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Introduction
The recent crisis in East Asia arose from the large-
scale shift of funds out of domestic financial mar-
kets, beginning in Thailand. The Thai crisis soon had
spillover effects on emerging market economies with
vulnerable external positions in eastern Europe and
in Southeast Asia. As the Southeast Asian crisis deep-
ened, the pressure began to spread to other econo-
mies in Asia, including Taipei,China.

To cushion the impact of the crisis, the central
bank of Taipei,China, from early June until 17 Octo-
ber 1997, had used about US$ 10.5 billion to support
the exchange rate. Then the central bank stopped its
intervention and allowed the New Taiwan (NT) dol-
lar to depreciate. The NT dollar dropped by roughly
18 percent, from NT$27.5 to NT$32.5 to the
US dollar, over the same period.

Though all sectors in Taipei,China have been af-
fected by the crisis to varying degrees, the economy
performed well in 1997. The gross domestic product
(GDP) grew by 6.7 percent, the highest annual growth
rate in the last five years, while the inflation rate was
only 0.9 percent, the lowest recorded in the last 10
years (Table 1). Equity prices suffered moderately
from September to November 1997 as interest rates
were raised to counter exchange-rate pressures.
Since then, equity prices have been stable, and have
registered some steady growth.

It is far from clear that the crisis has ended. Its
causes are complex and will need to be thoroughly
analyzed. While many have attributed the crisis to
macroeconomic variables such as foreign debt, bud-
get deficit, and foreign-exchange reserves, some
academic experts believe that the weakness of the
financial market played a major role. Krugman (1998),
for instance, brought out the fact that the currency
crisis in Asia was only part of a broader financial
crisis that had very little to do with currencies or
even monetary issues themselves. Nor did the crisis
have much to do with traditional fiscal issues.
McKinnon (1998) also believed that mismanaged
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banks were the fundamental cause of the crisis. Kane
(1998) used a framework of regulatory competition
to explain how longstanding financial weaknesses
evolved into a countrywide economic crisis.

This study summarizes the structure of the bank-
ing system and financial markets in Taipei,China, and
some recent issues in these sectors. From a detailed
description of banking and nonbanking financial in-
stitutions in Taipei,China, in the next major section,
the study goes on to report the developments in and
current status of the foreign-exchange market and
the currency risk relevant to banks; the most recent
plan for bank supervision and examination; and the
current banking practices and business environment
in Taipei,China. The study ends with some suggested
measures for overcoming fundamental weakness in
the banking system.

Financial Institutions
Besides the Central Bank of China (CBC), the bank-
ing system consists of five major subgroups: (i) do-
mestic commercial banks, (ii) local branches of for-

eign banks, (iii) medium- and-small-scale business
banks, (iv) credit cooperatives, and (v) credit depart-
ments of farmers’ and fishermen’s associations
(Table 2). A flexible definition of banking businesses
is contained in the recently revised Banking Law of
17 July 1989. At the discretion of the Ministry of
Finance (MOF), commercial banks can now accept
savings deposits, and savings banks can offer check-
ing accounts. Both of these activities were limited
previously. However, another provision strictly pro-
hibits unlicensed organizations from taking deposits.

New privately owned banks opened in 1990, pav-
ing the way for banking liberalization. Bank regula-
tors have become better able to deal with unlicensed
or underground financial institutions and insolven-
cies, and MOF has been authorized to allow banks
to expand their business activities. While MOF de-
termines the extent and timing of bank expansion,
CBC approves the establishment of businesses con-
cerned with foreign-exchange transactions and
overseas branches by domestic banks. The Bank-
ing Law has set criteria for setting up banks and

Table 2:  Structure of Financial Institutions, 1998

Figures in parentheses represent the number of institutions. Figures in brackets within the parentheses represent the number of domestic offices.
Source: Central Bank of China (1998b).

Domestic Banks (39 [1,685])
Local Branches of Foreign Banks (45 [69])
Medium- and Small-Business Banks (8 [491])
Credit Cooperative Associations (60 [478])
Credit Departments of Farmers’ Assns (287 [946])
Credit Departments of Fishermen’s Assns (27 [48])

Central Deposit Insurance Corporation (1)
Postal Savings Offices (1,279 [251])
Investment and Trust Companies (5 [61])
Life Insurance Companies (30 [103])
Property and Casualty Insurance Companies (25 [130])
Bills Finance Companies (14 [35])
Securities Finance Companies (4 [2])
Offshore Banking Units (72)

Other Financial Institutions

Depository
Banks

Monetary
Institutions

Central Bank (1)

Financial
Institutions
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qualifications for bankers-in-charge. A minimum ini-
tial capitalization of NT$10 billion is required. No
single individual stockholder may hold more than
5 percent of the total issued stocks of any regis-
tered bank; a corporate stockholder is limited to a
maximum of 15 percent. The law requires each bank
to maintain a ratio of core and supplementary capi-
tal to weighted risk assets of at least 8 percent,
similar to the risk-based capital standards set by
the Bank for International Settlements (BIS). It also
enforces strict supervision over banks, with heavy
penalties against offenders.

MOF formulates financial regulatory policies and
licenses financial institutions while CBC implements
monetary and financial regulatory policies such as
reserve requirements or banking supervision. To pro-
tect the interests of depositors and to help promote
sound banking business, the Central Deposit Insur-
ance Corporation (CDIC), a specialized agency es-
tablished in 1985, examines and monitors all deposit-
taking institutions.

MOF and the central bank have introduced an
early-warning financial monitoring system to
strengthen banking supervision. Moreover, CDIC is
empowered to take over the management of any
bank that has violated regulations and to order the
bank to stop operating. Taipei,China has been mov-
ing toward private bank ownership and greater for-
eign banking participation to increase competition in
and to modernize an industry long dominated by
government-owned banks. Banking supervision is also
being reinforced to ensure financial soundness and
an orderly banking system.

Interest rates and foreign-exchange rates are ad-
ministered by CBC, and this has led to difficulties in
controlling the money supply. Open-market opera-
tions have mopped up some of the excess liquidity,
but the answer may lie in financial reforms to attract
capital resources away from speculative investment.
Interest rates on loans and deposits are now set by
the banks themselves, on a customer-by-customer
basis.

Banking Institutions
THE CENTRAL BANK
Founded in Canton in 1924, CBC relocated to Taipei
in 1949. Most central banking functions were del-
egated to the Bank of Taiwan from 1949 until
1 July 1961, when CBC took back these responsibili-
ties. Under the Central Bank Act, CBC issues cur-
rency, regulates interest rates, determines reserve
ratios against deposits, provides facilities to banking
institutions as lender of last resort, supervises finan-
cial institutions and their operations, acts as fiscal
agent of the central government, manages official
foreign-exchange reserves, collects financial data,
and conducts economic research.

Since 1961, CBC’s three basic objectives have
been to stabilize the internal and external value of
the currency, to promote financial stability, and to
provide sound guidance to banking institutions. All
three objectives are aimed at fostering economic
growth.

CBC uses various tools, namely, the rediscount
rate, reserve ratio requirements, the exchange rate,
open-market operations, and selective credit controls
to regulate domestic credit, sterilize foreign-exchange
transactions, and, even more importantly, direct con-
trols on the inflow or outflow of foreign exchange. It
has stressed the control of monetary aggregates since
1979, and has gradually freed interest rates to mar-
ket determination. A floating exchange-rate regime
has replaced fixed exchange rates in the meantime,
in order to enhance CBC’s ability to control the money
supply.

By requiring banks to keep reserves against their
deposits, CBC can influence credit creation by the
banking system. However, the reserve requirement
is a powerful policy instrument that has been used
only occasionally. Since 1985, Treasury bills, nego-
tiable certificates of deposit (NCDs), and savings
bonds have become the most important policy in-
struments of CBC to absorb the surplus liquidity of
banks. In addition, CBC has been acquiring more
bills with varied maturities under repurchase agree-
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ments. This move has made the open-market opera-
tions of CBC more active and flexible. Finally, its
selective credit controls allow CBC to impose maxi-
mum loan ratios on collateral for secured loans, pre-
scribe the down payment and period of banking credit
for the investment of productive assets and the con-
sumption of durable goods, and regulate banks’ deal-
ings in securities.

