’ risk grades.
(3) External Rating System

The Taiwan Corporate Risk Index (TCRI) published by Taiwan Economic Journal (TEJ) is used to evaluate

the credit risks of companies listed on Taiwan Stock Exchange, GreTai Securities Market, Emerging Stock

Market, and other stock exchanges.

(4) Management of Concentration risk

The Bank regularly and irregularly monitors credit risk exposures through various perspectives based on

risk management reports. Caps were imposed to ensure close monitoring of concentration risk.

Country risk, borrowers credit rating distribution, large loans, borrowers’ industry types, compliance with

The Banking Law, single borrower exposure, related party exposure, and single group exposure etc. are

monitored regularly.

(5) Stress Testing

A. The Bank set the “Minor” and “Severe” pressure scenario based on the overall economic environment
(e.g. economic growth rate, unemployment rate and house price), corporate banking (operating revenue
of public non-electronic/electronic manufacturers/service suppliers, and operating revenue of non-
public non-electronic/electronic manufacturers/service suppliers), and consumer banking (e.g. collateral
for real estate in various districts, house price in various districts, revenue of military, government
officer and teacher, and revenue of advantaged/general/disadvantaged groups in the market).

B. Structure the risk based on the loans to sale ratio, full security ratio, CLTV and DBR.

C. The expected loan, credit derivative products and investment loss is estimated by multiplying by PD
provided by JCIC and LGD and EAD of the Bank (PD x LGD x EAD) to complete the pressure test
and evaluate the Bank’s ability to tolerate loss.

Risk Management Division will conduct a pressure test each year, and submit the pressure test report to
Board of Directors for approval, and then to FSC.

Monthly credit risk monitoring results reported Assets and Liabilities and Risk Management Committee.

The credit risk monitoring quarterly results reported Assets and Liabilities and Risk Management Committee
and the Board of Directors.

4. Credit risk
hedging or
risk mitigation
policy, and
strategies and
procedures for
continuous
validity of
supervision,
avoidance and
risk mitigation
tools.

(1) Collateral Management
The Bank has established policies and limits relating to the categories and quantities of collaterals, and
the exposures they are permitted to secure. These collaterals are revalued through proper procedures and
are inspected on a regular or irregular basis. In addition, the Bank performs due diligence assessments
on the coverage and legality of guarantees provided by guarantor over debt entitlements to ensure the
effectiveness of credit guarantees, which also forms part of a credit decision.

(2) Post-Lending Management
The Bank conducts regular credit reviews on approved credit cases. Customers of different risk grades are
subject to varying extents and frequencies of reviews and limit caps. These regular reviews facilitate the
Bank’s apprehension and response over changes in customers’ risks.

(3) External Credit Guarantees
Lending to small and medium enterprises with weaker credit quality or insufficient collateral may be
enhanced through the guarantees of the “Small and Medium Enterprise Credit Guarantee Fund”. According
to The Banking Law, credit guarantee institutions approved by the government may provide guarantees for
the benefit of Bank.

(4) Credit risk Audit Policy
The internal audit unit performs regular audits over the progress and process of credit product initiation,
credit policy establishment, credit assessments, debt management etc to properly monitor credit risk.

5. Method adopted

for providing
statutory
capital.

The Standardized Approach.
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(2) Exposure and capital charge after risk mitigation under the credit risk standard approach

March 31, 2015

Unit : NT$ Million

Item Exposure after Risk Mitigation Capital Charge
Sovereign country 28 2
Non-central government public sector 9,269 742
Banks (including multi-development banks) 954 76
Enterprise (including securities and insurance) 71,353 5,708
Retail exposure 36,882 2,951
Real estate for residential 30,092 2,407
Equity securities investments 231 19
Other assets 3,604 288
Total 152,413 12,193
2. Asset Securitization Risk Management System, Exposure and Capital Charge:
(1) Securitization risk management system:
FY 2014
Item Contents

—_

. Asset securitization risk management strategy and flow.

The Bank only engages in the investing activities with
respect to asset securitization products, and never played
the role of founding bank, service organization, credit
enhancement organization or liquidity financing provider.
The investment policies and management procedure with
respect to asset securitization products shall be managed
in accordance with the Bank’s rules for management of
marketable securities.

