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SUMMARY

l, The initial step toward the development of a capital market in Taiwan was taken
by the Government in the 1950!'s, with the distribution to large landowners, as part
of the Govemment'§ land reform programme, of shares of four of the larger Governmente
owned enterprises in exchange for their land. The Taiwan Stock Exchange was not
organized until 1962, following which event there have cccurred scveral underwritings
of new issues of securities. In the early part of 1966, China Securities lnvest-
ment Corporation was formed for the purpose of engaging in a general securities
business. As yet, it must be conceded that the capital market in Taiwan is far from
being either broad of active,

2, It was only about seven years ag: that the currency was firmly stabilized and
the foundations were laid for the development of healthy industrial economy. Since
that time, the total share of industry in the burgeoning national income has grown
to well over one-third., Accompanying this growth, there has arisen a considerable
middle class, with savings available for investment, thus providing a sound basis
for the development of a capital market,

3. It is to these savings of the middle class that the capital market in Taiwan
must look primarily for its funds, since the banks and other financial institutions
are not in a position to provide them in sufficient amount. A large part of the
savings of the middle class has been invested in real estate, but a surprisingly
large volume has been accumulated in the banks. The biggest job that has to be
faced in the development of the capital market is to entice a goodly share of these
savings into investment in securities. This will necessitate a re-building of con-
fidence, which was badly shattered three years ago by events that took place on the

stoek market .
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L. Following the organization of the Taiwan Stock Exchange, there occurred a
boom in stock prices. The bubble burst in 1964, at which time the Government
attempted without success to stabilize the market. Stock prices fell off about
60%, and the total value of transactions on the Exchange fell off about 90%,

5.  There are some 3k non-Government corporations of which the stocks are listed
on the Taiwan Stock Ixchange. The assets of these corporations represent only a
tiny fraction oi the value of privately owned business enterprises in Taiwan. The
reason that many qualified corporations have nct taken steps to list their shares
is that they arc family-controlled. and the principal stockho.ders are loath to
take in new stockholders.

6.  tout 90% of the total business in listed stocks is carried on by non-bank
brokers ("(lass A security traders"), Ostensibly this is for the account of the
investing public, but in fact it is known that a considersable though unidetermined
portion of the trading is carried on by these brokers for their own account. Most
of the trading #s concentrated in a few speculative favorites. Taking a selected
list of dividena paying issues, which excludes some of the more speculative stocks,
the number of shares traded on an annual basis, averages about 40% of the total

outstanding. This turnove. reflects, in part, the system of trading, which permits

trading in futures for settlem t at fortnightly intervals. Urdinarily, a futures
transaction of this type is cancelled out by a reverse transaction at or before

the ex)iry of the fortnightly period, without any change of uwwnership of the shares
traded. These transactions swell the turnover, but they do not contribute signi-

ficantly to the spreading of sharc ownership, which is a primary objective to be

sought in the development of the capital market.
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7. Under Taiwan law, as in many other jurisdictions, the existing stockholders
of a corporation are given the prior ("preemptive") right to purchase their
proportionate parts of any new issue of stock. As the offering price for issues
of new shares has frequently been fixed at the par value, #hich is apt to be well
below the market quotation, most of the offerings have been successfully completed
without recourse to the services of an underwriter. However, there has recently
been introduced, by Governmental action, as a condition precedent to the listing
of an issue of new shares, a requirement for the underwriting of a portion of the
issue, 80 as to achieve a wider distribution of the stock. This is is accomplished
by obtaining & waiver from some or all of the existing stockholders, in faver of
an underwriter, of their rights with respect to a portion of the new shares being
offered to them.

8. In the interest of promoting private enterprise and, at the same time, the
spread of share ownership through underwritings, the Government has recently enun-
ciated the policy of transferring state enterprises to private investors through
public offerings of their stocks. As regards foreign-owned corporations, the
Government has obtained from some of the foreign owrers the assurance that a portion
of the shares of the local company will be made available to investors in Taiwan.
9. During 1966, the Government took further action toward encouragement of the
development of the capital market by introducing in the legislature a new securities
law. If enacted, this will relax certain legal restrictions which now impcde the
operation of a general securities business. The proposed legislation would do

away with the mandatory segregation of the businesses of brokers and dealers in
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securities, and would allow direct transactions between dealers and their customers
("over-the-counter" transactions). This is necessary to enable firms like China
Securities Investment Corporation to conduct, under one roof, the various activities
embraced in a general securities business.

10. A service to the capital market, to the general securities business and to

the corporations seeking capital would be the introduction in Taiwan of a wider va-
riety of classes of securities available for purchase by investars. Such securities
as convertible preferred stocks and debentures, participating preferred stocks and
debentures, subordinated debentures, or transferable rights to subscribe to new share:
are presently unknown in Taiwan. As a new corporation law, which has Just been en-
acted and promulgated by the Government, authorizes the issuance of these various
types of securities, it is expected that they will gradually come into use,

11, Regulation of the secuties business in Taiwan is provided by the Securities

and Exchange Commission, which came into being with the inauguration of the Taiwan
Stock Exchange. The young Commission could not escape the blame for the stock
market debacle of 1964, which was accompanied by disclosures of manipulation and
malpractices that the Commission was supposed to suppress. Unfortunately, the
Commission was permeated at that time with the pPhilosophy that high stock prices
were good for the country, and that it was proper for the Commission to do what it
could to stabilize the market at a level which, as events proved, could not be
economically justified. The Philosophy of the present Commission is more nearly

attuned to the sounder view thet the aims of the Commission should center upon two

principal objectives, namely: the prevention of manipulation, and the inclusion
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of adequate disclosures in the financial statements and related data that are made
available to investors,

12. Too often, the eaphasis of the work of the certified public accountants, who
are responsible for certifying the financial statements, is upon tax savings for the

corporations concerned, and scant heed is paid to the requirements of the shareholders

for informative reports. Measures have been taken by the Securities and Fxchange
Commission which are tending to ameliorate the situation. As a result of the Com-
mission's probing into the work of the certified public accountants, five of them
were temporarily barred about a year ago from practicing before the Commission.

13. The Commission is now beginning to enforce a requirement for certificates of
public accountants which state that generally accepted auditing standards and

accourt ing principles have been followed, with only such exceptions as are specifi-
cally pointed out in the certificate. It has been considering the promulgation of

& rule that the certified public accountant shall receive his appointment early in
the year covered by the financial statements with respect to which he will be called
upon to furnish a certificate. Under the present custom of appointing the certified
public accountant after the close of the Year, it is next to impossivle for him to
furnish s proper certificate.

14. The tax structure in Taiwan, although calculated to encourage private invest-
ment3 in productive enterprises, is alanted in favor of airect investments by en-
trepreneurs and fails to give corresponding consideration to the needs of the capital
market. Likewise, the Government's regulations with respect to the repatriation
abroad of foreign capital which is invested in Taiwan overlook the special needs of
the capital market. Unfortunately, the new corporation law, mentioned above, pur-
ports to substitute certain rigid and arbigsrary rules in the place of managerial dis-
cretion in matters of corporation finance, and it gives to a mmall minority of stock-
holders the opportunity to create a nuisance value for themeselves. The effect of

mmzmmmummnmu-mmmd issues of new shares
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in which the investing public of Taiwan would have been invited to participate.
15. These legal problems, it is believed, have arisen inadvertently, as there
can be no doubt regarding the Government's sincerity in seeking the development

of the capital market. Therefore, it may be expected that remedial action will be

taken by administrative action, where possible s Or by legislative amendment .
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BRIEF REVIEW OF CAPITAL MARKET IN TAIWAN

A. Mederate Juccesses Achioved

16. The present status of the capital market in Taiwan has been described by a

recent obeerver as "embryonic." That is hardly a fair statement, as concrete
steps, which have achieved moderata results, have been taken by the Government
of the Republic of China and by leaders in banking and industry to establish a
capital market and to promote its development.
17. These steps have borne fruit in the organization and operation of a stock
exchange, which has moderate claims to sophistication, and in the establishment of
an underwriting businese, which has played a moderate part in the flotation of new
issues of secuwrities, Both of these have achieved some degree of success in
broadening the owmership of industrial securities by the public, which is one of
the primary objectives to be accomplished in the development of a capital market.
18. Industrially, Teiwan is after &ll quite a new country. It was only about seven
yoars ago that the currency was firmly stabilised and the foundations were laid
for the development of a healthy industrial economy. Since that time, a great
number and diversity of new manufacturing plants have been erected, and the total
share of industry in the burgeoning national income has growm to well over one-
third, 'Acm this growth there has arisen within Taiwan's population of
13,000,000 a considersble middle clase of small businessmen, merchants, artisans and
professional people with savings available for investasnt, thus providing a sound
basis for the development of capital market.

