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Introduction of DIS
N
Talwan

Internationai Associatior:
of Deposit Insurers

Establishment of CDIC

Organization State-owned institution

Jointly invested by
Ministry of Finance &
Central Bank

Paid-in capital US$ 327 million




Public Policy Objectives

Protect the rights and Maintain an orderly
benefits of depositors _
in financial institutions credit system

Policy Objectives

Enhance the sound development of

financial business

Financial
Supervisory
Commission

(competent
authority)

Council of

Agriculture

Financial Safety Net Liaison System

1.Discuss together about major Central Bank

banking system policies
2.Deal with individual problem banks
3.Handle systemic crises
4.Handle bank liquidity crises
5.Information sharing

6.0ther issues
MOF

CDIC




Membership

= Mandatory application, but subject to CDIC’s
approval

= Number of insured institutions

As of July 2010
Competent : T No. of
Authority Types of insured institutions o] branches
Domestic banks 37 3,285
Financial Local branches of foreign banks 28 132
SUPEIVISOIY | credit cooperatives 26 259
Commission
Post Co. 1 1,321
S o7 Credit dept. of farmers’ associations 274 814
Agriculture | Credit dept. of fishermen’s associations 25 42
Total 391 5,853
Coverage & Premium
= Coverage

e Blanket guarantee from Oct. 2008 — Dec. 2010

* New coverage: After Jan. 2011, NT$ 3 million

(about US$98,000)

NTS$ 1.5 million @bout uss49,000)

= Premium

* Risk-based system




Insured & Uninsured Deposits

Insured Deposits Uninsured Deposits

1. Checking deposits 1. Foreign currency deposits

2. Demand deposits 2. Negotiable certificates of deposit

3. Time deposits 3. Deposits from government agencies

4. Deposits required by 4. Deposits from the Central Bank
law to be deposited in 5. Deposits from banks, trust and
certain financial investment companies, credit
institutions cooperatives, and farmers' and

5. Other deposits fishermen's associations with credit
approved as insurable departments
by the FSC 6. Other deposits that the competent

(excluding interest) authority has approved as uninsurable

Interest of deposits and foreign currency deposits
: to be covered from 2011 (proposal)

Establishment of Deposit Insurance System (Sept. 1985)

First Revision (Jan. 20, 1999)
Membership from Voluntary to Mandatory

Second Revision (July 9, 2001)
CDIC (Taiwan) Commissioned by the Financial Restructuring Fund
to Execute Related Missions

Third Revision (May 17, 2006)
Priority of Deposit Liabilities

Fourth Revision (January 18, 2007)




Legislative History of DI Act

Fourth Revision (January 18, 2007 )

*Reinforce the management and replenishment DIF
*Strengthen risk control
*Enhance ways to fulfill insurance responsibilities

*Establish mechanism for handling systemic risk

Risk Minimizer




Overview of Talwan’s
Bank Resolution Experience

Internationai Associatior:
of Deposit Insurers

Taiwan’s Bank Resolution Experience
= Before deposit insurance system in place:

» State-owned bank as the top choice of the acquirer
* Policy/administrative direction and persuasion by the government

» |n the period of voluntary DIS 1985-1999:

* Non-members of CDIC:

-Assumed through government administrative persuasion;
acquirers assumed the loss

* Members of CDIC: Handled according to the Deposit Insurance
Act; no actual cases during this period.

» |n the period of compulsory DIS in 1999 ~ 2001

* CDIC provided financial assistance for purchase and assumption
after 1999.




= Background of FRF

* Real estate market mired in recession in the 1990'’s.

* The recession exacerbated by the 1997 Asian
Financial Crisis

» Shocks of earthquake in 1999
* Growing NPLs
* Rampant rumors of possible systemic financial risk

Establishment of

Financial Restructuring Fund (FRF)

Government appropriated US$ 8 billion

to provide blanket guarantee for bank resolution

Governing body

Appraisal body

Executive body

Applicable problem
financial institutions

Resolution Methods under FRF

FRF
Management Committee
(9 - 13 members)

Appraisal Subcommittee

[A] coic

R

*Negative net worth

*Unable to pay debts

*Significant deterioration in business or
financial status, unable to continue operation

:

Exit




Number of Failed Financial Institutions

—=— Number of
Failed
Financial
Institutions

Cases

Stglgthening Real-time Internet Transmission System

Risk
Management

Account Officer Analysis System




Early Banking Resolution con.