2. Asset securitization risk organization and structure.

The Bank executes control and reports on the credit risks,
operational risks, market risks, interest rate risks, and
liquidity risks that could be generated from investment
activities in securitized instruments pursuant to the
management organization and structure stated in the “Risk
Management Policies and Procedures” of The Bank.

3. Asset securitization risk scope and features of managing report,
measuring system.

The Bank regularly performs risk evaluations on securitized
instruments and reports them to high-ranking supervisors.

4. Asset securitization risk hedging or risk mitigation policy, and
strategies and procedures for continuous validity of supervision,
avoidance and risk mitigation tools.

The Bank never played the role of the originator bank or
liquidity financing provider and, therefore, has not yet
developed any policies related to the asset securitization
hedging or risk reduction. If the Bank wishes to engage
in said business, it is necessary to define the relevant
management policies first.

5. Methods adopted to legal capital charge.

The Standardized Approach.

6. general qualitative disclosure requirements, comprising:

(1) The purpose of engaging in asset securitization activities, and
banks engaged in re-securitization activities and risks borne
by the type reserved.

(2) Other assets securitized risks (eg liquidity risk) inherent.

(3) asset securitization process, banks play a variety of roles, and
the degree of participation of banks in each process.

(4) describe changes in the credit and market risk of securitization
exposures involved in the monitoring process adopted.

(5) the Bank at risk securitization and re-securitization of credits
reserved, the use of credit risk.

None.

7. Summary of bank asset securitization accounting policies.

None.

8. In the banking book, the asset securitization used external rating
agency (ECAI) name, and its use in the case of securitization
exposures for each asset class.

None.

9. Interpretation (such as asset moves in the inter-bank book and
the trading book) any material changes since the last reporting
period of quantitative information.

None.

(2) Securitization: None.
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(4) Information on securitized products

A. Summarization of information about investment in securitization products.

March 31, 2015 Unit: NT$ Thousand
Item Account Original Cost ACRInER i A Accun}ulated Book Value
Income Impairment
C()Oé}?g?éﬁdcgggt 124,765 0 83,018 41,747
. Bond investment
ngﬁ“ﬁg&fi‘éﬁ‘(’;ﬂ without market 193,039 0 0 193,039
& price
Structured Investment
Vehicle (SIV) C v v v

Note: Original Cost means the cost after discount/premium amortization (including exchange rate effect), not the original purchasing cost.

B. (A) Information about initial cost of single transaction for investment in securitization products amounting to more
than NT$300 million: None.

(B) Information pertaining to: the position held by the Bank, which serves as an initiating organization of
securitization, for the purpose of credit rating enhancement: None.

(C) Information pertaining to: The Bank acting in the process of securitization as a buyer of assets with impaired
credit or purchasing institution in a liquidation process: None.

C. Information on: The Bank acting as a guaranteeing institution for securitized products or the balance of liquidity
loan provided by the Bank: None.

3. Operational Risks Management System and Capital Charge

(1) Operational risks management system:

FY 2014

Item

Contents

1. Operational risks
management
strategy and flow.

B Strategy
Through the establishment of an operational risk management system, the Bank seeks to quantify
and formalize operational risk management as part of sound corporate governance. The Bank
monitors operational risks of its various business activities through proper risk management policies,
procedures, and tools in an attempt to minimize potential losses, strengthen our business foundation,
and increase shareholders’ equity.

B Flow

Through operational risk data collection, key risk indicators system (KRI) and operational risk

control self-assessments (RCSA), the Banks seeks to enhance operational risk identification,

measurement, communication and control to reduce operational risk, and deliver higher service

quality.

@ Identity -
Business units are responsible of identifying, assessing, and reporting the potential risks within
the Bank’s operating procedures. If the evaluation result shows a high-risk level, it is necessary to
explore the root cause and propose “correction action”, and propose countermeasure against the
loss of specific amount to prevent, control or reduce the operational risk.

@ Measure :
Ensure systematic collection of loss events data, key risk indicators system, risk control self-
assessments, establishment of a loss database, collection of key indictor data, and risk assessment
of core businesses to facilitate effective documentation, evaluation, analysis, and management of
operational risks.

€ Communication :
In the occurrence of an operational risk event, the unit where the event has occurred must report
promptly the area of responsibility and the nature of event through proper procedures. The risk
management unit consolidates operational risk management information regularly from various
sources and compiles operational risk analysis reports.
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Item

Contents

1. Operational risks
management
strategy and flow.

@ Monitor and Controlling :
Gain an understanding of operational risk exposures through analyses of quarterly loss statistics;
produce regular operational risk reports for each business unit to supervise rectification within
their areas of responsibility, and to strengthen the Bank’s business foundation.