B. Dafinition of "Capital Marimt”
19. The term "capital market" is used herein to denote the mechanism for bringing
tegether t hose in need of eapital funds and those that can supply these funds. Those
in noed inslude bueiness emterprises and shareholders seeking t¢ realise upon their




investments. Those that can supply the funds consist of investors, both individuals
and institutione. The mechnaism of the capital market brings about transactions
betwecn these two groups through an intermediary acting as the link between them.
20. This intermediary may be a stock exchange, where brokers and dealers in
securities carry on transactions for their customers, or it may be an underwriting
firm, which assists in Placing a new issue of securities with the public. Broadly
speaking, these operations comprise the general securities business, which is
commonly referred to as investment banxing. It embraces the conduct of transactions
from time to time in all three capacities of troker, dealer and underwriter,
2l. In a strict sense, the capital market is riot concerned with loans to or in-
vestments in a corporation which result from a direct transaction between the seeker
and the supplier of capital funds, without the services of an intermediary. Such
loans and investments are customarily made by banks, by development finance companies
and frequently by insurance companies and by Governments. Important though these
loans and investments are in the promotion of the economy, when they are made withe-
out an intermediary they by-pass the market, which is one of the ingredients postu-
lated in the term "capital market."
22. Where a capital market is lacking, the general public has no means of par-
ticipating in industrial investments. With a broad and active capital market,
operating under the private enterprise system, the savings of the people can be
mobilized and channelled into productive use, thereby significantly fostering growth,
C. Concrete Steps Vaken
23. The initial step looking forward to the development of a capital market in
Taiwan was taken by the Government in the 1950's, with the distribution to large
landowners of shares of four of the larger Government-owned enterprises in ex-

change for their land, which was then distributed to the farmers. This was the

famous and highly successful "land-to-the-tiller" programme. The shares of the

<
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corporations of which the Govermmert thus divested itself are among thcse that

&re now traded on the stock exchange,

2L, The Taiwan Stock Exchange was organized in 1962 under the sponscrship cf the
Government and of business leaders, and in line with the recommendations of United
States and other foreign advisors., In the early part of 1. 64, there was organized
under the S ponsorship of the Government and of business leadérs a new company,

China Securities Investment Corporation, to engage in a general securities business.
It has a capital of $1.5 millions, all privately owned, and has recourse to low-
interest Government loans of $1.25 millions » Which latter amount is expected to be
doubled when the company's business grows., The organization of this company was
spearheaded by China Development Corporation » Which is a highly successful privately
owned development finance cosipany that has been operating in Taiwan for eight years.
25. The existence of a capital market in Taiwan may be said to date from the opening
of the Ta.wan Stcck Exchange, which affords facilities for transactions among in-
vestors through member firms of the Exchange. Following this event and prior to
the organization of China Securities Investment Corporation, several underwritinga
of new security issues were handled by the banks and by China Development Cor-
poration, whose charter permits it to engage in this type of business in addition
to dcvelc;pnmt finance. The organization of China Securities Investment Corpora-
tion marked an important step forward, because this is the only firm that haas been
set up thus far to conduct a general securities business in Taiwan.

26. However, it must be conceded that the capital market in Taiwan is far from be-
ing edther broad or active. Except for purely speculative trading, the volume of

transactions would be considered small by most standards, and underwritings are

sporadic.
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D. Sources of Capital Fynds

27. BSources of funds which are available for employment in the capital market in
Taiwan include the 11 local banks, to a lizited extent the 16 insurande companies,
China Development Corporation, China Securitiss Investment Corporation and, to a
large extent, the untapped savings of the wealthy and more especially the middle
class, |

28. The banks, with combined deposits of close to $1,000 millions, are engaged to
some extent in brokerage and underwriting activities y but they concentrate their

own purchases of securities in Government bonds. It is, of course, a question
whether the banks, having a preponderance of demand and other short-term liabilities,
would be wise to expose themselves heavily to the risks of stock investments. The
insurance companies, with combined assets of only $25 millions, provide a moderate
reservoir of funds that could be channelled in part to the capital market, were it
not for the fact that they tend to concentrate their investments in corporations which
they either control or dominate, and in which the investing public does not get

the chance to participate. China Development Corporation and China Securities In-
vestment Corporation, in addition to underwritings, make portfolio investmente in
equity securities, but their resources for this purpose are not significant in re-
lation to the needs of the capital market.

29. It is to the untapped savings of the middle class to which the capital market
must look primarily. A large part of these savings has been invested in real estate,
with a resultant inflation in land values which has contributed nothing to the

economy. Nevertheless a surprisingly large volume of savings has been accumulated

1in the banks. The aggregate of savings and time deposits in the banks has mul-
tiplied nearly five times in the past five years, reaching about $500 millions at
the present time, or about one-half of the total bank deposits.
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30. The biggest job that has to be faced in the development of the capital market
is to entice a goodly share of these savings into investment in secwrities.

E. Be-building of Confidence Needed
31. This job will necessitate a re-building of confidence, which was badly shat-
tered three years ago by developments in the stock market as outlined hereinafter,
Given a revival of confidence, the basis exists for accomplishing the task. Yields
on stocks in Taiwan are attractive by reasonable yardsticks , being better than those
obtainable on time deposits and close to those obtainable on long-term savings
deposits. The average yield on stocks is around 9.5%, which compares with 6% to
8.4% on time deposits and with about 10% on savings deposits of over one years.
32, As is well known, in most developed countries the yields on good stocks have
almost consistently remained far below those obtainable on other savings media,
This reflects faith in the growth opportunities afforded by these stocks. Thet
the better Taiwan stocks also have growth possibilities has been demonstrated by the
history of many of its better managed corporations, although admittedly the re-
card is not uniformly good.
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STOCK MARKET

A. Histo of Taiw Stock Exc e

33. The Taiwan Stock Exchange, which is the only stock exchange in Taiwan, has

experienced a checkered career dwring its brief history. Following its organiza- 0

tion in 1962, there developed a boom in stock prices, touched off in part by enthusi-
ase for the new institution and what it might accomplish for investors, and in
part by the action of prices on the Exchange for shares of the Government -own ed
sugar mononoly (not to be confused with the corporations wh:‘)se shares were dis-
tributed under the land reform programme,) A portion of the shares of the sugar
company had been released by the Government for public distribution and, as there
occurred a rapid advance in the price of sugar, the shares of this company soared
b on the fxchange, carrying upward the prices for the rest of the list,
34, The bubble burst in 1964, Both the prices and the volume of trading slumped
drastically. The Government--mistakenly, it must be concluded——attempted to sta-
bilize the market by large purchases of shares, particularly of the sugar company.
It was, however, unable to stem the tide, and it lost large sums in the endeavor.
Numercus amall shopkeepers, businessmen and others of the white collar group lost
their life savings. Public outcries and demonstrations against the Government took
place, and there was general disenchantment with the idea of stock investments.
35. It might be argued that the Taiwan Stock Exchange was started before the
country was ready for it. That argument would overlook the fact that the risks
attendant upon such an event would be present whenever the step was taken, and per-
haps it was better to go through the unhappy experience earlier rather than later.
36. More of a point could be made of the argument that it is dangerous for a Gov-

ernment to invite public participation in enterprises which continue to be heavily

dominated by the Government, as was the case in Taiwan with the sugar company. In
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such a cass, when things go wrong the Government is sure to got the blame, and

piblic oonfidsnce is damaged to a greater degree than it would be if the Government

had not been a participant.

37. In consequence of the dsbacle, the annual trading volume on the Taiwan Stock

Exchange fsll from about $900 millions in 1964 to about $100 millions in 1566, a

shrinkage of close to $0%. This was accounted for in part, but by no megns en-

tirely, by the decrease in share values. The stock prics index campiled by the

Taiwan Stock Exchange fsll off about 60% from ite 1964 peak to its low in Rid-1960, |

Subsequently, share pri:es recovered moderately. 1
B. Qparations of Stock Exchange ‘

38. The Taiwan Stock Exchangs is operated by a limited liability company which is

omed by a highly responsible group of business intereets. Its operations follow

the system of continuous trading on the floor during business hours. There are

about 50 issues of shares listed on the Exchange and available fci trading. These

include 12 issues of preference shares and four issues of sharee of Goverrment-

owned companies, in which the public holds an insignificant minority interest. Thus

there are soms 34 non-Governmsnt corporations with common stocks listed on the Ex-

change. The aggregate mariet value of the shares of these corporations stands at

about ‘150 millions. 1In contrast, the aggregate amount of bonds of ron-Governmsnt

corpor-ations listed on the Exchange is only $2.2 millions, issued by three companies.