DOMESTIC COMMERCIAL BANKS
Six years before the deregulation of bank charters,
Taipei,China had only 20 domestic commercial banks
(DCBs). As of 1998, there were 36 DCBs, with well-
distributed networks throughout the island. These form
the backbone of Taipei,China’s financial sector. In
December 1997, DCBs held 47.4 percent of the total
financial assets in the sector, 53.8 percent of deposits,
and 69.7 percent of loans. These shares have been
increasing over the past 10 years. On the other hand,
the postal savings system (PSS), whose assets were
more than 10 percent of the total in the 1980s, held
only 8.9 percent as of end-1997 (Table 3).

Banks in Taipei,China operate under a branch
banking system. Aside from commercial banking,

most domestic banks operate an additional savings
department or trust department with separate capi-
tal as required by law.

Of the 20 “old” domestic banks (those established
before 1991), 12 are owned by the government. This
was designed to reinforce the public’s confidence in
the banking system and facilitate the implementation
of monetary policy and the government’s strategic
policy. Other banks, such as the Bank of Taiwan, act
as fiscal agents of provincial governments. Likewise,
the city banks of Taipei and Kaohsiung act as the
fiscal agents of their local governments, and handle
bond flotation. Shares of three major commercial
banks—First, Chang Hwa, and Hua-Nan—are listed
in the stock markets and, before 1998, were mainly
held by the provincial governments. These banks
provide extensive commercial banking facilities
throughout the island. After banking was deregulated,
the government authorized these three commercial
banks to go public, paving the way for their
privatization. The four privately owned commercial
banks, except the International Commercial Bank of
China (ICBC), are relatively small in scale compared
with the state banks. ICBC, a stock market–listed

Share Asset Share of Share of
No. of % of of Total Growth Deposits Loans
Units Total Assets Assets Rate (%) Market Market

Item (branches) Branches (NT$ million) (%) 1987–1997 (%) (%)

Central Bank of China 1 0.02 3,360,411 11.6 21.37 _a _a

Domestic commercial banks 36 (1685) 31.32 13,682,807 47.4 274.24 53.8 69.7
Local branches of foreign banks 45 (69) 1.28 975,327 3.4 214.85 2.4 3.1
Medium business banks 8 (491) 9.13 1,843,509 6.4 402.58 9.0 9.5
Credit cooperative associations 64 (505) 9.39 1,334,437 4.6 175.43 8.1 5.5
Farmers’ and fishermen’s

associations’ credit department 314 (991) 18.42 1,529,439 5.3 259.94 8.3 6.3
Investment and trust companies 5 (61) 1.13 488,637 1.7 139.8 0.2 1.8
Postal savings system 1 (1276) 23.72 2,558,903 8.9 174.49 15.1
Life insurance companies 30 (103) 1.91 1,749,378 6.1 822.5 2.9 4.1
Property and casualty insurance

companies 26 (127) 2.36 113,143 0.4 1,127.01 .03
Offshore banks 71 1.32 1,252,019 4.2 0.14 _a _a

Total 5,380 100.00 28,888,010 100.0 298.34 100.0 100.0

Table 3: Market Share of Financial Institutions, 1997

a Data omitted because the CBC is not permitted to function as a commercial bank and offshore banking units serve both residents and nonresidents. Offshore banking began in
July 1984.

Source : Central Bank of China (1998a).
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bank, has operated since 1971 as a specialized for-
eign-exchange bank with authority from CBC. As
of end-1997, about 79 percent of the assets of do-
mestic banks were in the form of loans and advances,
of which about 68 percent were made to private en-
terprises (Table 4). Of the total loans, less than 1
percent are in the form of discounts or advances to
importers, 36 percent in short-term loans and over-

drafts, and the remaining 63 percent in medium- and
long-term loans. A salient feature of domestic bank-
ing credits is that 63 percent of the banks’ advances
are officially secured loans, while much of the unse-
cured, particularly short-term, loans use postdated
checks as credit collateral to obtain overdrafts. In
terms of funding, passbook and time deposits com-
pose 68 percent of the banks’ assets and liabilities.

I tem Amount (NT$ million) %

Assets
 Foreign assets 550 3.46
 Loans and discounts 12,541 78.95

Government agencies 1,373 8.64
Government enterprises 391 2.46
Private enterprises and others 10,778 67.85

Portfolio investment 1,554 9.78
Government securities 349 2.20
Securities

Government enterprises 46 0.29
Private enterprises 1,042 6.56
Financial institutions 118 0.74

Claims on financial institutions 1,031 6.44
Central Bank of China 1,004 6.32
Other financial institutions 27 0.17

Real estate 46 0.29
Cash in vault 162 1.02
Total assets (net) 15,885 100.00

Liabilities and net worth
Foreign liabilities 489 3.08

Deposits held by firms and individuals 12,089 76.10
Checking accounts 308 1.94
Passbook deposits 892 5.62
Passbook savings deposits 2,004 12.62
Time deposits 2,737 17.23
Certificates of deposit 439 2.76
Time savings deposits 5,139 32.35
Foreign currency deposits 570 3.59

Government deposits 697 4.39
Due to other financial institutions 2,736 17.22

Central Bank of China 320  2.01
Other financial institutions 1,363  8.58
Postal savings system 1,053  6.63

 Bank debentures issued 69 0.43
 Net worth 228 1.44
 Other items (423) (2.66)
Total liabilities and net worth (net) 15,885 100.00

Table 4: Consolidated Assets and Liabilities of Depository Banks, 1997

(  ) = negative values are enclosed in parentheses.
Source: Central Bank of China (1998a).
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Banking entry was not deregulated until 1991.
Before that time, state-owned banks were not profit-
maximizing firms. They were conservative, and had
been doing business only with well-known or estab-
lished enterprises with sufficient collateral. Small and
medium businesses and households were not com-
petitive in obtaining financing through chartered banks,
and relied on “underground” financing from informal
and illegal financial associations. Deregulation of
banking entry and related laws has brought most fi-
nancing from the underground back to normal chan-
nels, and underground financing is now of negligible
amount (Hsu 1993; Lee and Chen 1994).

FOREIGN BANK BRANCHES
Foreign banks, inconsequential in the 1960s, became
a significant force in the domestic financial system
in the 1980s. A foreign bank that intends to set up a
branch or representative office in Taipei,China must
be a reputable international bank with total assets
ranking among the world’s top 500 in the year prior
to application. As of December 1997, 45 foreign
banks had established branch operations and together
had 69 domestic offices. At the start, these banks
were authorized only to handle foreign-exchange
transactions and lend to customers. The newly re-
vised Banking Law, however, authorizes foreign banks
to operate in exactly the same way as DCBs.
Taipei,China’s banking industry has been steadily
opening up to greater participation by foreign banks,
to increase competition in and modernize an industry
long dominated by domestic banks.

SPECIALIZED COMMERCIAL BANKS
The government, starting in the early 1920s, estab-
lished specialized banks and special funds to subsi-
dize or promote strategic industries or favored groups.
There are three types of specialized banks: special-
ized commercial banks, medium- and small-business
banks, and community financial institutions.

Specialized commercial banks are designed to
help specific industries. The Chao Tong Bank, one

of the largest banks in Taipei,China, is chartered as
a development bank to upgrade domestic industries
and foster the development of strategic industries.
The Farmers Bank of China finances agricultural
development and promotes rural construction. The
Land Bank of Taiwan extends loans to assist the
government in carrying out its land and agricultural
policies. The Export-Import Bank of China, founded
in January 1979, is engaged in risk financing of
export-import activities, including guarantees related
to plant, equipment, and overseas construction
projects; export insurance; country-risk surveys; and
credit investigations. These banks mainly extend
medium-term (up to seven years) and long-term
loans (more than seven years). The other special-
ized commercial bank, the Central Trust Bank of
China, is in the trust and insurance business, serv-
ing as agent for government procurements, and also
performs regular trading business for both public
and private enterprises.

MEDIUM- AND SMALL-BUSINESS BANKS
Medium and small enterprises largely constitute the
general business structure in Taipei,China. Thus, they
are considered the major driving force of economic
growth. The industrial organization of the economy
is unique in that few enterprises can be considered
“large” even by international standards. While spe-
cialized commercial banks cater to large enterprises,
medium- and small-business banks serve medium and
small enterprises.

