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Foreword

The Asian currency and financial crisis has had far-reaching effects on the regional economies and their
trading partners. These effects have threatened to wash away the region’s significant social and economic
advancement achieved during the preceding years of rapid growth. The crisis has also unveiled many intri-
cate problems and challenges in macroeconomic management, banking and capital markets management,
institutional capacity, and governance of thefinancial systemsin theregion.

Recognizing the urgency of addressing these problems and challenges, the Economics and Devel opment
Resource Center of the Asian Development Bank undertook a regional study of financial markets in nine
devel oping member countries: People's Republic of China, India, Indonesia, Republic of Korea, Maaysia,
Pakistan, Philippines, Thailand, and Viet Nam. The objectives of the study were to analyze and deepen the
understanding of the sources of the crisisin currency and financial markets, to provide a useful basis for
designing and implementing preventive measures and refocused country strategies, and to hel p the Bank and
its member countries build robust and sustainable financial systemsin theregion.

The study was designed, supervised, and coordinated by S. Ghon Rhee, Resident Scholar, 1997-1999.
A large number of Bank staff and renowned scholars and experts contributed to this study.

Regional policy issues and recommendations based on the findings of the study were discussed at the
High-Level Workshop on the Asian Financia Crisisin Tokyo, on 25-26 March 1999. This workshop was
hosted by the Bank, the ADB Institute, and the Institute of Fiscal and Monetary Policy of the Ministry of
Finance of Japan.

The present series of publications seeksto bring the research findingsto amuch wider audience and hopes
to contribute to a better understanding of the Asian financial crisis and how its recurrence can be prevented
in the future.

Jungsoo Lee
Chief Economist






Preface

Rising to the Challenge in Asia: A Study of Financial Markets presents the findings of a study carried out
under Regional Technical Assistance 5770: Sudy of Financial Markets in Selected Member Coun-
tries. Many Asian Development Bank staff members and outside experts contributed to the study’s success-
ful completion.

The core membersfor the study were Ramesh Adhikari, David Edwards, Tobias Hoschka, Sudipto Mundle,
Soo-Nam Oh, Pradumna Rana, Yutaka Shimomoto, Reza Siregar, Peggy Speck, Ramesh Subramaniam, and
Vo Van Cuong. The outside experts were Stephen Cheung (Hong Kong, China), Yoon Je Cho (Republic of
Korea), Jang-Bong Choi (Republic of Korea), Catherine Chou (Hong Kong, China), G.H. Deolakar (India),
Maria Socorro Gochoco-Bautista (Philippines), Akiyoshi Horiuchi (Japan), Masahiro Kawai (Japan),
Mohammad Zubair Khan (Pakistan), Joseph Y. Lim (Philippines), Sang-Koo Nam (Republic of Korea),
Anwar Nasution (Indonesia), Edward Ng (Singapore), Jacha Park (Republic of Korea), Mohd. Haflah Piel
(Maaysia), Ken-ichi Takayasu (Japan), Khee Giap Tan (Singapore), S. K. Tsang (Hong Kong, China),
Stephen Wells (United Kingdom), Richard Werner (Germany), Min-Teh Yu (Taipei,China), and Barents
Group LLC (KPMG).

Thirty-seven reports are contained in aseries of 12 volumes:

Volume 1: Regional Overview Volume 3: Sound Practices
» Macroeconomic Policy Issues » Corporate Governance (Hong Kong, China)
 Banking Policy Issues * Currency Board (Hong Kong, China)
* Capital Market Policy Issues * Central Provident Fund (Singapore)

Volume 2: Special Issues ’ glcfllqtorr;:cid Fl_rlla_nugl éﬁ’ stem (Singapore)
« Asset Management Entities anking Sector (Taipei,China)

* Deposit Protection Schemes Volumes 4-12: Country Studies
» Macroeconomic Policy Issues
 Banking Policy Issues
* Capital Market Policy Issues

Thevolumesbenefited extensively from constructive comments from the Bank interdepartmental working
group, and the ministries of finance, central banks, and securities and exchange commissions of the nine
member countriesthat participated in the regional technical assistance study program and in the High-Level
Workshop on the Asian Financial Crisisin Tokyo, on 25-26 March 1999. Mitsuo Sato, former President of
the Asian Development Bank; Bong-Suh Lee, former Vice-President (Region West); and Peter Sullivan,
Vice-President (Region East) provided strong support and guidance throughout this project.

Soo-Nam Oh coordinated the research and publication activities. Wilhelmina Paz, Lagrimas Cuevas,
Anthony Y grubay, Ruben Mercado, Virginia Pineda, and Rosalie Postadan provided administrative and
technical support. The volumes were edited by Gloria Argosino, Mary Ann Asico, Graham Dwyer, and
Muriel Ordofiez. Typesetting, computer graphics, and conceptualization of the cover design were done by
Segundo delaCruz, Jr.

S. Ghon Rhee

K. J. Luke Chair of International Finance and Banking
University of Hawaii

Resident Scholar of the Asian Development Bank
(June 1997-June 1999)



Vi A STUDY OF FINANCIAL MARKETS

Contents

Foreword iii
Preface %
Acronyms and Abbreviations viii
Macroeconomic Management in Thailand: The Policy-induced Crisis 1

Richard A. Werner

SCOPE AND METHODOLOGY OF STUDY 2
MACROECONOMIC MANAGEMENT SINCE THE 1980s 2
Macroeconomic Overview 2
Macroeconomic Policy Mix (Pre-IMF) 3
Assessment of Policy Mix 12
POLICY RECOMMENDATIONS 13
Anticyclical Recovery Policies 13
Other Policy Recommendations. Lessonsto Learn 15
NOTES 2
REFERENCES 24
APPENDIXES 27
The Economic Crisis and Financial Sector Restructuring in Thailand 37
Masahiro Kawai and Ken-ichi Takayasu
INTRODUCTION 3
FINANCIAL SYSTEM FRAGILITY PRIOR TO THE BAHT DEVALUATION 39
Overview of the Financial System 39
Financial System Deregulation 40
Capital Account Liberalization 43
Structural Weaknesses of the Financial Sector 44
Early Measures of Financial CrisisResolution a7
FINANCIAL SECTOR RESTRUCTURING 49
Restructuring of Finance Companies 49
Restructuring of Commercial Banks 51
The Financial Sector Restructuring Program of 14 August 1998 52
Progress Since the 14 August 1998 Program 4
THE NEXUS OF FINANCIALAND CORPORATE RESTRUCTURING 61
Corporate Sector Distress 61

Establishing Institutional Frameworksfor Corporate Debt Restructuring 61



Progress of Corporate Debt Workout
Agendas for Further Corporate Debt Restructuring

ENHANCING THE REGULATORY AND SUPERVISORY FRAMEWORK IN THE FINANCIAL SECTOR

An Inadequate Precrisis Framework
Improving the Bank Supervisory and Regulatory Framework
The Medium-term Agenda

CONCLUDING REMARKS

NOTES

REFERENCES

APPENDIXES

Capital Market in Thailand: Issues and Opportunities
Richard A. Werner

SCOPE OF STUDY AND ISSUES TO BE ADDRESSED
Bank-centered vs. Capital-market-funded Economic Systems and Corporate Governance
KEY ISSUES IN THE CAPITAL MARKET AND POLICY RECOMMENDATIONS
The Bond Market: Difficult Years Ahead
The Stock Market: Recent Tightening of Regulation Prevented Systemic Failures
Mutual Funds: Significant Growth Attracts Retail Investors
Pension and Provident Funds:. Building the Future Backbone of the Capital Market
Foreign Exchange and Derivatives Markets
OUTLOOK: WHAT ROLES MUST THE CAPITAL MARKET PLAY?
NOTES
REFERENCES
APPENDIXES

& &

67
67

70
71

83 r

105

106
106
108
108

119
121

124
126
127
128

Vii




viii A STUDY OF FINANCIAL MARKETS

Acronyms and Abbreviations

ACN Asian Currency Note
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AMC Asset Management Corporation/asset management company
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B/E bill of exchange

BAAC Bank for Agriculture and Agricultural Cooperatives
BAY Bank of Ayudhya

BBC Bangkok Bank of Commerce

BBL Bangkok Bank

BIBF Bangkok International Banking Facility

BIBOR Bangkok interbank offered rate

BIS Bank for International Settlements

BMB Bangkok Metropolitan Bank

BOA Bank of Asia

BoT Bank of Thailand

BTH Bank Thai

CAPS Capital Augmented Preferred Securities

CAR capital adequacy ratio

CDRAC Corporate Debt Restructuring Advisory Committee
CD certificate of deposit

D/A document against acceptance

DCA Debtor-Creditor Agreement

D/P document against payment

DVP delivery versus payment

ECS electronic clearing system

EDP Executive Decision Panel

EEF Exchange Equalization Fund

EGAT Electricity Generating Authority of Thailand

FBCB First Bangkok City Bank

FDI foreign direct investment

FIDF Financial Institutions Development Fund

FRA Financial Sector Restructuring Authority

GAAP Generally Accepted Accounting Principles

GATT General Agreement on Tariffs and Trade

GDP gross domestic product

IBRD International Bank for Reconstruction and Devel opment
ICA Inter-Creditor Agreement

IFCT Industrial Finance Corporation of Thailand

IMF International Monetary Fund



KTB Krung Thai Bank

KTT Krung Thai Thanakit

L/C letter of credit

LCP loan classification and provisioning

LTB Laem Thong Bank

MLR minimum lending rate

MOF Ministry of Finance

MRR minimum retail rate

NBFI nonbank financid ingtitution

NCD negotiable certificate of deposit

NEDB National Economic Development Board
NESDB National Economic and Social Development Board
NPL nonperforming loan

NTB Nakornthon Bank

P/E price/earnings

PIBF Provincial Internationa Banking Facility
PLMO Property Loan Management Organization
PT Phatra Thanakit

ROA return on assets

ROE return on equity

RSB Radanasin Bank

RTGS real-time gross settlement transfer

SCB Siam Commercial Bank

SCIB Siam City Bank

SEA Securities and Exchange Act

SEC Securitiesand Exchange Commission
SET Stock Exchange of Thailand

SLIPS Stapled Limited Interest Preferred Securities
SME small- and medium-size enterprise

SPV specia-purposevehicles

TBDC Thai Bond Dealing Centre (formerly Thai Bond Dealers' Club)
TDB Thai Danu Bank

TFB Tha Farmers Bank

TMB Thai Military Bank

T/R trust receipt

TRIS Thai Rating and Information Services
TSD Thai Securities Depository Center

UBB Union Bank of Bangkok

uoB United Overseas Bank of Singapore
WTO World Trade Organi zation

$ isassumed to be US dollars unless otherwise stated.
Korea refers to the Republic of Korea.
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Scope and Methodology
of Study

M acroeconomic management includes two impor- :
tant areas: structural policiesand cyclical policies. :
Structural policiesinfluence the potential growth :
rate of an economy.lThey include the type of eco- |
nomic system employed to mobilize resources—
whether bank-centered, for instance, or stock-mar- -
ket-centered. Cyclical policiesareaimed at influ- -
encing actual growth, usually inorder to bringitin -
line with the potential growth rate. They include
the interplay of monetary, exchange rate, and fis-
cal policies. Thisstudy incorporatesthe latest find-
ings in economic theory and applied economics,
which stress a special role for monetary and, in -
particular, credit policies. Key issuesthat are cru-
cial for macroeconomic management, but are usu- -
ally neglected, include the form of governmentin- -
tervention, type of economic system (classified as

bank- versus capital-market-based resource allo-
cation), and nature of the credit markets. (See Ap-
pendix 1.)

This study analyzesthe development of the 1997
financial crisisand offers policy responses against
the background of the precrisis economic structure
and the macroeconomic management policies em-
ployedin Thailand. (See Appendix 2.) Much of the
postcrisisanalysis, including the program imposed
by the International Monetary Fund (IMF) on Thai-
land, isbased on an understanding of economic sys-
tems that are more similar to the UK or US model
than to the bank-centered model that has been op-
erative in much of postwar Asia, particularly in
Thailand.

The following section discusses in greater detail
the policy mix sincethe 1980s. It also examines and
evaluatesthe policy mix during the 1997 crisis. The
final section isdevoted to detailed policy recommen-
dations for macroeconomic management, covering
both countercyclical recovery policiesand structural
and regulatory policy changes.
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Macroeconomic
Management
Since the 1980s

Macroeconomic Overview

After the brief but sharp recession and balance-
of-payments crisis in 1983/84, economic growth
picked up again in the second half of the 1980s, as
reflected in therising proportion of exportsand im-
portsto gross domestic product (GDP). Real GDP
growth accelerated from 5.5 percent in 1986 t0 9.5
percent in 1987 and further to 13.3 percent in 1988.
It then fell marginally, remaining at double-digit rates
in 1989 and 1990, and maintaining still-high levels
of growth of close to 9 percent in 1991-1995.
Growth then slowed to 6.4 percent in 1996, before
contracting in 1997 (Figure 1).

Exports grew at an average annual rate of 25.1
percentin 1986-1990 and 15.7 percent in 1991-1996.
Inflationary pressures remained in check, with an-
nual consumer price inflation averaging 3.9 percent
in 1986—-1990 and 5 percent in 1991-1996. Economic
indicatorswereparticularly impressive until 1994. In
19921994, exports rose at a rate of more than 14
percent, thetrade deficit stayed at 7 percent of GDP,
the current account deficit at 5 percent, and inflation
at below 5 percent. Domestic savings averaged 32.5
percent in 1986-1996. The high savings rate was
enhanced by Government saving, sincethefiscal bal-

Real GDP and Export Growth
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anceturned into surplusin 1988 and continuedtodo -
so every year until 1996, with an average surplusof
3 percent of GDP, making up for the declinein house- :

hold savingsin the 1990s.

Despite such an array of impressive macroeco- :
nomic data, however, not all waswell, especialy af- :
ter 1994. The current account had switched from -
modest surplusin 1986 to deficitin 1987.1n 1990, it :
peaked at 8.5 percent of GDP, plunged to below 6 :
percent in 1992-1994, and roseto 8 percent in 1995— :
1996. Moreover, the current account deficit had in- :
creasingly been financed by private borrowing from :
overseas. Private debt almost tripled from $6.1 bil- -
lionin 1987 to $17.8 billionin 1990. By 1993, it had -
more than doubled to $37.9 billion. It doubled again, :
soaringto $73 billionin 1996. Clearly, the most wor- :
risome aspect of the buildup of foreign debt wasiits 3
term structure; the share of short-term debt rosesub- -
stantially in the 1990s. The other indicator that re- -
sources might not have been efficiently allocated was -
the surge in asset prices, as witnessed in the real

estate market.

In 1994, the yuan was devalued. In 1995-1996, -
from a historic peak of ¥79.75 on 19 April 1995,
the yen depreciated by more than 60 percent. Since
the baht remained pegged to the US dollar, it ap-
preciated by 60 percent against the yen. Partly asa -
conseguence of the currency depreciation and in-
creased competitiveness of the People's Republic
of China (PRC) and Japan, which are among
Thailand’smost important trading partners, Thai ex-
. that might be madeisthat, precisely because it was

When export growth slowed from an impressive
23.6 percent in 1995 to virtually zeroin 1996, large -
capital outflows, combined with massive speculative -
attacks on the currency, led to the flotation of the
baht on 2 July 1997, and the beginning of a deep
recession. High interest ratesaimed at defending the -
baht exacerbated the collapse of the credit-driven -
real estate boom, which has produced substantial :
amounts of bad debt that are now crippling the bank- :
ing system. Fifty-six finance companieswere closed, :

ports suffered significantly.
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four banks de facto nationalized, and, since 1998,
many financial institutions have acquired foreign
strategic partners.

The Government has set up several ingtitutionsto
dispose of bad debt. The law now allows substantial
foreign ownership of banks and real estate. Due to
the IMF-led multilateral bail-out package, the baht
stabilized in 1998, after depreciating by 93 percent
from June to December 1997. However, the contin-
ued domestic credit crunch brought GDP growth to
ahaltin 1997 and resulted in anegative GDP growth
in1998.

Macroeconomic Policy Mix (Pre-IMF)

FISCAL POLICY
Fiscal policy had been consistently conservative
since the mid-1980s. Having been in the order of
34 percent of GDP for most years since the mid-
1970s, the fiscal deficit shrank sharply to 1.4 per-
cent of GDP in 1987. Since then and until 1997,
Thailand recorded substantial fiscal surpluses, peak-
ing at 4.9 percent of GDPin 1991, and 2.2 percent
in 1996. From 1997 onward, fiscal policy turned
stimulatory, with alikely fiscal deficit of 3 percent
in 1097/98.” This was largely due to the cyclical
economic downturn, which reduced tax revenues
and boosted expenditureswith the provision of higher
unemployment benefits, social expenditures, and
Government spending packages.

Clearly, Thai fiscal policy has been amost with-
out fault over the past decade. The only criticism

so prudent, someforeign investors, who used thefis-
cal deficit as an indicator of the credibility of Gov-
ernment policies, diverted their investmentsto Japan
in 1993-1996. However, this behavior wasdueto a
misguided reading of economic indicators and cer-
tainly not to apolicy flaw.

The post-IMF fiscal policy, whichisseverely re-
stricted by IMF targets, is al'so not a problem for
the economy since the nature of the economic cri-
sis is amost entirely monetary. Monetary policy,
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therefore, hold not only the key to understanding past

that requires far more detailed analysis.

MONETARY AND EXCHANGE RATE POLICIES

Monetary policy isimplemented by theBank of Thai- -
land (BoT). By law, BoT issubject to supervisionby -
the Ministry of Finance (MOF). However, it hasal- -
ways de facto independently implemented its own -
policies (an issue of relevance for policy recom- -

mendations). MOF caninfluence BoT policy only by
removing the bank’s governor. In practice, MOF has
not beeninvolved intheformulation and implementa
tion of the key monetary policiesand their tools.”
According to BoT, the main “anchor” for mon-
etary policy from November 1984 to June 1997 was
the nominal exchange rate, pegged to a basket of
currencies of Thailand’smajor trading partners (and
dominated by the US dollar). Under the basket-peg
regime, BoT set a mid-rate for the dollar-baht ex-
change rate everyday and would buy or sell dollars
against the baht with commercia bankswithout limit
within the narrow band of +B0.02 of the mid-rate
from 8:30 am. until noon.’ As Figure 2 shows, the
regime successfully stabilized the exchange rate
around thetarget value with only minimal variation.
The basket-peg regime reduced the monetary
policy options of BoT. BoT was hot, however, ren-
dered without policy tools, asitscredit control policy,
in particular, continued to be effective. When for-
eign capital inflows became substantial inthe 1990s,
domestic sterilization operationsdid not keep up with
them. As Figure 3 shows, the growth of the mon-

: Baht per Dollar

mistakes, but also to economic recovery. It should -
be emphasized that due to the primacy of monetary :
over fiscal policy, the Government, if given achoice :
between tight fiscal and loose monetary policy mix :
and loose fiscal and tight monetary policy combina- :
tion, should without doubt opt for theformer. Aswill |
be seen bel ow, the economic outcomes of the policy
mixes are not the same: while the former would of-
fer economic relief, the latter would hardly affect
economic growth. It is monetary policy, therefore, -
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etary base was dominated by capital inflowseven as
credit to the Government or the domestic banking
sector shrank.

Officialy, BoT adopted a“multipleindicators’ ap-
proach in monitoring monetary conditions, asit found
that the rel ationship between monetary and economic
variables became less stable. However, the break-
down of the stable relationship between money and
GDPiscommon during times of rapid credit expan-
sion (Werner 1997). Whilethe official response was
to shift to monitoring along list of indicators, includ-
ing short-term interest rates, commercia banks' de-
posit and lending rates, bank reserves, monetary ag-
gregates, and capital flows, the key variable moni-
tored by BoT decision makers was domestic credit
expans on.” Thecredit control schemewasofficial ly
introduced in 1994, and i s discussed bel ow.
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Monetary policy tools

guirement asamonetary policy tool.

Official bank rate. Banks and finance compa- :
nies can borrow from BoT’s “loan window” alim- -
ited amount of money at afixed official interest rate -
or bank rate. Access to the facility is at BoT's dis-
cretion. Since the bank rate has been used in the
past as a signal for changes in monetary policy, it -
correlates closely with changes in the commercial
banks deposit and lending rates (Figure 4). BoT -
maintained a high interest rate policy, especialy in -
1995-1996. The policy’s aims were to slow down -
the economy (to avoid overheating), bring down the
- amost totally neglects, requires attention here be-

Money market operations. BoT uses repurchase -
agreements, outright purchasesor sales, and foreign -
exchange swaps to conduct money market opera-
tions.” Volume in the repurchase market has risen .
significantly in recent years (especially after thecri-
sis), whiletheloan window’simportance hasdimin-
ished.” Outright bond purchases and sales are lim-
ited by the underdevel oped bond market. In contrast, -
the dollar-baht swap market has been deep and lig- -
uid (with daily turnover estimated at $9 billion glo-
bally in early 1997). BoT thus considered swaps a -
more* efficient instrument” to partially sterilizefor-
eign exchange operations necessitated by the bas- :
ket-peg exchange rate regime under conditions of :
- thevarioussectors. If the banks’ plansdid not match

current account deficit, and reduce capital inflows.

significant capita inflows.”

: Bank Rate vs. Loan Rate Charged by
Reserve requirements. In order to discourage - Commercial Banks

short-term capital inflows, in August 1995, banks :
were required to maintain 7 percent reserve against :
nonresident baht deposits of less than one-year ma- :
turity in the form of depositsin BoT. In 1996, the :
reguirement was expanded to include all short-term :
foreign currency liabilities of banks (including the :
Bangkok International Banking Facility [BIBF]) and :
finance companies.6 The banks' required reserve :
ratio remained unchanged at 7 percent of deposit :
liabilities from September 1974 to September 1997, -
when it was reduced to 6 percent. Thus, until Sep- :
tember 1997, BoT had never used the reserve re- -
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Direct control and moral suasion:

Credit controls

Official documents statethat BoT has* occasion-
aly” resorted to direct control and moral suasion as
monetary policy tools. In fact, the measures were
not “occasional” but regular and, indeed, the most
important features of monetary policy. A direct credit
control regime, the Credit Planning Scheme, was
officially introduced in 1987 and remained in place
until at least the first half of 1997. It was both quan-
titative and qualitative in nature.

The Credit Planning Scheme, which theliterature

cause of its central rolein economic causation (and
thus the propagation of the crisis) and in the imple-
mentation of monetary policy.

Banks were required to submit semiannual lend-
ing plansfor their desired amount and allocation of
credit across various sectors of the economy. BoT
then collated and aggregated the individual lending
plans and compared the resulting overall credit ex-
pansionwithitsown plansfor credit creation. Credit
expansion of the banking system was defined asbank
loans plus bank purchases of securities. The latter
were prepared by the Economic Research Depart-
ment based on aprojection for targeted nominal GDP
growth and the targeted expansion in credit across

5




BoT’spolicy target for credit growth, BoT adjusted -
theindividual banks' lending and securities purchase |
plans. Although officially semiannual, the planswere :
monitored monthly by BoT and commercial banksto :
compare the actual situation with the central bank’s :
: spite the fact that it contradicted the purpose of set-

plan.

Asin other countries where similar direct credit -
controls have been applied (UK until the 1970s,
Franceuntil thelate 1980s, Koreauntil themid-1990s, -
and Japan until 1991),10 the credit controls were,
strictly speaking, extralegal and “nonbinding” means
of influencing behavior of the banks. However, in
practice, banks closely followed the “guidance” of
the central bank. The most important sanctioning
device to ensure compliance was the implicit threat
of noncooperation by the central bank. Since com-
mercial banks are dependent on the goodwill and
cooperation of the central bank on a daily basisin -
their money market and fund-raising operations, moral
suasion has proven to be highly successful inalmost

all countries, including Thailand.

Thecredit controlswere not confined tothequan-
tity of desired credit expansion, but also containeda
detailed breakdown of aggregate credit expansion

acrossvariousindustrial sectors of the economy. The
share of loans allocated to real estate and construc-
tion was of particular interest to BoT. The Credit
Planning Scheme also included loans by Thai banks
through BIBF and the Provincia International Bank-
ing Facility (PIBF). However, foreign banks (which
constituted the mgjority of BIBF lending) were not
included until 1996, when thelargeforeign banksand
finance compani eswere also made part of the credit
scheme. In 1995, BoT reduced the credit growth
ceilings dlightly. In 1996, it reduced them to 21 per-
cent. Until 1996, the exclusion of BIBF loansby for-
eign banks at a time of restrictive domestic credit
controls could not fail to induce ashift of borrowing
from the domestic baht market to the offshore mar-
ket, where there were incentives to borrow in US
dollars. However, the policies concerning the award

6 A STUDY OF FINANCIAL MARKETS

of banking licenses were based on the performance
of foreign banksin providing loans to the domestic
corporate sector. Indeed, the master plan concern-
ing theintroduction of BIBF stated thisexplicitly and
therefore directly encouraged “out-in” lending de-

ting up BIBF inthefirst place, which wasto encour-
age“out-out” and “in-out” lending.