Practically no trading goes on in the bonds.

39. The membership of the Taiwan Stock Exchange consists of 18 "Class A" security

treders, including five banis, and six "Class B" security traders, comsiasting of
five other taals ard Chine Secwrities Investasnt Corporation. A Class A security
treder is athorised Ly law to deal only as & broker for the account of customers,
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4nd may not lepally trade for his own account. A Class B security trader is
authorized by law tc deal only for the account of himself, and is not allowed to
ACt 45 a vroker for the account of others. About 90% of the total business on the
lxchange is carried on by the 13 non-bank Class A security traders. Ustensibly,
this is for the account of the irvesting public, but in fact it is known that 4
considerable though undetermined proportion of the trading is carried on by theee
security traders for their own account, 1n the names of family members or firemss.
LU. The original purpose of permitting bankts to participate in the berokerage
business wa: to aud to the respectability of the business and to extend brokerage
services t the less accessible parts of the country, where the banks have breaches ;
And where the non-bank firms cannot afford to provide service. Uespite the prece-
dent established in some of the developed countries of excluding banks from the
brokerage business, there appears to be merit in the eomcept that beanis in the de~

veloping countries are in a position to make a contribution in this field. Un-

fortumately, the objective of steering the hanks actively imo this businees, ia
arder to pramote public confidence and to wgnent the wlume of investamt, has not
been fulfillied in Taiwan.

Ll. Vieits to the offices of some of the larger Clase A security traders, doing
the bulk of the brokerage business, disclosed thet the mmber of custemers ia
these offices averaged betwee:. 15 and A, with a considereble sprimkling of wamen, '

T™is is more than might have bLeen expected, since the volume of trading vas Yhon ot |
& low ebb.

k2. All of the mon-bank Qlass A security treders have their offices in the Wsiness
section of Taipei, the capital city, which 1o lossted in the nerthern mrt of e
coutry. None of them maintaire a Wwremeh offtce. I\ wae consluded that thare sheould
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be etablished one or more offices of non-bank Class » security traders in
Kaohshiung, in the southern part of the country. This is the second largest city,
with & population of about one-half that of the capital city, from which 1t is re-
wved by some 20 miles. It ia moreover, an important and growing imiustrisl hab,
with considerable funds which could be channelled to the capital market via the
Emchange if provided with suitable facilities. since there is quick and ready
CCEBNRication between the two centres, no practical obstacie woul: be present ed .
C. inarsased iishines Meauised
4&). Although emact figures are lasking, the assets of corporations listed .n the
Tetwar ock Emchange certainly remesemt & tiny frection of the value of business
terprises in Taiwan., In addition to the J4 non-Uoverrment rorporations whose
shares are listed, there must be SRy times that number, including numberous cor-
poretions of relatively large sise, which could qualify for listing. bvidently a
Woadening of the roster of listed corporstions would contribute importantly t¢ the
dowlopment of the capital market,
. The resson that sc many guaiified non-listes corporations have not t aken
artion 10 1ist their shares 16 that most of the sorporsations doing business in
Toiwman are faily-somtrolled. The micnipal stociholdere of such corporations
are provertdally lesth to e in new stociholders. Intoed, this has often been
found to be the cane in developed as well as in developing countries. T™he feeling

is priicularly prevalemt ia Tatwen, whore family t160 are strong. .o long as the
mmummxd,mmumr-u,euwtum
with & relstively free hamst. When new sloslihelders are taken in, Lhe emterprise
mmum.ummnmummummam
stdent or diogruntied sbeshhelderve.
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45, A similar problem, it may be reported, would confront China Development
Corporation if it were to dispose of its equity investments wherein the develop-
ment company and a limited number of partners hold all of the sharss. While
China evelopment Corporation is technically free to distributs its own holdings of
Such in enterprise, it concedes that as a matter of good relations it would be pe-
luctant to Jo o0 without at least the tacit consemt of its fellow shareholdere,
kb. s has beer illustrated in the developed countries, force of circumstances
temds in time to overcome the reluctance t- take in new stockholders. The original
family roldings became more widely spread among the descendants, at which point
the enterpri:e tecomes more willing to take on the added responsibilities attendant
upen the further expansion f the list of stockholaers. Purther, as the ;mterprise
AT ws, it becomes necessary t¢ raise additional capital, which the family may not
be in a position to rrovide, thus forcing the business to invite the participstion
of new shareholders. In so doing, the company frequently learns that its fears
have bLeen axaggerated,
L7. There is reason to helieve that similar forces are already at work in Taiwen,
And that 1 onsecuence therecf a substantial nusber of companies, now clasely held,
¥ill in due course list their shares on the Taiwan tock Enchange and inwite the

fublic to participate in their owrership.

U w
WR. The current volums of business on the Taiwan oek Mechange seoms mmall
encugh, and certainly {t i1s smell in pelation to the potentislities for the do-
velopmemt of the capital mariwt in Taivan, It is net w0 @all, however, in pe-

lation t. the limited volume of shares which are listed and available for treding.

Moot of the trading on the Taiwmn Stoek Emchange ie comeentrated in o fow sposule-~
tive favurites. Taking a selected list of divident paying isewes, Which el wdes
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some of the more speculative stocka, the number of shares traded, on an annusl
basis, averages about LU¥ of the total outstanding. This can be compared with a
total turnover of 16% on the New York Stock Exchange during 1965, 4 year of active
trading.

k9. The turnover on the Taiwan Stock Exchange reflects, in part, the system of
trading that is in vogue. Under this system, transactions may be either "cash",
in which event they are settlod on the following business day, or '"regular way",
which is a form of trading in futures fo- sett lement at fortnightly intervals,
While the volume of these future transactions is erratic, it appears on the average
to run at about one-half of the volume of cash transactions.

50, Ordimarily a futures transaction 18 cancelled out by a reverse transaction,
at or before the expiry of the fortnightly period, without any change of ownership
of the sMares traded. Such a transaction consists, in effect, of a wager placed
upon: the course of prices for the particular stock during the next 14 days. These
transactions swell the turnover on the Taiwan Stock Exchange, but they do not con-
tribute significantly to the spread of share ownership, which is a primary objective |
to be sought in the developmeni of the capital market ,

51. The faregoing discussion of the share turnover on the Taiwan Stock Exchange

is particularly pertinent because of a widespread belief in financial circles in that
country that the volume of trading is not high enough and should be stimulated.

The argument is truthfully made that the non-bank Class A security traders find it

difficult to make a living on the current volume of treding, ard that a healthy

Wolsrage comunity is needed for the development of the capital market. The
diffioulty, however, can be ascribed to the low commission rates which the Class A

secwity traders are permitted to charge. These commissions have been fixed st
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0.15 of 1% of the value of the transactions, which is far too low, This rate may be
compared with an average commission of about 1% which prevails on the New York Stock
kixchange and which, experience shows, is not so high as to discourage trading.
52. The adverse effects upon the earnings of the brokerage community of a curtail-
ment of futures transactions, if that were undertaken, would be more than offset
by the establishment of an appropriate commission rate, It is no secret that the
present low scale of commissions tempts the Class A security traders to resort to
transactions made surrepitiously for their own account in the hope of making a profit
aside from their brokerage commissions. This is an invitation to price manipulation
in a market where regulation is at best imperfect .

E. Pogeible Improvements
53. Apart from the revision of commission rates, there are some other steps which
the Taiwan Stock Fxchange could take to improve the character of trading on the
Fxchange. In the first place, the size of the trading unit could be reduced with
advantage to the security traders and the investing public. It averages about $300
in value, which may not seem high in a developed country but is quite high for Taiwan

And tends to discourage the smaller investors. An appropriate revision could reduce

the average size of the trading unit to say $100., This would largely eliminate the

need thit has been asserted for the creation of a market to deal in odd lots, which

consist of less than a full trading unit.