Ongoing Risk

Management _
Conservatorship

On-site
guidance

Off-site
guidance

On-site
iInspectiory

Ongoing Risk

Management
Off-site
0 uidanc
Self-
assistance
On-site

inspection




Early Banking Resolution - Conservatorship

Wan ard for market withdrawal:
A Capital adequacy (BIS) ratio

PCA mechanism the bank to be put under
conservatorship within 90 days

In case a bank:
*|s unable to pay its liabilities and

Banking Act could harm depositors' interests; or
The competent Has losses exceeding 1/3 of capital
authority may take and bank does not make
actions improvement within the stipulated

timeframe

= Payout
= Deposit transfer to a sound bank

= Providing financial assistance to facilitate
purchase and assumption transactions

Handling of systemic crisis

* Bridge bank
* Open bank assistance

» Special premium

l A D International Association
of Deposit insurers




Purchase and Assumption

Purchase & Assumption

P & A is aresolution transaction in which a

healthy institution or group of investors

purchases some or all of assets and assume

some or all of the obligations of a failed or

failing financial institution.

Internationai Associatior:
of Deposit Insurers

Year

Purchase and Assumption cont

Banks

Credit
Coop.

Credit departments of
farmers' & fishermen's
associations

1999 1 Whole bank P&A
2001 7 29 Whole bank P&A
2002 1 7 Whole bank P&A
2004 1 il Whole bank P&A
and Partial P&A
2005 1 1 Whole bank P&A
and Partial P&A
2007 3 il Whole bank P&A
and Partial P&A
2008 3 Partial P&A and P&A
with put back option
2010 1 Partial P&A
Subtotal 9 10 38
Total 57
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Benefits of Purchase & Assumption

= Benefits

* For a failed bank and its depositors
- Financial services of a failed bank will be less
disruptive compared to a payout
* For a deposit insurer
- Reserving franchise value
- Preserving confidence in financial system

e For an acquiring financial institution

- A great opportunity for expanding its business and
market share

= Considerations
* No suitable buyers
e Dilemma :
Fast disposition without optimizing asset values

) VS.

m Maximize asset recovery
=

26




General Procedures of Conducting P&As

= Qutsourcing services of professional
financial and legal consultants

e Disposition plans
Assets/liabilities valuation
Open bidding processes
Due diligence

Real estate appraisals

Consulting services on legal issues, tax
planning and employee settlement plans

Objective: To maximize the successful rates of open bid through

the well-design of packaging the assets and liabilities

Principle 1 Principle 2 Principle 3 Principle 4

v'Understand v'Identify and v'Categorize v'Bad Bank:
the portfolio separate the assets to classify,
of the retained be sold into combine &
assets & assets & Good Bank package
liabilities assets to be and Bad Bank different
and related sold NPLs
regulations.




Proposed Disposition Plan for Failed Banks cont

Failed Banks Good Banks Bad Banks Retained Assets
Corporate Accounts
A Bank 1 Tranche =
Consumer Accounts
Corporate i
Tranche 1 Accounts
(FirSt round) Consumer
B Bank 1 Tranche accollS
Tranche 2 IS 45 -
(Second round) | Tranche B -
Tranche C =
Tranche A -
Tranche B (Credit card & cash
C Bank 1 Tranche Card) oCreditor’s r|ght in
Tranche C (Credit card & cash | fetained loans
card)
e *Real estate
D Bank 1 Tranche Specific NPLs «Shares of 101 building
29

Proposed Disposition Plan for Failed Banks cont

Failed Banks Good Banks Bad Banks Retained Assets
Tranche A
E Bank 1 ThEnelie Tranche B (Credit -Ctrgdltgrl & g
card & cash card) retained foans
Tranches A Tranches A
F Bank ( specific real estate)
Tranches B Tranches B
Tranche 1 Tranche A *Real estate
(Local branches*18) *Movable property
Tranche2 Tranche B *Antiques
(Local branches*19)
Tranche 3 Tranche C
G Bank (Overseas branch) (Credit card & cash
card)
Tranche 4 Tranche D
(Credit card business) (Credit card & cash
card)