Other forms of moral suasion

Although virtually nowritten recordsexist of other
formsof informal moral suasion by BoT, interviews
with market participantsin Bangkok indicated that,
to a surprisingly high degree, BoT engaged in
micromanagement of the banking system. It appar-
ently used itsextralegal discretionary market power
to coax bankstofollow its“ guidelines’ concerning
fee structure, branching policy, and interest rates.
It may be said, therefore, that the financial markets
have become transparent and rule-oriented.

REGULATORY POLICY

A number of important changesin regulatory policy
in the late 1980s and early 1990s were in line with
the first and second Three-Year Financial System
Development Plans (1990-1992 and 1993-1995),
aso known as the “Master plan.” " The plan aimed
to deregulate and liberalize the financial sector and
capital account. The two most far-reaching regula-
tory changes were the following:

Interest rate deregulation

After the initial relaxation of the upper limit on
interest rates in the 1980s, the recession that soon
followed brought liberalization to ahalt. Interest rate
deregulation resumed inthelate 1980s. In June 1989,
the interest rate ceiling on long-term deposits was
lifted. In March 1990, interest ceilingson all types of
time deposits were removed and those on loans and
savings deposits raised. The development plans de-
fended the poli cies as encouraging competition, which



would, in turn, raise productivity and efficiency in -
- aureislikely to serve outside interests, while the lit-
- erature agrees that premature capital account de-

the financial system.

Exchange control deregulation

After liberalization of foreign direct investment in :
manufacturing of mainly export-oriented goods, port- :
folioinvestment wasgradualy liberalized in thelate :
1980s. In June 1990, the capital account was fully :
liberalized. In March 1993, BIBF and, later, PIBF, -
- the balance of payments does not constrain growth.
Government officials gave the following reasons :

were established.

for exchange control deregulation:

« Itwould facilitate so-called “ out-out” investment -
(offshore financing for projects abroad) or help :
“in-out” flowsfrom Thailand into Indochina, and -
strengthen the role of Bangkok as a financial :

center.

* It was a response to pressures from IMF, Gen- 3
eral Agreement on Tariffs and Trade (GATT)
Uruguay Round (and, later, World Trade Orga- -
nization [WTQO]), and the US Treasury Depart-
ment. Thailand implemented exchange control
deregulation to comply with Article 8 of IMF's .
Articlesof Agreement, guaranteeing that itscur-
rency for all payments and transfers from cur-
rent international transactionswould be convert-
ible and that it would refrain from imposing re-
strictions on such payments and transfers with-

- shift from short-term profit maximization to the more

* [t would attract moreforeigninvestment, which
would supplement domestic savingsand fund do-
mestic capital accumulation and infrastructure

- product sold by all players is likely to rise. In the

Some decision makers argued that the introduc- -
tion of competition into the banking system would -
increase efficiency and prudent lending. However,
none of the above reasons hasprovided, or waslikely
to provide, benefitsin excess of the costsand poten- -
tial costsincurred due to deregulation. The benefits -
of becoming animportant internationa financia center :
are debatable and the probability of achieving this :

out IMF's approval 2

development. =
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goal may have been overestimated. Outside pres-

regulation isvery costly for the country concerned.

It isnot obviousthat foreign portfolio investment
necessarily enhances domestic capital formation on
a net basis. If funds are required for domestic in-
vestment, then the domestic banking system is per-
fectly capable of creating enough credit as long as

If the balance-of-payments constraint has been
reached, then increased reliance on capital inflows
may carry the risk of sudden reversals and balance-
of -payments crises. Theargument that domestic sav-
ingsare“insufficient” isbased on amisunderstand-
ing of the macroeconomic meaning of savings. Sav-
ings do not provide the funds for investment, asis
commonly believed by Iaymen.14

As the empirical evidence from countries like
Denmark, Japan, Norway, Sweden, and UK shows,
deregul ating the banking system and introducing com-
petition is prone to reduce instead of enhance the
efficiency of its lending activities. The reason is to
be found in the special nature of banks. Before de-
regulation, banking systemsoperate like oligopolies
or semicollusive cartels. When a normal manufac-
turing cartel isabolished, theresultisimmediate com-
petition for market share, implying that the players

immediate goal of survival and market-share expan-
sion. As all players compete for market share and
drive down profit margins, the total amount of the

case of banks, the product concerned is bank loans.
The problem arises due to the macroeconomic ex-
ternality of overproduction of bank credit as banks
compete for market share: excess bank credit im-
plies an expansion in the money supply and, hence,
in overall economic activity. Since most banks at-
tempt to expand loans quickly by lending to the real
estate sector, real estate and asset prices in general



rise (while consumer prices may not be affected -
much). An asset bubble ensues. The policy implica- |
tion is clearly that the deregulation of the banking :
system and the introduction of competition must be :
accompanied by policiesthat strictly limit theamount :
of total credit creation. An idedl tool is the credit -
controlsimposed by BoT. However, the very impo- |
sition of credit controls negatesafull deregulation of
the banking system. The conclusion must be that, -
duetotheir special nature as producersof themoney -
supply, banks should not be deregulated asmuch as -

other economic agents.

The authorities admitted that they seriously mis- -
calculated the usethat would be made of BIBF. While
“out-out” and “in-out” flows had been expected, the
“out-in” flowswere most often used, which authori-
ties claim they had not foreseen. As aresult, some -
of theliberalization policiesweretoned down, ascapi- -
tal inflows increased far beyond expectations. In
1995, the minimum loan level of BIBF wasraisedto
B2 million (although thismight also have hadthead- -
verse effect of encouraging large-scale transactions
instead) and a 7 percent cash reserve requirement
imposed on nonresident accounts with amaturity of

less than one year. In August 1995, BoT attempted
to discourage borrowing from abroad by commer-
cial banks by requiring them to reduce the loan-
deposit ratio to the average of thewhole system (i.e.,
if the average were 105, those banks with higher
ratios would have to slow down loan expansion). In
September 1995, savings were encouraged by re-
ducing withholding taxes from 15 to 10 percent for
contractual long-term savings deposits with maturi-
ties of more than five years for housing, education,
and retirement.

OVERALL POLICY MIX AND CRISIS

While interest rates and the capital account were
deregulated, other aspects of the economic system
remained unchanged. This created an unusual regu-
latory policy mix and did not conform with estab-
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lished experience and recommendati ons concerning
the sequencing of deregulation. Monetary and ex-
change rate policies only worsened the policy mix.

To summarize, the policieswerethefollowing:

* BoT maintained a fixed exchange rate and an-
nounced that it would not devalue the currency.

« The banking system was operating with theim-
plicit guarantee that bankswould not be allowed
tofail, as happened in the crisis of 1983/84.

* Interest rate deregulation increased competition
between different typesof financial institutions,
mainly commercial banks and private finance
companies.

* Nominal interest rates on US-dollar borrowing
were lower than nominal rates on domestic bor-
rowing.

* BoT tightened itscredit controlson domestic bor-
rowing in 1995, but not on BIBF borrowing.

The incentives of each player are reviewed be-
low.

Domestic firms. The credit market is always in
an excess-demand disequilibrium (see, for instance,
Stiglitzand Weiss[1981]). Thus, asin all other coun-
tries, thereiscredit rationing by banksand any dack-
ening of their lending standards is readily accepted
by potential borrowers. If excess demand for credit
cannot be met by domestic loans, but foreign-cur-
rency-denominated loans are easily available, then
borrowersarelikely to avail themselves of thelatter.
Since BoT guaranteed the continuation of the fixed
exchange rate, firms perceived currency risk to be
low or nil. Inasmuch as interest rates on US-dollar
loanswerelower, they had anincentiveto avail them-
selves of US loans.

Domestic banks. When any previously regu-
lated and de facto cartelized market is suddenly
exposed to competition, the playerswill initially fo-
cus on market-share competition. In order to gain
market share, they tend to dump their products. This
is why the total amount of products sold in a
postderegulation market is usually larger than that



in the prederegulation state. The product of banks -
is credit. Therefore, the increased competition :
among banks and between banks and other finan- :
cial institutions fueled excessive growth in aggre- :
gate credit. A similar phenomenon has been ob- :
served in other countries such as Scandinaviaand -
the UK where interest rate deregulation and in- :
creased competition in the banking system produced :
- creation, whichcl osely correspondsto nominal eco-

With BoT-imposed credit rationing and selective :
credit ceilings that restricted domestic loans but al- :
lowed foreign loans free rein, domestic banks also :
increasingly accessed BIBF in order to supply funds :
to the domestic economy. Bankswere not concerned :
about therisk of default, asthe authoritiesimplicitly :
guaranteed the solvency of banks. Moral hazard im- :
plied that banks also had an incentive to continue to 3
either directly borrow from abroad or help domestic
- tic securities and stock issuance, corporate direct

Foreign lenders. The risk-return assessment by -
foreigninvestorswaslikely to have been skewed by
a number of factors: (i) the strong macroeconomic -
performance of Thailand in the past; (ii) the official -
policy to maintain the peg; (iii) tight fiscal policies, -
which signal to international investorsthat Govern- .
ment policy iscredibleand that “ the government was
indeed getting the order of economic liberalization -
‘right’” (McKinnon and Pill 1996:13); (iv) faithin .
the processof liberalizing Thailand’ s capital account,
as pushed by IMF, GATT, WTO, and the US Trea-
sury; and (v) the hasty assumption that liberalization

credit boom-bust cycles.

. 15
firms borrow from abroad.

isalwaysbeneficial.

Domestic authorities. They are basically BoT. It
isunclear what BoT’s policy objectiveswere. Since -
an analysis of BoT decision makers and their mo- -
tives is beyond this study, it remains to be said that -
BoT may have also put blind faith in the validity of
the approach taken by international organizationsto -
push for capital account and interest rate liberaliza-
tion. Moral hazard also seemsto have existed at BoT, -
becauseits monetary and exchange rate policieshave :

MACROECONOMIC MANAGEMENT IN THAILAND: THE POLICY-INDUCED CRISIS ]

been undertaken without prudential auditing and ac-
countahility, enabling it to dideinto blatant nepotism
and to dramatically neglect professional ethics and
standards.

The creation of the bubble
Given the above set of policies and incentives, a
classic overborrowing cycle developed. Total credit

nomic activity, was fueled by almost all its compo-
nents, bank lending expanded dueto BoT Credit Plan-
ning Scheme* guidance.”

Anincreasing share of loansby commercial banks
and finance companies was channeled into nonpro-
ductive investments: real estate; construction; and
consumer loans (including automobileloans, margin
loans for stock purchases, and hire purchase |oans)
(Figure 5). Thetotal of bank lending, BIBF, domes-

borrowing from overseas, and borrowing by finance
companies grew by 27 percent of nominal GDP be-
fore 1993, and by 33 percent in 1995. The increase
islargely credit creation used for transactionsin real
estate and stocks. In other words, it corresponds to
thefinancial circulation identified by Werner (1997)
as the source of speculative bubbles.

With total credit growth of about 30 percent and
GDP growth of about 15 percent, the situation would

SR Commercial Banks’ and Finance
Companies’ Loans in
Nonproductive Investments

Percent
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30

1981 1985 1989 1993 1997

Source: Bank of Thailand.
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eventually become unsustainable. GDP growthrep- -
resents the expansion of national income, i.e., the :
ability of the nation to service its debts. Credit :
growth represents debt accumulation. If, for a pro- :
longed period, debt accumulation expands much :
faster than income generation (and both variables :
start out at already-similar absolute proportions), |
then debt servicing becomes impossible. In other
words, as soon asthe bubble bursts (asloan growth -
is slowed by exogenous variables, such as central- -
bank policy), excess credit creation must turninto

bad debt.

Indeed, as interest rates rose and credit controls
tightened in 1995-1996, credit creation for financial
circulation also slowed. Thisresulted inafal inas-
set prices, including real estate, as they had previ- -
ously been driven up by excessive credit creation. -
As speculative borrowing could not be paid back,
bad debt in the banking system began to rise. As
foreign banks stopped lending at the same timethat
foreign funding began to withdraw, BoT wasforced
toinject large amounts of liquidity into theeconomy.
This was done largely through BoT and Financial
Ingtitutions Devel opment Fund (FIDF) balance sheet

expansion (thelatter not being accounted for on BoT's
bal ance sheet despite FIDF's de facto funding from
BoT). In mid-1996 and early 1997, a string of com-
mercial banks and finance companies were on the
brink of bankruptcy. Four commercial banks were
nationalized when BoT took over them. In June 1997,
16 finance companieswere ordered to suspend busi-
ness. By 1998, altogether 56 finance companies had
been closed down.

The development of the crisis was foreseeable.
Indeed, long beforethe crisis, theliteratureon Latin
Americahad pointed out the sequence of classic cri-
sis development (McKinnon and Pill 1996),16 ase
guencethat isclearly applicableto Thailand:

» Domestic credit growsrapidly, largely financed
out of capital inflowsintermediated through the
domestic banking system, leading to higher lev-
elsof consumption.

« Thecurrent account deficit in the balance of pay-
mentswidens as greater availability of financing
from abroad eases the external constraint.

» Domestic monetary control weakensand domes-
tic price inflation rises or remains high, which
typically occurs when Government attempts to
sterilizethe capital inflows.

» Thereal exchangerate appreciates, with higher
inflation concentrated in the nontradable goods
sector; prices of domestic assets, especialy real
estate or house prices, typically increase.

« A large proportion of the capital inflowsin the
form of overseas deposits is placed in the do-
mestic banking system; the Government is in-
creasingly pressured to broaden the base of in-
sured deposits (creating further adverse selec-
tion and moral-hazard problems).

« Financid crisis, capita flight, and recession oc-
cur, often causing an uncontrolled, deep devalua
tion of the currency, and aresurgence of inflation.

The foreign debt buildup

As domestic borrowers and foreign lenders had
been given incentivesto expand capita inflowsinto
Thailand, the subsegquent buildup of foreign debt is
not surprising. By end-1997, Government borrowing
amounted to $27 billion (more than $18 billion bor-
rowed by MOF and about $8 billion borrowed by
BoT from IMF). Private borrowing amounted to a
staggering $67.2 billion, resulting in atotal foreign
debt of $94 billion. Although most of the borrowing
is short-term (less than a year), it is common prac-
ticefor companiesto borrow short-term and for banks
toroll over those loans after a year, effectively ren-
dering them longer-term loans.

According to the Siam Commercial Bank, 55
percent of the $67.2 billion in total foreign borrow-
ing was lent by Japanese banks. However, many
loans were to companies affiliated with or subsid-
iaries of foreign companies, especially Japanese
companies. Of the total, only $5.7 billion were
denominated in baht. However, the baht liabilities
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were large enough for speculators to use to attack -
the currency. BIBF out-in loans amounted to $28.9 :
billion as of December 1997. The sectoral aloca: -
tion of BIBF loans as of end-1997 was as fol- -
lows: " industry received 55 percent; agro-indus- :
tries, 5 percent; telecommunications, 10 percent; :
rea estate, 6 percent; and finance companies, 10 :
percent. Since finance companies lent about athird :
of their BIBF borrowing to the real estate sector, :
total borrowing of thereal estate sector from abroad :
probably amounted to only 10 percent of all BIBF :
loans. Direct corporate borrowing from abroad was :
composed of $7.6 billion in capital market borrow- :
ing, $17.7 billion in syndicated loans, and $5.7 bil- :
lion in other private bilateral borrowings. A total of :
212 companies borrowed from 450 banks around :
the world; i.e., more banks than companies were 3
involved in the borrowing. Out of total dollar lend-
ing, only 15 percent was conducted through Thai
banks, while 85 percent was conducted through -

foreign banks.

The overvaluation of the baht

cies actually adopted.

Thecrisis

panies were directed to maintain cash requirement
of 7 percent of foreign borrowing with maturity of
less than one year. In July 1996, the Bank for Inter-
national Settlements (BIS) capital adequacy ratiofor
banks was raised from 8 to 8.5 percent, and for fi-
nance companies from 7 to 7.5 percent. The Gov-
ernment discouraged borrowing of foreign fundsfor
nonproductive purposes (such as property develop-
ment) by impaosing an accounting rulethat disallowed
commercia banks to count them as assets.” How-
ever, the replacement of the central-bank governor
and the minister of finance in mid-1996 reversed the
modest slowdown policy. Toward end-1996, foreign
investors had lost confidence in the economic poli-
cies. The stock market started to fall and speculators
launched their first attack on the baht in August. The
second attack hit in December. Since BoT failed to
devalue the baht, more attacksfollowed on 14 Febru-
ary 1997 and 11 May 1997, which finally resulted in
devauation.

In September 1996, in responseto the first attack

- onthe baht, BOT started to intervene directly in the
- foreign exchange market, while continuing its nor-

BoT continued the basket pegin 1996, despitethe -
significant devaluation of the yuan in 1994 and the
weakening of the yen by 60 percent in 1995-1996, .
presumably to maintain policy credibility. However,
a pegged exchange rate can burden the economy
when the basket peg is no longer in line with trade .
flows. The appropriate policy response would beto
(i) continuethe peg regime, but at an officially deval-
ued exchange rate; (ii) introduce a trade-weighted
peg; or (iii) completely abandon the peg. In hind-
sight, all the policy optionsare preferableto thepoli-
~ dtitutions. Fiscal policy continued to tighten. Accord-
- ingto BoT sources, speculatorsall thewhile quietly
- borrowed baht in the foreign exchange swap market

From 1996 onward, the Government recognized 3
that the economy was heating up, fueled by credit -
expansion, and that the current account deficit was :
widening, funded by increasingly large capital inflows. :
As acountermeasure, in March 1996, finance com- -

mal Exchange Equalization Fund (EEF) operations.
Inthefirst half of 1997, BoT used swap and outright
spot transactions. Open market operations slowed
down domestic credit creation, mainly in the repur-
chase market, and sent overnight interbank rates,
which ranged from 9 to 15 percent, soaring to as
high as 30 percent in February 1997. During thetem-
porary stability in the foreign exchange market in
March—April 1997, BoT required 10 finance compa-
niesto raise capital. It created an agency to purchase
and manage problem property loansfrom financia in-

(a degp and liquid international market almost fully
integrated with the domestic market). When economic
fundamentals continued to deteriorate, speculators
launched a concerted, massive attack in May 1997,
sdling dl their accumul ated baht positions, rapidly de-

11
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pleting BoT’sdollar reserves. By then, amost al for-
eign exchange reserves were used up by BoT in -
continued and futile attempts to defend the pegged

exchange rate.

BoT was forced to temporarily and informally :
suspend baht convertibility by introducing capita con- :
trolson 15 May. Foreign exchange transactions and |
lending of baht were limited to nonresidents with a
proven underlying trade or investment transaction.
The policy made it harder for speculators to obtain
the baht. Likethe credit controls, the capital controls
wereextralegal and implemented by “moral suasion.” -
They effectively created atwo-tier foreign exchange
market: the domestic market, with anormal supply
of baht; and the offshore market, where the baht
was becoming difficult to obtain. The offshore baht -
interest rate climbed to over 1,000 percent overnight.
As substantial short baht positions were unwound -
dueto highinterest rates, the baht strengthened some-

what on the offshore market.

By mid-June, confidencereturned to someextent. -
However, with the resignation of the finance minis-
ter, local firms demand for USdollarsto hedgetheir
open foreign exchange exposurerapidly drained dol-

lar reserves via the EEF window. As it had already
spent $8.7 billion in reservesto defend the currency
and undertaken $23 billion in forward contracts ma-
turing over the coming 12 months, and asthe crisis
of confidence deepened, BoT floated the baht on 2
July 1997. The baht immediately dropped by 20 per-
cent. By end-1997, it had depreciated by 93 percent
and the stock market had fallen by 34 percent (in
dollar terms) since June 1997.

According to BoT sources, thefollowing consid-
erationsled it to maintain the peg for so long and at
such enormous expense:

* Given the already-eroding confidence in the
economy and the baht, BoT thought that tam-
pering with the existing exchange rate mecha-
nism (either by band widening, outright deval ua-
tion, or atotal abandonment of the system) would
result in awholesale run on the baht and an im-

mediate currency crisis.

* Dueto Thai corporations large unhedged for-
eign currency debt, which greatly exceeded for-
eign exchange reserves, any such move would
have forced those borrowers to close their ex-
posure.

BoT wanted to buy time by defending the peg.
However, the costs of its strategy were also sub-
stantial: not only werevirtually al foreign exchange
reserves|ost to speculators, but the high interest rate
policy that was necessary to maintain a strong baht
a so severely punished the export sector, which ex-
acerbated the current account deficit, attracted fur-
ther capital inflows, and thus increased the foreign
debit.

THE FLOATING EXCHANGE RATE REGIME

The IMF adjustment program limits BoT interven-
tion in the foreign exchange market. BoT now al-
lows the baht to be determined largely by market
forces, with sporadic intervention whose sole aim
is to smoothen exchange rate movements in peri-
ods of apparent overshooting. Theinformal capital
controlsimposed in May 1997 were lifted in Janu-
ary 1998. As a result, the baht strengthened and
the onshore and offshore exchange rates converged.
However, BoT continues to maintain a maximum
outstanding credit limit of B50 million per
counterparty for Thai baht credit facilities (includ-
ing, among others, foreign exchange swaps, inter-
est rate swaps, currency swaps, options, and for-
ward rate agreements).19

Assessment of Policy Mix

The combination of policieswas disastrous: domes-
ticloan expansion ceilingsimposed by BoT weretoo
high, encouraging real estate speculation; at the same
time, BIBF borrowing was encouraged to maintain
the peg in the face of a substantial dollar-baht inter-
est differential and despite a substantial overvalua-
tion due to considerable yen and yuan depreciation.
A number of risks developed, but since they were
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not recognized, they eventually spiraled out of con- -

trol. A checklist of risks includes the following
~ Anticyclical Recovery Policies

(McKinnon and PFill 1996):

* A sudden increase in the availability of loanable :
funds through capital inflows may encourage :
greater investment in risky prospectssuch aslend- :
ing to red estate or securitiesmarket participants. :

* Foreign exchange exposure is dramaticaly in- :
creased if the inflows are foreign-currency-de- :
nominated, whilethe banks enjoy acomparative :
advantage (informationa or otherwise) in domes- :
ticlendinginloca currency. Managing such risks :
ismore difficult if market participants have no :
experience or thereisno market for derivatives. :

* Real exchange rate risk rises because the prof- :
itability of traded goodsindustriesfalls as more :

~ not related to the primary policy objective of engi-

« Settlement risk increasesif the payment system
isincapable of dealing with the magnitudeor di- -

- economy predictably moved into recession because

e Liquidity risk risesif capital inflows are larger
than those of domestic securities markets. If -
banks attempt to invest the inflows in domestic
markets (say, in rea estate), they may smply
bid up the price of housing, helping create bubbles
inreal estateand equity prices, and inducing de-
stabilizing “herding” or “fad” behavior among -

- can be achieved by central-bank purchases of pri-

capital flowsin.

rection of cross-border settlements.

market participants (Shiller 1991).

* Risksarisefrom the supervisory and regulatory
framework as regulators face larger and differ-
ent challenges in assessing the risks borne by .
the institutions they supervise when capital in-
flowsare considerable and therisks multiply. For
example, regulations may be inappropriate for
the new policy regime: banks may not identify -
problem assets, making it impossibleto measure -

- means that banks have to accept large discounts on

the quality of their portfolios.

« All of the above can lead to greater systemic
risk. The chances of contagion between differ-
ent banks will increase as credit, liquidity, and :

- central bank should also step up purchases of corpo-

settlement risksrise.

Policy Recommendations

POLICY OBJECTIVE: ECONOMIC RECOVERY

There can be no doubt that the immediate problem
for Thailand is recession, as evidenced by substan-
tial negative economic growth rates. The primary
short-term policy objective, therefore, must be to
engineer an economic recovery. In order to achieve
thisobjective, itisparamount that other policy objec-
tives take secondary priority. Secondary objectives
include (i) setting a palitical agenda to change the
economic structure, (i) opening the Thai market to
foreigninterests, and (iii) allowing foreignersto pur-
chase Thai banks and land. While important, they
constitute a separate policy agenda that is clearly

neering economic recovery.
Economic growth isdriven by credit creation. The

aggregate private and central-bank credit creation
has been shrinking. For an economic recovery totake
place, this aggregate must expand. The necessary
policiesarethefollowing:

Short-term policy recommendations
Central-bank credit creation must expand. This

vate sector assets. Since the bond market is under-
developed, and since the real estate market suffers
from excess capacity and the financial system from
excess bad debts, the most efficient way of central-
bank reflation and of addressing the other problems
isfor BoT to purchaserea estatein the open market
and purchase bad debts from the banking system.
Prices should be established by market forces. This

their loan portfolio (a problem addressed below).
Should the central bank incur lossesin the process, it
should write them off by creating fresh credit. The

]
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rate paper and encourage companies to issue bonds -
and commercial paper. It should undertake regula- |
tory stepstoincreaseliquidity and depth in the com- :
mercial paper market. Thisincludes beefing up ac- :
counting standards and encouraging the creation of :
more credit-rating agencies. BoT can encouragein- :
creased bond issuance by paying apremium for cor- |
porate paper. Thisway, corporate bond issuance will
rise and the centra bank can increasingly act as
banker to the nation while commercial banksarestill -

burdened with bad debt.