54. Also, the Taiwan Stock Exchange could advantageously increase the price dif-

ferential, which represents the minimum peruitted variation in the per-share price '
of a stock between one transaction and the next. The differential now averages abouwt

0.25 of 1% of the price, and on some stocks §0e8 as low as 0.1 of 1%5. This is alaost

infinitesimal when translated into monetary amounts, considering the normally low




scale of share p.'ices in Taiwan. In consequence, wholly insignificant fluctuations

in prices can lead to the false impression that there is a bullish or bearish trend

in the market, when in fact thcre is no real trend.

ANDERWRAT LG
A. Qeerstions of Underweiting Firms

55« The underwriting of securities is as yet a young art in Taiwan. The importance
! of an expansion of this business is that underwritings are geared to the double
purpose of tapping sources of savings for investment in productive enterprises and
of spreading the ownership of shares, which can be accomplished more rapidly and
effectively through an underwriting than through piece-meal sales on a stock ex-
change. The listing on the stock exchange of additional issues of securities that
have been distributed through an underwriter will help to bring about a healthy
growth of stock exchange business.
56. In the strict sense, in which the underwriter takes a financial commitment for

that pcrtion of an issue of securities which is not taken by the shareholders or the

public, there have been almost nc underwritings in Taiwan. Operetions have been
considered as underwritings when they partake of some but not all of the characteris- |
tice of & true underwriting. Specifically, such operations have usually made use

of an underwriter to assist in the distribution of an ismue of secuties Ly taking
orders therefor on behalf of the issuer, bt without putting the underwriter's own
morey at risk. There is mo aseurance under this arrangement that the iseuing corpora-
tion will r ise all of the capital that is needed.

57. The organisations that engage in underwriting securitiss in Taiwen comeist, as
has been stated, of the banks plus Chima Development Corporation amd Chima Securi-

ties Investment Corporation. It was part of the comept of Chima Development Cor-
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poration at the time of its formation in 1959 that, in addition to engaging directly
1n the underwriting business, 1t would acquire oquity investments in new enterprises

For subse dent sale to the rublic through underwritings. This concept of turning

vver the sty duventments of a deve lopment finance company by sale to the publiec
has ide wceeptance, snd in theory it could also be a;plied to some of the loans
made by o development finance CoupAany .,

58. linder tiis o beetty, the tusiness f development finance goes hand in hand with

the develojment «f the capit+] market through underwritings. The ides has wor ked
in some deve o any countriea, but it has not attained fulfillment in Tajiwan. Among
Ll equity investments int. which China Jevelopment Corporation has put about $2
miiiicns, none has been sold, and the likelihood of an early disposal of any ap-
preclitle part of the portfolic of equity investmsnts appears remote. This is not
the fault of the company, but 1s 4 reficction of the fact that it takes time to
nurse a new enteririse to the point where it has established an sarnings and divi-
dend record such as t. warrant public distribution.

SY. Additionally, there exists the problem, which has al ready been touched Upon,
of persu ding China Jeve [ciment .orporation's fellow shareholuers in the enter-
prises in which it has e ufty investnen 8 that it would not be prejudicial to them
te take in vutside stockholders. 3o far A8 concerns the proepect for disposing to
the public of same of the loans hald by China Deve lopment. Carporeation, the abeence
of any substantial bona market in Taiwan would presently preclude such an operetien,
60, The establistment of China decurities lnvestasmt Corporetion in 1964 to engage,
among other things, in the underwriting of securities wae in recognition of thw faet

that the best interests of the capital sariwt are served by & separetion of e
funetions of dewelopment finance from those of Wderwiting. Waile the twe Wnsinseses
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have an inter-relationship, the point of view anu the objectives are different.
The development finance company, as such, is primurily concerned with the broad
esonomic implications of ite operations, and it must take a long view of its loans
and investamts. Thwe underwriting fim, on the other hand, 18 interested in a quick
twnover of its capital and its stock in trade is its judgment as to pricing and
prompt marketability. Por a dev:lopment finance company to engage actively and
sucnesafully in the underwriting of securities would require it to train a separate
staff for that purpose, aid would creste distractions from its regular business.

P. Drassstive Righis
6l. Under Taiwan law, when an offering of new shares is made by s corporation, each
existing stockholder is entitled to purchese his proportionate interest. This is
mown as the preamptive right of stockholders, and under this ystem only those
shares whieh are not taken W pro reta by the existing stociholders become avail-
hle for purcimse by others. T™he same rule holde trus in many other jurisaictions,
a0 for ammple in namy Nates of the United RNates. It precludes an outright sale
of the entire isewe of new shares te an uwderwriter for public distribution, unless
all of the existing stockholders should agree to this,
62. M’n offering is made which is subjeet to prommptive rights, it may be
desireble for the corporstion to arrany  for a stand-ty underwriting, under which
the wilsrwiting ﬂutoﬂtp&d%t&w“nhswmmubnn
the existing stockholdere. Thie type of underwriting fully acomplishes the jurpose
0 e iosuing corporetion thet it wil) suecessfully reise the required capital.

m-nuuuuumum.mwumunumumnqm
."—ndﬂhmmﬂhwdhm.mnm
prestiise.
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63. Of course, if the price at which the isaue of new shares is offered is well
below the current market guotation, the chances are that the entire icsue will be
taken up by the exercise of stockholders' preemptive rights, and in such a situa=
tion an underwriting may not be needed. But if market circumstances change ad-
versely within the period of a month or so during which the rights can be exercised,
the «ffering may fail, unless the iesuing corporation has executed a stand-by agree-
ment with an underwriter. If the price at which the new shares are being offered is
close to the current market quotation, the risk of failure is enhanced.
b4L. In Taiwan the offering price for an issue of new shares has frequently been
fixed at the par value, which in the case of successful corporations is apt to be
well below the current market quotation. This has restrained the demand for under-
writing services. In these circumstances, the existing stockholders are likely to
think that they are getting their additional shares at a bargain price. They often
fail to recognize that the offer to them of new shares at a substantial discount
from the current market gquotation is no bargain at all, since the value of their
outstaiding shares is diluted by an amount which compensates for the di scount,
5. It may be better for the corporation to offer the new shares at cloes to the
market quotation, thereby minimizing the dilution and at the same time reising a
greater amount of capital from the sale of each new share. In that case, & stand-
' by underwriting becomes essential, the cost thereof to the corporation being a small '
A price to pay for the assurance of a successful financing. .
C. Marsed Undecwritings
66, A spscial form of stand-by underwriting has recently been introduced in Teiwan

by governmental action, as a ocondition precedent to the listing of an issus of new

shares on the Taiwan Stock Exchange. In this form of underwriting, the existing
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stockholders are required to waive their preemptive rights in favour of an under-
writer, with respect to a portion of the new shares being offered to them. For
example, they may waive their rights with respect to 20% of the issue, under an
arrangement for the sale of this block of shares directly to an underwriter for dis-
tribution to the public. If it is not possible to persuade all of the existing
stockholders to waive 20% of their rights, the same purpose can be served by
secwring the agreement of some of the larger stockholders to waive enough of their
rights to make up the 20% block for public distribution. The objective being sought
is, of cowse, a wider distribution of share ownership. In turn, the corporation is
benefited by having & broader market for its shares, which tends to support the
rice and creates a more solid base for future issues.

67. This forced underwriting of a portion of an issue of new shares in Taiwan

is designed to accomplish directly what stock exchanges elsewhere accomplish in-
directly, by insisting that before an issue of new shares can be listed there must
be evidence of a sufficiently broad interest in the shares to assure marketability.
Such etock exchanges elsewhere do not normally insist upon an underwriting, but this
is frequently found to be the expedient route to satisfying the listing requirements
for mbi_:ability.

68. It will be interesting to watch the results of this experiment in Taiwan.

When the greater part of a corporation's stock is quite closely held, the rasquire-
ment has obvious merit, even though it runs counter to the general principle of
letting corporations amek their own business decisions. On the other hand, when
there are already many stockholders (as in the case of one of the industrial giants
in Teiwan, which has about 32,000 stockholders), a forced underwriting would appear

to be unnecessary. A more constructive step might be to abrogate the mandatory
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requirement for preemptive rights, provided that the issue of new shares is sold
directly to underwriters at substantially the current market price. Under these
conditions, the existing stockholders stand to lose nothing, the issuing corporation
obtains the maximum rrice, and the widest possible distribution of the new shares is
accomplished.