2. Operational risks

management
organization and
structure.

The Bank’s operating risk management organization and structure as following:

@ Board of Directors: authorize the important Operational risks policies according to the entire
operating strategies and business environment to ensure the effective operation of credit risk
management, which is the supreme policy-making entity of the Bank’s credit risk management.

@ Asset and liability and risk management committee: Drafting and reviewing financial
improvement plans and management matters related to asset and liability and risk management
matter, such as the review of capital adequacy ratio, capital increase, issue of financial bonds.

@ Business R&D Taskforce: responsible for the renovation projects, research and suggestions of the
Bank’s businesses.

@ Risk Management Dept.: responsible for integrating the Bank’s operational risks, summarizing the
Bank’s operational risks management information and reporting it to Board of Directors periodically,
and handling the operational risks capital charge and disclosure of information pursuant to the
competent authority’s requirements.

@ Business Supervising Entities: know the operational risks of the business handled by them,
include the risk management when defining the various business requirements, and managing
and supervising the business entities’ execution of business, and helping Risk Management Dept.
complete the control of the Bank’s Operational risks.

@ Business Entities: comply with the relevant operational guidelines and internal control regulations
to engage in the routines for operating risk management, confirm the accuracy and sufficiency of
the information, and report to the various business supervising entities or Risk Management Dept.
pursuant to the requirements.

3. Operational risks
scope and features
of managing report,
measuring system.

The Bank incorporates the three functions of “Collection of loss data”, “key risk indicators system”,
and “operational risk control self-assessments” to enhance operational risk management.
(1) Loss Data Collection(LDC)
The Bank uses the system to gather loss incidents and classifies them according to eight major
business categories and seven major loss incident types. The Bank assesses the impact of the
incident, amount of loss, the expense involved, the amount of recovery, and the net loss, as the basis
for improvement.
(2) Key Risk Indicator (KRI)
The system captures major indicators across 5 areas (internal operations, personnel, system, external
events, and overall) at various frequencies of observation (monthly, quarterly, semi-annually, and
annually) and analyzes operational risks by monitoring statistical changes through time.
(3) Risk Control Self-Assessment (RCSA)
Evaluating past experience through the RCSA system used by all units, the Bank’s core business
units, including deposit, credit, foreign currencies, wealth management, IT, accounting, treasury
etc. perform self-assessments at each risk control point based on practical experience, with specific
emphasis on “frequency of occurrence” and “magnitude of impact (including financial and non-
financial losses).” The information system automatically calculates risk scores and assigns high,
medium, and low level monitoring according to the risk matrix. If the result of the evaluation is in
the high-risk category, the Bank should investigate the reason of the risk, propose an improvement
plan, and prevent operational risk losses.
In the occurrence of an operational risk event, the unit where the event has occurred must report
promptly the area of responsibility and the nature of event through proper procedures to each
management personnel.
The risk management unit analyzes and compiles data reported by business units, operational risk
events collected by the loss event database, key risk statistics from the key risk indicators system, and
self-assessment results and reports to senior executives. These reports will be disseminated to the
relevant business unit supervisors and provide the basis for future rectification.
Monthly credit risk monitoring results reported Assets and Liabilities and Risk Management
Committee.
The credit risk monitoring quarterly results reported Assets and Liabilities and Risk Management
Committee and the Board of Directors.
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Item

Contents

4. Operational risk
hedging or risk
mitigation policy,
and strategies and
procedures for
continuous validity
of supervision,
avoidance and risk
mitigation tools.

B Categorize operational risk according to business procedures. Identify the main factors of risk
formation through risk descriptions.

B Assess risks based on “frequency of occurrence” and “magnitude of impact (including financial and
non-financial losses)” and impose control measures to manage risk.

B Assess risks on a regular basis. Appropriate measures must be taken and the Board of Directors must
be informed immediately upon the discovery of major exposures capable of jeopardizing the Bank’s
financial position, business operations, or regulatory compliance.

B Mitigate risks against proper uses of insurance instruments. Establish emergency responsive tactics
to ensure business continuity in the occurrence of extraordinary events.

5. Methods adopted to
legal capital charge.

Basic indicator approach.