The credit crunch problem must be solved. Com- -
mercial banksreduced their |oan extension, produc-
ing a credit crunch, because the bad-debt problem -
rendered them morerisk-aversewhile bad-debt write-
offsand provisioning reduced their capital adequacy.
The solution can only be the full-scale write-off of -
all bad debts and the recapitalization of the banking -
system. An elegant solution is (i) for the banksto
issue preferred stock, to be purchased by the central -
bank; and (ii) for the banks to sell bad debts, either -
securitized or not, to the central bank or to anewly

created disposal agency (a“bad bank”), which itself
is capitalized by the central bank. Various schemes
are possible in order to meet different political, fis-
cal, legal, or accounting requirements. However, the
economic outcomewill bethe same—bankswill clean
up their balance sheets. Reduced risk aversion and
increased capital adequacy will raisetheir supply of
credit.

Further micromeasures to enhance credit avail-
ability, especialy to small firms, should includeregu-
lations to discourage banks from applying a simple
collateralization technique when ng loan ap-
plications. The technique systematically underesti-
mates the risks involved due to the macroeconomic
systemic risk externality of collateral values endog-
enous to aggregate bank loans (Werner 1997).20
Therefore, the bank capital adequacy requirements
couldincludedifferent risk weightingsfor collateral-
ized loans and loans that use cash-flow projections

and other flow data. A shift toward the latter will
be necessary to stimulate loan growth in an envi-
ronment of declining asset (and hence collateral)
values. Other regulatory and fiscal measuresto en-
hance incentives for banks to write off bad debts,
such asfull tax deductibility, would further acceler-
ate the process of restoring bank balance sheets
and increasing loan growth. The Government at-
tempted to partially implement the policies; BoT
loans to four banks (First Bangkok City Bank,
Bangkok Metropolitan Bank, Bangkok Bank of
Commerce, and Siam City Bank) were converted
into capital in February—March 1998.

OBSTACLES TO IMPLEMENTATION
While economic recovery through expansion of
credit creationisdesirable, the IMF | etters of intent
are likely to pose an insurmountabl e obstacle to its
implementation. IMF puts a cap on net domestic
assets of the central bank (effectively, the central
bank’s balance sheet) at the end of each quarter.
Moreover, it severely restrictsthe ability of the bank-
ing system to create credit. In other words, IMF
policies prevent achievement of the primary policy
objective of creating an economic recovery. Were
IMF to support this objective, arenegotiation should
substantially raisethe current ceiling on net domes-
tic credit creation. However, revealed preference
indicatesthat IMF s policy objectiveisto stabilize
the exchange rate. As the third and fourth letters
of intent show, this objective has been overachieved,
astheoverly restrictive monetary policiesimposed
by IMF have produced a far bigger economic re-
cession than anticipated by the Government, boost-
ing foreign exchange reserves and the current ac-
count surplus. This shows that less emphasis on
external stability and greater emphasis on internal
stability would have been far more beneficial for
Thailand.

In the third and fourth letters of intent (late May
1998), IMF loosened some of itsrestrictions on fis-
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cal policy. However, monetary policy and especialy
domestic credit expansion targetsremain tight. Some :
observers have argued that tight money is necessary :
to stabilize the exchange rate whilefiscal policy can :
be used to support the economy. However, thereisa :
serious flaw in this argument. Fiscal policy will not :
on anet basis stimulate the economy asawhole. In :
acredit crunch situation, where there is excess de- :
mand for credit, fiscal stimulation isinsufficientto -
achieve the potential growth rate. A necessary con- :
ditionisan increasein credit creation. Fiscal stimu- -
lus such as Government spending superficially seems :
to add to domestic demand. However, fiscal policy :
does not automatically result in credit creation. In :
order to fund its own spending, the Government must :
issue bonds, which will drain scarce liquidity from :
the private sector. Indeed, where credit creation is 3
stagnant, every baht spent by the Government is
likely to keep one baht out of the private sector. -
Therefore, given achoice between fiscal and mon-
etary policies, expansionary monetary policy (with
tight fiscal policy) isclearly superior to expansion- -
ary fiscal policy (with tight monetary policy). How-
ever, there is no reason why both monetary and
fisca policiesshould not bestimulatory. Clearly, IMF
policies that keep monetary policy tight while al- -
lowing somefiscal leeway cannot generate an eco- -
. private sector, such as the ASEAN Banking Coun-

An alternative way to recapitalize the banking -
systemisto sell banks' bad debtsand equity to other
agents, such asforeigners. Thiswould shoreup for-
eign exchange reserves and function as a debt-eq-
uity swap, as foreign debt is swapped into foreign -
ownership of the domestic banking system. How- -
ever, long-term costs of this strategy, such as the 3
loss of influence over the credit-creating financial
institutions, should be considered. IMF policies, which
have prevented a reflation of the central bank and -
recapitalization of the banking system, are support-
ive of swapping foreign debt into foreign equity hold- :
ings of the banking system. Which policy is prefer- :
- ASEAN currencies. Should central banks be unwill-

nomic recovery.

ableisultimately apolitical question.21

Other Policy Recommendations:
Lessons to Learn

FOREIGN EXCHANGE REGIME

The choice of foreign exchangeregimefor Thailand
is now between (i) the continuation of the free (or,
more redlistically, managed) float and (ii) the re-es-
tablishment of someform of apegged exchangerate
regime. It is recommended that the current float be
maintai ned until sufficient foreign exchangereserves
have been built up and while the currency remains
relatively stable. At alater stage, theintroduction of
a trade-weighted peg or triangular peg (referenced
to the dollar, euro, and yen) may be considered. Fi-
nally, depending on Japan’s political decisions, in-
creased use of the yen in Asiamight provide an al-
ternative to the previous dollar-based system.
Should afurther round of currency instability and
depreciation of currencies occur in Southeast Asia
(triggered by adevaluation of theyuan, for instance,
or of another Asian currency), and should the Japa-
nese Government be unwilling to support an Asian
currency regime, then the Thai Government and pri-
vate sector should consider proposals to rationalize
the use of the dollar in Southeast Asia. One such
proposal is the introduction of an ASEAN-wide fi-
nancing scheme, which could be organized by the

cil. Exporters and importers would coordinate their
trade together with their commercial bankers. Al-
though tradeisdenominated in dollars, an 10U would
be issued by the trade-financing bank, calculated at
the spot rate, denominated in thelocal currency. The
|OU would then be presented to the central bank of
the other country. Thus, the trade would be effec-
tively accounted for as an asset or liability of the
central banks. Although all central banks prefer the
dollar dueto thetimelag between issuanceand claim
or clearing, a compulsory currency insurance fund
could be set up, insuring the central banks against
large movements in the rate of the dollar against
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ing to support this scheme, then any commercia bank -
in ASEAN could act as a clearing bank. Given the |
continued deterioration of private bank balance sheets :
in Asia, few private banks might, however, be able :
to fulfill such arole without backing from Govern- :
mentsor international ingtitutions. An aternative sug- :
gestion is to expand the role of the Asian Develop- |
ment Bank as a currency-clearing bank in Asiaand
of Asian support facilitiessuch astheMiyazawaPlan.
However, this scheme would only be useful to the
extent that it minimizesthe use of the dollar for intra- -

ASEAN trade.

MANAGEMENT OF CAPITAL FLOWS AND
FOREIGN EXCHANGE RESERVES

We know from the ex-post accounting identity | - S -
= F (F = current account deficit or foreign capital -
inflow; | = investment; S = saving) that if capital
inflows rise, but do not go hand in hand with an -
increase in investment, they result inadropindo- -
mestic savings and increasein consumption. More- -
over, capital inflows, especially the short-term port-
folio type, are volatile. A country heavily depen-
dent on them risks their sudden withdrawal and a

resulting balance-of -payments crisiswith the threat
of default.

Policies to prevent excessive short-term

capital inflows

Foreign push factors

* Capital inflows can be partly exogenous. If for-
eign investors suddenly decide that a specific
country isatractivefor portfolio investment, their
herd behavior can produce a sudden, large in-
flow, which can disappear equally suddenly. Mea-
sures should therefore be taken to discourage
short-term capital flowsand encouragelong-term
foreign direct investment.

» McKinnon (1973, 1993) has argued that depos-
its held by foreign residents in domestic banks
should be subject to the same level of reserve
requirements as domestic deposits. Thisamounts

toanimplicit tax onforeign deposits, whichraises
the effective real interest rate for domestic bor-
rowers. The scheme can be fine-tuned by dif-
ferential reserverequirementsfor investment and
consumption borrowing and lump-sum taxes
(McKinnonand Pill 1996). Without such require-
ments, thereisapotentially destabilizing biasto-
ward capital inflows.”

* Resarverequirements on short-term capital flows
can be enhanced by administrative controls.

* Foreign direct investment can be encouraged. It
islessvolatile than short-term capital flowsand
bypassesthe banking system, posing sma ler risks
to the balance of payments. Thetoolsto encour-
ageforeign direct investment includetax incen-
tives, efficient administrative procedures, and lib-
eral lawsconcerning, for instance, joint ventures
with local partners. In Japan, such policy was
successful in the 1950s and 1960s.

Domestic pull factors

* These include credit controls on unproductive
and consumptive borrowing such as consumer
borrowing viacredit cards and mortgage finance.

* Any large differential between domestic inter-
est rates and dollar interest rates should be
avoided aslong asthe currency is pegged to the
dollar. Obvioudy, aninterest rate differential, to-
gether with the explicit or implicit guaranteeto
maintain the peg, will encourage borrowing from
abroad.

* Moving to a floating exchange rate or other-
wise diversified exchange rate system may be
advisable.

* To prevent the dramatic fallsin private savings
dueto overborrowing, incentivesto enhancein-
dividual savings are helpful. They may include
the introduction of a fully funded compulsory
saving program such as the compulsory social
security contributionsto aSingapore-style provi-
dent fund (which was also successfully intro-
duced in Chilein the 1980s).
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REGULATORY POLICY: LIBERALIZATION AND
SEQUENCING ISSUES

ization approach.

- changes in the interest rate had a direct impact on
: capitd inflows, inthe hands of the central bank, which
Many multilateral organizationsfavor liberalization :
intheir policy recommendations. Government restric- :
tions on financial services, for instance, are usualy :
considered Pareto suboptimal. BoT has been afer- :
vent supporter of liberalization of the financial sec- :
tor, inviting international competition in order to re- :
duce the influence of the families who own com-
mercial banks. However, the purported benefits of :
liberalization can be demonstrated only intheoretical :
economic models based on highly unrealistic as- :
sumptions and derived from the experience of the :
UK or US. Inthe Thai case, the premature opening :
of the capital account in the face of a fixed ex- :
changerate and alarge interest differential invited :
substantial capital inflows and was arecipe for di- 3
saster. However, the recent academic research lit-
erature cautions against an oversimplified liberal-
- and speculative loans, which are a core cause of the

Liberalization is not always beneficial. As two -
decadesworth of economicsliterature pointsout, the -
sequence of liberalization of both the capital account -
and the banking system is crucial to a successful
opening of an economy (see, for instance, McKinnon
[1982, 1993)). In particular, it iswell recognized that
opening just the capital account, whiletherest of the
economic system remains unchanged, invites ca-
lamity, especially in the case of a fixed exchange -
rate system. It is therefore relevant to question the
motivation of IMF, GATT, WTO, and the US Trea- .
sury when they push countriesto adopt thisstrategy.

As for the banking system, international institu-
tions often argue that direct credit controls are not
efficient, as free-market forces are superior in allo- 3
cating credit. However, in aworld of imperfect in- -
formation, credit controls have often proventobean
effectivetool of monetary policy, sinceimperfectin-
formation results in non-Walrasian market out-
comes—rationing, for instance—which render quan- :
tity variables superior to price variables as a policy :
tool and economic indicator. Especially because :

has discretionary power over the banks, quantitative
credit controls were a powerful tool to keep credit
creation in check. Ethical problems exist, however,
due to the extralegality of its character.

The problem with applying credit controlsin the
1990s was not that the controls were ineffective.
The biggest problem was that the credit growth tar-
gets set by BoT werefar too large, encouraging fur-
ther competition between banks as they strove to
achieve those targets. Specificaly, the targets for
BIBF loans were too big. Although BoT closely
monitored the sectoral allocation of credit and was
fully aware of the rapid expansion of real-estate-
related and speculative credit, it failed to use the credit
controls to curb such activity. On the contrary, by
setting liberal credit growth targets, BoT directly
encouraged and fueled the extension of real estate

current economic malaise.

Regulatory responsibility not only fallson theregu-
lators of the borrowers, but also on the regulators of
the lenders. Loan decisions involve an agreement
between lender and borrower. Many borrowers of
offshore funds were private sector firms. Most of
the lenders were foreign private sector banks. Re-
sponsibility for the consequences of the bad-debt
problem therefore also lieswith the lenders. Indeed,
since both lenders and borrowers are private sector
institutions, market forces could have been allowed
to deal with the evolving problem. Borrowerswould
have defaulted and lenders would have had to write
off their loans. Thus, responsibility lieswith the bank
supervisors in the lending countries. Responsibil-
ity also lieswith multilateral organizations, asthey
pushed Thailand to prematurely open the capital
account and partially deregulatefinancial marketsde-
spite known serious sequencing problems. Bilateral
and multilateral pressure groups argued that market
forces—i.e., more competition through opening up—
would enhance economic development and welfare.
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However, this reasoning is based on faulty anaysis. -
Consequently, regulation of the way in which such |
bilateral and multilateral lobbies exert political pres- :
ture to competition, banks have incentives to maxi-

sure on sovereign countries should be considered.

INVESTMENT POLICY AND THE RISKS OF
SHIFTING TOWARD MARKET FUNDING

ence of distortions, the removal of one distortion
may not enhance welfare. Consequently, the im-
pact of financial liberalization isnot clear.
Bank-centered economic systems are often char-
acterized by quantitative (and usually qualitative)
credit controls, regulated interest rates, and implicit
guarantees of banks against default. Specifically,
credit controls are often used, asin Thailand, asthe
main tool to implement macroeconomic investment
policies that directed resources to investments in
certain sectorsor industries. Since such sectorswere
usually of a productive nature, bank credit creation
was matched by an increase in output. Such invest-
ment policiesthat make use of credit all ocation have
been highly successful in Japan; Korea; Taipei,Ching;
and Thailand. A shift from such an economic sys-
tem to a capital-market-based system via financial
liberalization carries specific risks. In the bank-cen-
tered system, the regul ations (including quantitative
credit controls) reduce the risk of excessive credit
creation. Thereistherefore usually no prudential su-

pervisory and regulatory framework in place. How-
ever, if interest rates are deregulated and the bank-
ing industry suddenly shiftsfrom a cartel-like struc-

mize loan growth by lowering credit standards as

: they compete for market share. Since bank behavior
~ continues to be shaped by the previous regulatory
In many economic models, liberalization of the fi-
nancial sector encourages capital accumulation (for
example, through the positive effect of raising real -
interest rates on deposits, increasing savingsrates,
reducing welfare losses due to inefficiency, facili-
tating fund-raising by firms, etc.). The theoretical
foundation for such arguments is that perfect and
efficient markets ensure Pareto-efficient resource
allocation. However, an expanding body of litera-
ture (see, for instance, Greenwald and Stiglitz -
[1986]) shows that incomplete markets (due to
asymmetric information, for example) do not
achieve Pareto efficiency. Meade's (1955) second- -
best theorem also demonstrates that in the pres- -
* ably provide the smplest and most effective toal, a-

regime (withimplicit Government guarantees against
default), they become prone to taking on excessive
risks. Credit boom-bust cycles with banking crises
havetaken placevirtually each timeacountry started
to liberalize financial markets (examples are Japan,
UK, and Scandinavian countries in the 1980s, and
Thailand inthe 1990s).

It istherefore recommended that financial liberal-
ization beaccompanied by tight monitoring by thecen-
tral bank of credit aggregates and by immediate quan-
titativetightening policiesif tota credit growth accel-
erates due to financial liberalization. Informal credit
controls that enable the central bank to continue to
implement explicit orimplicitinvestment policiesprob-

though intheory they contradict the spirit of liberaliza-
tion. However, thisindicatesthat perhapsthe efficacy
of liberalization itself needsto bereconsidered. Espe-
ciadly given the severity of the economic downturn,
countercyclical investment policiesimplemented via
credit allocation arelikely to prove highly successful.
Specifically, credit creation could be kick-started by
funding the entire public sector borrowing requirement
exclusively via loan contracts between the Govern-
ment and the private banking system. Fiscal stimula-
tion policiesshould a so befinanced thisway, alowing
the Government to implement investment policies,
which will befunded by private bank credit creation.
Since the problem of the ongoing credit crunchisthe
risk-aversion of banks, lending to azero-risk borrower
such as the Government will be highly welcome. As
banks extend credit to the Government, total credit
creation in the economy expands and GDP recovers.
Meanwhile, by implementing investment policies, the
Government can either directly or indirectly (by guid-
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ing or guaranteeing private sector projects) allocate -

resourcesto high-value-added activities.

MECHANISMS AND INDICATORS FOR

MONITORING AND CRISIS PREVENTION
Quantitative and qualitative monitoring of
credit aggregates

In theory, the solution to the moral-hazard prob- :
lem in the banking system would be to withdraw the :
implicit guarantee of bank deposits. Bankswould then :
behave efficiently and provide the correct informa- :
tion signals to the market. However, there are two :

problemswith thissolution:

* Atime-consistency problem (McKinnon and Pill :
1996). Ex ante, authorities must deny any re- :
sponsibility for bank depositsin order to instill :
market discipline. Ex post financial crisis, how- 3
ever, the authorities must bail out at least the
larger banks in order to keep the stability of the
financial system, avoid bank runs, and preserve 3
international confidence. Banks know that they
are special, because they create purchasing -
power and maintain the monetary system. A
public denial of deposit insurance is therefore
not credible and banks will always behave asif

they have deposit insurance.

» The fallacy-of-composition problem (Werner
1997). To the extent that banks extend real estate
loans with land as collateral, a systemic risk ex-
ternality is built up, as each bank considers the
land price asan exogenousvariable. However, as
the loan-valuation ratio is decided and loans are
provided for real estate transactions, credit cre-
ation takes place, while the amount of land isby
definition fixed. As more purchasing power is
extended to an unchanged real estate market, real -
estate prices must rise. Thus, in aggregate, the
amount of real estate loans supplied by banks
influences|and prices. Whileanindividual bank
considerstheland price asgiven and unlikely to :
be influenced by its own actions, all banks to- :
gether determine theland price, rendering it en- :

dogenous to the collective behavior of banks.
Hence, even when deciding on conservativeloan-
valuation ratios, banks systemically underestimate
the overall credit risk, as the entire land-price
level isbeing driven up by the collective action
of the banks. This problem is exacerbated as
banks tend to follow each other’s behavior in
order not to lag behind competitors.

Policies to avoid excessive credit creation

for speculative purposes

* Introduction of amandated |oan-valuation ratio
of 50 percent or less and imposition of conser-
vative land-price val uation methods or indices.

 Useof quantitative policiesto curb credit cregtion.

* Implementation of credit controlsthat distinguish
between borrowing for productive and unpro-
ductive or consumptive purposes. The latter
should be curbed viainformal credit guidance of
the banking system by the central bank. In Ja-
pan and Taipei,China, through the 1970s, for in-
stance, consumer borrowing, including viacredit
cards and mortgage finance, was severely re-
stricted.

* Imposition of temporary real estate transaction
taxes.

* Increase in capital and reserve requirements.

« Improvement of bank regulation, information dis-
closure, and rule enforcement.

Checklist of variables to be monitored
Variablesthat need to be monitored closely and, if

necessary, trigger the appropriate policy response
shouldincludethefollowing:

» Absolute amount of gross and net foreign ex-
change reserves, monitored in short-time inter-
vals(ideally, weekly).

« Total foreign debt, broken down into term struc-
ture and denomination; short-term debt as a per-
centage of foreign exchange reserves.

* Total domestic credit creation (central bank plus
private bank claims on the nonfinancial sector),
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compared to nominal GDPgrowth. Warningsig- -

nal if the gap widens.

* Sectoral breakdown of credit creation (by in-
dustry). Warning signal if useof creditincreases -

for nonproductive purposes.

» Loan-valuation ratios of averagered estateloans

of banks.

* Inflation—not only consumer priceinflation, but
- eignfirm, has50 lawyers or morein Bangkok. Local
- firms, had they been aware of the requirement, could
* Actual economic growth versus macroeconomic -

also asset prices (stocks and real estate).
* VVolume of margin loan positions.

estimate of potential economic growth.

» Trade-weighted effective exchange rate versus

actual exchange rate.

RULE-BASED AND ACCOUNTABLE
PUBLIC AUCTIONS

Public auctions in the wide sense include person- -
nel policies of the public sector (human resource
auctions) as well as the disposal of bad assets by -
the Financial Sector Restructuring Authority
(FRA). Clear and fair rules governing public auc-
tions must be drawn up and made public. The
~ whether or not they had borrowed from FIDF. Even

makers of the rules must also be held accountable
tothepublic.

BoT personnel policies

There is no work published concerning BoT per-
sonnel policies. It must suffice to mention here that
according to testimoniesrecorded in Bangkok in 1998,
a substantial number of BoT staff members appear
to berelated to each other by blood or marriage. The
obvious policy recommendationsarethereforeto (i)
disclose all relationships between and among BoT
staff membersand (ii) implement strict policiesthat
avoid conflicts of interest. For instance, only one
member of an extended family should be allowed to
work at BoT. Selection and screening of applicants
according to objective criteriashould be sourced out
to an independent recruitment agency, which itself
should bereplaced at two-year interval sand sel ected
by public bidding.

FRA handling of bad-debt disposal process

Allegationsof foul play have emerged against FRA
concerning some crucial aspects of the asset dis-
posal process. A requirement for appointment as
FRA’slaw firm (which would thus gain primary ac-
cess to information), which was not publicly an-
nounced, was that the law firm should have 50 law-
yers or more in Bangkok. Only one law firm, afor-

have increased their staff accordingly.

Criteria for closing finance companies
The criteriafor closing the 56 finance companies

- were not disclosed in advance. Through its prefer-
~ entia interest rates, BoT encouraged finance com-

panies to borrow from FIDF. Even sound finance
companieswere given opportunitiesto profit by bor-
rowing at a subsidized rate from FIDF and then in-
vesting the liquidity elsewhere. As a result, FIDF
lost virtually all itsfunds, amounting to an estimated
$1 billion. Later, however, it was announced that the
criterion for closing the finance companies was

apparently solvent finance companies were closed
down. Sincethefinance companieshad only followed
market incentives, they can hardly be blamed for their
behavior. Again, aheavy responsibility fallson BoT
for misguided policies.

IMF letters of intent

Apparently, two versions of each letter of intent
exist—afull version with al the details, whichisnot
publicized, and an official version, whichispublicly
disclosed but does not include pertinent details. IMF
has long demanded greater disclosure of informa-
tion. It should therefore set a good example.

DISCLOSURE OF ECONOMIC DATA

Animportant reason the crisis occurred isthat data
available to BoT were not made public. Had the
public known the data earlier, it would have pro-
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vided pressurein the form of market forcesaswell -
as public opinion, which would have forced BoT :
to correct its monetary policy much sooner. Much :
stricter requirements concerning data disclosure :
arecrucia for improving macroeconomic manage- :
ment and for avoiding asimilar crisisin the future. :
While BoT has begun to disclose details of itsfor- :
eign currency reserves and forward positions, it is :
still not disclosing other, perhaps even moreimpor- :

tant, data.

regularly, should be employed.

CENTRAL-BANK REFORM
AND FUTURE POLICY REGIME

term capital inflows. The continuation of the basket-
peg system, which BoT insisted on, made lending to
Thailand a one-way bet and also encouraged short-
term capital inflows. Finally, BoT’s handling of the
crisiswas misguided, asit did not abandon the pegged
exchangerate until it had squandered virtualy all of
its foreign exchange reserves.