There are now eight medium- and small-business
banks (commonly known as business banks) with
491 offices in the island. Though they are designed
and required by law to provide loans to medium and
small enterprises, their businesses have become simi-
lar to those of commercial banks. Currently, their
assets compose 6.4 percent of the market. These
banks grew out of the country’s longstanding mutual
loans and savings companies, which themselves origi-
nated from the old private mutual credit unions. The
Medium and Small Business Bank of Taiwan is owned
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by the provincial government, while the rest are pri-
vate banks listed on the Taiwan Stock Exchange.
Traditionally, medium- and small-business banks have
played an important role in financing local small busi-
nesses by extending medium- and long-term credit
to improve machinery and equipment, financial struc-
ture, and management and business operations. Le-
gally, they are not allowed to conduct banking busi-
ness outside the geographic area where they are
based.

COMMUNITY FINANCIAL INSTITUTIONS
Community financial institutions are credit groups that
serve specific development sectors. There are two
types of credit groups: credit cooperatives and credit
departments of farmers’ and fishermen’s associa-
tions. Credit cooperatives were established under the
Cooperatives Law; farmers’ associations, under the
Farmers’ Association Law; and fishermen’s asso-
ciations, under the Fishery Association Law. As of
December 1997, there were 64 credit cooperatives
with 505 branches, mainly in the urban areas, and
314 credit departments of farmers’ and fishermen’s
associations with 991 branches in the townships.
These institutions are limited to accepting deposits
from and granting loans to their members. Medium-
and small-business banks, credit cooperative asso-
ciations, and credit departments of farmers’ and
fishermen’s associations together make up the local
deposit-taking institutions, with a service network that
spans the island, especially its small towns, suburbs,
and rural areas.

The Cooperative Bank of Taiwan was established
in 1946. Sixty percent of its capital is owned by the
provincial government, and the remainder, by vari-
ous cooperatives. Besides its commercial banking
activities, it acts as a central bank for cooperatives.
It takes deposits from and offers credit to both credit
cooperatives and the credit departments of farmers’
and fishermen’s associations, and directs the opera-
tions of these institutions. However, the authority to
examine and monitor the institutions was shifted in

1997 to CDIC. The Cooperative Bank of Taiwan is
also a specialized bank for the real estate, farming,
and fishing industries, and it executes strategic loans
funded by related government agencies. The gen-
eral business practices of the Cooperative Bank of
Taiwan, like those of other banks, are regulated by
the Banking Law. The law allows the individual cus-
tomer to borrow up to 3 percent of the bank’s net
worth, and the institutional customer, up to 15 per-
cent.

As shown in Table 3, credit cooperatives ac-
counted for 4.6 percent of the total assets of all fi-
nancial institutions, 8.1 percent of deposits, and
5.5 percent of loans  at the end of 1997. The credit
departments of farmers’ and fishermen’s associa-
tions accounted for 5.3 percent of total assets,
8.3 percent of deposits, and 6.3 percent of loans dur-
ing the same year.

The community financial institution sector, pre-
sents major issues for the banking industry. These
institutions are protected by regulations and subsi-
dized by law, and their profits are not taxed. Most
importantly, they are often run by elected members
rather than professional managers. These commu-
nity financial institutions are deep-rooted in local
politics and unions (farmers’ and fishermen’s asso-
ciations) and play a critical role in elections. Regu-
lators, constrained by local politics, have long been
unable to resolve the problem of widespread insol-
vencies in the sector. Insolvent community finan-
cial institutions continued to operate as usual be-
cause of their strong links to local politics. In 1995
and 1996, however, there were 20 bank runs, 18 of
them against the credit departments of farmers’ and
fishermen’s associations (the other two were against
credit cooperatives). Even now, regulators admit
that more than 50 cases of insolvency involving
community financial institutions are still unresolved.
Fortunately, community financial institutions occupy
only about 5 percent of the banking market in
Taipei,China, and have never affected the back-
bone of the banking system.
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SPECIAL FUNDS
In addition to specialized banks, special funds have
been set up to assist specific lines of business.
Currently, these special funds comprise three major
government-assisted funds. The first is the Small
and Medium Business Credit Guarantee Fund
(SMBCGF), which was formally inaugurated on
9 July 1974. SMBCGF plays a pivotal role in provid-
ing small- and medium-size businesses with credit
guarantees to help them gain access to financing.
The Farmers Credit Guarantee Fund (FCGF), an in-
dependent nonprofit financial institution supervised
by MOF, provides the same service to farmers and
fishermen. In general, fund guarantees are limited to
debts not protected by collateral. The FCGF is fi-
nanced mainly by the government and banking insti-
tutions and to a lesser extent from retained surplus
of the previous year. The third government-
assisted fund, the Overseas Economic Cooperation
and Development Fund (OECDF), was introduced
on 19 June 1989. This fund, with a total capitalization
of NT$30 billion, provides loan guarantees, invest-
ments, and various forms of technical assistance to
developing countries over a five-year period. The
fund is being used to finance exports of technology
and capital goods to selected countries through the
Export-Import Bank of China.

Nonbanking Financial Institutions
The nonbanking financial institutions (NBFIs) con-
sist of the postal savings system, investment and trust
companies, and insurance companies. These NBFIs
were established through specific regulations or laws
but are all subject to the Banking Law.

THE POSTAL SAVINGS SYSTEM
The postal savings system (PSS) began operating in
Taipei,China in June 1962. The system accepts sav-
ings deposits and handles local and foreign remit-
tances, but does not provide loans. Its savings de-
posits are redeposited with the CBC and four banks,
namely, Chao Tong Bank, Land Bank of Taiwan,

Farmers Bank of Taiwan, and Medium Business
Bank of Taiwan. These funds are used for medium-
and long-term loans to specific investment projects
at a preferential interest rate.

With 1,276 post offices and 251 postal agencies
throughout the island, PSS has been effective in
mobilizing savings from the rural and newly devel-
oped areas. The growth in its assets has been very
steady, perhaps because of the convenience of its
service network for most residents (see Tables 5 and
6 for a breakdown of PSS assets and liabilities). In
1997, PSS had some NT$17 billion in deposits, in-
cluding simple life insurance reserves, for a market
share of 15.1 percent, second in importance to the
domestic banks.

INVESTMENT AND TRUST COMPANIES
Investment and trust companies were established
in 1971 in Taipei,China to encourage long-term sav-
ings and investment. They are chartered under the
provisions of the Banking Law, although some of
them are also governed by special statutes. These
companies are not allowed to accept deposits from
the public. Their main source of funds is the discre-
tionary trust, which offer slightly higher guaranteed
rates of return than commercial bank savings de-
posits.

Five investment and trust companies operate in
Taipei,China. In 1998, these companies had assets
of NT$488 billion—51 percent in loans to private en-
terprises, 27.7 percent in securities investments, and
5.1 percent in real estate. The China Development
Corporation (CDC), which began operating as early
as May 1959 and is partly government-owned, is also
considered a trust company. Unlike the other trust
companies, CDC accepts neither deposits nor trust
funds. In addition to its own capital base, the corpo-
ration obtains funds from the government and inter-
national financial institutions. It renders assistance
to private industries in the form of medium- and long-
term loans, equity investment, guarantees, and trust
and agency services.
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CBC = Central Bank of China.
Source: Central Bank of China (1998a).

CBC

15,500

Other
Monetary

Institutions

5,000
14,000

2,500

7,679
4,108

Other
Liabilities

128,978
144,459
154,775
140,326
139,392
189,390
262,495
181,183
183,325
199,725
271,638

Net
Worth

11,674
12,993
12,004
23,548
27,544
30,412
33,576
33,919
35,286
35,201
35,988

Year

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997

Giro
Accounts

7,473
9,237

10,951
11,236
12,492
15,560
18,114
1,264

24,863
25,744
27,401

Table 6:  Postal Savings System Liabilities, 1987–1997 (NT$ million)

Passbook
Savings

Deposits

498,927
545,278
459,211
465,050
512,948
581,804
608,210
659,708
705,369
756,194
752,848

Savings Deposits

Time
Savings

Deposits

285,190
284,468
387,690
525,707
717,474
916,979
980,999

1,076,458
1,232,200
1,445,920
1,455,528

Due to Financial Institutions

Total Liabilities +
Net Worth

932,242
1,001,435
1,038,631
1,165,867
1,409,850
1,736,645
1,903,394
1,960,211
2,185,151
2,462,784
2,558,903

CBC = Central Bank of China.
a Includes claims on other financial institutions amounting to NT$4,264 million.
Source: Central Bank of China (1998a).