Proposed Disposition Plan for Failed Banks cont

= Provide incentives to entice potential
buyers

e Branches relocation without any restrictions on

area

» Upgrade basic branches offering only deposit
and withdraw services to full function branches

* Types of buyers
* Domestic & foreign Banks
* Domestic & foreign financial holding companies

without banks

* Financial strength
* Total asset value should reach NT$150billion(US$4.9
billion)
* A net book value

-Banks should exceed NT$10billion(US$ 327 million)

-Financial holding companies should exceed NT$ 20
billion(US$654 million)

e BIS ratio should maintain at 8% or above
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Buyers Qualification: Bad Bank

» Types of buyers
eDomestic or foreign asset management
companies (Article 15 of the Financial
Institutions Merger Act)

* No any illegal records
e CDIC reserves the rights to reject any buyers
to participate in an open bid

Internationai Associatior:
of Deposit Insurers

Timelines for Purchase & Assumption

. Public announcement of an open bid for Good

Date I Bank & Bad Bank
D + 25 days Potential buyers start conducting the due
I diligence
Submitting the required document for bid
+
D +55 days qualification review and the last day for
conducting due diligence
D + 62 days l Submission of bid bond
D + 63 days . Bid date
D + 65 days l Signing contract
D + 156days Assets and liabilities transferred date
y g




Procedures after a Failed Open Bid

= Qverall economic and financial market
conditions need to be considered

= Benignh economic and financial conditions
would greatly increase the success rate of
P&A transactions

International Associatior:

of Deposit insurers




Key to Facilitate P&A — Internal Factors

Key to Facilitate P&A —Internal Factors con

= Employees’ rights and interests

* To give a pension and severance pay to the
employees according to the Labor Standards
Law

e To request the investor to rehire more than 50%
of the employees for at least one year




Key to Facilitate P&A —Internal Factors con

Financial advisors appraise the value of
the problem banks as reference

m CDIC reviews the appraisals provided
by financial advisors

Management Committee of FRF
decides the reserve price

anthues

v/ \/




Key Challenges —Cross Border Issues

= Lesson learned

* Close coordination and cooperation with
financial safety net players in other countries

Internationai Associatior:

of Deposit Insurers

Conclusion
and
Future Perspectives

I ADI International Association
of Deposit insurers




Conclusion and Future Perspectives

* |n the process of amending the Deposit
Insurance Act

= Major amendments

* Increasing coverage limit and expanding the
scope;
* Reinforcing risk management;

e Strengthening resolution mechanism for dealing
with failing financial institutions; and

* Replenishing deposit insurance fund

Conclusion and Future Perspectives con

» Replenishing deposit insurance fund
* The deposit insurance fund is in deficit now

e Solutions

-Bank business tax revenue will be injected into the Fund
starting from 2011.

-CDIC has drafted a proposal to raise the premium rates
starting from 2011 to achieve the 2% target ratio.




Thank You!

cdic@cdic.gov.tw
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International Association of Deposit Insurers
Resolution of Problem Banks
15-20 August 2010
Case Study Small Groups — Purchase & Assumption
Wednesday 18 August Exercise

1. Background

In 2001, in order to manage the potential domestic financial crisis and
maintain the stability of the financial system, the Taiwan government
established the Financial Restructuring Fund to provide a blanket
guarantee for some problem insured institutions. Moreover, the asset
quality of the financial system needed to be improved, too. For that reason,
the Taiwan government not only actively developed the market of
Non-Performing Loans (NPLs), but also applied some measures to
encourage or push financial institutions to sell their own NPLs. As a result,
the asset quality of the financial system got improvement significantly
after a few years. However, as the NPL ratio of the financial system
decreased, the NPL market began shrinking as well. In general, in order to
entice investors to bid, an NPL tranche has to reach the minimum size,
approximately 140 million USD. Nevertheless, since the third quarter of
2008, the supply of the NPL market has been inadequate. Many Assets
Management Companies (AMCs) eagerly expect the problem bank taken
over by the government may launch the auction of NPLs.