Given this track record, one can recommend a
reform of BoT—itsingtitutional setup, personnel, per-

- sonne policies, monetary policies, policy implemen-

The central bank has access to monthly data on :
an amost real-time basis concerning the key vari- :
ablesthat drive economic activity: bank assets, bank :
credit creation, credit expansion broken down by in- :
dustrial sector, and the detailed breakdown of BoT’s -
own activitiesand those of affiliated institutionssuch -
as FIDF. However, hardly any of the data are pub-
lished or made accessibleto the public. For instance,
frequent publication (at least monthly) of detailed -
FIDF accountsis necessary. BoT datareleases con- -
cerning the aggregated bank balance sheet and the
sectoral breakdown of loansare done only quarterly -
and semiannually. Monthly data appear to exist and -
should bemadeavailabletothe publicviathe Internet,
together with long time series for past data. Eco-
nomicintelligenceisof paramount valueandinsiders -
will always want to hide information or to disclose -
distorted information. In order to ensure accuracy
and timely disclosure of all the relevant data series,
independent outside auditors, who will be changed

tation tools—and requirethat it discloseinformation
and be accountabl e to the el ected representatives of
the peopl e, asthe Nukul Commission recommended
(Nukul 1998). The excessive concentration of deci-
sion-making power in the hands of a small number
of unelected technocrats should be reduced. Spe-
cifically, BoT needsto be moretransparent initsmoni-
toring of the economy;, itsdealingswith thefinancial
system, the tools of monetary policy it implements,
the policiesit adopts, and thedatait usesfor decision
making.

The postcrisisBoT has stated that it would liketo
shift its monetary policy to aregime that explicitly
targetsinflation and that it would likeits performance
to be judged according to whether it can achieve
that inflation target, and not whether thereisgeneral
economic and financial stability. Inflationtargetingis
apolicy that does not address current (or past) policy
needs. Excessive consumer priceinflation may have
been a problem in Weimar Germany, resulting in a
Bundesbank policy dominated by the anti-inflation

. goal. However, the biggest policy mistake of BoT is

not excessiveinflation. It isexcessivebusinesscycles

- that are due to excessive credit creation followed by
Most of Thailand’s economic woes can betracedto
policies taken by its central bank. Due to lack of -
disclosure and supervision, BoT could continue ex-
pansionary credit creation, “guiding” commercial
banksto lend more for speculative activities. Itspolicy
to keep domestic interest rates high attracted short- :

a banking crisis and subsequent credit crunch. In-
deed, a similar credit boom-bust cycle already oc-
curred in the early 1980s. It would be far more per-
tinent to target nominal GDP growth by keeping the
nomina growth rate close to the potential growth
rate.
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Notes

1The maximum potential growth rateisafunction of the
quantity of factor inputs and the efficiency with which

they are used to produce output (productivity).

2Asper thefourth letter of intent with IMF, 26 May 1998. :

3Thiswas confirmed by testimonies from officials of the

Bank of Thailand (BoT), the Ministry of Finance, aswell
as private sector observers.

4The sales and purchase operations were undertaken -
through the Exchange Equalization Fund (EEF), whichis
effectively apart of BoT. Given thesubstantial volumeof
capital inflowsin 1995-1996, it becamethelargest avenue -

for central-bank credit creation.

SThis is according to present and former BoT staff who :

wereinterviewed.

6Banks must maintain required reserves on average with :
no carry-over provision over a fortnightly period (from
the 8th day of the month to the 22nd and from the 23rd to -
the 7th) using the average level of deposit/liabilitiesof the
previous period as a base). However, day-to-day fluctua-

tionsin bank reserves can be quite large.

"The repurchase market was established in 1979, and in-
cludes banks, finance companies, State enterprises, spe- -

cialized financial institutions, and the Financial Institu-
tions Development Fund (FIDF), whichislinked to BoT
itself. It operates on the basis of competitive auction, with
BoT acting as central counterpart to all members. Since
BoT istheregistrar inal current eligible securitiesin this
repurchase market, delivery and settlements can be done
simply by book-entry transferswith BoT. Thereare seven
maturities (overnight, 7 days, 14 days, 1 month, 2 months,
3 months, and 6 months), but volume is highest at the
short end. Orders are processed on a price/time priority
basis. The best bid or offer and last-matched prices are
publicized immediately.

8As aresult, BoT started to issue BoT bonds in August
1995, with maturitiesranging from one monthto two years.
Each type of paper was auctioned according to a pre-
announced schedule. Scripless, the BoT bond was
thought to facilitatetrading. Since BoT sterilized the mon-
etary effect of the BoT bond issuance through purchases
of State enterprise bonds, it effectively replaced illiquid
State enterprise paper with themoreliquid BoT bonds. In

1996, BoT also started issuing FIDF bonds—FIDF is ef-
fectively part of BoT—and Property Loan Management
Organization bonds. In practice, BoT bond issuance has
not been sufficient to sterilize the monetization of thelarge
capital inflows, as in 1996, when, despite a substantial
increase in the issuance of the central-bank bonds, net
credit creation of the central bank continued to expand
rapidly. When capital flowsreversedin 1997, BoT failed to
purchase back the bonds quickly enough, exacerbating
the tight liquidity situation.

9Sincethereintroduction of partial capital controlsin May
1997, the swap market has shrunk sharply, reducing BoT’s
intervention. Instead of direct transactions in the open
market through agent banks, BoT has switched to an auc-
tion process for its daily swap operations. Loca banks
must submit their bids to BoT’s foreign exchange desk
before 12:30 p.m., providing details concerning amount,
premium, and maturity (overnight to oneyear). The swap
transactions are then allotted by BoT at its discretion,
based on overall policy, foreign exchange market condi-
tions, and the exposure of theindividual banks concerned.

10The credit controls were known by various names in
different countries. In the UK it wasa*“ corse,” in France
“encadrement de credit,” in Japan and Korea “window
guidance.”

11This plan was proposed and supported by Finance Min-
ister Tarrin, who iscurrently again finance minister.

12BoT Governor Chavalit Thanachanan commented in
June 1990: “1 would like to mention in this context that
only 68 (out of atotal of 152) members of the IMF have
assumed Article 8 status; and of these 68, only 10 are
countriesinthe Asian region. It isthusno exaggeration to
say that with this decision, Thailand has joined a select
group of countriesthat maintain an exchange system free
of restrictions and that are characterized by highly suc-
cessful economic and financial performance” (Rhee and
Chang 1991: 79).

13This reason was cited by the former BoT governor.

14Thisfallacy is based on amisunderstanding of the role
of banks. Due to the recent emphasis on “microfounda-
tions,” banks are commonly regarded as “financial inter-
mediaries’ that accumulate deposits and other funds in
the short-term markets, which they then invest for the
long term. However, on amacroeconomic level, banksful-
fil the crucial public-goodsfunction of creating the bulk of
the money supply through the process of credit creation.
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15This is well documented in the finance and develop- -
ment literature. A review isprovided by World Bank (1990).

165ee Schadler et al. (1993) and Fischer and Reisen (1993).

17Edtimatesby Siam Commercial Bank.

18The net open position of commercial banks could not -
exceed 20 percent of capital funds (capital and reserves).
Since net open position is equal to foreign borrowings
less foreign assets, if property loans did not count as -
assets, the subsequent reduction in assets would force .

banks to reduce their foreign borrowing accordingly.

19Bona fide investment and trade activities are excluded

fromthisceiling.

205ch criteriamight also underestimaterisksif notimple-
mented prudently because individual firms' cash-flow -
projections are affected by potentially misguided macro-

economic projections. For instance, foreign banks con-
tinued to lend to local Thai companies based on cash-
flow projectionsthat assumed a continuation of the high
growth rates Thailand had recorded previously. How-
ever, thistype of risk can be minimized by bank-lending
guidance undertaken by the central bank, which should
monitor total credit creation and thus be able to predict
economic growth.

21pemocratically elected representatives of the Thai
people, however, were not consulted in the IMF decision-
making process.

22In a banking sector model without moral hazard and
with perfect information, such reserve requirements may
introduce an inefficient distortion. However, inreality, in-
formationisasymmetric and mora hazard doesexist. More-
over, such measureswill reduce the macroeconomic sys-
temic risk, and by avoiding the classic credit boom-bust
cycle, the government actsin awelfare-enhancing way.
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Appendix 1
Methodology of Study

TWO TYPES OF GOVERNMENT
INTERVENTION

Due to market imperfections, many developing :
economies have achieved high economic growth :
rates only by resorting to government intervention :
that focused on maximizing factor inputs in the :
early stages of economic development. However, :
government intervention in thiscontext isoften mis- :
understood. It can take the form of activist inter- -
vention in markets in order to directly shape re- :
source allocation, asin the socialist countries. Or :
it may involve the design, construction, and moni- :
toring of incentive structuresthat will incline agents :
to work toward the policy objective without 3
micromanagement or activist policy intervention. -
In other words, it can mean organizing and reor- -
ganizing the economic system so that the outcome
of optimizing behavior of individual agents or
groups of agents coincides with the overall gov-
ernment goal of achieving high growth. Whilethe
recent mainstream economic literature has dem- .
onstrated the inefficiency and often high cost of
the first (activist) form of government interven-
tion, the most recent literature increasingly sup-
portsthe second type of government intervention. -
As the discussion of long-term Thai macroeco- .
nomic management will show (Appendix 2), regu-
lations and government intervention have often .
been linked to good macroeconomic performance.

BANK-CENTERED VS. CAPITAL-MARKET-
CENTERED RESOURCE ALLOCATION

In many countries, including Germany and Japan, -
policymakers have found that high growth can be
achieved by favoring big business, which separates -
ownership from control and temperstheinfluence -
of shareholders by cross-shareholding and moni- :
toring through main banks. Managers have greater :
incentives to reinvest their resources instead of -

paying them out in the form of divi dends." Conse-
quently, companies are focused more on long-term
scale maximization, as opposed to short-term profit
maximization. Meanwhile, monitoring by stake-
holding banks provides the necessary disciplinefor
managers to operate efficiently. The logic of this
type of economic organization inevitably leadsto
an emphasis on banks in resource allocation and
underdevel oped capital markets, which divert the
incentives of managers away from scale maximi-
zation.” In practice, thereis asingle dominant bank
or universal bank, which provides for the funding
needs of an enterprise group (the main bank in
Japan or Hausbank in Germany, for example). The
economic system in Thailand is a similar bank-
centered system.3 The Thai economy is charac-
terized by organizational government intervention,
and the bank-centered paradigm is usually ne-
glected. Policy conclusions usually derive from a
simplistic application of the capital-market-cen-
tered model of the UK or US. The different na-
ture of the Thai system, however, cannot fail to
have implications for policy recommendations,
which should be tailored to the specific situation
of each country.

CREDIT MARKETS DO NOT CLEAR

Stiglitz and Weiss (1981) show that banks ration
credit even in equilibrium due to imperfect infor-
mation. Thisimpliesthat there is always an excess
demand for credit among firms (especially smaller
ones), which creates an additional powerful tool for
resource allocation and development policy: gov-
ernmental “guidance” of commercial bank credit,

1Economic growth is due to productive investment conducted by
companies. The main stakeholders in large-scale businesses are
employers, managers, and shareholders. If the government aims
to maximize economic growth, it can achieve this by creating
incentive structures that encourage firms to maximize growth, as
opposed to profit pay-outs.

For more details, see the work of Aoki and Dore (1994).
3See, for instance, Hoontrakul (1995) and the literature cited
therein.
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while interest rates are kept low by regulations.4
Even when the adverse selection and incentive ef-
fects of high interest rates do not produce credit
rationing, moderate financial restraint on lending
rates reduces default rates and increases the social
returns to lending. Stiglitz and Uy (1996) refer to
financial restraint to describe aregime where regu-
lations keep interest rates|ow. Since, in addition to
allocating purchasing power, banks also perform the
unique role of creating purchasing power (through
“credit creation” )—arolethat capital markets can-
not play—bank-centered economic systems repre-
sent apotentially attractive mechanism for fast eco-
nomic development in a world of imperfect mar-
kets. In such systems, governmental “guidance” or
direction of credit toward high-productivity sectors
of the economy has proven to be a powerful tool
for economic devel opment (see World Bank [1993]
and the literature cited therein). Throughout the
postwar era, Thailand has implemented policiesto
direct credit. Such practice has been associated with
strong economic performance.

Based on the latest findings concerning the credit
market and the macroeconomic role of bank credit
creation, it appears that among the cyclical macro-
economic management policies (fiscal, monetary, and
exchangerate), monetary policy playsaspecial role.
This study attempts to reflect the latest findings in
economic theory in its methodol ogy, especially con-

4The approach has not been popular in the theoretical neoclassi-
cal literature, presumably because it acknowledges the existence
of institutional rigidities, monopolistic firms, regulated interna-
tional commodities markets, and, most important of all, imperfect
information, which “distort” all prices and imply that few markets,
least of all the credit market, actually clear. However, it has been
challenged by a vast body of literature that has proven theoreti-
cally and empirically superior. For more details, see the literature
on the relationship between financial sector development and
economic growth (Goldsmith 1969, 1983; Cameron et al. 1967;
the empirical support by Gupta [1984] and Jung [1986], who
found causality from financial development to economic growth;
King and Levine 1993); on financial repression (McKinnon 1973;
Shaw 1973; Fry 1983); on asymmetric information in the credit
market (Stiglitz and Weiss 1981; Stiglitz and Greenwald 1993);
and on the Japanese main bank system (Sheard 1989; Aoki and
Dore 1994). Also see the World Bank report on the “East Asian
miracle” for a detailed survey of the successful credit policies
adopted in the bank-centered Asian economies.

cerning the economic structure and the monetary
transmission mechanism.”

5The traditional monetary transmission mechanism is built on the
assumption of perfect markets. In the standard model, there is a
stable relationship between the “real” economy and the financial
sector (the constant velocity assumption, which defines a stable
money-demand function). In Walrasian equilibrium, the interest
rate equalizes demand and supply for money. There is a unique
inverse relationship between the quantity of money and its price,
the interest rate. With sticky prices, a change in the (short-term)
nominal interest rate (e.g., effected by the central bank) results in a
change in the real rate, which determines consumption, invest-
ment, and output in the economy. In the long run, as prices adjust,
monetary policy has no real effects. The key monetary policy tool in
this model is the interest rate. Since the model assumes perfect
substitutability between bond markets (and other capital markets)
and bank lending, there is no special role for the banking system
(which is therefore also usually not explicitly included in standard
models, whether IS-LM-based or not). The conventional macroeco-
nomic theory has been embodied in large-scale macroeconometric
models and underlies the analyses of many economists.

However, over the past two decades, the standard model has in-
creasingly been criticized by a rapidly expanding literature. In par-
ticular, several “anomalies” have occurred in a number of countries,
which have been impossible to reconcile with the generally ac-
cepted relationship of money, economic activity, and prices. They
include the apparent velocity decline and resulting “breakdown” of
the money-demand function in several Anglo-Saxon countries,
Scandinavia, many Asian countries, and Japan; and the occurrence
of significant asset price rises, often dubbed “bubbles,” especially in
Japan, Korea, Thailand, UK, and Scandinavian countries. Stan-
dard theory and models failed to forecast and later to explain the size
and extent of the business cycles observed in many countries in the
1980s and 1990s. (For a discussion of the British experience, see
Goodhart [1989]; Muellbauer [1992]; and Church, Smith, and Wallis
[1994]. For a discussion of the Japanese experience see Werner
[1997].) Moreover, the standard model has failed to explain how
fairly small changes in short-term interest rates can produce large
changes in economic activity, influencing long-term investment and
durable consumption, for instance.

The failure of the traditional theory has given rise to a new body
of research on the monetary transmission mechanism and the role
of financial systems in the macroeconomy (Bernanke and Blinder
1988; Gertler 1988; Jaffee and Stiglitz 1992; Gertler and Gilchrist
1992; Bernanke 1992; Kashyap, Steil, and Wilcox 1993; Allsopp
and Mayer 1994; Werner 1997). The new argument can be sum-
marized briefly: with the more realistic assumption of imperfect
information, the credit market does not clear and equilibrium
credit rationing occurs (Stiglitz and Weiss 1981). It implies that
interest rates and the quantity of credit are not uniquely inversely
related (i.e., a reduction in interest rates may not increase the
qguantity of credit and vice versa). It also implies that there is
constant excess demand for credit, rendering credit supply-deter-
mined. Further, imperfect information combined with large moni-
toring costs results in imperfect substitutability between bank lend-
ing and other sources of capital for some borrowers (such as house-
holds and small firms). Combined with the assumption that the
central bank can affect the volume of bank credit through its open
market operations, there is a distinct transmission mechanism via
the quantity of credit, which can be used by the central bank.
Moreover, this approach suggests that quantitative (and/or quali-
tative) “guidance” by the central bank of commercial bank credit
may be an effective tool for cyclical as well as structural macro-
economic management policy. By ensuring the allocation of re-
sources to productive activities, economic growth can be kept
close to potential with minimum inflation.

Using the often-neglected fact that banks are “special” in a
macroeconomic sense due to their ability to create credit, Werner
(1997) demonstrates that a reformulated “quantity theory,” which
centers on disaggregated credit, explains the major “anomalies”
of the traditional model. Credit creation used for GDP-based trans-
actions is likely to show a proportional and stable causal relation-
ship with nominal GDP, while credit creation used for non-GDP-
based transactions (such as speculative financial and real estate
transactions) is likely to be directly related to asset prices.
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Appendix 2

Macroeconomic Management
and Economic Development

Thailand’s postwar economic system is a variant of :
the bank-centered economic structure observed in -
Germany and Japan. It emerged in the mid-1920s. :
Until then, Thailand’s economy had been largely :
agrarian, with rice, teak, tin, and rubber making up :
90 percent of exports. Economic growth was steady :
but modest. Macroeconomic management policy was :
one of benign neglect. Theextraterritorial privileges :
enjoyed by colonia capital and the Government’slack :
of fiscal autonomy, which prevented support to in- :
digenous industries, were the main impediments to :
growth. Although treaty provisions concerning im- :
port and export dues were renegotiated and, in the 3
|ate 1920s, new company lawsand someinitial tariff -
protection enabled modest import substitution, the -
absolute monarchy was increasingly criticized for -
neglecting national interest and failing to support the
devel opment of indigenousindustry and commerce. -

POST-COUP D’ ETAT

Thecall for drastic changesin palitical and economic
management culminated inthe 1932 coup d’ etat, which
triggered economic reform. Influenced by Germanand -
Japanese thinkers, the new military-led Government
opted for active State guidance of the economy. The .
unequal treaties with foreign powers were abrogated
and protectiveimport tariffsimposed in pursuit of an
import-substitution strategy. Many publicly ownedand
Government-run firmswere created in order to foster
new industries. Privateindigenousenterprisewassup- -
ported and “guided” by the State. Resources were
alocated to favored industries either by direct Gov- -
ernment investment or through guided credit of pri-
vate banksthat were at the center of business groups.1 3

1L egal reform included protection for patents and trademarks,
and modern labor law. The Government established the Board -
of Trade and the Siamese Chamber of Commerce. Government- -
owned industries ranged from export, import, transport, and
insurance companies to those necessary for military suppliers.

After the shift from near-laissez-faire to active
State-led interventionism, economic growth picked
up sharply, generating a trade surplus, which was
used to establish a central bank in 1942. As the
Pacific War proceeded, Thailand increasingly
leaned toward a controlled economy. Partly driven
by its military needs, the Government assumed a
monopoly position in key economic sectors such as
the rice trade (the largest industry) and the salt,
rubber, and tobacco industries. The Government
surplusderived from the paddy, and distribution was
invested in creating import-substituting industriesand
public utilities.”

After the war, the momentum of State-led mod-
ernization, investment, and economic growth contin-
ued unabated until the 1950s. Before 1945, 30 State
enterprises and public companies were born. An-
other 19 werefounded in 1946-1952, and 37 in 1952—
1956. After 1951, the model of Government control
over the rice industry was applied to several other
industries, including match production, hotels, and
gold dealing. Yet, during and after the war, private
industry continued to prosper. The system of State-
led, bureaucratic paternalism laid the foundation of
the modern Thai economy.3

POST-WORLD BANK

Thenext phasein Thai economic devel opment policy
began with an International Bank for Reconstruc-
tion and Development (IBRD) mission to Thailand
in 1959. The IBRD report recommended shifting
emphasisfrom Government-owned to privateindus-
tries.” Over the next five years, the report’s major
recommendationswereimplemented:

2Many such investments were financed through the Thai Indus-
trial Development Company, which was established in 1942.
3The high degree of institutional continuity from prewar to war-
time to postwar economic systems is symbolized by the contin-
ued leadership role taken by Phibun, who was head of Govern-
ment for most of 1932-1957.

4US President John F. Kennedy wrote personally to Sarit, the
head of government, about the IBRD report: “I would like to ask
you to study this document seriously. Even though this report
does not show the formal US policy towards Thailand, | think it
provides the basis of our aid” (Phongpaichit and Baker 1995:127).
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« State enterprises in the distribution sector were

disbanded.

» Some State factories were privatized.

» No new State enterprises (except for public utili-
ties) were formed.

» Emphasiswas placed on educational and admin-
istrative devel opment.5

Although laws allowed foreign firms to repatriate

profits and made it easier for foreigners to occupy
land, domestic business remained influential enough
to keep tariff protectionin placeto support import sub-

gtitution. Thetariff structure encouraged capital-goods

importswhile discouraging consumer goodsimports.

The weighted average tariff for consumer goodswas

42 percent for durables and 34 percent for nondu-
rablesinthe 1950s and 1960s, but only 19 percent for
capital goods. Growth was supported by theseinstitu-
tional changes as well as by (i) a continued rise in
factor inputs, especially capital and labor; (ii) strong
external demand; and (iii) alarge inflow of foreign
direct investment. Foreign investment took the form
mainly of aid and direct long-term investment, as op-
posed to morevolatileportfolioi nvestment.’

In the 1960s, economic growth averaged about 8
percent per year in real GDPterms, with inflation at
amodest 2 percent. Manufacturing GDP grew 10.9
percent per year during thefirst plan period in 1961—
1966, 9.2 percent in the second, and 8.4 percent in
thethird. Increased world demand for primary goods

50n the administrative level, the Budget Bureau, National Statis-
tical Office, Board of Investments, and the National Economic
Development Board (NEDB, later NESDB), were created. Middle-
level staff members in most ministries were drawn from a gen-
eration of US-educated technocrats. With the help of US advis-
ers, NEDB drafted five-year economic plans.

8Against the background of the Korean War, Cold War, and
Vietnam War, the role of the US increased. In 1951-1975, it
spent about $2.5 billion in Thailand on military aid, installations,
and troop upkeep. Nonmilitary aid rose to over $3 billion. World
Bank loans to Thailand amounted to almost $500 million, mostly
for public utility projects. Private capital inflows were also sub-
stantial: in the late 1960s, they amounted to about B1 billion per
year, rising to about B1.5 billion per year in the 1970s. While
foreign investment was initially mainly from the US, Japanese
investment surpassed US investment in 1973 as Thailand traded
more and more with Japan. Nevertheless, foreign capital sup-
plied only 12 percent of total gross capital formation in 1964—
1972, and in 1979, 500 of the largest firms were Thai-owned.

and US-funded investmentsin the transportation sec-
tor boosted agricultural exports. The addition of strong
capital inflowsin the form of foreign direct invest-
ment created an unusually strong balance-of-pay-
ments situation. Unlike other countrieswith similar
investment-led devel opment strategies, Thailand had
few problems with the balance-of-payments con-
straint.”

POST-OIL SHOCK

By the mid-1970s, the interventionist State-led
growth model wastill fully intact: the exchangerate
was fixed to the US dallar, price controls regul ated
prices of essential goods, and interest rate ceilings
restricted bank behavior. Meanwhile, the Govern-
ment invested in infrastructure and human resources,
and provided foreign investment incentives. With the
ail crisis, real growth dowed inthe 1970s, although it
remained high at almost 7 percent on average. Infla-
tion, however, jumped to 7 percent. The current ac-
count recorded a deficit of more than 5 percent of
GDP.

These problems, plus the success of the export-
oriented economiesof Japan; Korea; and Taipel,Ching;
and pressure from the Bank of Thailand (BoT) inter-
nally and the World Bank externally, strengthened the
case for replacing Thailand’s import-substitution ap-
proachinfavor of export orientation. Thefourth five-
year plan (1977-1981) advocated an export strategy
with an accompanying reduction in import tariffs.
However, in redity, changes were small. Due to re-
sistance from ministries and departments that admin-

"This was also supported by prudent macroeconomic manage-
ment, which slowed domestic demand (using credit controls
and other tools) when the balance-of-payments deficit appeared
to be rising to unacceptable levels. Foreign funds have tradition-
ally augmented domestic savings. The ratio of foreign assets to
GDP has traditionally been high in Thailand in order to maintain
confidence in the baht and help attract foreign investment. How-
ever, since the late 1960s, this ratio declined rapidly. But the
banks are generally net borrowers abroad, so their contribution
is usually negative. Thus, the drop in foreign assets was due to
the fall in BoT foreign exchange reserves, about which there
was some early concern. For instance, Panitchpakdi (1981)
argues that the reserves helped to deal with short-term eco-
nomic fluctuations and maintain the stability of the baht.
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istered the import licenses, tariffs actually increased -
in 1973-1981 and the average level of effective pro- :
~ cluded (i) reductioninimport taxesfor materialsused

By 1980, Thailand wastill essentially an agricul- -
tural and domestic-demand-oriented country. Over :
70 percent of the population depended on the agri- :
cultural sector. Only 8 percent of the labor force :
worked in manufacturing and only 13 percent of the :
populationwasurban. Thetop four export itemswere :
till rice, tapioca, rubber, and tin, together accounting :
for 32 percent of all exports. Textiles ranked fifth. :
Meanwhile, economic growth slowed to only 4.7 :
: ports, such astextiles, garments, and canned food con-
- tinui ngtoincrease subgtantially inthelate 1980s. They

tection doubled in 1970-1980.

percent in real termsin 1980-1984.