Financial
Institution

70,157
27,766

2,085
34,473
63,380
44,753

CBC

518,116
598,443
737,052
851,078

1,045,495
1,139,353
1,139,571
1,183,735
1,116,728
1,055,047
1,028,254

Other Monetary
Institutions

351,258
322,845
212,894
223,978
244,923
347,578
467,285
575,932
762,097
884,871

1,054,157a

Cash in
Vaults

5,086
5,292
5,831
6,250
6,878
8,631
9,250
9,242

10,205
10,230
12,617

Year

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997

Loan

5,095
6,103
7,103
4,161
1,576
2,865
5,108
2,457
2,754
3,474
4,909

Table 5:  Postal Savings System Assets, 1987–1997 (NT$ million)

Government
Securities

3,468
5,463
5,702
3,617

23,432
52,769
99,594
41,336
58,728

128,816
155,866

Government
Enterprises

5,780
5,448
4,284
2,524
1,296

801
398

7,960
6,985

Private
Enterprises

5,085
22,219

41,224
145,270
75,976

Securities Claims on Financial Institutions
Portfolio Investments

Other
Assets

43,439
57,841
65,765
74,259
86,250

109,406
132,203
165,424
158,942
163,736
175,386

Total
Assets

932,242
1,001,435
1,038,631
1,165,867
1,409,850
1,736,645
1,903,394
1,980,211
2,185,151
2,462,784
2,558,903
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INSURANCE COMPANIES
There are 30 life insurance companies, with 103
branches, and 26 property and casualty insurance
companies, with 127 branches, in Taipei,China. Of
these, 22 are foreign companies. All insurance com-
panies are subject to government supervision, and
their asset management is examined by the MOF. A
minimum capitalization of NT$2 billion is required to
start up a new insurance company. To preserve
policyholders’ rights and benefits and to maintain fi-
nancial stability, insurers are required to contribute
to the establishment of separate stabilization funds,
similar to the state insurance guarantee funds in the
US. The stabilization funds charge up-front a flat
rate of 0.2 percent of the total premiums for prop-
erty/casualty insurers and 0.1 percent for life/health
insurers.

Currency Risk of Banks
Very few banks in Taipei,China have substantial
foreign-currency positions. There were restrictions
on trading and dealing in foreign currency until the
early 1990s. Although a floating exchange-rate sys-
tem was adopted in 1978, the rate has been stable
for a long time. Most banks, until the early 1990s,
concentrated on the domestic market. Since then,
some banks have developed businesses in the
People’s Republic of China (PRC) and Southeast
Asia. International businesses involve many restric-
tions where domestic banks are concerned, and have
therefore been largely reserved for branches of for-
eign banks. Currency transactions at the individual
and corporate levels are almost unconstrained, but
there are strict regulations on banks’ foreign-ex-
change activities, foreign participation in the local
stock market, and speculation in local currency.

The development of the foreign-exchange mar-
ket and recent changes in the market are briefly de-
scribed below. It may help to see how regulators
reacted during the crisis and to understand the cur-
rent foreign-exchange activities of banks in
Taipei,China.

Foreign-Exchange Market
Development and Recent Changes
The NT dollar has been quite stable in value in re-
cent years compared with many other currencies.
From 1990 to 1996, the exchange rate fluctuated
between NT$24.5 and NT$27.98 to the US dollar.
During the Asian currency turmoil, while the cur-
rencies of some Southeast Asian countries plum-
meted by 30 percent or more from July 1997, the
NT dollar fell by only about 11 percent from
April 1997 till mid-November 1997. During the first
10 months of 1997, the NT dollar depreciated in
three stages, first in April 1997 after CBC relaxed
its defense of the line at around NT$27.5 to the
US dollar, then in July 1997, and again in
October 1997. The NT dollar hovered around
NT$28.5 to the US dollar in mid-October, and
reached NT$31.1 on 13 November of the same year,
after the CBC’s new hands-off policy allowed the
NT dollar to be determined by market forces. How-
ever, CBC changed the nature of the market by
suspending the trading of currency futures (referred
to as nondelivery forwards in Taipei,China) and lim-
iting speculators’ participation from mid-1998.

Several important factors have influenced the ex-
change rate of the NT dollar. These include the in-
ternational value of the US dollar in relation to other
currencies, interest-rate differentials between the
domestic and foreign markets, speculation, inflows
of foreign investments, travel expenditures, short-term
capital movements, and the attitude and intervention
policies of CBC. Each of the above factors has af-
fected the value of the NT dollar and its market per-
formance. Increased expectation of a depreciation
in the NT dollar in mid-October 1997, for instance,
led many importers to buy US dollars while export-
ers were reluctant to sell the same, further pushing
down the value of the NT dollar. The increase in
short-term foreign capital outflow also contributed
to the downtrend. In addition, political concerns, such
as changes in the nature of relations between
Taipei,China and the PRC, should be taken into



152 A STUDY OF FINANCIAL MARKETS

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

account when considering the short-term fluctuations
in the value of the NT dollar.

ROLE OF FINANCIAL AUTHORITIES
The government has intervened in the foreign-
exchange market, in the light of its balance of pay-
ments, to maintain a sound foreign-exchange mar-
ket. For example, CBC fought against panic buying
of the US dollar in the first quarter of 1996 when
Beijing was testing ballistic missiles near the island.
At the time, the central bank used its foreign-
exchange reserves to halt a plunge. It also adopted
defensive measures to preserve the value of the
NT dollar from April to October 1997, such that the
currency depreciated much less than many other
Asian currencies. However, although the authorities
have intervened in many ways during the crisis, the
general trend in the foreign-exchange market is still
toward deregulation and internationalization.

MARKET CHARACTERISTICS
The foreign-exchange market in Taipei,China bears
the following characteristics:

• Exchange rates reflect the workings of the mar-
ket, and relatively large amounts of foreign ex-
change can be remitted inward or outward  with-
out restrictions.

• Market volume is still relatively small, so the
government can intervene effectively when nec-
essary.

• Compared with the capital account, the current
account has had less influence on the value of
the NT dollar in recent years. In particular, capi-
tal movements rule the value of the NT dollar.

EXCHANGE-RATE DEREGULATION
Taipei,China changed from a pegged to a floating
exchange-rate system in 1978. The foreign-exchange
market was established in February 1979 and the
NT dollar was able to float freely within a narrow
range (i.e., 2.25 percent) against a daily mid-rate.
The mid-rate was set according to the weighted av-

erage of the interbank transactions of the previous
business day. In April 1989, a new system of free
price negotiation came into existence. At present,
every bank is entirely free to set its own rates for
foreign currencies.

In August 1993, the Regulation Governing Foreign
Exchange Brokers was promulgated to influence
prominent brokers to set up branches or participate in
joint ventures, to make the foreign-exchange market
more efficient, and to establish an international net-
work. In addition, authorized foreign-exchange banks
were allowed to trade in a third currency. Other new
products, such as margin trading, swaps, and forward
rate agreements, were also permitted. In November
1994, the first specialized foreign-exchange broker-
age, Taipei Forex Inc., was established. The second
foreign-exchange brokerage began operating in early
1998. The foreign-exchange market is expected to
further broaden in scope and volume.

NEW TAIWAN DOLLAR FORWARD AND
FUTURES TRADING
The local currency forward market was established
in 1979 in accordance with the spot exchange mar-
ket, but it was suspended from July 1987 to Octo-
ber 1991 to discourage speculation and cut off the
influx of foreign hot money into Taipei,China. Origi-
nally, only trade-related transactions in currency for-
wards could be accepted to avoid speculation and
arbitrage. This restriction was lifted in March 1994
to include several service items such as shipping,
transportation, and marine insurance in the current
account.

