D. Cash Flow Risk of Changes in Interest Rate and Fair Value Risk of Changes in Interest Rate

In order to stabilize the ability to seek long-term profit and take care of the growth in business, the Bank is

used to setting the various interest rate sensitivity indicators within the specific interest rate collar.

a. Estimated re-pricing date or estimated maturity date
The Bank’s estimated re-pricing date and estimated maturity date were free from any effect of dates

of contracts on Dec. 31, 2012 and Dec. 31, 2011. The following table shows the Bank’s interest rate
risks, reflected by the book value of financial assets and liabilities and reclassified based on the earlier of
the maturity date or re-pricing date. The book value of the financial products held or issued by the Bank

distinguished based on different re-pricing dates or maturity dates (the earlier of the dates):

Item of Financil Instructments

2012.12.31

it : NT$ Thousand

Due in 6 Months 6 Months ~ 1 Year Due after 1 Year Total
Asset
Cash & cash equivalents $3,166,781 $ - $ - $3,166,781
Due from CBC and lend to banks 24,635,414 - - 24,635,414
;igtaer;si;:tassets at fair value through income 1,263,928 B 195,514 1,459,442
Bills & bonds purchased under resale agreements 4,967,234 — — 4,967,234
Accounts receivable —net 732,403 68,578 172,455 973,436
Discounts & loans (Note) 161,604,988 448,393 1,394,248 163,447,629
Available-for-sale financial assets 10,930,123 577,647 7,629,325 19,137,095
Bond investment without market price 416,737 — 5,844 422,581
Total assets $207,717,608 $1,094,618 $9,397,386 $218,209,612
Liabilities
Due to CBC & banks $11,935,679 $ - $ - $11,935,679
Eti;f;gi;l liabilities at fair value through income 613 B B 613
Bills & bonds sold under repurchase agreements 68,914 = = 68,914
Accounts payable 3,857,852 64,913 32,809 3,955,574
Treasury deposits 10,325,643 1,568,197 11,538 11,905,378
Time deposits 84,445,826 21,475,946 3,031,692 108,953,464
Negotiable certificate of deposit 1,969,500 425,100 = 2,394,600
Financial bonds payable 1,000,000 — 3,000,000 4,000,000
Total liabilities $113,604,027 $23,534,156 $6,076,039 $143,214,222
Interest-rate sensitive gap $94,113,581 ($22,439,538) $3,321,347 $74,995,390
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2011.12.31

Iltem of Financil Instructments

Due in 6 Months 6 Months ~ 1 Year  Due after 1 Year Total
Asset

Cash & cash equivalents $2,840,102 $ - $ $2,840,102
Due from CBC and lend to bank 21,355,893 1,323,994 1,454,595 24,134,482
.Flnanmal assets at fair value through 1,310,311 _ 305,538 1,615,849
income statemen

Bills & bonds purchased under resale 5,878,341 . 5,878,341
agreement

Accounts receivabl —net 781,517 80,537 119,116 981,170
Discounts & loans (Note 166,001,863 145,067 1,802,876 167,949,806
Available-for-sale financial asset 8,513,905 204,621 3,029,898 11,748,424
Held-to-Maturity financial asset 988,692 83,994 4,493,850 5,566,536
Bond investment without market pric 442,723 — 70,650 513,373
Total asset $208,113,347 $1,838,213 $11,276,523 $221,228,083

Liabilitie

Due to CBC & banks $11,511,596 $ - $ $11,511,596
flnanmal liabilities at fair value through 3,837 - 3.837
income statment

Bills & bonds sold under repurchase 103,207 . 103,207
agreement

Accounts payabl 3,287,017 57,885 34,446 3,379,348
Treasury deposit 9,082,587 1,721,433 11,100 10,815,120
Time deposit 84,589,258 26,120,731 1,448,605 112,158,594
Negotiable certificate of deposi 3,653,300 2,032,600 — 5,685,900
Financial bonds payabl 1,000,000 — 3,000,000 4,000,000
Total liabilitie $113,230,802 $29,932,649 $4,494,151 $147,657,602
Interest-rate sensitive ga $94,882,545 ($28,094,436) $6,782,372 $73,570,481

Note: The amounts include overdue accounts from non-loans & short-term advances.

b. Effective interest rate : please refer to Note 10.2.

(3) Risk Control and Hedge Strategy

According to laws, the Bank considers the need for business development and overall risk acceptance ability
to define the risk control and hedging strategies, in order to effectively disperse and transfer risk and to achieve
the purpose of stable operation.