POST-1983-1985 CRISIS

Inthefirst half of the 1980s, the dollar strengthened. :
With thefixed exchangerate system, Thailand’'s ex- 3
ports slowed sharply. Refusing to devalue the cur-
rency, the Government instead dampened domestic -
demand in order to restore bal ance-of -paymentsequi- -
librium. A maintool wastheimposition of quantita- -
tive credit controls, administered by BoT, whichre-
quired commercia banks to restrict credit growth
ratein the first half of 1984 to 9 percent of the 1983 .
level of credit outstanding and to 18 percent for the -
rest of the year. The drastic credit restraint program -
lasted eight months and had a substantial impact on -
the economy. As credit creation virtualy stopped,
domestic demand slumped. Asset prices dropped,
including stock and land prices. Twelvefinancecom-
panieswere on the verge of default. The Ministry of
Finance set up the Financial Institutions Develop- .
ment Fund (FIDF), defacto operated by BoT, tores-
cue them as well as two minor banks. Eventualy, -
the Government liquidated 24 finance companiesand -
merged another 9, while BoT took over 17, which
were subsequently sold. Finally, in November 1984, -
the baht was devalued and its direct link to the US
dollar broken. Instead, an undisclosed “basket” of
currencies of major trading partnerswas used to peg :
the exchange rate. The dollar weight in this basket :

was estimated at 80 percent.

Thecrisisof 1983/84 forced thelong-delayedimple-
mentation of an export-oriented strategy. Reformsin-

inmanufacturing exports, (ii) specid BoT credit facili-
tiesfor exporters, and (iii) Board of Investment sup-
port of foreign investment in export industries. M ean-
while, alower budget ceiling and tighter controlswere
imposed on State enterprises. Helped by a sharp fal
inoil pricesand thedramatic surge of theyenin 1985—
1987, thepaliciessignificantly boosted exportsof goods
and services. Since 1985, exports grew at 17.8 per-
cent ayear in volume terms, with manufacturing ex-

represented an important structural change in the
economy away from agricultura products. In addi-
tion, revenuefromtourism grew rapidly. Whilerising
by 10-15 percent during the first half of the 1980s, it
rose by 34 percent in 1987, during the Visit Thailand
Year campaign.

As BoT sharply raised credit growth targets for
commercial bank lending, economic growth accel er-
ated from 1985 onward.” Real GDP grew 13.2 per-
cent in 1988 and continued to grow at double-digit
rates until the end of the decade. Exports were the
most dynamic sector of the economy. In 1985-1991,
total exports amost quadrupled in value. Manufac-
tured exports rose amost sixfold. In 1990, they ac-
counted for 75 percent of total exports. It can thus
be said that in the mid- to late 1980s, the economy
was successfully reoriented toward exports and its
balance shifted very much in favor of the manufac-
turing sector. The exports-GDP and imports-GDP
ratios rose significantly (TableA2.1). The composi-
tion of imports changed from consumer goodsto in-
termediate inputs, while manufacturing goods ac-
counted for an increasing share of total exports.
Consumption as a percentage of GDP continued to
fall inthe 1980s.

8Despite prevailing pessimism, economist Olarn Chaiprawat
(1988) correctly predicted this “golden age” for the Thai economy.

31




32

A STUDY OF FINANCIAL MARKETS

IELIEY VAN Ratios of Exports and Imports to GDP
(percent)

Year Exports/GDP Imports/GDP
1980 24.1 30.4
1981 23.8 30.1
1982 22.9 24.6
1983 20.1 27.3
1984 21.9 26.2
1985 23.2 25.9
1986 25.6 23.6
1987 28.9 28.3
1988 33.0 34.4
1989 34.9 37.5
1990 34.1 41.7
1991 36.0 42.5

Source: Bank of Thailand.

BANK-CENTERED RESOURCE ALLOCATION
AND MONETARY TRANSMISSION

Before the 1932 coup, monetary policy was passive
asthe balance of paymentsdetermined the domestic

money supply in aone-to-onerelationship. High for-
eign exchange reserves were maintained in order to
guarantee economic autonomy and sustain interna-
tional confidence. Since the coup, the banking sys-
tem has been at the core of resource alocation and
cyclical macroeconomic management policies.
Formedinthe 1940sand largely owned by asmall
number of families, banks rapidly came to dominate
the business world, as they were at the core of busi-
nessgroups. Bank-loan growth aswell asloan aloca
tion were subject to theinformal but de facto binding
“guidance” of BoT. At the end of the 1950s, there
were 12 Thai and 9 foreign banks. In 1982, therewere
16 Thai and 14 foreign banks.” However, the foreign
banks accounted for a mere 5 percent of total bank
assets. Rapid branching out of banks (in 1960, there
were 252 commercia bank offices; in 1986, 1,891)
helped collect rural surplus savings and raise the sav-

9The Siam Commercial Bank, the first domestically owned bank,
was established in 1904. Before the 1932 coup, the main banks
were branches of foreign banks engaged largely in trade fi-
nancing. In 1940, there were three Thai-owned and six foreign-
owned banks.

ingsrate. Theratio of commercial bank assetsto GDP
increased from only 21 percent in 1962 to 124 percent
in 1996 (TablesA2.2 and A2.3). The banks formed
an oligopoaligtic cartel. Competition was restricted by
regulations governing interest rates, entry of new
banks, and expansion of bank offices.”

Banking activity hasbeen highly concentrated. In
1980, 70 percent of all private sector credits from
commercial bankswere extended to | essthan 20,000
customers. In 1983, loans in excess of B1 million
accounted for 72 percent of al loans; small loans
made up only 28 percent (World Bank 1983). This
was partly the result of BoT's interest rate ceiling
policy, which implied that banks could not reflect the
higher risk and overhead costs of lending to small
firms by raising interest charges. Banks, therefore,
preferred to lend to large-lot customers. However,
the regulated interest rates virtually guaranteed the
bankshigh profitsin the form of the margin between
the deposit and loan rates.”

Banks were aso forced to extend credit to the
Government when they were required to hold Gov-
ernment bonds as part of the reserve requirement
and asaprecondition for obtaining permission to open
new branches.”” Due to the crucial importance of

10stiglitz and Uy (1996) argue that barriers to entry may be
welfare-enhancing. The case for restrictions is based on the
following:

» Prudential concerns, or concerns that excessively competi-
tive banking systems with low profit rates are also exces-
sively fragile. (This is of relevance in the discussion of the
1990s crisis.)

« Efficiency concerns, or concerns that fewer and larger banks
may reap economies of scale in information gathering and
monitoring.

» The infant-industry argument, or the concern that domestic
banks need protection until they can compete with foreign
banks on an equal footing.

11an institutional detail of relevance for the discussion of the
1997 crisis is that most commercial bank credit takes the form of
short-term overdraft loans. It is standard practice for short-term
loans to be rolled over, effectively rendering them long-term
loans.

12yntil 1955, the entire Government debt was held by the cen-
tral bank. In 1960, BoT still held 80 percent of the domestic
Government debt while commercial banks held only 5 percent.
When banks were allowed to count bond holdings as required
reserves, bond holdings at banks rose. By the early 1980s, the
share of BoT bond holdings had dropped to about one third and
that of the banks had risen to one third. (The Government Sav-
ings Bank held one fifth.)
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banksfor monetary policy, BoT defacto supervised -
the banks, with theimplicit guarantee not to | et them :
go under. During the crisis of 1983/84, the Govern- :
ment and BoT organized rescue operations, estab- :
lishing FIDF rather than allowing weak institutions :

to default.
BoT used the following as monetary policy tools:

(i) interest cellings; (i) compul sory minimum require- :
mentsonthebanks' capital adequacy ratio; (iii) loan :
rate at which commercial banks could borrow from -
thecentral bank; and, most important, (iv) direct credit :
controlsor “credit guidance.” Theloan rate changed :
quitefrequently. However, from the 1960s, commer- :
cial banks began to borrow more abroad, rendering :
theloan ratelesseffective.” The key monetary palicy, :
as in many countries, has been direct guidance of :
the quantity and allocation of credit through credit 3
controls over the private commercial banks, admin-

istered by BoT.”

The credit controls took the form of both quanti- -
tative and qualitative guidance. In qualitative guid-
ance, animportant official policy tool hasbeencom-
mercial banks obligation to lend to agriculture.15 :
Other credit guidanceinstrumentsinclude privileged
rediscount facilitiesfor loansto manufacturing, agri- -
culture, and exports. The main platformsto imple-
ment the policies are the meetings BoT holds with
senior bank staff members where the banks' loan -
portfoliosare discussed. Twiceayear, bankspresent
their lending plans, which are then assessed and

13This has been recognized as a problem in the literature

(Nontapunthawat 1973, 1978).

141 addition, the Government also used specialized agencies
(such as the Bank for Agriculture and Agricultural Cooperatives -
[BAAC], the Industrial Finance Company of Thailand, the Small -
Industries Finance Organization, and the Government Housing
Bank) to allocate credit. However, they have different macro- .

economic functions, as they are not credit-creating institutions.

151n 1975, banks were forced to allocate 5 percent of their
deposits for agricultural credit. The figure was raised to 15
percent in 1980, of which 2 percent could be loans to .
agribusiness. In early 1987, it was further increased to 20 per- .
cent, butincluded rural small- and medium-scale industries. Since -
most banks found it difficult to administer rural loans, many -
followed the rule by depositing money with BAAC. (In 1981, 57
percent of commercial bank credit to agriculture was lent to .

farmers via BAAC.)

IELI WA Financial Sector Development: Ratio of
Commercial Bank Assets to GDP (%)

Year Ratio
1962 21
1970 37
1980 50

Sources: Jansen (1990) and Rozenthal (1970).

modified by BoT. However, monitoring of lending
takes place much more frequently.16

It isfair to say that despite the many postwar re-
forms, the institutional framework of the economy
remained asit wasfrom the late 1930sto 1950s. one
based on Government guidance and credit all ocation
via the banking system, while capital markets re-
mained underdevel oped. Forced savings produced a
high savingsratio (still around 25 percent of GDPin
the 1980s [Table A2.4]), while credit alocation to
productive sectors raised economic growth.

STRUCTURAL PROBLEMS OF

ECONOMIC DEVELOPMENT

Whilethesixth economic and socia devel opment plan
(1987—-1991) emphasi zed socia devel opment, andthe
seventh plan’s (1991-1996) theme was sustainable
devel opment, social and environmental problemsre-
main serious. Per capita income in Thailand rose
sharply inrecent years: from $800in 1985, it doubled
by 1991, and rose to $2,400 in 1994. However, in-
comeinequality remained aproblem eveninthelate
1980s. The agricultural sector continued to account
for morethan half of employment, although its share
of GDP had fallen to about 11 percent in the 1990s
(Table A2.5). This implies that the mgjority of the
population failed to sharein theincome gains dueto
industrialization, as agricultural labor productivity
lagged behind.

16The credit controls were effective. Credit rationing has been
demonstrated by Rozenthal (1970) and Vongvipanond (1980),
who showed that in the 1960s and 1970s, commercial banks
held substantial excess reserves and could have extended
more credit than they had.
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IELICRAVRCH Ratio of Total Assets and Foreign Assets to GDP

Total Assets of Total Foreign
Commercial Banks Foreign Assets GDP Assets/GDP Assets/GDP

Year (B million) (B million) (B million) (percent) (percent)
1982 426,069 26,377 841,569 50.6 3.1
1983 540,049 24,583 920,989 58.6 2.7
1984 649,359 30,791 988,070 65.7 3.1
1985 713,877 33,655 1,056,496 67.6 3.2
1986 776,691 41,952 1,133,397 68.5 3.7
1987 903,339 38,553 1,299,913 69.5 3.0
1988 1,144,646 44,989 1,559,804 73.4 2.9
1989 1,426,670 70,213 1,856,992 76.8 3.8
1990 1,806,564 56,366 2,183,545 82.7 2.6
1991 2,169,914 72,600 2,506,635 86.6 2.9
1992 2,555,619 77,728 2,830,914 90.3 2.7
1993 3,206,218 157,503 3,170,258 101.1 5.0
1994 4,065,063 169,101 3,630,805 112.0 4.7
1995 5,045,026 235,898 4,188,929 120.4 5.6
1996 5,688,070 179,985 4,598,288 123.7 3.9
1997 7,369,995 470,492 na na na
1998: Q1 7,035,724 360,853 na na na

Q2 7,253,889 465,780 na na na

na = notavailable.
Source: Bank of Thailand.

IELICWAVRIE Ratio of Savings to GDP IELICY.vES Employment in Agriculture and

Savings coe Savings/GDP Agricultural Share of GDP

Year (B million) (B million) (percent) Total Employment in
1980 146,803 662,482 222 Employment  Agriculture Sector  Agriculture/
(thousand (thousand GDP

1981 159,720 760,356 21.0 Year persons) persons) (percent)
1982 188,815 841,569 22.4 1992 30,622 17,209 12.4
1983 202,796 920,989 22.0 1993 30,452 16,149 10.6
1984 222,520 988,070 22.5 1994 29,906 15,041 10.7
1985 244,497 1,056,496 23.1 1995 30,877 14,418 10.8
1986 276,895 1,133,397 24.4 1996 31,220 14,161 10.7
1987 357,480 1,299,913 27.5

Source: Ministry of Labor and Social Welfare and National Statistical Bureau.
1988 499,528 1,559,804 32.0
1989 633,008 1,856,992 34.1
1990 721,083 2,183,545 33.0 . e . .

come and wealth disparities continued to widen.

1991 869,093 2,506,635 34.7

Thiswas exacerbated by the boom in land and real
SIS S T estate speculation, which further concentrated
wealth in the hands of a few. The share of indus-

Economic success in the 1980s did not narrow - trial production in GDP rose from 28.7 percent in
the gap between rich and poor or between urban =~ 1991 to 31.4 percent in 1994, whilethat of agricul-
and rural areas. Growth was unbalanced, and in- . tural production dropped from 13.3to 10.7 percent
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for the same period. However, given that agricul-
ture continued to employ about half the [abor force,
the majority continued to receive low pay while a :

small group inindustry received high pay.17

YIn 1992, the average income of agricultural workers was -
only $385 per person and rising by 11 percent (the lowest -
rise), while in the industrial and commercial sectors it was
$460 and increasing by 17 percent. White-collar incomes were

much higher still.

The low-income strata, whether urban or rural,
continued to endure alow quality of life. Slumspro-
liferated as rural workers migrated en masse to
Bangkok. Rapid industrialization also caused defor-
estation, pollution, and other serious environmental
problems. Theeighth development plan (1996-2001)
was supposed to address some of theissuesthrough
rural and communal planning. However, with fiscal
spending cuts, itspoliciesarelikely to suffer.

35







The Economic Crisis and Banking
Sector Restructuring in Thailand

Masahiro Kawai and Ken-ichi Takayasu

Masahiro Kawai is Chief Economist, East Asia and Pacific, World Bank.

Ken-ichi Takayasu is Senior Economist, Center for Pacific Business Studies,
Sakura Institute of Research, Tokyo, Japan.



38

A STUDY OF FINANCIAL MARKETS

Introduction

The economic crisis in Thailand was triggered by
the baht devaluation in July 1997 and aggravated by
the underlying weaknesses of the country’sfinancial
system and corporate sector. Prior tothecrisis, Thai-
land had embarked on acomprehensiveliberdization
of domestic financial markets and capital account
transactions. Asaresult, financial institutions began
to enjoy a more liberal economic environment, in-

cluding increased business opportunities with the

corporate and household sectors as well as favor-
able funding terms from domestic and foreign

sources. However, Thailand’s financial systemwas

not sufficiently sound or resilient to cope with prob-
lems created by large inflows of deposits and for-
eign funds as well as the subsequent expansion of
domestic credit. Consequently, the credit boom and
bust that preceded the baht crisiswas a major prob-
lem for both the economy and itsfinancial system.

Sincethe International Monetary Fund (IMF) ar-
rived on the scene in response to the baht crisis, fi-
nancial system reform has progressed steadily. The
reform plan included three broad objectives:

* Resolve nonviable and problem financial inst-

itutions.

« Strengthen the financia sector structure.

 Enhancethe regulatory and supervisory regime.

Most of the reform effortsin 1997-1999 focused
on thefirst objective, including resolving the assets
and liabilities of the 56 closed finance companies,
restructuring and recapitalizing troubled commercial
banks, and resolving bank nonperforming loans
(NPLS).

In addition to financial system reform, Thailand
aso focused on corporate sector reform in order to
resolve serious corporate debt overhang and to cre-
ate arobust corporate sector, thereby helping restore
financial system hedth. Thereform strategy included
(i) accelerating corporate debt restructuring, (ii)
strengthening corporate insolvency procedures, and
(iii) improving corporate governance.

In 1998, Thailand wasin aviciouscircleinwhich
real economic activity contracted more drastically
than anyone had expected (Figure 1); a contraction
indemand, asharp increasein NPLs, and bank capi-
tal shortage constrained credit flows to the corpo-
rate sector, in turn contracting real economic activity

IELICIM Structure of Financial Institutions in Thailand, End-1996 (B million)

Year Total Total Deposits
Operations Number of Number of and/or
Financial Institution Began Institutions Branches Equivalents Borrowing
Commercial Banks 1888 292 3,171P 3,683,100 1,282,824
Finance Companies 1969 91 71 1,040,075 443,633
Credit Foncier Companies 1969 12 na 6,321 378
Government Savings Bank 1946 1 548 208,753 na
Life Insurance Companies® 1929 13 1,216 116,739 60
Savings Cooperativesf 1946 1,200 na 91,400 52,760
Agricultural Cooperatives' 1916 3,100 na 9,540 9,240
Bank of Agriculture and Agricultural Cooperatives (BAAC) 1966 1 629 118,417 53,710
Industrial Finance Corporation of Thailand (IFCT) 1959 1 23 na 98,571
Small Industries Finance Corporation 1992 1 1 na 1,375
Government Housing Bank 1953 1 169 101,793 89,978
Export-Import Bank of Thailand 1993 1 2 na 30,262
Pawnshops' 1866 390 na na 8,500
Total 4,841 5,830 5,376,138 2,071,290

na = not availabile.

2 Consists of 15 Thai banks and 14 foreign bank branches.

b composed of 3,138 Thai bank branches, 14 foreign bank branches, and 19 foreign banks’ Bangkok International Banking Facility (BIBF) units.
¢ Based on the Bank for International Settlements’ (BIS’s) concept for 15 Thai banks and 14 foreign bank branches.

9 Includes provisions for loan losses.

€ Preliminary.

f Estimated figures.

Source: Bank of Thailand.
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even further. A year later, Thailand began to show :
signs of gradual recovery, driven largely by exports :
and fiscal stimulus. Its real gross domestic product -
(GDP) growth is expected to recover from -10 per- -
cent in 1998 to 3-4 percent in 1999. Nonetheless,
several downside risks could prolong or hamper the
recovery process. Theseinclude (i) sowdowninthe -
recovery of regional markets, especialy Japan; (ii) -
deceleration of USeconomic expansion; and (iii) dow -
pace of domestic financial and corporate restructur- -

THE ECONOMIC CRISIS AND BANKING SECTOR RESTRUCTURING IN THAILAND

ing. More than anything el se, it is necessary to mini-
mize the cost and time required to restructure the
financia sector and to reduce the risks the real sec-
tor faces in order to achieve a sustained economic
recovery.

This paper first discusses the causes of the eco-
nomic crisisasrooted inthefragility of thefinancia
system, and then identifies the measures taken to
restructure the system and to strengthen the regula-
tory and supervisory framework. It also reviewsthe
progress made in corporate sector restructuring pre-
cisaly because of the strong linkage between finan-
cial sector and corporate sector restructuring. It then
specifiespressing policy concernsand challengesand
laysout some policy optionsfor reform. It concludes
by summarizing policy lessonsfrom thefinancial cri-
sisanditsresolution.

Financial System Fragility
Prior to the Baht Devaluation

Overview of the Financial System

The financial system has long been dominated by
commercia banks, while finance companies have
gained importance in recent years.

39

For itslevel of income, Thailand had arelatively

Household . . . . .
Savings Capital Credit deep financia sector. High economic growth and high
Mobilized Account Extended Investment Total Assets . . . . .
savings rates, together with substantial capital in-
2,642,854 509,894 4,825057 301,750 5,626,661 . . e
660700 2263220 1488188 220151 1811938 flows, led to rapid growth of financia institutions
6,152 1,522 6,742 391 8,518 claims on the private sector in the 1990s (from 83
205372 21,420 56,257 88,368 237,442 : :
7 N o SR BT percent of GDPl.n 1999 to 147 percent in 1996). By
181,750 128,520 212,600 900 254,400 end-1996, total financial sector assets amounted to
17,150 13,410 23,290 336 34,180 B8.7 trillion ($340 billion) at the then-prevailing ex-
57,239 11,984 165,622 11,540 212,067
na 17,132 103,234 13,463 143,803 changerate of B25.61 per USdollar) (Table1). Com-
i Lz S D e mercial banks dominated the financial sector, ac-
59,371 13,749 198,500 500 210,167 , _ ,
- 3.900 32,533 100 34,624 counting for 64 percent of total financial assets, 69
na 3,500 14,000 na 15,500 percent of total deposits (or equivalents), and 67 per-
3,947,327 969,978 7,158,567 704,766 8,736,359

cent of total credits extended. Finance companies
were the next largest group of financial institutions,
accounting for 21 percent of total assets, 19 percent
of total deposits (or equivalents), and 21 percent of
total credits extended.
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In the banking subsector, there were 15 Thai and -
14 foreign bank branches at end-1996." The top four |
or five Thai banks dominated the banking sector, while :
the presence of foreign bankswas quite limited, with :
a mere 8 percent share in total bank assets. Com- :
mercial bankscould engagein alarge classof normal :
banking busi nesses but were not allowed to undertake
securities or trust services. Large portions of com-
- Therelaxation of the upper limitimposed on theinter-
(27 percent) and trade (25 percent), with limited ex- -
posure to construction and real estate (14 percent)
- ever, wassooninterrupted inthefirst half of the 1980s
- when the economy faced serious macroeconomic dif-
- ficulties as well as a financial crisis. The economy
companieswereindependent, many originated asaf-
filiates of commercial banks to provide speciaized -
services that banks were not allowed to undertake, -
or asspecialized providersof high-margin, high-risk -
consumer finance. Finance companiescould not take
deposits and had to fund their operations by issuing
large-denomination promissory notes, aswell asne- -
gotiable certificates of deposit, and bills of exchange.

mercial bank loans were directed to manufacturing

and personal consumption (13 percent) (Table 2).
In the finance company subsector, there were 91
finance companiesat end-1996.” While some finance

Loans and overdrafts from domestic and foreign
bankswere also significant sources of funds. Finance
companies assets at end-1996 were dominated by
loans (77 percent of total assets) and securities in-
vestment and receivabl es (18 percent). Due to com-
mercial banks regulatory and cost advantages, fi-
nance companies sought business opportunities by
allocating a major share of their portfoliosin high-
risk areas such as construction and real estate (28
percent) and personal consumption loans (26 per-
cent), including hire purchase and finance and secu-
rities businesses (Table 3).

Thelegal, regulatory, and supervisory framework
was such that finance companies could not effec-
tively competefor most commercia bank mainstream
businesses. As aresult, they were left largely with
morerisky activities. Compared to commercid banks,
finance companies were restricted from the busi-
nesses of (i) mobilizing sight or time deposits, (ii) of -
fering overdrafts or credit cards, (iii) offering credit

facilitiesrelated to trade finance, (iv) providing for-
eign exchange services, and (v) establishing a do-
mestic branch network inthe Greater Bangkok area.
Finance companies were compelled to take greater
risks, while being subject to less stringent prudential
reguirements than banks.