The central bank allowed the entry of more local
and foreign currency traders in January 1995 and
authorized for the first time forward currency deal-
ing and trading by companies that were conducting
only capital-account transactions. Starting 7 July 1995,
banks could transact in currency nondeliverable for-
wards (NDFs). NDF transactions are, by nature,
over-the-counter futures contracts. However, NDF
trading was restricted to trade-related transactions
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in mid-1998 to prevent speculation in the NT dollar
during the Asian financial crisis.

CAPITAL FLOW DEREGULATION
In July 1987, the authorities lifted most of the restric-
tions on the NT dollar. This change has completely
liberalized current-account transactions. With respect
to capital-account transactions, each individual can
now make outward and inward remittances of up to
US$5 million per year. On 1 June 1997, the amount
was raised to US$50 million per year for corporate
entities, which did not have to obtain prior approval
from CBC or state specific uses for the funds remit-
ted. Such high ceilings on outward and inward remit-
tances virtually did away with limitations on capital
flow for local individuals.

Until January 1991, foreign institutional investors
could not invest in the local stock market. By
20 December 1996, a foreign institutional investor
could invest up to US$600 million. Foreign individu-
als and corporate investors were permitted for the
first time to invest directly in the local stock market
in March 1996. Foreign individuals could invest up to
US$5 million, and foreign corporate investors, up to
US$20 million (US$50 million since 2 June 1997).
The aggregate holding of foreign investors was origi-
nally limited to 20 percent of the shares of any listed
company, but this limit was increased to 25 percent
on 21 November 1996. However, although more
space is opening up for foreign investors, foreign par-
ticipation in the stock market amounted to only
3 percent of the total market value as of early 1998.

Supervision and Examination
The major regulatory bodies for financial institu-
tions are the central bank, the MOF, and CDIC.
The Banking Law requires CDIC to coordinate with
the other two agencies in examining the operations
of insured institutions. However, recent develop-
ments in the coordination of banking supervision have
caused CDIC to take the lead in supervision and
examination. All examinations are initiated by CDIC.

While MOF and CBC send representatives to par-
ticipate in the examinations, most of the examiners
come from CDIC. CDIC now monitors and exam-
ines insured institutions only, but MOF has decided
to make deposit insurance compulsory for all de-
posit-taking institutions. The bill is being reviewed
by legislators.

Deposit Insurance System
CDIC began its operations in September 1985. Al-
most all of its capital was subscribed by MOF and
CBC. CDIC exists to protect depositors and main-
tain a sound banking system by supervising and
monitoring the operations of insured institutions,
handling problem institutions, and resolving failed
institutions. The deposit insurance system in
Taipei,China is voluntary, unlike the systems in
Canada and the US, where bank membership is com-
pulsory. However, the system may eventually be-
come compulsory, and all banking institutions will
then have to be insured and examined by CDIC. In
a compulsory system, all financial institutions will
be insured by CDIC (government) and taxpayers
will be forced to assume all the liabilities arising
from bank failures. This is a move away from the
market economy and from the use of depositors to
regulate bank risk-taking behavior.

INSURANCE COVERAGE
The insurance covers only certain types of domestic
deposits that are denominated in local currency.
The maximum insurance coverage available to each
individual depositor in any insured institution is
NT$1 million. The average ratio of insured deposits
to total insurable deposits of all insured institutions is
42 percent (Table 7).

INSURANCE PREMIUM
The premium rate is set at 1.5 basis points of insured
deposits. The total amount of insured deposits is com-
puted every six months. Duan and Yu (1994) reported
that CDIC undercharged the insured institutions and
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provided them with a huge subsidy over the last 10
years. Still, many small institutions choose not to join
the deposit insurance system because the govern-
ment and CDIC have been bailing out all defaulting
institutions, no matter whether they were insured or
not. Eight banks owned by provincial governments,
which account for about 30 percent of total deposits,
are not yet insured. The provincial governments do
not consider another tier of protection provided by
CDIC and the central government as necessary.
Though several failed resolutions have occurred,
CDIC has never made any cash payoff because all
the resolutions use the purchase-and-assumption
method, with no cash involved. The acquiring orga-
nizations are willing to pay for the losses because
they can get compensation from the market shares
and charter values of the failed banks. The deposit
insurance reserves have therefore accumulated to
NT$452 million, which is equivalent to 4 basis points
of CDIC’s insured deposits.

ON-SITE EXAMINATION
CDIC’s supervision program combines on-site ex-
amination and off-site monitoring. CDIC conducts
regular on-site examination of all insured institutions.
Head offices are examined every year. The fre-
quency of examinations of the branches of insured
institutions depends on the institution’s credit rating.
Institutions rated “A” or “B” are examined every
three years; those rated “C” every two years; those
rated “D” or “E”, every year. The regular examina-
tions are mainly concerned with the management of
asset risk and quality as well as compliance with fi-
nancial laws and regulations. CDIC also conducts
unscheduled examinations of specific operational
areas. Examiners focus on violations of laws and
regulations, abnormal and excessive loan growth, or
major operational deficiencies.

MONITORING SYSTEM
In order to fully understand the financial status and
operations of insured financial institutions, and take
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timely supervisory action, CDIC developed a moni-
toring program, the Insured Financial Institutions’
Early Warning System (IFIEWS), in 1988. The sys-
tem was designed to allocate examination resources
more efficiently among problem and potential prob-
lem insured institutions, and to identify changes in
the financial conditions of insured financial institu-
tions and prevent their failure. This system can also
help to identify specific problem areas, thus aiding
off-site analysis and helping to focus examinations
on major areas of concern.

The IFIEWS has two subsystems. The Examina-
tion Data Rating System (EDRS) is based on the
CAMEL (capital adequacy, asset quality, manage-
ment capacity, earnings, and liquidity) rating system
used by the federal financial supervisory agencies in
the US. Instead of relying solely on the examiner’s
judgment, the EDRS uses a statistical method to se-
lect financial evaluation ratios, and assigns weights
to these ratios. On the basis of these assigned weights,
the system can calculate individual scores on the five
CAMEL criteria and a composite score. The com-
posite score will indicate the financial condition of
the insured institution. On the basis of the foregoing
criteria, institutions are rated from “A” to “E,” with
“A“ as the best rating. Institutions rated “D” or ”E”
are included in the exception list, which also consists
of institutions that meet any of the following condi-
tions:

• Adjusted net worth is smaller than two thirds of
capital.

• Ratio of nonperforming loans to total loans is
more than 10 percent (for banks) and more than
5 percent (for credit cooperative associations and
credit departments of farmers’ and fishermen’s
associations).

• Liquidity reserve ratio fails to meet the legal mini-
mum of 7 percent for three consecutive months.

• Total affiliated loans are greater than 120 per-
cent of preadjusted net worth.

Once institutions in the exception list are identi-
fied as problem banks, an analysis is performed to

determine the causes of the problems, and the nec-
essary corrective actions are initiated.

The second IFIEWS subsystem is the Call Re-
port Percentile Ranking System (CRPRS), which is
based on the surveillance procedures of the US Fed-
eral Reserve System. The CRPRS is CDIC’s prin-
cipal off-site surveillance tool. It uses quarterly data
from call reports of the individual insured institution
to calculate the institution’s percentile ranking on
each of the evaluation criteria and its composite per-
centile ranking. The calculated scores are used to
derive an enforcement follow-up list. Aside from
determining the current status of the insured institu-
tion, this system can monitor their  operational trends
by looking at the quarterly changes in their respec-
tive percentile ranking. Institutions that meet any of
the following conditions are included in the enforce-
ment follow-up list:

• Percentile ranking of composite score:
– Government-owned banks: above 90
– Private banks: above 80
– Trust and investment companies: above 50
– Credit cooperative associations: above 80
– Credit departments of farmers’ and fisher-

men’s associations: above 70
• Deterioration of more than 40 percent in

the composite percentile ranking within 12
months.

• Percentile ranking of individual ratio above 90.
Institutions in the enforcement follow-up list are

subjected to documentary analysis by senior exam-
iners of CDIC to determine the causes of the prob-
lems. Once the nature of the problems is confirmed,
CDIC adopts the necessary measures and enforces
follow-up tasks. Specifically, CDIC takes the follow-
ing enforcement steps:

• Confirm and analyze the problems.
• Enforce comprehensive annual examinations.
• Conduct on-site examination in advance of the

routine schedule.
• Conduct specific examination, if necessary.
• Establish a file of follow-up tasks.
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• If necessary, recommend the following rigid en-
forcement actions to MOF:
– Request correction by a specified date.
– Request regulatory agencies to conduct on-

site examinations immediately.
– Take preconservatorship steps to remedy the

situation.
– Assess a penalty (fines, demerits for manager-

in-charge, removal of manager-in-charge).
– Recommend conservatorship and receiver-

ship.