The Board of Directors is the supreme approving and supervising unit. Asset / Liability and Risk Management
Committee is responsible to review the Bank’s risk management. Risk Management Department will compile
the appropriate risk management policy according to the operational environment and the Bank’s entire risk
condition, promote and coordinate the various business units to work with each other, in order to identify, measure
and supervise the various risks, and make disclosure periodically pursuant to the requirements provided by the
competent authorities.

This Bank makes disclosures risk information periodically pursuant to the competent authority’s requirements,
and the various supervising units of business evaluate, update and control risks periodically in accordance with

” o«

this Bank’s “Risk Management Policy and Procedure”, “Regulations Governing Risk Management”, “Capital Risk

Management Guidelines”, “Credit Risk Management Guidelines”, “Operating Risk Management Guidelines”,

T

“Market Risk Management Guidelines”, “Guidelines for Interest-rate and Liquidity Risk Management”, “Legal Risk
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Management Guidelines” and “Guidelines for National Risk Tolerance”, and also handle the compliance with risk

management laws and regulations in accordance with this Bank’s “Regulations for Complying With Regulations

and Procedures”, in hopes of well founding this Bank’s risk management system.
This Bank’s risk management systems are outlined as following:

A. Capital adequacy management

ltem Contents

Overview of the Bank’s According to the competent authority’s laws and regulations on owned capital structure
current and future business, | and important business policies, the Bank evaluates the profile of risk to be suffered
and evaluation method of by it in the future and periodically prepares the capital adequacy evaluation report and
capital adequacy submit the same to the Board of Directors.

To deal with the development of risk assessment technology, the Bank applies the “up-
to-down method” (Analysis of fluctuation in earnings) and “down-to-up” (Analysis of
statutory capital) based on the statutory capital to estimate the reasonable capital, and
adopt higher capital requirement based on the principles of stability.

To reflect the Bank’s operation continuity in the scenario of pressure, the Bank’s
capital adequacy evaluation process also takes into consideration the potential
maximum credit and market risk loss and changes in the banking book interest rate
risk economic value, and also the relevant risk pressure test result, to evaluate and
plan the capital adequacy based on the principle of stability.

To monitor the capital adequacy and maintain internal capital adequacy objective, the
Bank’s Risk Management Division will calculate and monitor the changes in the capital
adequacy on a quarterly basis to ensure the capital adequacy.

B. Credit Risks Management System

Item Contents
1 Credit risks strategy, W Strategy
target, policy and flow 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.
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® 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.

# 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.

B 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.

4 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.

4 Monitor and Controlling :

The scope of credit risk management covers credit risks arising from all on-
balance sheets as well as off-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 Bank’s credit risk control mechanism covers credit extension risk
management, limit management, assessment of collateral, asset quality
management, post-loan management, extraordinary credit extension
management and investment risk control.
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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.

@ Credit Evaluation Committee: responsible for evaluating credit applications
that require levels of approval athority 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, summarizing the Bank’s credit risk management
information and reporting it to 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: know 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. 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.

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.
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(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
(PDxLGDxEAD) 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.

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. Methods adopted to legal
capital charge

Standardised approach.

C. Operational Risks Management System

Item

Contents

1. Operational risks
management strategy
and flow

M 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.
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M 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.

@ |dentity
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.

4 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.

@ 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 operating risk management organization and structure include Board of Directors,
Business R&D Taskforce, Trust Property Evaluation Committee, Risk Management
Dept., business supervising entities and business entities, Responsibilities are
specified 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.

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

@ Trust Property Evaluation Committee: evaluate whether the trust property is
utilized in conformity with the relevant laws and regulations, and also the trust
deed.

# 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.
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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 system collects loss event data and categorizes it into 8 business activities
and 7 major loss events to facilitate future assessments of possible losses, other
relevant expenses, recoverable amounts, and potential impacts.
(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)
Through the RCSA system, 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; the system then checks the self-
assessment results and operational risk events against inspection checklist.
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.

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.
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1. Market risks management
strategy and flow

B Strategy

Adhering to the trading strategies of safety, liquidity, profitability and dispersion of

risk, the Bank 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

® |dentify :
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.

4 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.

4 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.
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@ 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 gains/losses 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 (about 250 business days).
B Holding periods of 1 and 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

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

M In 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.

M The risk management unit and senior executives are responsible of monitoring the
effectiveness of hedging strategies and adjust accordingly when necessary.