D. Other Steps to Promote Underwriting
69. The Government has tauken a number of other steps to broaden the distribution
of share ownership in Taiwan, and at the same time to promote the underwriting busi-
ness. A recent amendment to the Statute for Encouragement of Investment enunciates
the policy of transferring state enterprises to private ownership through the public
offering of their stocks; and, in 1966, the legislature authcrized the sale to the
public of four subsidiaries of the sugar monopoly, which are engaged in unrelated
manufacturing activities. A difficulty which is encountered in carrying out these
proposals is that, unless the Government is able to divest itself of at least a
substantial majority of the shares, it remains in an equivocal position vis-a-vis
the investors. This was illustrated in the events that followed the distribution to
the public of shares of the sugar company itself, as has been mentioned earlier.
Another difficulty is that the Government encounters resistance within itself towerd
parting with profitable enterprises, though quite willing to part with unprofitable
ones that cannot be disposed of at a satisfactory price.
T70. Ae regards foreign-owned corporations, the Government has obtained from scme
of the foreign owners the assurance that a portion of the shares of the local company
will be made available to investors in Taiwan. This would normally be a minority
interest, rince most foreign owners would be umdlling to give up control. As a re-

cent examp.e, the National Distillers and Chemical Corporation of the United States
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announced the intent, as part consideration for the privilege granted to it of
building a chemical plant in Taiwan, of inviting local participation in this project
to the extent of 30% after the project demonstrates its profitability. Naturally
such action would not be appropriate for a foreign-owned company that is dependant
upon its parent for a captive market, or that sells its product at prices artificially
set by its parent, in which circumstances the profitability of the local enterprise
is restricted.

E. Underwri ting Commjssjons
71. A sine qua non for the further development of the underwriting business in
Taiwan is the liberalization of the commissions that are allowed to the underwriters.
At mresent the underwriting commissions are limited to a maximum of 1 1/2%, This
is no doubt adequate in many instances where the underwriter takes no iinancial
comnitment, but it is clearly not enough to compensate for the risks and costs in-
curred where a financial commitment is taken and a merchandising Job is assumed by
the underwriter. Depending upon the size and quality of the issue, upon the extent
of the risk and upon the degree of work involved for the underwriter, a commission
of 5% or more might sometimes be appropriate,
72. Any fixed rate, however, would fail to take into account the varying needs of
particular issues of securities, or the consequences of changes in general market
or economic conditions. Therefore, it is concluded that no fixed rate should be
established, but that the determination of the rate for each issue should be, by

negotiation between the parties, subject to regulatory approval,

GEMERAL SECUTIES PUSINGSD

4. Gange of Activitdes
73. As has been indicated, a general securities business consists Lroadly not only
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of the underwriting of issues of securities but also of the handling of transactions
for customers either as a broker or as a dealer. While there are both underwriters
and brokers in Taiwan, these functions are divorced. Those banks which do an under-
writing business, a.ad which at the same time are authorized to conduct a brokerage
business as Class A security traders, do not even carry on these operations under
the same roof, Further, there are as yet no security dealers authorised to deal
directly eith customers.

74. Only China Securities Investment Corporation has been set up to carry on the
full range of a general Securities business, For the time being, its hands have
been tied by the segregation of brokerage and dealership and by its lack of authority
as a Class B security trader, to deal directly with customers in either capacity.
75. During 1966, a move was made by the Government toward relaxing the legal re-
strictions which impede the development of a general securities business. The
present securities law in Taiwan dates back, in part » to pre-World War II days, when
the economy was almost entirely agricultural. Recognizing that under present con-
ditions the law is deficient in many respects, the Government introduced in the
legislature an amendment which, among other things, would do away with the mandatory
segregation of the businesses of brokers and dealers, and would also allow direct
transactions between dealers and their customers, If this amendment is adopted, it

will permit firms such as China Securities Investment Corporation to engage in a

general securities business and thus to take a more active part in the development
of the capital market,

76. To engage actively and successfully in the underwriting business, it is es-
sential that the underwriter develop a retail business in secuties. That is t rue,
at least, under the conditions prevailing in a smal]l country like Taiwan, where

over-specialisation in the security business does not pay. The underwriter needs

to have a steay clientele of retail customers with whom he can place the securities
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underwritten. There are sinply not enough underwritings in Taiwan to afford the
opportunity for regular business dealings with a retail clientele, on the basis
of underwritings alone, or to occupy contiaucus’y the members of the staff of the
underwriter who are employed in distributing the securities underwritten.

77. In order to cultivate and keep an active clientele of retail customers, and

at the same time to keep his salesmen busy, the underwriter should be prepared to
serve his customers in all capacities relating to their investment needs. That is
to say, the underwriting firm should be able to serve its customers not only in
brokerage transactions but also in direct sales of securities to them from the fiim's
portfolio, or in direct purchases of securities from them for the firm's portfolio.
Such direct sales to or purchases from customers may be a particularly valuable
service when the particular security is not listed on the stock exchange or, if
listed, is traded so inactively that the attempt to handle the transaction on the
stock exchange would upset the price equilibrium.

B. Ovar-the-Counter Transactions

78. Direct dealings with customers are known as over-the-counter trensactions.

They would take place either in listed or in unlisted securitiee. There are many

good corporations in Taiwan which are not yet logical candidatee for listing on

the Taiwan Stock Exchange, whether because of their limited size, the character of
their business, the narrow distribution of their shares, or simply the preferences
of the management; but which, nevertheless, would provide a suitable investment
medium, CGiving the autherity to qualified dealers in securities to make a mariet
in the etocks of such ocorporations, and to trensact dealings therein directly with
their customers, wuld be of advantage to the capital mariet. Such stocks, after a

period of grooming in the over-the-counter market, would no doubt gravitate in time




t¢ the floor of the Taiwan Ltock kxchange,
77. The establistment of an “Ver-the-counter market, whether in listed or in en~
listed 1osues, ¢ wla be rarticularly useful in opening wp the presantly limited
market for deddings in s ocurities with institutions sueh s insuparice coMpanies,
These inctitutioag re often reluctant to du business on a satoek sxchange with its
attend ot pullicity regarding transactions,
S0, dmittedly, the cstablishme it in Tiiwan of an over-the-counter mariet will
precortoproblems in repulition, cince this kind of market is more difficult to re-
gulite o that jrovided by the ticilities of 1 stoek exchange. As has been
deomore t rated in ther o untries, these problems are not insuperable. The fact that
problems will arise seems insufficient reason for abandoning the project, or for
lewving with the Tuawmn Stock kxchange a virtual monopoly in seeurit ies trensactions.
C. clddcadlaicous ceryices
81, upplemerting tre busines: of underwriting amd conducting brokerage and over
the-counter trusactions, 'ne oreration of 1 general securities bus inese normally
embrces protfulic man weme:t services for investors and firancial wdvisory serviees
for corporations. Thes: services have bsen l.cking in Taiwan, but China Seeurities

Imvestment Corporation js equipping itself to provide tham,
82. lso, that company h.: formulated and proposed to the Oovernmant a plan for W

sphsorship and manageme:t b: China Seeurities lnvestannt Corporation of an invest-
mrt trust in locgl securities, which will extend to investors the bemefite of

diversification an investment supervision through a single mdiua of Awestant
This should contribute to inculcating the habit of Lrwestamt, » dietinguished fres

speculation,
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©. If mieosssful, the sstivitier of Chine Seeuritise lewestasnt Corporation may
b expoeted to draw come fumde from sbroad for irwestamnt in Talwan seewrit iee,
partisuiarly from the werseas Chinese residing in non-<Chinese countries,

O. Clasnss of deswrities Axaidehis far lusssimsnt
&. The classes of corporation securitise that are availstle for purchase by in-
"estors in Taiwa afford to them s narrow range of selection, HEmeept for 1 very
linited maber of bond issues with three-year maturities, which carry an interesst rate
of 11,28, these seeurities econsist solely of common stoek ad some Lesue:r of 3.
called preference stock. The latter class of stock is juite unlike anything that
ls ouwstomrily known as & preferred stoc- in the developed court ries, It i ee-
sentially a eommon stock, with a preferential right as t. dividends and assets over
8 specified short tera, sharacteristically Uwee years from the date of issuance,
Preferred stosks in the normal form, consieting of shares with a preferential right
8 to dividends and assets over the life of the Asous, are wimown in Taiwan.
0. T™he certificates for shares of stosk of a Tajwen corporation are ordinarily
available either in bearer form, evidencing ownersiip by Lhe bearer and transferabie
W delivery, or in registered form, evidencing awmership W the person whuse nale
10 written on the certificate and traneferedls anly on the stoek register maintained
Wy the esrporetion. Tese twe are freely interehamgestle, Wt the proportion of
bearer shares to the total utstanding for any corporatien i limited by its articles
of asecciation -- for emample, to 30K, ™e wse of bearer shares is regarded as w
indwemat to corporetions to list Wheir shares on the etock emchange, sinee the
m«wumuummn‘mmum«um stoek ragi-
oter, for reatly esmmimtien by the tax awtheritics. It 4s Qestiunable whether the
Mnm-i—“hr&‘nm. a8 the eollection Wy them of divi-
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dendr 0 bearer o ires neace iitates the presentation of certificates or the -
roeder o dividend coupona, It would be no great problem for the tax authorities

' et the idert ity of these stockh lders from the office where the divi-

e S Y O BT TR » ' rourse, reduce the work of min aining the s took regi-

ettt e purr e 1w ceom listed whtier ahares that are actively traded
e tored e T At reet ame-othat st 84y, in the nume of a broker, who
Prercb o sume e pes oo ibility for keeping track »f the owner «nd crediting
Premoatr the dividends recoived.  the aystem of bearer shares is peculiarly su-
CePtitle t e risks f  ver-lssusance of shares or forgeries, as iliustrated by
wtusl occurvces f these ovents from time to time in Taiwen. For that reason, it
wuld be beneficial to proscribe the issuance of bearer shares.