MANAGEMENT CONSIDERATIONS
The early-warning system is not a panacea but only
a supervisory measure and could never replace on-
site examination. This system can only detect gen-
eral problems existing in insured institutions, and will
still fail to detect problems unique to individual insti-
tutions. In 1992, MOF recognized the need for a na-
tional early-warning system for all financial institu-
tions. Under its guidance, CDIC established the Na-
tional Financial Institutions’ Early Warning System
(NFIEWS). The effectiveness of the NFIEWS has
not yet been established, although the financial sta-
bility and soundness of the banking sector in general
have not been affected during the Asian crisis. In
fact, no financial institution has slid into financial dis-
tress since the crisis began.

HANDLING PROBLEMS OF INSURED
INSTITUTIONS
In general, decisions regarding troubled institutions
are arrived at by balancing several policy consider-
ations. These considerations include preserving fi-
nancial stability, protecting individual depositors, main-
taining market discipline against risk taking, and mini-
mizing costs to the deposit insurance fund. The au-
thority and the insurer have at their disposal a vari-
ety of alternative solutions and financing options to
achieve these various policy considerations. CDIC
can, if authorized by MOF, dispatch personnel to as-
sist the insured institution. It can also terminate the

insurance status of the institution if the latter fails to
rectify regulatory transgressions within the time pre-
scribed by CDIC.

HANDLING FAILED INSURED INSTITUTIONS
When an insured institution voluntarily closes or is or-
dered by MOF to close because it cannot make pay-
ments to its depositors, CDIC acts as the statutory
receiver. CDIC must then fulfill its insurance obliga-
tion to protect the interests of depositors and enable
them to quickly receive the principal and interest on
their deposits within the maximum coverage limit.
CDIC can do this in any of the following ways:

• Directly pay the insured deposits in cash.
• Arrange for the insured deposits to be transferred

to other insured institutions in the same area.
• Temporarily operate the closed institution in

CDC’s own name if no other insured institution
in the same area can assume the transfer of de-
posits.

• With prior approval from MOF, extend loans to
or purchase assets from the closed institution.
Otherwise, the institution will be liquidated ac-
cording to the law.

When CDIC liquidates the assets of the closed
institution, it distributes the proceeds periodically to
those having a claim on the receivership. As in-
surer, CDIC acquires a claim against the receiver-
ship equal to the amount of the payoff after it com-
pensates depositors of the closed institution. That
is, CDIC becomes the co-claimant on the closed
institution’s assets. No insured institution has been
put under receivership since CDIC began its op-
erations in 1985.

Banking Business
Environment
Asset and Liability Management
Standard for Most Banks
Asset-liability management (ALM) refers to the co-
ordinated management of a bank’s balance sheet
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to allow for alternative interest-rate and liquidity
scenarios. It is commonly believed that the asset-
liability management committee (ALCO) is the
single most important management group in a bank.
In Taipei,China, most banks, except the community
financial institutions, manage interest-rate risk
through ALM, using the techniques of maturity gap
management and duration gap management. The
community financial institutions are usually man-
aged not by professional managers but by their as-
sociated members (farmers, fishermen, etc.), and
therefore have a much lower level of management
skill.

However, the loan portfolios of Taipei,China banks
have long been dominated by floating-rate loans, and
fixed-rate loans are only a negligible portion. In con-
trast, traditional banks in the US have assets whose
maturity is significantly longer than the maturity of
their liabilities. Therefore, without a careful calcula-
tion of assets and liabilities, it is not clear whether
Taipei,China banks have a positive or negative ma-
turity or duration gap. According to a study by Yu,
Shen, and Chen (1995), equity prices of Taipei,China
banks were not sensitive to interest-rate movements
from 1989 to 1994. This may imply that Taipei,China
banks in general have a matched duration structure
of assets and liabilities.

MERGERS TO RESOLVE WEAK INSTITUTIONS
Mergers and acquisitions (M&As) do not happen
often in the Taipei,China financial markets. Though
there have been over 100 M&As in the 1990s, very
few of them involve large banks or nonbanks. Of
these recent M&As, 90 percent were carried out
through cash payments and 10 percent of them
through stock swaps. However, during the second
half of 1995 and into 1996, there were more than 21
instances of panic runs against community financial
institutions. Most of these failing institutions were
resolved through assisted mergers with commercial
banks or other community financial institutions. The

government is aware of the financial weakness of
community financial institutions and encourages them
either to merge with other financial institutions or to
convert themselves into commercial banks, which
are subject to more restrictive regulations.

UNIVERSAL BANKING ENCOURAGED BY THE
GOVERNMENT
Though the banking system in Taipei,China was origi-
nally designed to have specialized banks serving al-
ternative functions, the government now encourages
the move toward universal banking. Beyond the tra-
ditional deposit-loan business specified in Article 3
of the Banking Law, banks are encouraged to ex-
pand their services by offering investment banking,
insurance and securities brokerage, and other ser-
vices. Thus, banks and investment banking firms are
expected to have considerable overlap in their ac-
tivities, unlike their counterparts in the United States,
which are limited by regulations from comingling
banking and commercial activities. In fact, several
banks now provide brokerage and investment bank-
ing services together with their traditional banking
business.

OFF-BALANCE-SHEET ACTIVITIES
Although off-balance-sheet activities (OBSAs) are
a modern banking development, banks in Taipei,China,
have long been undertaking traditional OBSAs such
as loan commitments, lines of credit, guarantees, and
letters of credit. However, OBSA data are hard to
collect because many items are either not recorded
or are not required to be reported to government
authorities (except for the major traditional OBSAs
specified in Article 30 of the Banking Law, which
must be reported monthly). Table 8 presents OBSA
data, specifically guarantees and letters of credit,
collected for 14 listed commercial banks. As can be
gleaned from the table, the volume of guarantees
and letters of credit generally increased from 1995
to 1997 and reached NT$452 million by the third
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quarter of 1997. However, this volume is only about
2 percent of the total assets. More sophisticated
OBSAs such as swaps, derivative contracts, and
asset securitization are permitted, but under strict
rules specified by MOF in 1995. These activities are
not very popular among domestic banks but are of-
ten offered by foreign banks.

 OFFSHORE BANKING UNITS
The first offshore center began operating in
Taipei,China in July 1984; by December  1997 the
number of offshore banking units (OBUs) had in-
creased to 71. After the initial spurt in 1984, there
was a leveling off in 1987, attributed partly to the
weakening position of the US dollar and the general
decline in international loan syndicates. In recent
years, OBUs have grown dramatically in number and
size as  the government has relaxed regulations on
OBUs to promote Taipei,China as a regional finan-
cial center. The major change in the regulations is
that OBUs may now accept deposits from and lend
to residents and nonresidents. This business used to
be limited to financial institutions. Table 9 provides
the detailed assets and liabilities of OBUs in
Taipei,China. As of December 1997, there were 38
OBUs owned by domestic banks and 33 OBUs
owned by foreign banks, with total assets of over
US$39 billion.

CAPITAL ADEQUACY
The Banking Law requires banks to maintain a level
of risk-based capital according to an adequacy test
similar to that set by BIS. Banks that fail to meet the
8 percent criterion may not distribute dividends and
will need new capital infusion. Otherwise, their bank-
ing licenses may be suspended. Starting January 1998,
the Banking Law requires banks to measure their
adequacy at VAR (value at risk) basis. Tables 10
and 11 report the ratio of net worth to assets as the
capital adequacy ratio of banks chartered before 1991
and after 1991, respectively. In general, the ratio of
net worth to assets is lower than the BIS capital ra-
tio because risk weights adjust down the assets and
raise the BIS ratio. According to a news release in
March 1998, the only domestic bank that failed to
pass the 8 percent BIS ratio was the Taiwan Coop-
erative Bank, whose BIS ratio was 6.71 percent.
The bank of Overseas Chinese had its lowest BIS
ratio of 6.75 percent in 1995. Table 10 shows that
the Taiwan Cooperative Bank has a ratio of net worth
to assets of 2.7 percent, the lowest among all do-
mestic banks. Other “old” domestic banks, chartered
before 1991, have a ratio of net worth to assets of
4.5 percent or better, higher than those commonly
observed for US banks. Banks chartered after 1991,
the “new” banks, generally have a higher ratio of net
worth to assets,  in the range of 8 to 13 percent
(Table 11). This is not because of these banks’ intent
to keep a strong capital position but due to high paid-
in capital of NT$10 billion required by the authority.
Higher asset growth is expected for these new banks
to achieve operational efficiency and fully utilize their
capital position.