For the purpose of maximizing the return on the assets of the failed bank,
the CDIC as conservator would categorize assets, liabilities and operations
into “Good Bank” and “Bad Bank”. Usually, the Bad Bank was composed
of NPLs and specific “Other Real Estate Owned'”. However, if the size of
those problem assets was minor, the CDIC would apply a whole bank P&A

! “Other real estate owned” is referred to as a class of property owned by
a lender, after an unsuccessful sale at a foreclosure auction.
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transaction as the marketing strategy. On the other hand, the Good Bank
was composed of other assets (including performing loans) and liabilities
(including deposit franchise), which was subject to the demand of the
market at that time. In general, the potential buyers of Bad Bank and Good
Bank were AMCs and domestic (or foreign) commercial banks
respectively. Due to the global financial crisis of 2008, the potential
investors of Good Bank became conservative and their willingness to
expand business decreased significantly. Currently, the numbers of
branches of big domestic banks are pretty much to reach their economies
of scale, and the smaller banks are afraid that they are not capable of
assuming a medium-sized failed bank. Besides, most banks consider that
the quality of loans might become deteriorated in the near future.
Regarding the strategy of Mergers and Acquisitions, the potential investors
would take conservative attitudes.

In order to improve the economy, the Taiwan government has taken some
measures to strengthen the economic relationship with China since May
2008. Most people in Taiwan consider such policy will push real estates
booming significantly, especially in the metropolitan area. Consequently,
the real estate developers and insurance companies are actively preparing
to invest in the real estate market.

2. Facts

Woody Bank was a medium-sized commercial bank in Taiwan and its
current Balance Sheet is illustrated in Table 1. Woody Bank served
approximately 622,000 depositors, and owned 37 domestic branches plus 2
overseas branches in Vietnam. In 2004, Woody began to actively expand
the bank’s consumer lending and credit card business. Unfortunately,
Woody’s asset quality deteriorated quickly due to the credit card debt crisis
and economic recession in Taiwan in 2005. Woody’s capital was seriously
impaired. Currently, the position of NPLs plus written-off bad loans has
reached 1.25 billion USD. On the other hand, there are 30% of performing
loans referred to as the loan modification or work-out. Apparently, those
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loans are performing after modifying the loan contracts and reducing
borrowers’ burdens. However, since the recovery of the economy has been
uncertain, the potential investors quite worry about those modified loans
might default in the near future, or those borrowers with low credit quality
are unable to pay principals as loans at maturity.

Although it was seriously hit by the credit card debt crisis of 2005, Woody
currently holds approximately 250,000 of effective cards, which is ranked
14th in the credit card market. Regarding its economies of scale and
customers of the credit card division, Woody still holds an attraction for
some credit card companies in Taiwan.

In addition, Woody currently holds real estate of approximately 250
million USD accounted for 11% of total assets. There are 100 million USD
of real estate, which are well-located within downtown and used as branch
offices. The remaining 150 million USD of real estate mostly are belonged
to other real estate owned, which are regarded as low-valued lands for real
estate developers. In general, commercial banks prefer not to acquire such
lands, due to difficult disposition and inadequate professionals.

The asset quality and profitability of Vietnam branches have been kept
good since the branches were established. The economy in Vietnam has
been booming rapidly over the past decade, and it attracted lots of
investment from Taiwan. At the same time, the booming economy in
Vietnam also attracted Taiwanese banks. However, the Vietnam
government has set restrictions for foreign banks to establish new branches.
There are several Taiwanese banks that have not gotten the approval to
establish new branches from the Vietnam government.

As its financial situation became deteriorating, Woody tried to find
investors to inject fresh capital, or arrange a voluntary merger with another
healthy bank. However, it wasn’t successful eventually. In September
2008, the chartering authority considered that Woody was
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critically-undercapitalized and its equity became negative already.
Moreover, Woody’s domestic branches made the monthly loss of
approximately 4 million USD. Thus, the chartering authority appointed the
CDIC as conservator to take over the failed bank. Fortunately, Woody was
the one that was protected by the Financial Restructuring Fund which
provided the blanket guarantee, and the operations of the failed bank didn’t
have to be suspended. The financial services of Woody may keep going.

3. Discussion Points
(1) If Woody can’t be sold as a whole bank, what is the proper strategy for

the disposition? What are the reasons?