Financial System Deregulation

est rate in 1980 was an early attempt to deregulate
thefinancia me:-;rket.3 Interest rate deregulation, how-

went into a recession, experienced widening current
account deficits (7 percent of GDPin 1981 and 1983),
and saw four currency devaluations in 1981-1985.
Many financial ingtitutions, including finance compa-
niesand commercial banks, suffered from alargevol-
ume of bad loans not only because of the recession
but also due to weak managerid practices and anin-
adequatelegal, regulatory, and supervisory framework
for financial institutions. Although some ingtitutions
went bankrupt, many of them were rescued by the
Ministry of Finance (MOF) and the Bank of Thailand
(Bo‘l’).4 Only after thefinancial crisisdid thefinancia
liberalization processresume.

Comprehensiveliberaization of thefinancial sys-

tem was implemented according to schedules laid
out in two three-year plansin the 1990s. The plans
were intended to enhance the efficiency of the fi-
nancial system and to increase the competitiveness
of Thai financial institutions. The first Three-Year
Financial System Development Plan (1990-1992) had
four major objectives:

* Deregulate and liberalize interest rates, foreign
exchange transactions, and the scope of finan-
cial institutions' businesses.

 Develop new financia instruments, facilities, and
services.

* Improve supervision and examination of finan-
cid ingtitutions, including the adoption of the Bank
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BEVEPH Distribution of Commercial Bank Loans?, By Sector, 1990-1998

Sector 1990 1991 1992 1993 1994 1995 1996 1997 1998
Amount (B million)
Manufacturing 375,108 457,617 517,914 647,286 836,234 1,097,338 1,313,546 1,872,325 1,606,276
Agriculture 99,354 126,098 135,494 148,959 152,280 158,940 164,019 161,695 146,614
Mining 8,205 8,248 12,0564 16,665 15,692 24,985 24,476 36,000 32,246
Construction and Real Estate 237,021 279,235 339,497 407,521 506,199 586,035 662,441 763,585 752,949
Construction 59,322 72,095 88,372 103,719 141,991 185,850 236,341 273,064 246,834
Real Estate Business 177,699 207,140 251,125 303,801 364,208 400,184 426,100 490,521 506,115
Trade 423,122 481,644 575,187 701,787 909,8821,079,486 1,212,690 1,431,154 1,233,973
Wholesale and Retail Trade 263,154 314,843 371,506 477,217 627,722 756,799 870,225 1,037,812 867,501
Exports 91,367 95,257 116,651 135,297 166,505 182,710 196,056 218,899 173,997
Imports 68,601 71,543 87,031 89,274 115655 139,976 146,409 174,443 192,475
Public Utilities 25,084 30,097 40,882 61,322 86,345 108,106 142,751 197,128 189,661
Banking and Other Financial
Businesses 76,171 99,267 132,835 163,010 245,151 339,204 345,330 487,514 263,430
Services 91,381 123,217 159,103 208,726 268,450 333,296 377,839 458,037 418,568
Personal Consumption 158,617 202,136 269,394 339,675 437,475 523,437 612,595 652,516 594,967
Housing 95,285 125,001 165,437 225,903 305,937 370,581 432,867 na na
Others 63,332 77,135 103,957 113,773 131,539 152,856 179,728 na na
Total 1,494,062 1,807,558 2,182,359 2,694,950 3,457,707 4,250,825 4,855,688 6,059,956 5,238,684
Share (%)
Manufacturing 25.1 25.3 23.7 24.0 24.2 25.8 27.1 30.9 30.7
Agriculture 6.6 7.0 6.2 5.5 4.4 3.7 34 2.7 2.8
Mining 0.5 0.5 0.6 0.6 0.5 0.6 0.5 0.6 0.6
Construction and Real Estate 15.9 15.4 15.6 15.1 14.6 13.8 13.6 12.6 14.3
Construction 4.0 4.0 4.0 3.8 4.1 4.4 4.9 4.5 4.7
Real Estate Business 11.9 11.5 115 11.3 10.5 9.4 8.8 8.1 9.7
Trade 28.3 26.6 26.4 26.0 26.3 25.4 25.0 23.6 23.4
Wholesale and Retail Trade 17.6 17.4 17.0 17.7 18.2 17.8 17.9 17.1 16.6
Exports 6.1 5.3 5.3 5.0 4.8 4.3 4.0 3.6 3.3
Imports 4.6 4.0 4.0 3.3 3.3 3.3 3.0 2.9 3.7
Public Utilities 1.7 1.7 1.9 2.3 2.5 25 2.9 3.3 3.6
Banking and Other Financial
Businesses 5.1 5.5 6.1 6.0 7.1 8.0 7.1 8.0 5.0
Services 6.1 6.8 7.3 7.7 7.8 7.8 7.8 7.6 8.0
Personal Consumption 10.6 11.2 12.3 12.6 12.7 12.3 12.6 10.8 11.4
Housing 6.4 6.9 7.6 8.4 8.8 8.7 8.9 na na
Others 4.2 4.3 4.8 4.2 3.8 3.6 3.7 na na
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

na = not available.

2 Datainclude bills, loans, overdrafts, interbank and out-in Bangkok International Banking Facility transactions.

Source: Bank of Thailand, Monthly Bulletin, various issues.
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IELIEIE Distribution of Loans Extended by Finance Companies and Finance and Securities Companies,
by Sector, 1990-1998

Sector 1990 1991 1992 1993 1994 1995 1996 1997 1998

Amount (B million)

Manufacturing 53,915 66,756 82,520 104,450 137,661 185,674 228,471 111,582 98,554
Agriculture, Fishing, Forestry,
and Mining 4,159 4,468 6,186 7,461 6,227 10,879 15,014 5,753 5,378
Construction and Real Estate 80,890 110,329 143,874 185,936 269,489 365,727 419,453 139,214 131,529
Construction 8,663 10,875 15,948 22,179 29,816 39,804 56,612 15281 14,138
Real Estate Business 72,227 99,454 127,926 163,757 239,673 325,923 362,841 123,933 117,391
Trade 38,213 43,848 52,960 71,308 93,543 124,637 159,956 56,105 49,044
Wholesale and Retail Trade 28,542 32,316 39,948 52,515 69,912 94,517 121,001 42,186 36,595
Exports 3,370 4,376 4,282 5,884 8,901 10,027 12,355 6,258 5,207
Imports 6,301 7,156 8,730 12,909 14,730 20,092 26,600 7,661 7,242
Public Utilities and Services 25,829 33,782 41,432 56,533 76,943 100,022 122,971 53,981 52,969
Banking and Other Financial
Businesses 20,903 23,125 41,292 63,359 96,522 129,829 146,150 58,572 49,861
Personal Consumption 91,202 133,210 177,986 241,005 318,935 375,949 384,895 103,442 76,501
Housing 10,283 14,913 17,983 27,930 40,671 54,205 62,618 28,695 22,177
Margin Loan (Finance and
Securities Business) 9,263 33,011 67,040 91,637 120,014 128,385 104,259 14,186 7,807
Hire Purchase 51,506 58,975 57,630 72,899 89,607 115,330 128,957 28,512 16,533
Others 20,151 26,310 35,333 48,539 68,643 78,029 89,062 32,049 29,984
Hire-Purchase Business (leasing) na na 1,603 3,019 8,684 8,676 11,280 3,223 1,383
Total 315,111 415,518 547,854 733,070 1,008,004 1,301,393 1,488,188 531,872 465,219

Share (%)

Manufacturing 17.1 16.1 15.1 14.2 13.7 14.3 15.4 21.0 21.2
Agriculture, Fishing, Forestry,
and Mining 1.3 11 11 1.0 0.6 0.8 1.0 11 1.2
Construction and Real Estate 25.7 26.6 26.3 25.4 26.7 28.1 28.2 26.2 28.3
Construction 2.7 2.6 2.9 3.0 3.0 31 3.8 2.9 3.0
Real Estate Business 22.9 23.9 23.4 22.3 23.8 25.0 24.4 23.3 25.2
Trade 12.1 10.6 9.7 9.7 9.3 9.6 10.7 10.5 10.5
Wholesale and Retail Trade 9.1 7.8 7.3 7.2 6.9 7.3 8.1 7.9 7.9
Exports 11 11 0.8 0.8 0.9 0.8 0.8 1.2 1.1
Imports 2.0 17 1.6 1.8 15 15 1.8 14 1.6
Public Utilities and Services 8.2 8.1 7.6 7.7 7.6 7.7 8.3 10.1 11.4
Banking and Other Financial
Businesses 6.6 5.6 7.5 8.6 9.6 10.0 9.8 11.0 10.7
Personal Consumption 28.9 32.1 325 329 31.6 28.9 25.9 19.4 16.4
Housing 3.3 3.6 33 3.8 4.0 4.2 4.2 5.4 4.8
Margin Loan (Finance and
Securities Business) 2.9 7.9 12.2 12.5 11.9 9.9 7.0 2.7 1.7
Hire Purchase 16.3 14.2 10.5 9.9 8.9 8.9 8.7 5.4 3.6
Others 6.4 6.3 6.4 6.6 6.8 6.0 6.0 6.0 6.4
Hire-Purchase Business (leasing) na na 0.3 0.4 0.9 0.7 0.8 0.6 0.3
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

na = not available.
Source: Bank of Thailand.
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for International Settlements capital adequacy
- foreign exchange controls,”

ratios (CARS).
 Develop payment systems.

The second Three-Year Financial System Deve-
- transactions. The country accepted Article 8 of the

lopment Plan (1993-1995) aimed to:
* Enhance financia market efficiency.

 Mobilize domestic savingsthrough pension sys-

tems and other means.

* Transform Bangkok into aregional financial cen- :

ter by establishing an offshore banking center.

Many of the goals were accomplished as sched- :
uled. Thethird Financial System Development Plan :
(1995-2000), however, was put on hold as aresult of :
: cility (BIBF), an offshore banking center, in 1993.

the economic crisis.

One of the most important outcomes of financial :
market deregul ation was greater competition among :
financial institutions. Finance companies started to -
compete fiercely against commercial banks by of-
fering financial instruments and services that were
increasingly attractive to the general public and for- -
eigners. Thai commercial banks also became more

aggressively competitive with each other.

Financial market deregulation and the consequent, -
enhanced competition, however, were not matched
by acommensurate establishment of aresilient finan-
cia system based on prudent management of assets
and liahilities, reliableinformation disclosure, gener-
ally accepted accounting standards, and effective su-
pervision and examination. Policy toward distressed .
financial ingtitutions was not always clearly defined.
Thetraditiona practice of extending centra-bank cred-
itsand liquidity to weak banks and finance companies
continued to pose amoral-hazard risk in thefinancial -
market.” Therisk was aggravated by capital account
liberalization, particularly throughfinancid ingtitutions.
~ bilateral pressure came from the US and Europe,
- and the multilateral pressure came from liberaliza-

Capital Account Liberalization

Theauthoritiesbegan to liberdizeinternational capi-
tal flowsin the 1980s with the relaxation of foreign -
direct investment (FDI) restrictions. They then fo- :
cused on liberalizing portfolioinvestment in the stock :
market and bank loans. Liberalization of portfolio and :

banking flowswas accompanied by the rel axation of

In the 1990s, Thailand began to substantially lib-
eralizefinancial capita flows and foreign exchange

IMF's Articles of Agreement in 1990 and removed
foreign exchangerestrictions on current-account-re-
lated transactions. Starting in 1991, it began to relax
foreign exchange restrictions on capital -account-re-
lated transactions, promoting cross-border capital
flows by financial institutions. One important strat-
egy for capital account liberalization was the estab-
lishment of the Bangkok International Banking Fa-

Capital account liberalization wasdriven by three
factors:’

« the need to attract foreign savings for capital
accumulation and infrastructure devel opment and
to adopt advanced foreign technol ogiesfor more
efficient production and management,

» competitive pressure to open the domestic fin-
ancid market toforeigninstitutionsandto liberal-
izefinancial capital flows, and

« bilateral and multilateral pressures to open the
financial market.

Competitive pressure from neighboring countries
in East Asia was responsible for the expansion of
FDI. Foreign manufacturing firmsinvesting directly
in Thailand required not only adequate financing of
working capital, but also high-quality financial ser-
vices, which only their home-country financial insti-
tutionscould provide. Therefore, to attract more FDI,
Thailand was compelled to allow foreign financial
institutions access to the domestic market and cross-
border financial transactions. The most important

tion requirements under the General Agreement on
Tariffs and Trade (and later the World Trade Orga
nization).

The increased openness of the capital account,
together with financial market deregulation, ledto a

43




44

A STUDY OF FINANCIAL MARKETS

higher degree of capital mobility—Ilargely reflected -
in the growing importance of short-term banking |
flows, portfolioinvestment, and nonresident baht ac- :
counts(seeTabIe4).8 BIBF played acrucia rolein :
expanding international bank loans. The authorities :

established BIBF for several purposes:

* Encourage foreign-currency-denominated bank
loansinto Thailand (“out-in" loans) to meet the -
funding needs of Thai firmsandtofinanceinfra- -

structure development.
* Attract foreign banks with a good international

reputation, technology, and know-how to
Bangkok so as to introduce more competition
into the banking system and toimprovethe effi-

ciency of Thai commercial banks.

* Encourage foreign banks to extend loans, via
Bangkok, to the greater Indochinaarea, includ- -
ing Cambodia, Lao PDR, Myanmar, and Viet -

Nam (“ out-out” loans).

Partly due to regulatory and tax advantages, the
establishment of BIBF led to a dramatic expansion
in the volume of foreign bank loansinto Thail and.”
The fact that the Thai authorities used BIBF as a
stepping stone to full-branch banking for foreign
banks also expanded BIBF loans (Table 5).

In the 1990s, Thailand saw growing inflows of
foreign capital. While they were mainly in the form
of FDI until the early 1990s, they recently shifted to
short-terminflows, including bank loans. Essentially,
the removal of interest rate ceilings as well as capi-
tal account liberalization allowed fundsraised over-
seas to become an increasingly important source of
financing domesticinvestment. Infact, large current
account deficits were increasingly financed by pri-
vate capital inflows, often exceeding the size of cur-
rent account deficits until 1996 (Figure 2).10

Structural Weaknesses
of the Financial Sector

During 1990-1996, the volume of financial sector as-
setsgrew at much faster rates than normal economic
activity; assetsof commercial banksand finance com-

BELCY: Sl Net Inflows of Private Financial Account, 1985-1998

Item 1985 1986 1987
Bank (14,244) (21,965) 5,935
Commercial Bank (14,244) (21,965) 5,935
Recapitalization 0 0 0
BIBFs 0 0 0
Nonbank 19,623 12,546 16,510
Direct Investment 4,379 6,880 4,711
Foreign Direct Investment 4,402 6,908 9,044
Thai Direct Investment (23) (28) (4,333)
Other Loans 2,109 (3,334) (16,006)
Portfolio Investment 3,858 2,517 12,862
Equity Securities 3,858 2,517 12,862
Debt Securities 0 0 0
Nonresident Baht Account 10,813 9,672 10,592
Trade Credits (1,994) (3,606) 3,704
Others 458 417 647
Total 5,379 (9,419) 22,445
Bank (264.8) 233.2 26.4
Commercial Bank (264.8) 233.2 26.4
Recapitalization 0.0 0.0 0.0
BIBFs 0.0 0.0 0.0
Nonbank 364.8  (133.2) 73.6
Direct Investment 81.4 (73.1) 21.0
Foreign Direct Investment 81.8 (73.4) 40.3
Thai Direct Investment (0.4) 0.3 (19.3)
Other Loans 39.2 354 (71.3)
Portfolio Investment 71.7 (26.7) 57.3
Equity Securities 71.7 (26.7) 57.3
Debt Securities 0.0 0.0 0.0
Nonresident Baht Account 201.0 (202.7) 47.2
Trade Credits (37.1) 38.3 16.5
Others 8.5 (4.4) 2.9
Total 100.0 100.0 100.0

() = negative values are enclosed in parentheses, BIBF = Bangkok International
gizl:(i:r;?g:rfti% Thailand, Monthly Bulletin, various issues.

paniesincreased by an average of 21 and 30 percent
per annum, respectively, whilenominal GDProse by
only 13 percent per year (Figure 3). The volume of
financial sector credit extended to the private sector,
as a proportion of GDP, also expanded significantly
from 83 percent in 1990 to 147 percent in 1996 (Fig-
ured). At thesametime, financid ingtitutionsincreas-
ingly relied on borrowingsto supplement the insuffi-
cient deposits for extending loans. As aresult, their
loan-deposit ratiosroseto highlevels(Figure5). This
meant that the financia sector was rendered vulner-
ableto (i) flight of deposits, (ii) declinein nondeposit
borrowing, and (iii) deteriorationinthequality of loans.
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1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Amount (B million)

21,494  (7,719) 40,850  (6,612) 49,051 91,033 349,855 279,673 126,771 (253,026)  (561,361)
21,494  (7,719) 40,850  (6,612) 49,051  (102,162) 96,416 77,243 10,843 (176,636)  (168,953)
0 0 0 0 0 0 0 0 0 0 85,757

0 0 0 0 0 193,195 253,439 202,430 115,928 (76,390)  (392,408)
74,063 159,912 238,568 268,764 188,149 169,906  (47,996) 237,969 333,784 (48,465)  (92,181)
27,349 44,413 61,119 47,110 50,230 36,396 22,659 29,064 36,823 105,266 193,545
27,964 45,698 64,695 51,389 53,601 43,812 33,241 49,887 57,472 117,689 198,266
(615)  (1,285) (3,576)  (4,279) (3,461) (7,416)  (10,582) (20,823) (20,649) (12,423) (4,721)
4,640 46,930 114,889 143,707 69,158  (61,223) (146,690) 38,093 138,022 (133,225)  (184,703)
11,185 36,658 11,507 3,848 14,104 122,628 27,503 81,721 88,242 138,980 24,541
11,185 36,658 11,507 928 11,512 67,850  (10,283) 52,759 28,437 122,321 16,832
0 0 0 2,920 2,592 54,778 37,786 28,962 59,805 16,659 7,709
21,718 28,104 34,311 52,433 44,517 67,833 51,143 84,163 73,764 (156,275)  (115,434)
8,655 3,112 15,160 18,980 7,795 13,634 11,447 6,363  (3,702) (12,679)  (21,108)
516 695 1,582 2,686 2,345 (9,362)  (14,058)  (1,435) 635 9,468 10,978

95,557 152,193 279,418 262,152 237,200 260,939 301,859 517,642 460,555 (301,491) (653,542)
Percent of total

225 (5.1) 14.6 (2.5) 20.7 34.9 115.9 54.0 27.5 83.9 85.9
225 (5.1) 14.6 (2.5) 20.7 (39.2) 31.9 14.9 2.4 58.6 25.9
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 (13.1)
0.0 0.0 0.0 0.0 0.0 74.0 84.0 39.1 25.2 25.3 60.0
775 105.1 85.4 102.5 79.3 65.1 (15.9) 46.0 72.5 16.1 14.1
28.6 29.2 21.9 18.0 21.2 13.9 7.5 5.6 8.0 (34.9) (29.6)
29.3 30.0 23.2 19.6 22.6 16.8 11.0 9.6 12.5 (39.0) (30.3)
(0.6) (0.8) (1.3) (1.6) (1.5) (2.8) (3.5) (4.0) (4.5) 4.1 0.7
4.9 30.8 41.1 54.8 29.2 (23.5) (48.6) 7.4 30.0 44.2 28.3
11.7 24.1 4.1 1.5 5.9 47.0 9.1 15.8 19.2 (46.1) (3.8)
11.7 24.1 4.1 0.4 4.9 26.0 (3.4) 10.2 6.2 (40.6) (2.6)
0.0 0.0 0.0 1.1 1.1 21.0 12.5 5.6 13.0 (5.5) (1.2)
22.7 18.5 12.3 20.0 18.8 26.0 16.9 16.3 16.0 51.8 17.7
9.1 2.0 5.4 7.2 3.3 5.2 3.8 1.2 (0.8) 4.2 3.2
0.5 0.5 0.6 1.0 1.0 (3.6) (4.7) (0.3) 0.1 (3.1) (1.7)
100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

S8l Financial Account and Major Components ' SOV Growth Rates of Financial Assets and
of Net Capital Inflows : Nominal GDP

Percent of GDP : Percent
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JELCES Outstanding Stock of BIBF Lending (B million)

Item 1993 1994 1995 1996 1997 1998 19992
Out-In
Thai Banks 126,691 189,826 254,562 330,040 514,058 213,504 130,239
Foreign Banks with Full
Branch(es) in Thailand 50,768 102,249 152,371 222,795 690,450 431,931 363,653
Other BIBF Units 19,565 164,568 273,585 254,798 206,855 121,594 101,304
Total 197,024 456,643 680,517 807,633 1,411,363 767,029 595,196
Out-Out
Thai Banks 2,563 11,588 10,818 16,318 35,363 28,982 23,178
Foreign Banks with Full
Branch(es) in Thailand 348 1,996 4,848 9,363 264,348 89,132 45,720
Other BIBF Units 878 87,249 501,378 456,877 171,370 30,380 15,387
Total 3,789 100,833 517,045 482,559 471,081 148,494 84,285
All
Thai Banks 129,254 201,414 265,380 346,358 549,421 242,486 153,417
Foreign Banks with Full
Branch(es) in Thailand 51,116 104,245 157,219 232,158 954,798 521,063 409,373
Other BIBF Units 20,443 251,817 774,963 711,675 378,225 151,974 116,691
Total 200,814 557,476 1,197,562 1,290,192 1,882,444 915,523 679,481

BIBF = Bangkok International Banking Facility.
2 As of September.
Source: Bank of Thailand.

Mounting NPLs would certainly lead to systemic fi-
nancial sector difficulties.

The origins of the weaknesses of the financial
sector fall into two broad categories: (i) excessive
lending without prudent management of assets and
liabilities, and (ii) inadequate regul atory and supervi-
sory frameworks.

Thelack of prudent management of assetsand li-
abilitiesandtheresultingrisky behavior onthepart of
financial institutionsledtothreemajor typesof prob-
lems. First, although commercia banks and finance

ZRM Financial Institutions’ Claims on Private
Sector and Money Supply
Percent of GDP
170

== Financial Institutions’ Credit
to the Private Sector
150 Money Plus Quasi-money

130

110

90

70
——

50

1985 1987 1989 1991 1993 1995

GDP = gross domestic product.
Source: International Monetary Fund, International Financial Statistics, various issues.

1997 1999Q2

compani esextended someproportion of |oansto pro-
ductive investment projects, they directed a sizable
proportiontononproductive, and oftenspecul ative, in-
vestments such asreal estate, construction, and con-
sumer loans (including automabileloans, stock pur-
chases, and hirepurchases) MAs| ong astheeconomy
grew at arapidrate, therewaslittleprobleminrecov-
eringsuchloans, but firmswith unsound projectswere
exposed to the risk of economic slowdown and the
consequent deterioration of their balance sheets.

SR Commercial Banks’ and Finance
Companies’ Claims on Private Sector
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== Finance Companies’
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Source: International Monetary Fund, International Financial Statistics, various issues.
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Second, loansweredirected to corporationswhich
faced rising debt-equity ratios. Since lending was :
based on collateral rather than projected cash flows, :
thelarge exposureto highly leveraged firmsposed a :
-~ drivi ng force of economic growth, experienceda 1.3

risk of asset price collapse.

Third, the problems on the asset side were com- :
pounded by the mismanagement of the liabilities. :
Commercia banks, BIBF-based foreign banks, and 3
finance companies relied increasingly on domestic :
and foreign borrowing to supplement theinsufficient :
deposits for extending loans. In particular, foreign -
borrowing was an important source of funding for :
commercia banks and finance companies, which :
extended loansnot only to tradableindustriesbut also :
to nontradabl e sectors. Theseinstitutions essentialy :
engaged in risky maturity and currency transform- :
ation, by borrowing short and oftenin largeamounts -
of unhedged foreign currency and lending de facto -
long in domestic currency (through regular roll-overs
of short-term loans) to manufacturing firmsand other
- the deteriorating balance sheets of banks and fi-

nontradable business enterprises.12

Inadequate regulatory and supervisory frame- -
works also contributed to the weakness of the fin- .
ancial system. By end-1996, there were reportedly
B487 billion in NPLs on the books of commercial
banks (11.5 percent of gross loans) and B225 hil- -
lion on the books of finance companies (15 per- -
cent). Most banks and finance companiesfailedto
adopt appropriate loan classification, resulting in
vastly understated NPL s, postponed loan-loss pro-
visioning, and continued accrual of interest on
NPLs. Regulations governing income recognition
on NPLs were also lenient: provisions were far
below what would be required to addresstherising -
NPL problems. Reported CARs vastly overstated -
thetrue capital positions of both commercial banks -
and finance companies due to the lack of proper
asset classification and provision. In addition, au- -
diting and disclosure practices were weak, result-
ing in underreported lending to related parties and :
single borrowers and alimited role for market dis- -
: cially sound, its action sent a shock wave through

cipline.