- hbr dustion of ider Varisty of Jscurities

LI pErvice T the ceteral .ecurities business in Taiwan, and at the s.me time
too'he carteratione seeking ca, it 1, would be the imtroduetion of a wider variety of
rloss@s f ocurities, The full Mamut, as it has been evolved in the developed
cumries, inciudes oonvertille nreferred stooks and éebent ures , participating pre-
ferred stocks ind debemtures, wuud subordinated debentures. Tese are tailor-aade
te 11t the newds of varying types of investors and, in addition, they provide desirad
flexibility tc corporations in carrying out their finencing operations.
88, e introdustion of the uge of trensfereble oortificates, whieh any be traded
In the market, ovidencing subscription rights 0 1eeues of new shares, wuld be
+ valuat le sdjunet v U.c flotation of such fssues. It would popmit axisting H
stuokhulders, who do not care to emercise their rights, to sash in on thea to U

be:t advantage. It weuld, morecver, feeilitate the opretiom of underwpiiers of
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such issues by enabling them, prior to the sxpiration of the period of the offering,
to piok up righte in the market and to ocontract with investore for the sale t¢ them
of the shares covered thereby.

89, Muinent legal counsel in Taiwan has advised that the new corporation law,

which is discussed slsewhere herein, authorizes the issuance by corporations of the
various classes of securities ment.ioned above, including transferable certificates
for rights to new shares. In consequence, it may be anticipated that issuing copw
porations and underwriters will coopsrate in the excercise of their ingenuity, so as

to make w.e of thess new classes of securities,

RRIATION
A Seswritiss aa Mxshece Commlasise

90. At the same time that the Toiwen Stoek Inshange was organised, there was set up
in Taiwan a Securities and Bxchange Commission to regulate the securitiss business.
T™his is essential in a ocountry, such as Taiwan, which is new to the securities busi-
ness and where confidence needs to be built up. It will be recalled that in the
United 3tates, an active eapital market developed long before the advent of the
Securitise and Exechange Commission in that oountry, but few would deny that public
confidence was grestly strengthened by the regulation which was introduced by the |
Commiseion, and that comsequently the capital mariet has been expanded to a muoch ‘
slester dagree than wuld otherwise have been the case.

91. It was not 40 be empested that the Securities and Rxchange Commission in Taiwen

wuld fully live up to the ocbjectives set out for it. The young Commission could not
0epe pblic Dlame for the stoek market dedacle of 1964, It is now common know-
lodge that the preceding Wll meriwt wes sharesterised by menipulation and melpractioce




on the part of corporation esxewutives, wealthy specu lators, brokers and oertified
public sccountants, In at least some instances, the corporations and the accountants
connived to falsify the financial statements, so as to over-state the earnings and
boost the .iock price, whereupon large stockholders unloaded their shares upon an
unsuspecting public, These are practices which the Commission was supposed to
suppress,

92. Unfortunately » the Securities and Exchange Commission in Taiwan was permsated
at that time with the philosophy that high stock prices were good far the country,
and that it was a proper function of the Commission to do what it could to stabilise
the market at 4 level which » a8 events proved, could not be econamically justified.
The Commission managed a large Government-provided fund in an ambitious but unsye-
cessful attempt at stabilization, as previously mentioned, and it exercised pressure
upon corporation executives to buy up shares of their companies in support of the
Government effort. This aggravated the disaster, since soms of these executives were
constrained to borrow from their corporations for the purpose of buying up the shares, |
and they subsequently found thems elves unable to repay “he loans.

93.  The philosophy of the present Securities and Exchange Commission in Taiwan is
more nearly attuned to the sounder view that the aims of the Commissicn should oneter
upon two principal objectives, namely: the prevention of manipulation, and the in-
clusion of adequate disclesures in the financial statemsnts and related data that are

. made available to investors. Nevertheless, the stabilisation philosophy persists to

some degree. It became known, for example, that Just before the insuguretion of the
President for a fourth term the Commission Attempted to persusde China Securities
Investment Corporation to step up its purchases on the Taiwan 3took Exchange, in order

to create a strong mariet as o testimonial to the Governmmnt, In deference to this




wioh, the compary made some token purchases on whioch, as might have been exjected,
it subsequently incurred a paper loss.
%. Also, it is known that for a considerable period in 1966 the Commi:-sion de-
layed action upon listing applications for issues of new shares, on the theory that
woh listing would create an over-supply of slares and would depress the marxet,
Thus, there developed a considerable backlog of issues awaiting listing. hen the
Commisaion finally took action to grant the applications, no adverse cons equenc es
were experienced,

®. Riatiacticn Batvesn Stahilisation apd Qrerly Market
95. It is suggested that the important distinction between stabilisation and the
maintenance of an orderly market may not yet have been fully grasped in Taiwan. This
distinetion is one that has been emphasized by International Finance Corporation,
which is taking a leading part in the encouragement of efforts to develop capital
markets in the developing oountries. As set out in the brochure issued by China
Securities Investment Corparation at the time of its offfcial openirg to business:

"A disservice to the sconomy would be created if the company were to tie

up its capital in stabilizing operations, thus being forced to suspend its

ordinary business operations until its capital can be freed by liquidation

of the portfolio. " sound system of trading in securities depende upon the

free inter-play of mupply and demand and, at the same time, the maintenaice
of ah orderly market.

"The opsration of supply ard demmnd insures that there will be fluctuations
in prices, as dictated by the public's appraisal of the business out look,
changing economic and busimess conditions, and the varying vicissitudes of
individual companies. On the other hand, the maintenance of an orderly
market requires the restriction of those extreme prics fluctuations which
othervise would ocour due to o temporary imbalance between supply and demard,

*In this respect the new C0RpaRy, by purchasing shares when the price drops
too far or tno fast, or selling shares when the price advances too far or too
fast, is equipped to make a significant contrijution toward maintaining an
orderly market, while achieving a profit through the exercise of its busi-
ness acumen."
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9. By operating in this manmer, China Jecurities Investamsmt Corporetien hae al-
ready made some contribution to the maintenance of an orderly market on the Todwam
Stock Bxchange, the form of bids for shares when other Suyers were holding bash. Un-
fortunitely, its operitions have been principally on the buying side, and therefore
its full potenti .l for s contribution to the maintenance of an orderly market has
not been realized,
Y7. Transactions calculited to assist in the maintenance of an orderly martet may
be compared witht the operations of a specialist on the New York Noek Inshange. Ome
of the syeciali<t's functions is to purchase shares of e stoek, for vhieh he aste
82 4 specialist, when other buyers are lacking, or tc sell shares when other sellere
are laicking.

C. Memuatien of fsealmalaticn
98, Megulation b the Securities and knchange Commiseion of the sesuritics martet
in Tajwan relies in part upon getting detailed daily reports of all tremsections em
the Taiwan Stook tachange and studying these to uneover evidenses of possibly ow-
spicious activity. For example, such evidence might be afforded Wy a consentration
of transactions in a stock over a brief period, with the effect of rumning the prise
up or down unduly, or orders executed by the s ame braher simltanscusly on the Wupiag
and on the selling side, wggesting a "wash" transastion which gives s false inpres-

sion of market activity in a stock.