(2) Operational Risks Capital Charge

Unit : NT$ Million

FY Gross Income Capital Charge
2014 3,189
2013 2,806
2012 2,611
Total 8,606 430
4. Market Risks Management System and Capital Charge
(1) Market risks management system:
FY 2014
Item Contents
1. Market risks M Strategy
management strategy Adhering to the trading strategies of safety, liquidity, profitability and dispersion of risk, the Bank
and flow

establishes the market risk management mechanism recognized and complied with throughout the

Bank, to identify, measure and control the market risk to be borne by the Bank, and keep the adequate

market risk capital to manage the Bank’s market risk stably.

M Flow

@ Identify :
Market risks of financial products and trading activities involved in every business must be
comprehended prior to initiation.The scope of risk identification covers the positions of interest
rate and equity secutities in trading books and the positions of foreign exchange and commodities.
Risk factors include interest rate, exchange rate, stock price and commodity price.

@ Measure :
The values at risk (VaR), VaR ratios, average VaR to net equity ratio, 8 of equity stocks and funds,
unrealized gains/losses of trading book positions, and duration of interest-based instruments
including various financial instruments and investment portfolios are assessed regularly according
to the basic assumptions and market risk evaluation methods (variance co-variance, historical
simulation, Monte Carlo Simulation) stipulated by the new Basel Capital Accord and the Financial
Supervisory Commission. DVO1 is used to determine changes to gains/losses on interest-based
instrument portfolios given a 1bp (0.01%) change in the interest rate.

€ Communication :
The Bank’s risk management personnel shall report market risk management information
including investment portfolio composition, limit management, exposure, VaR, and unrealized
gains/losses etc to management personnel to facilitate decision making.
The risk management division consolidates the book values and gains/losses on revaluation of all
investment positions to compile “Risk evaluation reports”. These reports are subject to quarterly
reviews by the Asset and Liability Risk Management Committee, and will be presented to the
Board of Directors upon the committee’s approval.
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Item

Contents

1. Market risks
management strategy
and flow

@ Monitor and Controlling :
The Bank’s market risk management unit is independent of the trading unit, and reports regularly
to the Asset and Liability Risk Management Committee the utilization of market various risk caps.
The Bank defines the control mechanism over limit management, and evaluates the income of
invested objects and reports it to the management to prevent the excess in limits, and takes the
measures to realize the profit, stop loss or reduce exposure depending on any change in the market
price.

2. Market risks
management
organization and
structure

The market risks management organization and structure include Board of Directors, Assets &
Liabilities and risk Management Committee, Investment Evaluation Committee, Risk Management
Dept., and business supervising entities, which are specified as following:

@ Board of Directors: authorize the important market risks policies according to the entire operating
strategies and business environment to ensure the effective operation of credit risk management,
which is the supreme policy-making entity of the Bank’s credit risk management.

@ Assets & Liabilities and Risk Management Committee: responsible for utilization of capital in NTD
and foreign currencies, capital utilization plans and interest rate sensitivity analysis, strengthening
the comprehensive assets & liabilities management, adjusting the operating policies in a timely
manner, and seeking stable earnings and growth.

@ Investment Evaluation Committee: responsible for evaluating the investment in securities.

@ Risk Management Dept.: To be responsible for the Bank’s overall Market risk management operation,
summarizing the Bank’s market risks management information and reporting it to Board of Directors
periodically, and handling the market risks capital charge and disclosure of information pursuant to
the competent authority’s requirements.

@ Business Supervising Entities: know the market risks of the business handled by them, include the
risk management when defining the various business requirements, and managing and supervising
the business entities’ execution of business, and helping Risk Management Dept. complete the
control of the Bank’s Operational risks.