Early Measures of Financial

Crisis Resolution

Thailand’s economic conditions began to deteriorate
visibly from around mid-1996. Exports, formerly the

percent yearly decline (US dollar terms) in 1996; in
the same year, the current account deficit expanded
to 7.9 percent of nominal GDP. The business envi-
ronment for financial institutions also began to
worsen, with anincreasingly seriousoversupply situ-
ation in the real estate market, stagnating share
prices, and selling of the baht on the foreign ex-
change market. Because of the collapse of land
and stock prices that began one to two years ear-
lier, afew commercia banksand alarge number of
finance companies encountered management
difficulties. Financial institutions saw their assets
turninto bad loans. Someinternationa creditor banks
began to cut lending and even refused to roll over
their cross-border loans, which in turn aggravated

nance companies and threatened financial market
stability.

The Bangkok Bank of Commerce (BBC) wasthe
first major commercia bank to experience man-
agement difficulties, mainly due to fraud. It was
placed under BoT control in May 1996. Although
BoT did not use Financia Institutions Devel opment
Fund (FIDF) financing at first, it later resorted toitin
order to write off part of BBC's bad loans.

The first sign of weakness in finance companies
came when the Thai Danu Bank (TDB) announced,
inearly March 1997, itsintended takeover of Finance
One, the country’s largest finance company, which
was experiencing management difficulties. (Ulti-
mately, TDB decided not to take over Finance One
because of the latter’s questionabl e financial condi-
tions.) Following the announcement, BoT made pub-
lic the names of 10 beleaguered finance companies
that had seriousfinancial problems. While BoT also
declared that other financial companies were finan-
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the market. BoT started to provide liquidity support
through FIDF for the troubled finance compani s’
asfundsbegan to fleeinstitutionsthat were perceived :
as weak. The Government decided to establish the -
(largely inactive) Property Loan Management Or- :
ganization (PLMO) in March, with itsintended role :
being to purchase problem loans secured by rea es- |
tate from the portfolios of financial institutions at

. . . ey 14
market prices, subject to certain conditions.

no other finance companies would be suspended.
Nonethel ess, it again announced on 4 August that an

additional 42 finance companies were directed to
suspend their business operations—amountingto a -

total of 58 out of 91 finance companies—and that it
would provide a “temporary guarantee” for the re-
maining financial ingtitutionsaswell as* blanket guar-
antees’ to digible depositors and creditors of sus-
pended financial institutions. The suspended 58 fi-
nance companieswere required to submit rehabilita-
tion plans by the end of October; they would remain
suspended until recapitalized, merged with new do-
mestic or foreign partners, absorbed by afew “ core”
finance companies, or liquidated after the comple-
tion of the due diligence process.

After the devaluation of the baht on 2 July 1997,
the business environment for financia institutions
deteriorated even further. The corporate borrowers
repayment burden on banks with foreign currency
liabilitiesincreased suddenly. Moreover, the corporat-
ions also came under enormous financial pressure,
sincethey had substantial foreign currency exposures
without hedging against exchangerisk. The high-in-
terest rate policy that was introduced in an attempt
to maintain the value of the baht increased the do-
mestic-debt servicing obligations of corporate debt-

ors, thereby causing economic activity to slow down
and triggering further deterioration in thereal estate
and stock markets. In addition, the outbreak of the
baht crisis was followed by a “flight to quality,” as
depositors increasingly shifted their funds from fi-
nancially troubled institutions, particularly from fi-
nance companies and weak domestic banks, to qual -
ity domestic banks and foreign banks. As a resullt,

- finance companies|ost large amounts of fundswhile

The problems of finance companies came to the
forein mid-1997, when there was asharp declinein -
confidenceintheentirefinancial system. On27 June,
BoT announced that it was suspending the opera- -
tionsof 16 finance companies, includingthe 10whose
names had been published earlier, and ordered them -
to restructure their management. It al so declared that -
~ the launching of the IMF program were piecemea

commercia banks gained deposits (Figure 6). How-
ever, within the banking sector, seven middle- and
lower-ranked commercial banks experienced a de-
clineintheir deposit balances at end-1997 compared
with end-1996, whilethe deposit balances of thelead-
ing banks rose.

In retrospect, the various measures taken before

and half-hearted and did not stem the growing loss
of confidence. FIDF provided nearly B400 billionin
liquidity support over several monthsprior to the sus-
pension of the 58 finance companies, but did not suc-
ceed in arresting the financial sector crisis. Some
measuresinadvertently compounded the scale of the
crisis, increasing resol ution costsfor the Government
and raising the danger of contagion from finance
companies to the banking sector, thus aggravating
the systemic financial crisis and the ensuing sharp
economic downturn.
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Financial Sector
Restructuring

Restructuring of Finance
Companies

On 14 October 1997, as part of IMF's standby ar- :
rangement conditionalities, the authoritiesannounced :
a comprehensive strategy for the overall restructur- :
ing of the financial sector, with six emergency de- :
crees setting out thelegal basisfor thisstrategy. The
package aimed to bring Thailand’s financial system :
closer to international standards by 2000. The com- :
prehensive strategy included the following measures: -
* Establish the Financial Sector Restructuring :
Authority (FRA) and the Asset Management -

Corporation (AMC).

— FRA and AMC were established to providea -
framework for the early disposal of NPLsheld
by finance companies and the reconstruction -

- beraised totherequired level, (i) the fundsrequired

—FRA’s role wasto (i) order finance compa- -
nieswith inadequate equity or cash flow prob- -
lemsto recapitalize or merge, (ii) provideguar-
anteesfor depositsand loans, (iii) investinfi- -
nance companiesin order to stabilizethe pay- -
ments system, (iv) easerestrictionsonforeign
ownership of financial institutions and nomi- -
nate directors, and (v) liquidate the assets of
troubled finance companies by offering them

. panies because it lacked such an authority and, in-

of thefinancial system.

for sale to general bidders.

—The role of AMC was to purchase, manage, -
restructure, and sell the assets of failed finance
companies. In addition to the acquisition of -
assets that could not be sold through general
bidding by FRA, it would also buy NPLsfrom
financial institutions placed under FIDF own-

- and financial assets (bonds) and then move to the

- saleof core assets (hire purchase contracts, residen-

— Provisioning was required for all loans more :
than six monthsoverdue, effective 31 Decem- -

- sets totaled B186 billion with the recovery rate of

ership or control.
» Announcetightened loan classification rules.

ber 1997.

—Accrua of interest on NPLs more than six
months overdue was prohibited, effective 1
January 1998.

Initiate the resolution of 58 suspended finance

companies.

— Memoranda of understanding with all under-
capitalized finance companies (and commer-
cial banks) were exchanged with regard to the
timetablefor raising capital toarequired level.

— Criteria for assessing the rehabilitation plans
and the reopening of the suspended finance
companies were establ ished.”

— Foreigninvestment in finance companies (and
banks) wasfully liberalized for 10 years, with
amounts invested during this period perma:
nently grandfathered, so as to help recapital-
izefinancial ingtitutions.

FRA obtained and assessed therehabilitation plans
from the 58 suspended finance companies. The cri-
teriait applied were whether or not (i) capital could

for liquidity management could be raised, and (iii)
the ingtitution had the capacity to repay loans pro-
vided by FI DF." Based on FRA's recommendation
made at the end of November, MOF and BoT an-
nounced on 8 December that 56 out of the 58 fi-
nance companieswould be permanently cl osed.” The
assets of the closed finance companies were trans-
ferred to FRA for quick disposition. FRA did not
intend to restructure loans owed to the finance com-

stead, simply focused on asset disposal through auc-
tions.”

In February 1998, FRA began auctioning off the
assets of the 56 closed companies. Its plan was to
begin with the sale of noncore physical assets (ve-
hicles, art objects, furniture, office equipment, etc.)

tial mortgageloans, and businessloans). At end-1999,
proceeds from FRA's sale of core and noncore as-
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about 28 percent of the outstanding balance (book vaue)
of about B665 hillion. The sdle of noncore assets met.
with considerabl e success, withthe average price of 53 :
percent of book vaue, which was well above FRA's :
own estimates. In a series of core-asset auctions that -
began in June 1998, FRA disposed of B600 billion of -
core assets as of November 1999, at an average re-
covery rate of 25 percent (Table 6). There were mul-
tiple bidders for earlier auctions so that AMC did not
have to take up assets. However, as the bidder of last -
resort, AMC took part in the March 1999 auction for
the first time. Since then, AMC has purchased core -
assetstotaling B197 billion (B199billionif noncoreas-
setsareincluded) or onethird of thecoreassetssoldby

FRA, at an average of 17 percent of face val ue”

In January 1998, the Cabinet approved the cre- -
ation of a fully Government-owned “good bank,” -
Radanasin Bank (RSB), in order to preservethevalue
of domestic assets against fire-sale prices resulting
from the time constraint of the liquidation process.

RSB was mandated to purchase and manage the
good assets of the 56 closed finance compani es” It
commenced businessin March. Theinitial Govern-
ment ownership of RSB would later be diluted
through sale of shares to the public. One of RSB’s
prominent advantages was a clean balance sheet. .

BoT intervened in seven finance companies with
solvency problems in May 1998 (see Table 7 for a
summary of resolution measurestaken for thetroubled
finance companias).22 Krung Thai Thanakit (KTT), a

subsidiary of Krung Thai Bank (KTB), agreed to pur-
chase the assets of the seven finance companies at
their market value, and would be granted a bank li-
cense. However, resolution plansfor the seven finance
companies were not clearly laid out.

In August 1998, when the comprehensive finan-
cial sector restructuring program was announced, an
additional fivefinance companieswereidentified as
nonviable, partly because they failed to raise new
capital.23 BoT ordered them to write down capital
and to reduce their value per share to one satang
(one hundredth of one baht). These finance compa-
nies, the seven finance companies BoT intervened
earlier, and the newly taken-over Union Bank of
Bangkok (UBB) were to be managed and eventu-
aly integrated with KTT to form anew bank—Bank
Thai (BTH), formed in April 1999.

In September 1999, Thai Farmers Bank (TFB)
reached an agreement with FIDF on the winding
down of itswholly owned finance company, Phatra
Thanakit (PT), and the allocation of losses. FIDF
agreed to provide up to B4.4 billion to cover PT’s
losses on B30.8 hillion in NPLs (net book value),
with TFB covering any shortfalls.

BoT demonstrated its intention to intervene fur-
ther, if necessary, in the remaining finance compa
nies deemed nonviable and to encourage mergers
among themselves or with a bank. Some of the in-
centives under consideration are (i) offering acom-
mercia banking license to merged companies that

IELICYSH FRA's Core Asset Auction Results and Sales to AMC

Auction Sales of Core Assets Sales to AMC
Book Value Bid Price Recovery Value Book Value Sales Price Recovery Value

Bid Date Type of Core Asset (B billion) (B billion) (Percent) (B billion) (B billion) (Percent)
25 Jun 1998 Auto hire purchase contracts 51.8 24.9 48.0
13 Aug1998 Residential mortgage loans 24.6 11.56 46.8
15 Dec 1998 Business loans (1st round) 155.7 39.0 25.0
19 Mar 1999 Business loans (2nd round) 221.5 40.3 18.2 185.4 311 16.8
06 Jul 1999 Construction loans 1.3 0.2 12.2 1.0 0.2 15.2
11 Aug1999 Commercial and other loans

(1st round) 129.0 31.0 24.0 2.5 0.9 34.5
11 Nov 1999 Commercial and other loans

(2nd round) 16.3 5.4 329 8.2 1.6 19.8

Total 600.2 152.2 25.4 197.0 33.7 17.1

AMC =Asset Management Corporation, FRA = Financial Sector Restructuring Authority.
Source: Financial Sector Restructuring Authority.
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IELICWAE Resolution Measures for Troubled Finance Companies

Number of
Finance Companies

Date Resolution Measures Private State-owned
1997
June +16 finance companies suspended. 90 2
August *42 finance companies suspended. 90 2
December «Of the 58 suspended finance companies:
— 56 finance companies to be closed. 34 2
— 2 finance companies to be reopened (in March 1998).2
1998
January *Radanatun created. 34 &
May 7 finance companies intervened and ordered a capital write-down, recapitalization 34 &
through the conversion of FIDF debt into equity, and a change in management.?
«5 finance companies intervened and ordered a capital write-down, recapitalization 34 &
through the conversion of FIDF debt into equity, and a change in management.©
August *The 12 intervened finance companies, together with Union Bank of Bangkok (UBB) 22 &
to be consolidated with Krung Thai Thanakit (KTT).
1999
April *Bank Thai formed following the merger of Union Bank of Bangkok (UBB) and 12 22 2
finance companies with KTT.
August *Ocean Finance closed. 22 1
September «Phatra Thanakit (PT) to be wound down. 20 1

FIDF = Financial Institutions Development Fund.

& The two finance companies to be reopened were Kitnakin Finance and Securities, and Bangkok Investment.
b The seven intervened finance companies were Union Asia Finance and Securities, Nava Finance and Securities, Mahatun Finance, Bangkok Asian Finance, KSIT Finance and

Securities, Erawan Trust, and Progressive Finance.

¢ The five intervened finance companies were Dhana Siam Finance and Securities, First City Investment, IFCT Finance and Securities, Vichirathanatun Finance, and Thai Summit

Finance and Securities.
Sources: Bank of Thailand, International Monetary Fund, and World Bank.

meet a minimum capital requirement, (ii) matching
Government contributions for the capital placed by

the acquiring ingtitution, and (iii) providing stop-loss

guarantees for the acquiring institution for the first
few years of operation.

Restructuring of Commercial Banks

Although the authorities began to deal with the prob-
lems of finance companiesin early 1997, they had

not systematically addressed the insolvency issues .

of small and medium-size commercia banks until
August 1998. The approach until then was piece-
meal and gradual. In the last three months of 1997,
to restore banking system stability, BoT decided to
require recapitalization of undercapitalized financial
ingtitutions. For this purpose, foreign equity invest-
ment infinancia ingtitutionswasfully liberalized for
aperiod of 10 years.24

InMarch 1998, BoT issued rulesinlinewithinter-
national best practices governing loan classification

and provisioning, and interest accrual for banks and
finance companies (Box 1). As part of stricter rules
of loan classification and provisioning standards, BoT
had required banks to set provisioning for all loans
more than six months overdue (effective 31 Dec-
ember 1997) and prohibited the accrual of interest
on loans more than six months overdue (effective 1
January 1998).25 The period was subsequently re-
duced to three months (effective 1 July 1998), which
wasthe US standard. The authorities a so announced
that they would continue to strengthen the financial
system by (i) introducing international standardsfor
loan classification and provisioning rules, whichwould
be phased in through end-2000 (end-2000 LCP
rul EB);26 (i) establishing adeposit insurance scheme;
and (iii) amending the bankruptcy law for expediting
foreclosure. Essentially, loan-loss provisioning re-
quirements were allowed to be phased in progres-
sively through end-2000, asaform of regulatory for-
bearance.
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Bank of Thailand Loan Classification and Provisioning Rules (31 March 1998)

Asset Classification: As of 1 July 1998, all accounts on which interest or principal due have not been received within
three months (as opposed to six months as required previously) from the due date, will be recorded as nonperforming.

Such accounts will also include those that are not overdue by more than three months, but for which uncertainties have
arisen about the borrowers’ ability to meet interest and repayment obligations (cessation of business, bankruptcy, etc.).
Income Recognition: As of 1 January 1999, interest overdue for more than three months will not be recognized as

income; as of 1 January 2000, interest recorded as income but not received will be removed from income.
Loan-loss Provisioning: The new rules require that all accounts be classified into five categories: pass, special

mention, substandard, doubtful, and loss.

Classification Period Overdue

Old Level of Provision (%)

New Level of Provision (%)

Pass under 1 month
Special mention 1-3 months
Substandard 3-6 months
Doubtful 6-12 months
Loss over 12 months

(or write-off)

0 1

0 2
15-20 20
100 50
100 100

(or write-off)

Phase-in: These requirements are more stringent than many other countries’, as none of the provisions would qualify
for tier-2 capital. However, the amount of provisioning needed comes into effect gradually.

For the second half of 1998, the financial institutions must set aside 20 percent of the required provisions. The
requirement will then increase by 20 percentage points every six months until the amount fully satisfies the requirement
in the second half of 2000 (end-2000 loan classification and provisioning [LCP] rules).

Comprehensive Financial Sector Restructuring: Announced on 14 August 1998, it stated that financial institutions
that adopted up front the end-2000 LCP standards would be entitled to obtain public funds for tier-1 recapitalization.

Source: International Monetary Fund.

Inearly 1998, four Thai commercia banks(Bang-
kok Metropolitan Bank [BMB] in January; BBC,
Siam City Bank [ SCIB], and First Bangkok City Bank
[FBCB] in February) were considered critically un-
dercapitalized because they were unable to meet
loan-loss provisioning rules and recapitalization dead-
lines (see Table 8 for asummary of resolution mea-
sures adopted for the troubled commercial banks).
By May, BoT had intervened in the four banks after
writing off bad loans by reducing sharehol der capital
to the legal minimum. BoT then converted FIDF
loans to these banks into equity and injected addi-
tional capital (de facto nationalization). However,
clear resolution measures with regard to the four
intervened bankswere not announced. The remain-
ing 11 commercial banks were under pressure for
recapitalization and rehabilitation on their own.

Given thelack of promising sources of new capi-
tal in Thailand, shareissueswereincreasingly being
underwritten by foreign financial ingtitutions. Bangkok
Bank (BBL), TFB, SCIB, and Nakornthon Bank

(NTB) al increased their foreign ownership ratios,
athough they intended to keep foreign shareholdings
below 50 percent for the time being. Indeed, BBL
and TFB raised tier-1 and tier-2 capital in the inter-
national markets. There are bankswith foreign own-
ership limits above 50 percent. Development Bank
of Singapore acquired 50.27 percent of shares in
TDB in January 1998, while ABN-AMRO Bank of
the Netherlands acquired a 75 percent stakein Bank
of Asiain June 1998.

The Financial Sector Restructuring
Program of 14 August 1998

To address the deteriorating conditionsin the finan-
cial sector, MOF and BoT announced on 14 August
1998 acomprehensive financial sector restructuring
program. The program focused on a wide range of
immediate measures to (i) resolve the financial cri-
sis, (i) stabilize banks' deposit base, and (iii) restore
credit flowsto productive sectors of the economy. It
contained four major components. First, capital ad-
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IELICRSE Resolution Measures for Troubled Commercial Banks

Number of Commercial Banks

Date Resolution Measures Private? Intervened State-owned
1996
May » Bangkok Bank of Commerce (BBC) placed under BoT control. 13 1 1
1998
January * A new State-owned commercial bank, Radanasin (RSB), created. 13 1 2
*Thai Danu Bank (50.3% of shares) acquired by the Development Bank
of Singapore. 13(1) 1 2
»Bangkok Metropolitan Bank (BMB) intervened and ordered to conducta  12(1) 2 2
capital write-down and immediate recapitalization.
February  «Siam City Bank (SCIB), BBC, and First Bangkok City Bank (FBCB) 10(1) 4 2
ordered to conduct a capital write-down and immediate recapitalization.
June *Bank of Asia (75% of shares) acquired by ABN-AMRO Bank. 10(2) 4 2
August « Union Bank of Bangkok (UBB) and Laem Thong Bank (LTB) intervened. 8(2) 6 2
*LTB to be merged with RSB. 8(2) 5 2
*UBB, together with 12 intervened finance companies, to be conso- 8(2) 4 2
lidated with Krung Thai Thanakit (KTT) to form a new bank.
*FBCB to be acquired fully by Krung Thai Bank (KTB). 8(2) 3 2
*BBC to be closed. 8(2) 2 2
* BMB and SCIB to be recapitalized to satisfy the end-2000 LCP rules 8(2) 2 2
and offered for sale, with NPLs covered by yield maintenance and
loss-sharing arrangements.
1999
April «Bank Thai formed following the merger of UBB and 12 finance 8(2) 2 3
companies with KTT.
May »Siam Commercial Bank (SCB) injected with tier-1 capital support. 8(2) 2 3
July *Nakornthon Bank (NTB) intervened and ordered to conduct a capital 7(2) & &
write-down and recapitalization by FIDF.
September +Sale of NTB (75%) to Standard Chartered Bank finalized. 8(3) 2 3
November « Sale of RSB (75%) to United Overseas Bank of Singapore finalized. 9(4) 2 2

2 Numbers in parentheses are the numbers of private foreign banks that were originally domestically owned.

Sources: Bank of Thailand, International Monetary Fund, and World Bank.

equacy requirementswere eased and brought inline

withinternational (Basle) standards by lowering tier-
1 capital requirements for banks. Second, the Gov-
ernment earmarked B300 hillion for two capital sup-

port schemes (tier-1 and tier-2 schemes), with the

tier-2 scheme linked to progress in corporate debt
restructuring. Third, financial ingtitutions were al-
lowed to establish individual asset management com-
panies. Fourth, the consolidation of the banks and
thefinance companieswasto be accel erated through
additional BoT interventions and proposed mergers.

Capital adequacy ratios. The overall CAR was
to remain at 8.5 percent for banks (slightly above

Basle standards) and at 8 percent for finance com-

panies. But tier-1 capital requirementsfor bankswere :

lowered from 6 to 4.25 percent, and the tier-2 com-

ponent was raised from 2.5 to 4.25 percent in line :

with Basle standards. The 1 percent provisioning
requirement for performing loans wasto qualify for
tier-2 capital. For ingtitutionsthat fell below theregu-
latory minimum reguirements, the Government would
reserve the right to convert debentures into tier-1
equity.

Capital support facilities. The objective of the
capital support schemeswasto encourage recapitali-
zation of Thai commercial banks and finance com-
panies, thereby restoring and maintaining their sol-
vency. Thetier-1 capital support facility was aimed
at catalyzing the entry of private capital, whereas
the tier-2 capital support facility was aimed at pro-
viding financial resources and incentivesto acceler-
ate corporate debt restructuring. Under the tier-1
scheme, for participating ingtitutions, the Government
would purchase shares, in tradable bonds, to bring
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tier-1 capital up to 2.5 percent; beyond thislevel, it
would purchase preferred shares by matching the |
amount invested by the private sector (local or for- :
eign) on a 1:1 basis. The most important condition :
for participation in the tier-1 scheme was the finan- :
cia institutions' up-front adoption of end-2000 LCP :
rules and write-down of shareholder equity.27 Pri- -
vate investors were to have a three-year buyback
option for the Government shares “at a price based
on the Government’s cost plus carrying cost.” Un- -
der thetier-2 scheme, which was aimed at speeding
up the corporate restructuring process, the Govern-
ment would inject capital through the exchange of
nontradable Government bonds for bank debentures
for amaximum of 2 percent of risk-weighted assets.
The amount of funds available would be based on
themagnitude of (i) thewrite-offsresulting fromcor- -
porate debt restructuring, net of previous provision-
ing; and (ii) thenet increasein lending to the private -
sector. Theavailability of tier-2 capital support would
decline over time to encourage early debt restruc- -
turing and new net lending. If institutions were to

adopt up front the end-2000 L CP rules, they would
be allowed to phase write-offsfor debt restructuring
over afive-year period.

Facilitating and establishing private AMCs.
The Government would provide a framework for
voluntarily removing bad assetsfrom private banks
balance sheets through private asset management
companies (AMCs) wholly owned and managed by
the parent financial institutions. AMCs are defined
asfinancial institutionsin order to allow themto bor-
row (excluding deposit taking) and relend funds (only
to existing customers) as well as to give them full
flexibility in setting their interest rates. They provide
a channel for banks to separate the “good assets’
from the “bad assets,” improve the bank’s balance
sheets and asset quality, and concentrate on future
businesses of the “good banks.”

Resolution of troubled banks and finance com-
panies. BoT intervened in 2 more banks (UBB and
Laem Thong Bank [LTB]) and 5 more finance com-

panies, bringing thetotal number of financia institu-
tions in which the Government intervened to 18 (6
banks and 12 finance companies). BMB and SCIB
would be sold to strategic investors after (i) the end-
2000 LCP rules were brought forward and (ii) re-
capitalization through adebt-to-equity conversion of
outstanding FIDF loans conducted. The Government
would provide aloss-sharing or stop-loss guarantee
on NPLs as well as a guaranteed annual yield to
service the liabilities. FBCB would be absorbed by
KTB under the sameloss-sharing arrangement. BBC
would beliquidated and al its performing assetsand
liabilitiestransferredto KTB, whileitsstaff, branches,
and nonperforming assets would remain in BBC,
which would be turned into aspecial financial insti-
tution owned by FIDF. UBB and the 12 intervened
finance companies would be absorbed by KTT, af-
ter full provisioning and recapitalization up to 8.5and
8 percent, respectively, whichwould later form anew
bank, Bank Thai (BTH). LTB would be taken over
by RSB after full provisioning and recapitalization up
to 8.5 percent. The Government would seek a stra-
tegic investor for RSB, and prepare privatization of
KTB and BTH.