At the end of 1997, credit cooperatives on the
average had a deposits-to-assets ratio of 89.5 per-
cent, and credit departments of farmers’ and
fishermen’s associations, a ratio of 80.8 percent. No
direct data on the net-worth-to-assets ratio of com-
munity financial institutions are available but this in-
dicator can be derived from the ratio of net worth to
deposits and the ratio of deposits to assets. Commu-

Table 8: Off-Balance-Sheet Activities, June 1995
to September 1997a (guarantees and
letters of credit)

a Sample of 14 listed commercial banks.
Source: Taiwan Economics Journal Database.

Month/Year Amount (NT$ million)

Jun 1995 265
Sep 1995 380
Dec 1995 359
Mar 1996 402
Jun 1996 421
Sep 1996 403
Dec 1996 420
Mar 1997 451
Jun 1997 457
Sep 1997 452
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nity financial institutions on the average have weaker
capital positions than commercial banks. The credit
departments of fishermen’s associations, with a ra-
tio of net worth to assets of around 3.7 percent, are
the weakest group among the community financial
institutions. Recent government reports indicate that
there are more than 50 insolvent community finan-
cial institutions left unresolved and still in operation.
The unresolved insolvent financial institutions remain
a critical problem of the current banking system.
There is no immediate plan to resolve these insol-
vent institutions because of their  close links to local
politics. Democratic elections have caused govern-
ment officials to delay the resolution of the problem
in exchange for local political support.

PERFORMANCE EVALUATION
Profitability in banking is moderate. In terms of return
on assets (ROA), new banks average 76 percent,
better than the 65 percent for old banks. Even for an

equity multiplier of 20, which is found among a few
old banks, the return on equity (ROE) would be 13
percent. The equity multiplier is roughly around 10 for
the new banks, giving them an ROE of 7.65 percent,
which is very close to the yield on government bonds.
Of course, some of the old banks are profitable. Shang-
hai Commercial Bank, for instance, has an ROE of
21.12 percent, and United World Chinese Bank has
an ROE of 17.14 percent. The ROA of community
financial institutions is slightly lower than that of com-
mercial banks. However, because they have weaker
capital and a higher equity multiplier, their ROE may
not be lower than that of banks.

NONPERFORMING LOAN RATIO
Loans with payments overdue by more than 90 days
are considered nonperforming. Nonperforming
loan (NPL) ratios went up over the five years be-
tween 1993 and 1997 and peaked at 4.07 percent at
the end of March 1997. This was mainly due to the

I tem 1996 1997 1998

Assets
Loans to nonfinancial institutions 8,543 11,736 14,550

Residents 1,403 1,847 2,678
Nonresidents 7,139 9,888 11,872

Portfolio investments 2,576 3,885 4,223
Claims on financial institutions 23,421 19,943 19,175

Authorized foreign exchange
Banks 10,478 7,751 6,207
Inter-OBU 2,798 3,228 2,770
Foreign financial institutions 10,145 8,964 10,197

Other assets 2,050 3,561 2,684
Total 36,590 39,126 40,632
Liabilities
Deposits of nonfinancial institutions 2,617 4,551 6,241
Due to financial institutions

Domestic 11,068 9,846 11,584
Inter-OBU 2,706 3,030 2,504
Foreign 17,254 16,363 15,383

Securities issued 971 1,177 1,382
Other liabilities 1,973 4,159 3,539
Total 36,590 39,126 40,632

Table 9: Assets and Liabilities of Offshore Banking Units, 1996–1998 (US$ million)

Source: Central Bank of China (1998a)
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Table 10: Selected Indicators on Domestic Commercial Banks Chartered Before 1991, as of 11 February 1998
Operating

Credit Assets Loan Revenue Operating Liquid
Rating (NT$ (NT$ No. of No. of CAR NPL Per Capita Expenditures/ ROA Operating Reserve

Name of Bank by TEJa billion) billion) Branches Employees (%) (%) (NT$ million) Assets (%) (%) Profit (%) Ratio (%)

United World Chinese 1 468.7 292.7 57 2,444 7.0 1.93 11 4.6 1.2 20.2 14.7
Shanghai Commercial 1 205.1 131.3 36 1,500 11.8 2.45 12 6.1 2.5 27.1 11.8
Bank of Taiwan 1 1,742.7 1,183.5 96 na 9.2 1.8 na na na na 15.1
Central Trust 1 474.5 302.4 34 3,374 7.0 1..84 10 6.1 0.9 13.1 11.5
Land Bank 1 1,130.6 812.6 83 na 5.3 3.52 na 6.6 0.8 9.8 11.6
Chiao Tung Bank 1 447.9 343.9 31 1,141 6.7 2.2 25 6.3 0.8 0.4 16.9
Taipei Bank 1 481.4 329.2 65 3,225 7.4 2.25 10 6.1 0.6 10.9 13.3
ICBC 1 594.7 342.7 56 3,191 5.9 1.75 9 4.3 0.7 10.8 27.6
First Commercial 2 949.7 645.9 138 6,582 4.8 4.27 10 6.1 0.6 11.5 17.5
Taichung Business 2 223.5 159.6 59 2,077 8.7 5.08 6 4.9 0.9 17.8 24.3
Hua Nan Commercial 2 910.9 596.3 127 6,199 5.0 4.59 10 6.2 0.7 11.8 16.4
Farmers’ Bank 2 451.3 331.2 70 2,068 5.2 4.34 15 6.5 0.4 7.3 12.8
Taiwan Cooperative 2 1,541.1 1,021.7 132 na 2.7 4.04 na na na na 27.7
Taipei Business 2 238.5 170.1 73 1,979 8.2 3.00 7 4.9 1.0 15.3 13.0
Chang Hwa Commercial 3 859.1 575.9 140 6,440 4.7 5.69 9 6.1 0.6 10.4 17.5
Kaohsiung Bank 3 121.5 88.9 29 1,027 4.5 3.10 8 6.6 0.5 6.7 20.9
Taiwan Business 3 754.7 543.3 114 5,455 4.6 4.15 10 6.3 0.6 9.1 11.9
Chinfon Commercial 4 147.4 96.4 20 931 9.1 8.90 6 0.0 0.3 8.7 8.6
Hsiuchu Bank 4 236.1 164.6 62 2,095 6.4 7.00 7 5.2 0.6 11.7 16.5
Kaohsiung Business 5 96.0 58.2 57 1,475 8.2 17.00 1 6.2 (0.3) (6.8) 19.2
Taitung Business 5 48.3 27.3 25 577 19.6 15.00 5 5.6 0.0 (0.5) 18.9
Hualien Business 5 37.0 23.4 24 635 6.7 11.00 1 7.5 0.0 1.1 10.6
Overseas Chinese 5 176.8 133.0 43 1,926 6.4 11.30 3 3.3 0.3 9.1 11.2
Tainan Business 5 133.9 84.2 59 1,335 7.0 8.56 6 5.3 0.6 7.9 13.3

na = not available, (  ) = negative values are enclosed in parentheses.
CAR = capital adequacy ratio, ICBC = International Commercial Bank of China, NPL = nonperforming loan, ROA = return on assets, TEJ = Taiwan Economic Journal.
a 1 = highest (best) rating and 5 = lowest (worst) rating.
Source: Taiwan Economic Journal (1998).
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recession in the real estate sector and the many cases
of default in construction loans. Recently, banks have
been encouraged to write off their bad debts. As a
result, the NPL ratio declined to 3.82 percent at the
end of December 1997 (Table 12). The Banking Law
has set a 4 percent NPL ratio as the ceiling ratio
beyond which tougher regulations and monitoring will
be imposed and new lines of business and branches
will not be approved.