99. Represemntatives of the Commission make frequent spot cheels ot the offiecss of
the brokers. mw-m.mm.u*ammmw
to submit to the Commiseion periodic eertified statemsnte of condition, with dntails
concerning their operetions,
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0. Margin requiremsmnts on futures transactions are established Ly the securities
and Exchange Commission, which varies the amount of margin required from time to
time. The margin is small by usual standards, being gererally in the range of 20%
to 40, eand the requiremsnt is applied wdth unequal force as between purchases and
sales. Thus a futures transaction consisting of the sale of a stock may call for a
higher margin than one comsisting of the purechase of a stock, presumably on the
theory that sales are more damaging to the mariet than purchases and therfore should
be discouraged. This smacks somswhat of the stabilization philosophy. The appli-
cation of a unifors margin rate for purchases and sales would seem to be the sourder
proeedure,

D. Iamdabien of Fiseasial Matemanis
Wl. Of equal if not greater significance is the work of the Securities and ix-
change Commission which is directed to the inclusion of adequate disclosures in the
fimancial statements and related data that are mde available to investors. The
Commission requires that the financial statemsnts of all corporations whose shares
are listed on the Taiwan Stook Exchange shall be udited by a ocertified public ac-
countant. HNowever, the investing public has learned by sad experience that more of
the certificates that accompany these statemsnts cannot be relied upon,
02, Te point is often mde that most buyers of securities pay little attentiom
to the financial statamsmts, or are not sophisticated enough to read theam intelli-
oostily, oo the question is raised as to the necessity for emphasis upon properly
finmmeial statemmmts. The reason for the importance of reliable financial statemente
1s that the more astute investors and the benls, brokers and investment counsellors
who endeaver to give conseimmtious investasnt advice do indeed pay attemtion to the

statenmnts, and their influenee upon the course of market prices is considerable.
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Further, proper financial statements make the manipulation of prices more difficult,
13, The uneatisfactory status of accounting in Taiwan goes to the heart of the
problem uf developing the capital market, and therefore this matter is given treat-
ment hereinafter under 1 separate heading.

D. tegudation of New Isgues
64, In passing upon new issues of securities, the Securities and Exchange Com-
minsion is faced with the delicate distinetion between authorizing the issue and
approving it, This distinction is not always a clear one in Taiwan, because the
philosorny :and history of the people have led them to believe that what the Gov-
ermnment allows it corsiders good. The viewpoint of more sophisticated free-
enterprise societies, where the Government sets the rules of the game without calling
the pluys, is rot & familiar one in Taiwan,
1IC5. The securities legislation that is on the books provides that the Securities
nd kxchange Commission shall screen applications for new issies of securities "with
a view to the financial condition or the type of operation of the corporation or the
conditions that have exioted in the securities market." Literal adherence to this
instruction would constitute a paternalistic approach, interfering with the opsra-
tion of supply and demand, and would create dangers for the Commission, of which it
is fully aware. Be it said in favor of the Commission that, while not always con-
sistent in its attitude, it has declared its espousal of the principle of letting the
market m ke its own appraisal of the quality and pricing of the securities traded .
therein,
106, In cases of an enforced underwriting of an issue of new shares, such as is

now being required by the Securities and Exchange Commission as mentioned above ’

the Commission will be faded with a touchy administrative problem. It would be best
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that the selection of the underwriter or underwriters » and the determination of a
fair underwriting commission, be lsft to negotiation among the parties. However,
on account of the paucity of competition that exists in the underiting business, it
is believed that the Commission should have a say as to the fairness of the arrange-
ments that are made,

E. Dusiness Bthice
107. By and large, business ethics are not of the highest order in Taiwan, which
makes the regulation of the securities business particularly difficult. The trane
sition, which has already commenced in Taiwan, from a society in which moet tusiness
enterprises are closely held to one in which the shareholdings are spread widely,
necessarily involves a reorientation of business ethics. The same was true in the
past in many of the deweloped ocountries, where the transition took place more
gradually,

108, As the transition ; 7. osses in Taiwan, the problems of regulation will doubt-

less multiply; but it may be hoped that, with an accompanying evolution of business
ethics, they should becoms more menageabls,

ACCQUNTING NATTERS
A. \caquiting Profession lisld in lov atess

109. The basic reason for the poor performance of most of the certified public

asccountants in Taiwan is that the acoounting profession is held in low esteen.

Managements of Taiwan corporations, for the most part, have not learned to use pro-

perly prepared fimancial reports as a tool in mnagenent. The acoountant is rated,

in the qes of the corporetion emecutive, little higher than a bookkeeper, whose job
1tuhmnmmmtm¢t1mdtbnmt.
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110,  Too often, the emphasis is upon tax savings. In consequence, most of the
work of the certified public accountants is devoted to tax matters, and scant heed
is paid to the requirements of the shareholders for informative reports. The
accountants, like the tax people in the lower echelons » are grossly underpaid, which
tempts them to eke out their meager incomes by unsavory meas, The result in uany
cases has been detrimental to the investors » Who are misled by falsified figures; to
the capital market, which lacks authoritative financial statements; and to the Gov~
emnment, which fails to collect the taxes that are its due,

111.  Measures have been taken by the Securities and Exchange Commission which are
tending to ameliorate the situation, and progress is being made toward raising the
standards of the accounting profession. The Commission now maintains an unofficial
list of reputable and competent certified public accountants whose certificates are
acceptable to it., When a corporation submits the certificate of an accountant whose
name is not on this list, the Commission makes difficulties for the corporation and
for the accountant, by probing deeply into the background of the work of the ac-
countant and by withholding acceptance of the certificate until satisified that it
has been properly given. As a result of the Commission's probing, five certified
public accountants were temporarily barred about a year ago from practicing before

the Commission.

B. Thming of Accountant's Appointment
112. A factor which makes for inadequate accounting practices is the custom, which
is almost universal in Taiwan, of appointing the certified public accountant after
the close of the year with respect to which he ie asked to furnish a certificate,

For example, to certify the financial statements of a corporation for 1967, the

chances are that the certified public accountant will not recieve his appointment un-
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til the early part of 19%8. He will not have the opportunity of observing the year-
erd taking of inventory, or of making many of the other checks which are needed for
a proper audit and certification of the accounts. Moraover, he is not afforded the
opportunity of ‘consulting with the corporation during the course of the year, with
regard to its accounting methods and procedures, so as to conform these to the requi-
rements of good accounting, He should receive his appointment for auditing and
certifying the 1967 statements early in that year, preferably not later than the
time of the annual stockholders' meeting.
113. With this problem in mind, the Securities and Exchange Commission has been
considering the promulgation of a rule that the certified public accountant for each
listed corporation be selected early in the year with respect to which he will be
asked to furnish a certificate.

C. Inadequacy of Certificates and Reports
114, In the absence of a requirement for the timely appointment of the certified
public accountant, most of the certificates rendered have meraly stated that the
accountant finds the figures which are being sumbitted to be in accordance with the
books., That is far from meeting the stardards for a proper certificate. Under
these stau:iarde, the certificate should state that an examination has been maae "in
accordance with generally accepted auditing standards," and that the figures fairly
present the corporation's financial cordition and the results of its operations "in

accordance with generally accepted accounting principles"; in each case, with only

such exceptions as are specifically mentioned ir thre certificate. To its credit, the
Securities and Exchange Commission is now beginning to suforce a requirement for cer-

tificates in this fom,
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115. Another detriment is the general failure to use the so-called short form of
accountant's report, which has been widely adopted in the developed countries to the
exclusion, in many cases, of the so-called long form of report. The short-form
report consists of a concise certificate of the certified public accountant, accompan-
ied by the financial statements » with all necessary footnotes appended thereto. It
is well suited for use in anmual reports and prospectuses. The long-form report, on
the other hand, contains a detailed recital of what the certified public acoountant
did and did not do, with detailed and perhaps superfluous comments on the various
accounts, and is accompanied by a certificate vhich is qualified in its entirety by
this recital and these comments.