3. Market risks scope
and features of
managing report,
measuring system

(1) The Bank adopted the statistical model of the VaR evaluation system published by the Taiwan
Economic Journal (TEJ), and supplied data from the Bloomberg system to develop an independent,
rational, and accurate risk quantification mechanism. This model is used to evaluate the exposure
and VaR of financial instruments and investment portfolios under the trading book. Descriptions are
as follows:

B In reference to the assumptions of the New Basel Capital Accord and the Financial Supervisory
Commission:
B 99% one-tail confidence level.
B One year of historical observations.
B Holding periods of 10 business days.
M Risk evaluation methods
B Variance and Co-variance.
B Historical simulation.
B Monte Carlo Simulation.
B Quantified assessment coverage
B VaR.
B VaR ratio.
B Average VaR to net equity ratio
B [} of equity stocks and funds.
B Unrealized gains/losses.
(2) Pressure test
Set the “Minor” and “Severe” pressure scenario for “domestic” and “foreign” equity securities,
trading book of interest rate, gold and foreign exchange rate and commodities to evaluate the
expected investment loss under minor and severe scenario and evaluate the Bank’s ability to tolerate
loss. Risk Management Division will conduct a pressure test each year, and submit the pressure test
report to Board of Directors for approval, and then to the FSC.

4. Market risk hedging or

risk mitigation policy, and
strategies and procedures
for continuous validity of
supervision, avoidance
and risk mitigation tools

@ Avoid over-exposure by evaluating the rationality of risk-return trade-off, based on historical VaR
and VaR ratios, and the average real commodity yield.

@ [n accordance with the Bank’s limit and market risk management mechanism and policies, if the
market risk exposure is attained and some proper actions need to be taken, the Bank will take the
trading strategies to reduce exposure to a manageable level, e.g. sell call option, put option, write-off
or swap.

5. Methods adopted to

legal capital charge.

The Standardized Approach.
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(2) Market risk capital charge

Unit: NT$ Million at 2015.3.31

Item Capital Charge
Interest rate risks 161
Equity exposure risks 21
Foreign exchange risks 191
Product risks 0
Total 373

5. Liquidity Risks
(1) Maturity analysis of assets and liabilities -

A. Analyses of the Structure of the Maturity Date (NTS) as follows: Please refer to page 159.
B Analyses of the Structure of the Maturity Date (US$) as follows:

Analyses of the Structure of the Maturity Date (US$)

Dec. 31,2014 Unit : US$ Thousand
Amount of the Residual Period from Maturity Date
Item Total
0-30 days 31-90 days 91-180 days | 181 days-1 year | Over 1 year
Main matured cash inflow 606,589 85,190 76,598 47,332 65,861 331,608
Main matured cash outflow 841,582 283,860 163,553 140,341 126,119 127,709
Duration gap (234,993) (198,670) (86,955) (93,009) (60,258) 203,899
Dec. 31, 2013
Amount of the Residual Period from Maturity Date
Item Total
0-30 days 31-90 days 91-180 days | 181 days-1 year | Over | year
Main matured cash inflow 578,226 62,754 64,143 43,304 63,308 344,217
Main matured cash outflow 612,072 260,150 201,339 38,099 29,416 83,068
Duration gap (33,846) (197,396) (137,196) 5,205 34,392 261,149

Note: 1. The statement shows the amount US$ of whole the Bank.

2. The Bank’s offshore assets account for less than 10% of the Bank’s total assets.

(2) Methods to manage the asset liquidity and funds gap liquidity

To help manage interest rate risk and liquidity risk, ensure the ability to pay, maintain financial stability and
strengthen the ability to respond to emergencies, the Bank enacts the “Guidelines for Interest Rate Risk and Liquidity
Risk Management” with respect to NT$ and major foreign currencies of which the liabilities account for more than
5% of all foreign currency liabilities.

In order to stabilize long-term profitability and maintain business growth, the Bank adopts a management strategy
between active and defensive and defines various management indicators to measure and control NTD cash flow gap
of various tenors, required reserve ratio, liquid reserve ratio, loans to deposits ratio, liabilities purchased (issuance of
negotiable certificates of deposit) and deposits ratio, to control the various indicators within the required scope at any
time, and prepare and submit daily, monthly or quarterly statements to the management for review.
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7.6.2 The Impact of International and Domestic Policies, Regulatory Changes on the Bank Financial & Business and the

Responsive Measures

Changes

Impact

Responsive Measures

Regulators revised some articles of
“Regulations Governing the Procedures
for Banking Institutions to Evaluate
Assets and Deal with Non-performing/
Non-accrual Loans.”

1. The reserve for allowance for bad debt
and guarantee liability reserve for Tier
1 lending assets is raised to 1% and
should be fully provided before the
end of December 2014.

2. The reserve for the allowance for bad
debt for mortgages in Tier 1 lending
assets is raised to 1.5% and should be
fully provided before the end of 2016.