OLD BANKS AND NEW BANKS
Fourteen of the 24 banks chartered before 1991, the
old banks, have NPL ratios exceeding 4 percent.
Seven of the eight medium- and small-business banks
are among the 14 banks. In addition to the seven
business banks, there are five state-owned banks that
are relatively large in the industry. They are First
Commercial, Hua Nan Commercial, Chang Hwa
Commercial, Farmer’s Bank, and Taiwan Coopera-
tive. The first three are owned by the provincial gov-
ernment, and provincial legislators can influence loan
decisions. Farmer’s Bank and Taiwan Cooperative
carry out government strategic loans. These five state-
owned banks are expected to have a high number of
NPLs. The only bank left from the above two catego-
ries is the Bank of Overseas Chinese, which was pre-
viously owned by the government. Of the 16 newly
chartered banks, only five have an NPL problem.

COMMUNITY FINANCIAL INSTITUTIONS
The high and increasing NPL ratios in all three sec-
tors of community financial institutions highlight the
weakness of the banking industry and the ineffec-
tiveness of regulation. The average nonperforming
ratios were above 4 percent for several years and
cannot be controlled. Credit departments of farm-
ers’ associations had an average ratio of 10.2 per-
cent at the end of the third quarter of 1997,
while credit cooperatives had a ratio of 7.9 percent
and fishermen’s associations had a ratio of 6.2 per-
cent. The problem of loan quality is obvious, but regu-
lators have not been able to contain this problem
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“effectively, even with the support of public opinion
during the wave of roughly 20 bank runs against these
weak institutions. The political link among govern-
ment, local politicians, and community financial insti-
tutions has hindered regulators from effective su-
pervision. The weakness of this banking sector re-
mains a challenge for future banking reforms.

LEVEL OF BANKING SKILLS
The level of skills in Taipei,China banks can be dis-
cussed with respect to consumer banking and corpo-
rate banking. At the consumer level, credit card and
ATM transactions have grown at a double-digit rate in
the 1990s, and are very popular among consumers.
Telephone banking is available from many banks, pro-
viding consumers with information on lending rates,
balance transfers, etc. The recent entry of new do-
mestic banks and local branches of foreign banks has
increased competition in the banking market and raised
the level of banking skill significantly. However, state-
owned banks still hold a substantial share of the de-
posits and loans markets. The slow pace of change in
the skills level of these banks has continued to hold
back the development of the banking sector.

At the corporate level, banking skills and services
are at the highest level among the local branches of
foreign banks. Among these, Standard Chartered and
American Express provide full branch service through
fully authorized computer access at the client’s end.
Corporate clients can have a full-service branch at
their own office. For most other banks, online Internet
banking for corporate clients, which provides infor-
mation on such aspects as rates, account transfers,
and foreign-exchange remittances, is popular. Most
banks have set up or have been developing elec-
tronic data interchange (EDI) systems to provide
online services in finance, tariffs, and trade for their
corporate clients.

Another dimension of skill is ability to provide ser-
vices in risk management or financial engineering.
These high-skill services are mainly available at for-
eign banks. Some derivative products and services
are also available at domestic banks, but at a very
primitive stage. In terms of banking skill and service
and product diversity, the participation of foreign
banks has contributed substantially by increasing
competition in the domestic banking industry.

Recommendations
Though the overall banking system appears to be
sound, many areas still deserve attention, to improve
the health and efficiency of the Taipei,China banking
environment. The following are recommended mea-
sures to address the fundamental weaknesses of the
banking system.

Close Insolvent Institutions
Immediately
Many identified problems or insolvent financial insti-
tutions have been left unresolved in the industry.
These insolvent institutions will hurt healthier banks
in the industry by offering a higher deposit rate to
attract funds for their risk-taking projects. Regula-
tors are aware of the potential losses and the dam-
age to the banking system that can result from not
closing down the insolvent institutions. However, the

Table 12: Nonperforming Loan Ratios of All
Depository Banks, December 1993
to December 1997

NPL = nonperforming loan.
Source: Central Bank of China.

Month/Year NPL Ratio (%)

Dec 1993 1.24
Mar 1994 1.63
Jun 1994 1.62
Sep 1994 1.67
Dec 1994 1.85
Mar 1995 2.54
Jun 1995 2.5?
Sep 1995 2.75
Dec 1995 2.92
Mar 1996 3.36
Jun 1996 3.47
Sep 1996 3.89
Dec 1996 3.78
Mar 1997 4.07
Jun 1997 3.78
Sep 1997 3.95
Dec 1997 3.82
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current administration has decided to delay resolving
the problem in exchange for the political support of
the related interest groups. The delayed resolution
may undermine the overall health of the banking sys-
tem and bring further losses to taxpayers.

Convert Community Financial
Institutions Into Commercial Banks
Credit departments of farmers’ and fishermen’s as-
sociations and even credit cooperatives are outdated
forms of financial intermediation. Tax preference and
government subsidy should no longer be granted to
these interest groups. Their system of allowing one
vote for each member does not reflect the member’s
stake in the institution. Therefore, such financial in-
stitutions should not be managed by elected mem-
bers. They should all be converted into commercial
banks and be supervised and monitored like other
banks in the system.

Institute a More Accountable
Regulatory Framework and
Transparency of Information
More than 20 bank runs have occurred over the last
five years and yet no regulators have been held re-
sponsible for these long-delayed failures. Particularly
in the case of community financial institutions, no
regulatory body considers itself as having sole re-
sponsibility for monitoring and supervision. The MOF,
the Ministry of Agriculture (for authorized farmers’
and fishermen’s associations), and the Ministry of
Interior (for chartered credit cooperatives) debated
long among themselves about their regulatory au-
thority and responsibility over these community fi-
nancial institutions. This regulatory structure needs
to be redesigned so that each government agency
would have clear responsibility and would be account-
able for its policy decisions.

Though the transparency of financial informa-
tion has improved over the years, regulators still
tend to conceal information on financially distressed
institutions on the grounds that releasing this infor-

mation may again trigger runs on these weak insti-
tutions. This practice, in fact, make information less
transparent and hinder the determination of account-
ability.

Privatize Government-Owned
Institutions
State-owned banks and banks with substantial gov-
ernment shares still have significant market share in
terms of deposits and loans. These banks usually
compete at a cost advantage and with guaranteed
business, but are in fact less profitable and have a
higher ratio of NPLs. Privatization of government
ownership in banking is necessary. This will increase
the overall efficiency of the banking system.

Deal with the Problem of
Lack of Confidence
Taipei,China has a relatively sound economy and has
good fundamentals at the micro and macro levels.
But confidence is low and faces considerable threat.
During the Asian financial crisis, the Taipei,China
stock market plummeted, and panic selling of NT
dollars occurred. In addition, the stock market and
foreign-exchange market have been very sensitive
to political tensions in the Taiwan Strait. Foreign-
exchange reserves, despite being the second or third
largest in the world, can never sustain a confidence
run on the currency. Lack of confidence remains a
threat to the stability of the financial markets.

Check Government Guarantees
In addition to the national health insurance plan and
pension plan, the government has sponsored several
major infrastructure projects with a total budget in
the hundreds of billions of US dollars through build-
operate-transfer (BOT) transactions. To assist
the project operators in obtaining enough capital
from banks to support these BOT projects, the
MOF has recently exempted BOT loans from
the standard regulations on loan diversification and
risk-based capital requirements. In several cases, the
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government even guaranteed BOT loans against
defaults. In fact, most BOT projects are of poor qual-
ity. These undiversified BOT loans are risky and,
without enough capital cushion, the failure of some
BOT projects may bring the lending banks into fi-
nancial distress. However, these financially dis-
tressed banks will not be closed in the current regu-
latory environment because they provided loans to
government-sponsored projects and the government
guaranteed these projects.

Develop Regional and International
Economic Coordination
It is not clear where Taipei,China can go to for help
if a more serious economic crisis occurs. Legitimately,
it will not be able to get help from the International
Monetary Fund (IMF) and the World Bank, since it
is not a member of these two organizations. There is
an apparent need for Taipei,China to develop regional
economic cooperation or coordination relative to the
globalization of its financial market.
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