116. In other workds, the certified public acocuntant in giving a long-farm report
typlcally avids taking a position as to confcrmity with accepted auditing standards
and accounting principles, which are matters that only he is competent to judge. Ewen
the trained reader of such a report has difficulty in evaluating the worth of the
certificate, and the report itwelf is too bulky for inclusion in anmual reports and

prospectuses,

D. Fees Paid to Accountants
117.  The fee that the certified public accountant receives from the ocorporation,
for which he audits the accounts and certifies the financial statements, treated as
confidential information, but there is no reason why the Securities and Exchange
Coomission cannot ascertain this as background data in ite regulatory work. While
the fees received by certified public acoountants in Taiwan are generally low in
comparison with those prevailing in more sophisticated economies » Some of them run
absurdly low. Even for large corporations with complex activities, they somstimes

run at less than $1,000 a year. In at least one instance, where considerations of
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friendship were alleged, there was no compensation to the certified public ac-
countant,

118, It may well be asked, "What is the quality of the work that can be expected

of a certified public accountant in return for a minimal fee?" The answer is clearly
that the certified public accountant who undertakes to work for such a fee is forced
to do a hasty and slipshod job, An examination by the Commission into the fous that
are paid to the certified public accountants can at least point the finger to situae
tions that are suspicious on their face,

119, There must be over 100 practicing certified public accountuntz in Taiwan, but
very few of them meet the standards of good accounting practice, Most of them operate
without staff assistants, or at most with one or two assistants, who arc somctimes
employed on a temporary basis. In the effort to strengt.hen the profession, the Gov-
ernment has recently tightened the requirements for tne licensing of certified

public accountants. The Government recognizes that the training which is given in
this field by ocolleges, business schools and vocational schools in Talwan is inad--
equate, and has endeavored to bring about an improvement in the teaching of

accountancy.

E. Chinese United Credit Center

120, A significant step which was taken about a year ago by China Deve lopment
Corporation, in order to promote the dissemination and use of reliable financial
data, was the sponsorship by it of the formation of Ch;lneae United Credit Center,
This is a new and mxch needed credit information service which is intended tc operate
ultimetely in the manner of Dun & Bradstreet in the United States. It rececjves

the support of practically all of the financial institutions in Taiwan, In addition,

the two United States banks which recently established branches in Taiwan hive made
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© fruitful boginning in the 185umbly by thum f finaneial data regardiing Lthe enter-
jrises in Taiwon with which they or their customers have oscision to deal.
121. The process is 1 slow one, buctuse it is necessary to break through the tra-

ditionil wure f secrccy with which the finwncial data are customarily surrounded.

122,  Menticn has been mide of cert.in leg1l problems which confreat tne securities

business in Taiwan, vspeciilly the barriers to the co-mingling of the business of

brokers and thit of d. lers uxl to the conduet of an over-the-ocounter businese,

Under present circumst ‘tices, there is re.son to bdieve that thes: barriers vill be
removed by mendment  f th. existing securitics law.

123, Other legal problems in the development of the capital market remain,

however,

B. Iax Jtrugture
124. One of the remaining problems {s nresentod B the tax strueture, which is
slanted in f.vor of ujirect investments by emtrepremeurs but fails to give correspon-
ding consideration to the needs of the capital mrket, Unlike soms other developing
countries, Taiwan offers no tax incentive for closely held corparstions to plaee
their shares with the public,
125, With the aim of accelerating indwstrial atput, the Goverrmsnt has indeed
introduced soms highly important tax insentives, which make m indirect conatribution
to the development of the capital market by fostering the wstablishment of new enteg-

prises. Notably, the Government has lowsred the top income tax brecket for corpore-

tions from 258 to MK, has decreed a five-year ineome tax holiday for new produstive
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enterprises, has provided tax exemption for a portion of the varninge f 3 corpora-
tion whieh is re-invested in the business, has <llowsd : 1 x deduction for ag Tris,
and has liberalised the oustoms tre tment »f ieports f eapital cyquipment .,
126, While these incentives were being enacted int: law, the tax rates on the in-
comee of individwals, including their fncome from investamnts, were raised t. 52%
for the top bracket, which is undoubtedly 1 high rate for = developing country amd
is resched at an insome level of $30,000, The only significant inducemsnt «xtended
to the public tc invest in securities has been the exemption from twx of capit.l
8aime on securities held for one year or longer. Capital gaims uf shortelr term are
treated like other incoms.

C. laxsian lavsstami
127. Although the Goverrmsnt is desidedly interested in attracting foreign cipital
iato Taiwan, its regulitions eovering the repatriation of foreign capital fail to
somsider the special needs of the capital market. F r-ign capital may not be repa-
triated until the expiration of two years from the date of investaent, ami then only
&t the rate of 155 per anmum. This msans that the foveign irwestor must wait for
nine years if he wishes to take home his entire capitsl, There is, fortunately, no
ban upen the repatriation of dividend or interest incoms.
138, Thy time restriction on repstriation of foreign capital is not necessarily a
handicap for the foreign entrepreneur, .ho is making a direot long-tera invesatasnt in
& new plant in Taiwen. It is, however, disocoursging to the foreign irwestor who i
interested in purchasing Taiwen securities in the market. hwea if this Wwps of in-
vestar should contemplate Meaving his money in Taiwan for an indefinate period, Mo

wually wishes to reserve, at the tims of making his investasnt, the privilege of sub- |
soguantly changing Ms mind.
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19, "Thare s porently oo sufficient resson for ret.ining the restrictio on tim

ootrstion £ reign ey it ]l whiaeh is invested {n portfolio securities--that {s to
Wo ocuritie et e purchased in the market. It is not likely that the re-

Moy bt retrietyor wuld produce 4 flood of portfolic investmsnts by foreigners

'ooomborriss the hovernment or to creite the potent] il threat of i heavy drain
Pothe f relgr oXe' ng+ rescrves in the event of repatriation. un the »ther hand,

this frm f onecuryoment + 1 Telgn investment in partf lio securities wauld con-

titute ne more step in building up confidence atroad, and should ‘herefore promote
indireetly the direct, investments of foreign entreprencurs.
LG, ahould the soverrment become concerned in the matter, it could at my tiss
restore the restrictiofn s t new monecy coming in thervafter, without breaking faith
with t! se foreign invest rs wh o .q treretofore made portfolic investments in
Taiwin 1n reliance upon the lifting of the restrietion.

U. Mo orpvration Loy
131, Ir the latter poart of 196t the legislature of Taiwan adopted, and the Govern-
rent promulgated. t' new corporation law to wiich refercice has slready been made.
The new law effectad mingy imprevemorts frum the old iaw in respect of the obligations
of ourporitions ind their relations with stockholders. Hegrettably, a few undesirable
features crept into the new law as eracted, and these hive caused concerm among thoee
officials and businessmen wh. are interested in the development of the capital msrket,
132, For examnle, the new corporation law requires tiat a corporation which expands
its rusiness mwt finance the sxpaasion by the issuanoe of additional capital stoek
and not bty debt. An exception is made for certain Goversment-approved loans, but the
repaymait of these must aiso be Pinanoced by the iseuance of additional capital stoeh,

This apparently inhibits the use of profits, of wrking capital or of funds gnereted
from operatioms to fimanece WYy expansion, or to repay Govermmnt -approved dedt ineur-
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red for that purpose.

133.  Prther, the ‘ew law, by reetricting to 25% the protion of a corporation's
capital that may be .nvested in other corporations, sppears to restrict unduly the
right of a corporaticn to organise subsidiaries to carry on related businesses. or
to participate in juint ventures with other corporations. The foregoing provisions
affect the capital marxet adversely by sbstituting rigid and arbitrary rules for the
discrstion of managemeit in matters of corporation finance.

134. Of course, the cuestion as to how the expansion of a business should be fi-
nanced should be keyed to such oonsiderations as the corporation's capital structure
and its ability to pay its debts. The question whether a subsidiary or a Joint ven-
ture should be formed also be keyed to the circumstances of the particular case.
Conceding that some governmental control in these matters is needed ir Taiwan, this
can be provided by the Securities and Exchange Commission, which is in a position

to exercise judgment as to the appropriate course to be follwed in varying situations
and in the interest of the financial health of the affected corporations.

135. The new law gives to a small minority of the¢ stockhoiders of a corporation the
onportunity to create a nuisanoe value for themocelves, For instance, the holders of
3% of the capital stock may at any time take legal aciion for the appointment by a
oourt of an examiner into the corparation's affairs, and under certain conditions the
holders of 108 of the capital stook may at any tims take legal action for dissolution
of the corporation. While the mrotection of the rights of minority stockholders is a
worthy objective, over-aiealousnees in this regard may be productive of ill results,
It 10 known that the effect of such provisions has been to causc the deferment of some
proposed iseuss of new shares, in which the imwesting public of Teiwan would have

been invited to partieipste.
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16,

The problem: inadvertontly posed by the new legislation have been brought

tothe atrention f the Government in the hope that remedial steps will be taken

by admiristrtive wetion, whore poesible, or by amendment .