. The Bank has fully provided the

amount of allowance for bad debt and
guarantee liability reserve for Tier 1
lending asset on December 31, 2014.

. The Bank revised certain articles in

its “Regulations and procedures on
the allowance for the reserve of asset
evaluation loss and bad debt in past-
due loan collection” and the operation
manual in response to government
action.

. By the end of 2016, the ratio of

allowance for bad debt for mortgages
at The Bank is at least 1.5%.

Regulators revised some articles of
“Implementation Rules of Internal Audit
and Internal Control System of Financial
Holding Companies and Banking
Industries.”

1. The procedure of self-inspection
should be adjusted accordingly.

2. The organization and personnel of
compliance operation should be
modified.

. Business units complete the revision

in the content of self-inspection in all
business areas and revise the “Internal
control regulations.”

. The Bank revises regulations such

as the “Articles of Incorporation,”
“Compliance Implementation
Guideline,” and “Hierarchical
Responsibility Table,” and forms the
Compliance Department, which is a
new unit.

. The Collection Management Office

of the Legal Department is renamed
as “Claim Management Center” and
moved to the jurisdiction of the Loan
Management Department.

Regulators revised “Template of Standard
Form Contract for Credit Card.”

The Bank should provide contract terms
that comply with the demand from
regulators to build trust with customers.

. As a result of the revision of “Credit

Card Standard Contract,” the Bank
posted the revision on the website of
the Bank on October 31, 2014 and
sent the revised articles to cardholders
along with the bills.

. The Bank adopts the new version

of the new “Credit Card Standard
Contract” from January 1, 2015.

The Bankers’ Association sent a letter
that announced the regulations on
assessing information security in the
computer system of financial institutions.
The application dates are: Completing
category 1 computer system evaluation
before 2015.12.31; completing category
2 computer system evaluation before
2016.12.31; completing category 3
computer system evaluation before
2017.12.31.

1. Improve and enhance network
and information system security
capabilities.

2. They help prevent the information
system and customer data from
unauthorized intrusion and sabotage
and help protect the interest of
customers and operation.

. The Bank codifies the “Information

security evaluation regulations for
the computer system of Bank of
Kaohsiung” and announces it and
implements it.

. The Bank continues to improve

information security management
mechanisms and emergency response
measures.
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Changes

Impact

Responsive Measures

The Taiwan Stock Exchange revised
“Ethical Corporate Management Best
Practice Principles for TWSE/GTSM
Listed Companies” and “Corporate Social
Responsibility Best Practice Principles
for TWSE/GTSM Listed Companies.”

The Bank is committed to improving its
operational quality and improving its
competitiveness.

The Bank adds “ethical management
guidelines” and “corporate social
responsibility practice guidelines.”

Regulators codified the following
regulations, and they are effective from
August 12, 2015: “Items that should be
stated on standard contracts of personal
mortgages,” “Items that should not be
stated on standard contracts of personal
mortgages,” “Items that should be stated
on standard contracts of personal car
loans,” and “Items that should not be
stated on standard contracts of personal
car loans.”

The Bank should provide contract terms
that comply with the demand from
regulators to build trust with customers.

As a response to changes in government
regulations, the Bank revised contracts
on mortgages and other personal loans.

The US government ratified the “FATCA”
law on March 18, 2010, and it becomes
effective on July 1, 2014.

Beginning from July 1, 2014, the Bank
should perform the identification of
status and request for the statement and
documents of proof as to whether they
meet the requirements of the US for all
customers.

The Bank signed the agreement of
FATCA compliance with the IRS of the
US and sent letters on June 26, 2014 that
codified operation processes. The Bank
asked all business units to follow these
rules.

Regulators revised “Evaluation Focuses
on Internal Audit Work at Banks.”

The Bank exerts the evaluation function

of the audit work of the Bank to improve
the performance of the audit work of the
Bank.

As a result of changes in regulations,
the Bank amended the “Horizontal
communication mechanism for units
in internal audit, compliance, and risk
management at Bank of Kaohsiung” to
improve the horizontal communication
for units in internal audit, compliance,
and risk management.

Regulators codified “Particulars on
Internal Control and Internal Audit for
Credit Card Operation Institutions.”

The Bank codifies regulations on
maintaining the effective operation

of internal control regulations for
institutions with credit card operations.

As a result of changes in regulations,
the Bank revised its “Credit card
operation process regulations,” “credit
card operation particulars,” and relevant
operation manuals.