5. Methods adopted to legal
capital charge

Standardised approach.
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. 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.

. Asset securitization
risk organization and
structure

The credit risk, interest rate risk and liquidity risk generated from the investing
activities in asset securitization products shall be controlled according to the
probability of default that corresponds to the credit grade, or relevant risk management
organization and structure of credit and market, etc..

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

The trading entities and risk management entities shall conduct risk evaluation on
high-risk products periodically, and report it to the high-rank officers.

. 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.

. Methods adopted to legal
capital charge

Standardised approach.

F. Banking book interest rate risk management strategy and process

ltem
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1. Banking book interest
rate risk management
strategy and process

M Strategy
Select adequate asset and liability portfolio and pricing strategy to evade or reduce
the risk potentially arising from fluctuation in interest rate and achieve the goal to
maximize earnings.
M Flow
# |dentification
The Bank identifies the following sources of risk in the banking book on and off the
balance sheet:
B Re-pricing risk
B Basis risk
B Yield rate curve risk
@ Measurement
For the time being, the Bank primarily adopts the interest rate sensitivity gap to
measure the banking book interest rate risk, and Pressure test has been applied
regularly to asset the risks from two perspectives.
® View of earnings: The period for analysis of earnings covered 12 months during
which the change in interest sensitivity gap and the ratio of net worth shall be
assessed.
® View of economic value: The potential influence of the change in interest rate on
the economic value of the Bank is assessed on the basis of standard interest
rate volatility and the mandatory ratio of capital.
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4 Communication
The Bank’s Financial Administration Division and International Banking Division
will prepare the interest rate sensitivity balance sheet analysis in NTD and USD
on a monthly basis, and submit the same to the “Asset and Liability and Risk
Management Committee” and “Board of Directors” on a quarterly basis, via Risk
Management Division.

@ Monitor and Controlling
The Bank has defined the monitoring mechanism for the measuring indicators
for interest rate risk, and will submit the same to Asset and Liability and Risk
Management Committee for review and approval, and then to Board of Directors.

2. Banking book interest
rate risk management
organization and
structure

The banking book interest rate risk management organization and structure includes
Board of Directors, Asset and Liability and Risk Management Committee, Risk
Management Division, Financial Management Division and business units dedicated to
the following responsibilities:

@ Board of Directors: To authorize the important policies over banking book interest
rate risk management and monitor the effective operation of the risk mechanism
based on the overall operating strategies and operating environment, as the
supreme decision-making unit of the Bank’s banking book interest rate risk.

# Asset and Liability and Risk Management Committee: To be in charge of the
allocation and utilization of funds in NTD and foreign currencies, fund utilization
plan and interest rate sensitivity analysis, and to enhance the consolidated asset
and liability management, adjust operating policies in a timely manner and seek
stable earnings and growth.

4 Risk Management Division: To be responsible for the Bank’s overall risk
management operation, summarize and report the intra-bank risk management
information to Board of Directors, and disclose the banking book interest rate risk
pursuant to the competent authority’s requirements.

# Financial Management Division: To have full knowledge of the entire banking
book interest rate risk, define various adequate business rules, execute the
asset & liability portfolio and pricing strategy resolved by “Asset and Liability and
Risk Management Committee”, monitor potential risk in interest rate fluctuation,
deal with emergencies and any crisis, and take appropriate countermeasures as
required.

@ Business Entities: Fulfillment of asset and liability management: Interest rate
pricing shall comply with the market trend and follow the Bank’s large-value fund
reporting mechanism to help Financial Management Division control the source
and utilization of fund.

3. Scope, characteristics
and frequency of
banking book interest
rate risk report/
measuring system

The Bank’s asset and liability management system measurement includes assets and
liabilities with interest and without interest, and output of monthly Analysis of interest rate
sensitivity assets and liabilities statement:

4. Banking book interest
rate risk hedging/
mitigation policies,
and strategy and
process for monitoring
continuous validity
of tools for hedging/
mitigating risk

The Bank monitors the interest rate risk in NTD and major foreign currencies based on
RSA/RSL, gap position and ration of net value. If it is necessary for foreign currency
positions, the Bank will hedge the risk by derivative products, e.g., interest rate swap.
The duration of contract, periodic evaluation mode, limit, pressure test and internal audit
thereof will be defined in the Bank’s “Financial Derivatives Operating Procedure” and
“Financial Derivatives Risk Management Regulations”.
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