Taiwan’s experience:

As the government takes over a failed bank, the assets and financial
services of the failed bank had better return to the private sectors ASAP.
The longer the government takes over the failed bank, the more the public
fund has to pay. Thus, a suitable marketing strategy is very important for

the resolution process.

According to Taiwan’s experience, as the size of the failed bank is big
enough and its asset portfolios are complicated, usually the potential
buyers prefer a partial P&A transaction. They wouldn’t acquire lots of
NPLs, real estate or other weird assets, because managing those assets
could create a big burden on them and it is very difficult to predict the
future of those assets will be profitable or unprofitable. On the other hand,
as the assets of the failed bank are categorized into different asset pools,
each asset pool has its own distinctive features and potential buyers. If the
demand of the asset pool is clear and strong, the potential buyers are more

willing to bid actively.
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In this case, it is quiet clear that the NPLs, credit card business and
Vietnam branches had their own potential buyers and the demand of the
market was strong as well. So, those assets may sell as separate

transactions.

Regarding the Good Bank transaction, the 30% of performing loans are
belonged to modification or work-out. In order to remove the concerns
from the potential buyers, the CDIC applied the Put Back Options, which
is the buyer may sell the delinquent loans back to the CDIC at 90% of book

value within one year.

Moreover, the 37 domestic branches as a package were too big for the
market. In order to meet the specific needs of medium or small-size
commercial banks, domestic branches were divided into two parts. One
was 18 and the other was 19. Eventually, the above mentioned assets were
sold successfully, but the CDIC still retained real estate and some other

assets.
(2) According to the experiences in your country, what kind of incentives
would you provide to encourage the potential investors to actively bid

on the failed bank?

Taiwan’s experience:

In Taiwan, if a bank intends to set up a new branch, or relocate the current
branch, the bank needs to get the regulator’s permission in advance. Such
permission represents a sort of privilege and it has its own value as the

branch was sold. On the other hand, over the past 15 years, over banking
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has created chaos and problems in the financial system. Thus, the Taiwan
government strictly controlled the permission of new branches. When a
bank would like to expand its business, the quickest way is to acquire other
banks.

In order to encourage banks to purchase failed banks, the regulator
promised that the buyer may relocate a certain number of branches without
any restrictions. Such quota is up to 50% of its new purchased branches.
Moreover, suppose the buyer can not relocate the new purchased branch
immediately, the operation of the branch can be stopped temporarily. The
buyer has 5 years to find a suitable location and resume the operation again.
Please keep in mind; those favors are only for the acquisition of failed
banks.

(3) If the bid of Good Bank was failed in the first round due to the gloomy
perspective in the banking industry, would you recommend that a
state-owned bank merge with Woody Bank? What are the reasons?

Taiwan’s experience:
After the first round of bidding Good Bank was failed, the CDIC tried to

contact a state-owned bank to acquire the failed bank. Although the
state-owned bank is responsible for implementing the government policy,
it still is an independent organization and profit also is one of its top

priorities.

As a state-owned bank acquired a failed bank, the Financial Restructuring
Fund has to compensate the loss from the failed bank. However, the

state-owned bank has to offer the purchase price to the CDIC, and such
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purchase price can’t be lower than the reserve price which was set by the

Financial Restructuring Fund Committee.

Moreover, there are two state-owned banks in Taiwan and their branch
numbers have reached their economies of scale. Apparently, acquiring new
domestic branches can not create economic benefits for them. Actually,
they had no desire to buy the failed bank and the purchase price they would
like to offer was also lower than the reserve price. As a result, this deal was
failed.
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Table 1

BALANCE SHEET
Woody Bank

Date:Nov.30, 2008

ASSETS In thousands of USD
Cash, Due from the Central Bank and call loans to banks 378,375
Securities-net 67,656
Receivable-net 174,906
Loans

Performing-net 951,656

Non-performing-net 269,250
Real Estate 249,406
Other Assets 91,594
TOTAL ASSETS #1028
LIABILITIES & EQUITY
Due from the Central Bank and call loans to banks 855,594
Deposits & remittances 1,532,875
Financial debentures payable 143,875
Other liabilities 74,094
TOTAL LIABILITIES 2,606,438
EQUITY -423,594
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