Regulators revised some articles of
“Regulations Governing the Acquisition
and Disposal of Assets by Public
Companies.”

The Bank ensures the control over the
reasonableness and risks concerned
with the asset transaction price in the
acquisition or disposal of assets. The
Bank also provides such information to
investors for their investment decisions
through information disclosure.

As a result of changes in regulations,
the Bank revised its “Guidelines on the
acquisition or disposal of assets.”

Regulators send letters that decreed

the expansion of the number of
companies that are required to form audit
committees.

The creation of independent directors

and the audit committee can achieve the
following goals: Improving the interest
of shareholders, reducing the chance of
exceptions or illegal acts for the Bank,
improving the operational performance of
the Bank, and improving the effectiveness
of corporate governance.

1. As a result of changes in regulations,
the Bank revised its Articles of
Incorporation and amended its
Article of Organization for its audit
committee.

2. The Bank convened the shareholders’
annual meeting on June 19, 2014 to
elect the twelfth term of the board
and to create an audit committee to
replace supervisors.
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7.6.3 The Impact of Technology Development and Industrial Changes on the Bank Finance & Business and the Responsive

Measures.
Changes Impact Responsive Measures
The popularization | The Bank also endeavors to offer At the end of 2014, the Bank completed the creation of
of smartphones. diversified e-banking services to elevate mobile banking service and mobile bank card system that
customer convenience, thereby facilitating | allow customers to use smart phones to look up account
the Bank’s business development and balance, pay fees, make fund transfer, trade funds, and deduct
increasing its competitiveness. cash for expenditure with accounts of the Bank. At this

moment, the Bank is creating a mobile credit card system.

7.6.4 The Impact of Image Change on the Bank and the Responsive Measures.

The Bank shakes off the stiff operation as a state-run bank since the Bank was privatized. The operating policy has
been made more flexible and with better assets quality. In response to the severe competition in the economic environment
and financial markets, the Bank intend to reinforce operating constitution continuously and to reach another peak in business
with a good image and professional operating decision and method.

7.6.5 Expected Benefit, Potential Risk of Future Merger and the Responsive Measures * None.

7.6.6 Expected Benefit and Potential Risk of Expanding Business Locations

We will have business locations set up nationwide to improve our operating effectiveness and generate profits. The risk
of damaging the operating constitution due to the setup of new branch offices is also considered.

7.6.7 Risk of Centralized Business Operation

Centralized business faces the challenge of credit risk, market risk, and operational risk. For the sake of reducing the
impact of the risks, the risk is to be decentralized through the mechanism of a business station, source of customers, and
diversified product lines.

7.6.8 The Impact and Risk of Business Ownership Change on the Bank: None.

7.6.9 The Impact, Risk and countermeasures of whom’ equity change on the Bank, Directors, Supervisors, the Shareholder Owns
more than 1% of the Bank’s Outstanding Shares, there was large transfer or change of equity:

1. The Impact and Risk of large transfer or change of equity:For many years, our directors, supervisors, the shareholder
owns more than 1% of the bank’s outstanding Shares, there was no large transfer or change of equity. Thus, there is no
impact on operation or risk on the Bank.

2. Countermeasures: If there was a transfer, it shall be processed in the manner according to article 25 of “The Banking Act
of the Republic of China”.

7.6.10 Litigated or Non-Litigated Events

There were no major litigated or non-litigated events in progress other than business-related litigations.
7.6.11 Other Significant Risks and the Responsive Measures: None.

7.7 Responsive Mechanism for Crisis Management

The Bank has regulations stipulated and executed for business processes in order to minimize daily operational risk.
The setup of Credit Screening Committee, Business R&D Workshop, Bad Credit Monitoring Workshop, Assets / Liabilities
and Risk Management Committee, Personnel Evaluation Committee, Long-term Stock Investment Panel, Trust Property
Evaluation Committee and Emergency Preparedness Operation Team; also, the regulations of “Regulations Governing Trust
Risk Management”, “Regulations Governing Risk Management”, “Regulations Governing Investment Policy”, “Regulations
Governing Legal Risk Management”, “Regulations for Compliance of Regulations & System Execution and Planning”,
“Regulations for Disaster — Prevention and Rescue,” and Manual for emergency coping measures are the responsive
mechanisms for risk management.

7.8 Other Significant Events: None.
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