Progress Since the 14 August 1998
Program

Capital support facility. Thus far, private com-
mercial banks have been reluctant to take advan-
tage of the 14 August capital support schemes, par-
ticularly thetier-1 schemethat would require banks
to recognizelosses up front and to write down their
shareholder equity, thus diluting ownership control
and inviting Government interference, in return for
public recapitalization. While several banks an-
nounced their intention to participate, to date only
SCIB hasreceived tier-1 capital support. Of SCIB’s
recapitalization amounting to B65 billion, half came
from the Government under tier-1 support, and a
matching amount was raised from private inves-
tors.” SCIB also joined the tier-2 capital support
scheme in the fall of 1998, to make progress with
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corporate debt restructuring, while Bank of Ayudhya
(BAY) has announced its interest in taking advan- :
: private AMCs. To date, 7 out of 11 Thai commer-

Other private banks have instead raised capital on :
their ownintheform of equity, innovativetier-1 capi- :
tal, and tier-2 capital. They have not applied for the :
capital support program for fear of dilution of share :
ownership and excessive Sateinterference. BBL, TFB, :
and BAY all raised about B214 hillion in capital by :
May 1999, partly in the form of quasi-equity instru- :
ments, such as Capita Augmented Preferred Securi- :
ties (CAPS) and Stapled Limited Interest Preferred
Securities(SLIPS). Theissuesfor BBL and TFB were :
successful among investors, asthe CAPS/SLIPS paid :
arelatively high rate of return.”” CAPS and SLIPS
were also attractive to bank owners because they :
boosted their CARswhile preventing loss of control. 3
Yet, this form of capital is expensive; together with
the carrying cost for thelarge amount of NPLs, it can -
strain banks' preprovision profits and hencetheir ca-

tage of the tier-2 scheme.

pacity to maintain adequate capital.

total funds available) have been utilized thusfar.

complement a debt-restructuring transaction. As a
result several banks have moved forward in using

cial banks have either established or expressed their
intention to establish AMCs. BBL has created a
wholly owned AMC with registered capital of B500
million, which initially managed BBL's foreclosed
properties. TFB has created two AMCs:. Thonburi,
which manages the worst one third of itsNPLs, and
Chantaburi, which manages NPLs from Phatra
Thanakit, itsrecently closed finance company.30 SCB
has obtained an approval to create a wholly owned
AMC, Chatuchak Asset Management Ltd.

The benefit of establishing such private AMCsis
that it allows bank management to focus on the good
bank and new lending, while attracting superior and
dedicated management to perform the specialized
task of resolving NPLs. The scheme enables NPLs
to be valued at market prices, and requires recap-
italization to cover the losses beyond existing pro-

- visionson transferred NPLs. The current regulation

In June 1999, the 14 August capital support pro- -
gram was amended to make it more attractive. The .
key change was the expansion of the types of capital -
that would qudify to match theinjection of publicfunds -
toinclude any tier-1 capital aready raised viaSLIPS -
and CAPS. The change improved market sentiment
by signaling that public funds were available if the -
bankswere unableto raise sufficient capital by them-
selves. However, only B81 hillion (27 percent of the

allowstheremainder of loan lossesto betakeninthe
AMC, not in the bank.

Resolution of intervened banks. Early in 1999,
SCIB, BMB, and RSB increased their capita through
debt-to-equity swapsfrom FIDF, hired privatization
advisors, and began to prepare the sales process.
BoT had agreed on loss-sharing or stop-loss gua-
rantees on NPLs that would be applied to strategic
investorsinterested in buying thethree banks. In July

. 1999, BoT intervened another bank, NTB, which had

Policy measures adopted to encourage the .
banks to set up private AMCs. The Government -
recently eliminated tax impedimentsto theestablish- -
ment and operation of abank’smajority-ownedAMC,
an alternative to managing the NPLsin-house. BoT
released anew regulationin early January 2000, which
allowed (i) private banks to transfer loans to their -
majority-owned AMCsat net book value (book value
lessprovision currently required under the phased-in :
forbearance program), and (ii) AMCs to engage in 3
more activities, such as lending to borrowers to :

failed to negotiate with foreign strategic investors
for a buy-in, and ordered a capital write-down and
recapitalization by FIDF.

Torestoreinternational confidencein thefinancial
system, the Government initiated the sal es process
for the four intervened banks by providing public
resources. NTB was the first bank that was ac-
quired by a foreign strategic investor, Standard
Chartered Bank, which agreed in September to
purchasea 75 percent stakefor B12.38 billion. The
transaction was structured so that FIDF would bear
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85 percent of the loss and enjoy 95 percent of the -

gain on the ultimate resol ution of the existing NPL
portfolio against benchmark valuations. FIDFwould

also cover the carrying cost, otherwise known as

yield maintenance, of the existing NPLs until they
wereresolved. In another transaction, United Over-
seas Bank of Singapore (UOB) agreed in Novem-
ber to purchase RSB under another structure: UOB
would pay B6.5 billion for a 75 percent stake in
RSB; RSB would have alimited time period to put
NPLs at book value into an FIDF-owned AMC,;
and UOB would receive a 0.1 percent fee to man-
age the AMC and would share in the AMC’s prof-
itsand losses—5 and 15 percent, respectively. Both

transaction structures were designed to postpone

the sizing and recognition of lossesin theseinstitu-
tionsby FIDF, thus attracting investor interest. The
Government would write checks to the purchasers
over time.

BMB and SCIB are expected to be sold under
similar transaction structures.” Table 9 summarizes
commercial banks' statusat end-June 1999 and their
assets and estimated NPLs.

Recapitalization and operational restructuring
of Sate-owned banks. The Government plans to
privatize two State-owned commercial banks, KTB
and BTH, in the next two years after they undergo
operational restructuring and recapitalization. How-
ever, only limited progress hasbeen madein organiza-
tional and operational restructuring. Thetwo institu-

BEVMEM Status, Assets, and NPLs2 of Commercial Banks Incorporated in Thailand

Ownership Total Assets (B million)
Commercial Banks Incorporated in Thailand Dec 1997 Jun 1999 Dec 1997 Jun 1999
Bangkok Bank (BBL) Private Private 1,408,619 1,232,656
Thai Farmers Bank (TFB) Private Private 795,385 734,104
Krung Thai Bank (KTB) State-owned  State-owned 792,664 1,040,656
Siam Commercial Bank (SCB) Private Semiprivate 717,240 710,106
Bank of Ayudhya (BAY) Private Private 493,890 463,434
Thai Military Bank (TMB) Semiprivate Semiprivate 389,476 336,694
First Bangkok City Bank (FBCB) Private Merged with KTB 316,145
Siam City Bank (SCIB) Private Intervened 272,124 275,715
Bangkok Metropolitan Bank (BMB) Private Intervened 190,560 161,120
Bank of Asia (BOA) Private Private (majority 156,644 158,243
foreign-owned)
Bangkok Bank of Commerce (BBC) Private Closed 145,971
Thai Danu Bank (TDB) Private Private (majority 130,266 118,414
foreign-owned)
Nakornthon Bank (NTB) Private Private 73,799 57,720
(foreign-owned)
Union Bank of Bangkok (UBB) Private State-owned 73,284
(part of BTH)
Laem Thong Bank (LTB) Private Merged with RSB 51,942
Bank Thai State-owned 240,612
Radanasin Bank State-owned (to be 52,846
foreign-owned)
Total 6,008,009 5,582,320

2 Nonperforming loans (NPLs) are defined as loans six months in arrears for December 1997, and loans three months past due for June 1999.

Source: Bangkok Bank, Commercial Banks in Thailand 1998; various other sources.
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tionshave been offered protection against | ossesfrom
assetsthey acquired, and additional capital has been
injected into them. In the case of KTB, the Govern-
ment had agreed, aspart of the 14 August 1998 reso-
[ution measures, to inject atotal of B185 billion of
capital as compensation for its acquisition of FBCB
and performing assets of BBC. KTB announced in

late 1998 that it had completed the first stage of its -

recapitalization, receiving B77 billion from FIDF. In
August 1999, the second stage of KTB’s recap-
itdlization, intheamount of B108 hillion, wasapproved
without awrite-down of existing capital. The Gov-
ernment then shifted ownership of KTB to MOF. It

plans to transfer a substantial anount of NPLsto a -

new AMC, awholly owned subsidiary of FIDF.

Restoring a Healthy Financial System
The stability of the financial system has been se-
verely damaged by the crisis. Financial institutions
carry large NPLs on their balance sheets, continue
to face capital shortfalls, and may pose aseriousrisk
to, or even significantly delay the process of, a sus-
tained economic recovery. Itisvita for thefinancial
system to resolve NPLSs, to recapitalize adequately,
and to provide the engine for sustained recovery.
NPLs still large. Official numbers based on the
three-month overdue definition were not available
until end-June 1998, when the total financial sys-
tem NPLs amounted to 32.7 percent of total loans.
With continued stagnation of economic activity and
delays in corporate debt restructuring, total finan-

Total NPLs (B million) NPLs/Loans (%)
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Dec 1997 Jun 1999 Dec 1997 Jun 1999 Resolution Measures, Recapitalization, and Foreign Ownership
180,572 461,382 16.8 49.2 New share issues accompanied by an increase in foreign
ownership ratio from 25% to 49%.
105,379 236,545 17.3 42.1 New share issues purchased by European banks; wholly owned
asset management company (AMC) to be created.
148,412 393,484 21.6 59.3 To be privatized after operational restructuring and recapitalization.
66,403 154,432 11.7 294 Foreign ownership ratio increased to 49%; tier-1 capital support
injected in May 1999.
55,147 135,615 13.6 36.3
46,908 93,198 15.5 313
130,834 45.4 Intervened in February 1998; merged with KTB in August 1998.
70,401 174,701 30.1 71.9 Intervened in February 1998.
62,688 132,671 334 73.0 Intervened in January 1998.
16,886 59,942 12.6 47.1 75% of shares acquired by ABN-AMRO in June 1998.
45,417 30.5 Placed under BoT control in May 1996; intervened in February
1998; and closed in August 1998.
16,534 57,958 14.3 55.2 50.25% of shares acquired by the Development Bank of Singapore
in January 1998.
6,357 29,393 10.6 54.7 Intervened in July 1999; sale to Standard Chartered Bank
finalized in September 1999.
14,279 24.8 Intervened in August 1998; to be merged, together with 12 finance
companies, with Krung Thai Thanakit (KTT) to form Bank Thai (BTH).
23,621 55.9 Intervened in August 1998; to be taken over by RSB.
207,344 84.2 To be privatized after operational restructuring and recapitalization.
39,356 85.4 Sale to the United Overseas Bank of Singapore finalized in
November 1999.
989,838 2,176,021 20.1 54.5
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cial institution NPLsgrew in 1998 and the first hal f
of 1999, reaching a peak of B2.73 trillion, or 47.7
percent of total loans, at end-May 1999. The NPL
ratioswere 42.8 percent for therelatively “healthy”
eight private banks, 69.4 percent for intervened
banks plus KTB, and 67.2 percent for the remain-
ing finance companies. Only foreign banks regis-

tered alow NPL ratio at 12 percent of total loans

(Table 10).

In the second half of 1999, amounts of restruc-
tured NPL s continued to climb, and NPLsgradually
came down to 38.5 percent of total loans at end-
1999.% Although the worst is over, the problem re-
mainslarge.

Large NPLs have constrained both the financial
system’s capacity to maintain capital and its ability

tolend, asmany institutions have tended to preserve
less risky investment by shifting their assets from
loans to Government securities. They have also in-
duced banks and finance companies to engage in
restructuring without immediately recognizing full
losses.” Early resolution of NPLs s vital to restor-
ing the health of the financial system’s capacity to
maintain capital anditsability tolend, asmany insti-
tutions have tended to preserve lessrisky investment
by shifting their assets from loans to Government
securities.

Although the Government decided not to create a
centralized AMC for the banking sector, it encour-
agescommercia banksto establish their own AMCs.
While many private banks have created or arein the
process of creating their own AMCs, the Govern-

BELIENI Reported NPLs2 of Financial Institutions

Item 31322 July August September October November December
Total Commercial Banks 1,832,518 1,924,842 1,996,123 2,149,158 2,252,943 2,352,674 2,350,842
Domestic Commercial Banks 1,780,260 1,867,406 1,936,294 2,086,016 2,188,168 2,283,199 2,276,598
Private BanksP 994,230 1,053,415 1,094,923 1,165,549 1,221,798 1,276,726 1,239,944
State-owned and Intervened Banks® 786,030 813,991 841,371 920,467 966,370 1,006,473 1,036,654
Foreign Full Branch Banks 52,258 57,436 59,829 63,142 64,775 69,475 74,244
Total Finance Companiesd 257,784 268,315 280,803 288,987 299,433 313,907 323,691
Total Financial Institutions 2,090,302 2,193,157 2,276,926 2,438,145 2,552,376 2,666,581 2,674,533
Total Commercial Banks 5,904,212 5,802,670 5,804,993 5,667,830 5,558,947 5,479,445 5,479,839
Domestic Commercial Banks 4,959,638 4,893,742 4,902,835 4,829,632 4,754,392 4,710,959 4,723,335
Private BanksP 3,293,330 3,230,749 3,228,600 3,160,182 3,096,705 3,059,341 3,063,267
State-owned and Intervened Banks® 1,666,308 1,662,993 1,674,235 1,669,450 1,657,687 1,651,618 1,660,068
Foreign Full Branch Banks 944,573 908,928 902,158 838,198 804,555 768,486 756,505
Total Finance Companiesd 489,786 487,447 484,339 478,807 472,691 469,810 461,365
Total Financial Institutions 6,393,998 6,290,117 6,289,332 6,146,637 6,031,638 5,949,255 5,941,205
Total Commercial Banks 31.0 33.2 34.4 37.9 40.5 42.5 42.9
Domestic Commercial Banks 35.9 38.2 39.5 43.2 46.0 48.5 48.2
Private BanksP 30.2 32.6 33.9 36.9 39.5 41.7 40.5
State-owned and Intervened Banks® 47.2 49.0 50.3 55.1 58.3 60.9 62.5
Foreign Full Branch Banks 55 6.3 6.6 7.5 8.1 9.0 9.8
Total Finance Companiesd 52.6 55.0 58.0 60.4 63.4 66.8 70.2
Total Financial Institutions 32.7 34.9 36.2 39.7 42.3 44.8 45.0

2 Nonperforming loans (NPLs) are defined as loans three months past due.

b private banks are Bangkok Bank (BBL), Thai Farmers Bank (TFB), Siam Commercial Bank (SCB), Bank of Ayudhya (BAY), Thai Military Bank (TMB), Bank of Asia (BOA), Thai
Danu Bank (TDB), and Nakornthon Bank (NTB). NTB was intervened in July 1999 and reprivatized in September 1999. RSB became a private bank in November 1999.

¢ State-owned and intervened banks are Krung Thai Bank (KTB), Siam City Bank (SCIB), Bangkok Metropolitan Bank (BMB), Union Bank of Bangkok (UBB) which together with 12
intervened finance companies was ordered to merge with Krung Thai Thanakit (KTT) in August 1998 and to form Bank Thai (BTH), Laem Thong Bank (LTB) which was ordered to
merge with RSB in August 1998, and Radanasin Bank (RSB).

dThe 12 intervened finance companies were merged, together with the Union Bank of Bangkok (UBB), with Krung Thai Thanakit (KTT), which was later transformed into Bank Thai
(BTH). As aresult, these 12 institutions’ NPLs were removed from finance companies and added to the NPLs of State-owned and intervened banks, beginning February 1999

Source: Bank of Thailand.
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ment also plansto create several public AMCs that
will take over NPLs from closed and State-owned
banks (BBC, KTB, and RB). The Government may

create more AMCs at the time of the sale of the

remaining two intervened banks (BMB and SCIB).
The current Government policy of encouraging apro-
liferation of private and FIDF-supported AMCs can-

not be successful in cleaning up bank balance sheets

and achieving high asset recovery unless strong gov-

ernance and transparency are maintained within the :

banksthat opt to create their own AMCs; the policy
cannot be successful unless the Government pro-
vides substantial coordination and financia support.
There are several reasons for these requirements.
First, without transferring NPLs at market values,
the private-AM C approach would simply delay rec-

ognition of losses, thusleaving the consolidated bal-
ance sheet impaired. On the other hand, to induce a
bank to recognize losses at thetime of NPL transfer,
public resources may need to be injected into the
bank or AMC. Second, without clear separation of
responsibilities to manage and dispose of NPLs be-
tween the bank and its own AMC, thereis a poten-
tial risk of fraud and abuse. Third, while competition
among creditors, private AMCs, and FI DF-supported
AMCs to dispose of assets quickly may benefit in-
vestors who acquire the assets, there is a risk that
the lack of coordination among the holders of NPLs
to the same borrower may result in lower recovery
values.

Given the systemic nature of the bank NPL prob-
lem, there is a greater need for strong Government
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Janﬁi?s February March April May June July August September October November December
NPLs (B million)
2,349,592 2,530,378 2,537,447 2,533,796 2,557,280 2,482,768 2,482,448 2,457,042 2,361,652 2,322,019 2,230,042 1,983,937
2,271,335 2,451,605 2,451,987 2,449,251 2,472,295 2,396,014 2,390,809 2,363,097 2,279,841 2,243,124 2,155,841 1,922,936
1,281,382 1,295,209 1,293,788 1,294,415 1,302,420 1,222,689 1,215,086 1,208,858 1,128,742 1,104,572 1,072,722 886,398
989,953 1,156,396 1,158,199 1,154,837 1,169,874 1,173,325 1,175,723 1,154,239 1,151,098 1,138,552 1,083,119 1,036,039
78,257 78,773 85,460 84,545 84,985 86,754 91,639 93,945 81,811 78,895 74,201 61,001
331,318 170,011 170,645 169,188 172,081 168,072 169,473 161,904 150,150 105,835 102,310 90,030
2,680,910 2,700,389 2,708,092 2,702,984 2,729,361 2,650,840 2,651,921 2,618,946 2,511,802 2,427,854 2,332,352 2,073,967
Total Loans (B million)
5,341,347 5,522,579 5,497,601 5,481,698 5,465,696 5,341,317 5,358,383 5,354,064 5,414,308 5,383,839 5,362,817 5,197,943
4,569,259 4,755,734 4,755,122 4,751,874 4,728,074 4,651,085 4,651,773 4,654,395 4,704,863 4,696,804 4,682,370 4,576,299
3,048,613 3,050,132 3,058,031 3,046,231 3,041,325 2,980,358 2,973,859 2,972,280 2,949,540 2,952,308 2,992,560 2,893,746
1,520,645 1,705,602 1,697,091 1,705,643 1,686,751 1,670,728 1,677,915 1,682,115 1,755,323 1,744,496 1,689,810 1,682,553
772,088 766,845 742,479 729,824 737,622 690,232 706,610 699,669 709,445 687,035 680,447 621,644
460,599 259,930 260,482 257,472 256,159 249,904 248,558 240,840 241,159 188,651 187,754 183,106
5,801,946 5,782,509 5,758,083 5,739,170 5,721,855 5,591,221 5,606,941 5,594,904 5,655,467 5,572,490 5,550,571 5,381,049
NPLs/Total Loans (%)
44.0 45.8 46.2 46.2 46.8 46.5 46.3 45.9 43.6 43.1 41.6 38.2
49.7 51.6 51.6 51.5 52.3 51.5 51.4 50.8 48.5 47.8 46.0 42.0
42.0 425 42.3 425 42.8 41.0 40.9 40.7 38.3 374 35.8 30.6
65.1 67.8 68.2 67.7 69.4 70.2 70.1 68.6 65.6 65.3 64.1 61.6
10.1 10.3 1.5 11.6 1.5 12.6 13.0 13.4 115 115 10.9 9.8
71.9 65.4 65.5 65.7 67.2 67.3 68.2 67.2 62.3 56.1 54.5 49.2

46.2 46.7 47.0 47.1 47.7 47.4 47.3 46.8 44.4 43.6 42.0 38.5
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coordination or even for centralizing resolution of -
NPL problems in a Government agency, since the |
Government isincreasingly becoming alarge holder :
of assets. It now holds, through ownership of KTB :
and BTH, 23 percent of total banking sector assets; :
or 31 percent if intervened banks BMB and SCIB :
are included.” Through coordination or centraliza- |
tion, economies of scale in asset management can
be exploited, consistency and transparency main-
tained, and strategies to maximize recovery value
developed, thus reducing therisk of different credi-
torsand individual AMCs competing to drive down -

sales value.

thirdsof itsminimum recapitalization needs, estimated
to be B1,120 hillion (assuming a 60 percent loss rate
on NPLsin State-owned and intervened banks and a
40 percent lossrate on NPLsin private banks). Inter-
vened and State-owned banks must rai seanother B360
billion and private banks B30 hillionto satisfy theregu-
l[atory minimum CA R®

Although private banks are now largely in comp-
liance with phased-in capital adequacy requirements
and are not expected to rai se a huge amount of addi-
tional capital to satisfy end-2000 LCPrules, inrea-
ity they till face significant capital shortfalls. The
reason is that banks' regulatory CAR requirements
tend to understate their true capital needs. This, in
turn, is due to severa factors. First, existing loan-
loss coverage islargely made up of collateral of in-
flated value and thus is insufficient. Banks are re-
quired to form provisions against NPLs, net of col-
lateral based on the book value reported by banks
for regulatory purposes. Because the reported book

value of collateral is overstated, banks would be
forced to write down their capital when recognizing
the losses on their NPLs. Second, the provisioning
guidelines are backward-looking; loans are classi-
fied according to the number of months payments
are due rather than on the present value of future
expected cash flowsfrom the loan, discounted at the
effective interest rate on the loan contract. Under
international accounting standards, theimpairedloans
would be marked down to the present value of fu-
ture expected cash flows from the loan. The impli-
cationisafurther capital shortfall. Third, theregula-

- tory CAR requirements underestimate the impact of

Bank recapitalization needs. BoT recently re- -
ported that from January 1998 to July 1999, the 13 -
commercial banksraised atotal of B732billionintier-
1 capital. The private banks obtained B305 billion (90
percent of their regulatory minimum tier-1 capital)
while three intervened banks plus three State-owned
banksreceived B427 billionintier-1 officia recapital-
ization (53 percent of their projected recapitalization). -
This implies that the banking sector has about two

both entry of new NPLs into the system and NPL
aging (further deterioration of the existing NPLs) on
loan-loss provisioning needs. With slow and inad-
equate corporate debt restructuring, the existing
NPLstend to ageinto high-risk categoriesand some
of the restructured debts return to NPL status, thus
requiring further provisioning and exacerbating capi-
tal shortfalls.

Itiscrucial that full provisioning be achieved by
al commercial banksand finance companies so that
loan portfolios can be cleaned up and losses fully
absorbed. Hence, it isimportant that banks must fully
complete the recapitalization process. I nternational
experience suggests that rapid absorption or recog-
nition of losses and aggressive restructuring would
accel erate economic recovery over themedium term,
asit facilitates real sector restructuring and restores
bank lending capacity. If recapitalization and loss
absorption enhancement continue to be delayed, a
financially weak banking system may impede sus-
tainable corporaterestructuring and hamper economic
recovery.

Restructuring of State-owned commercial
banks. State-owned commercial banks, particularly
KTB, need to be more decisive in both operational
restructuring and NPL resol ution. Without operational
restructuring, recapitalizationisunlikely to improve
the balance sheet. Managements of State-owned
banks are reluctant to make decisions on NPL reso-
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[ution that involveslossrecognition becausethey are
afraid of being prosecuted for the wrongful actions :
of State employees. Although it has been affirmed :
that the case of debt restructuring would be ex- :
empted, the lack of clear legal indemnity for KTB :
employees will continue to slow NPL resolution. :
Transfer of NPLs to a newly created AMC is ex- :
pected to minimize the problem and accel erate the 3

resol ution process.

The Nexus of Financial and
Corporate Restructuring

Corporate Sector Distress

creased domestic-debt servicing obligations.

Thefinancial position of the corporate sector con-
tinued to deteriorate throughout 1998. For the first
time, operating profitsfor 340 nonfinancial firmslisted
on the Stock Exchange of Thailand, on average, fell
below interest expense. As aresult of accumulated
unpaid debts and declining levelsof equity, theaver-
age debt-equity ratio of the listed firms reached 3.6
in the first half of 1998. In terms of corporate dis-
tress, the construction and real estate sectors were
most severely affected. By end-1998, NPLs mea- -
sured on a three-month basis grew to 49 percent of
domestic commercial bank loans. Of these, over two -
thirds were believed to require both operational and :
financial restructuring or liquidation. Upto onethird -
would require purely financial restructuring (resched- :

uling, areduction of interest, or capitalization of in-
terest accumulated during the baht stabilization pe-
riod).

Oneof themost salient characteristics of the corp-
orate debt problem in Thailand has been the preva-
lence of small loans extended to small- and me-
dium-size enterprises (SMEs). There were nearly
400,000 classified loansin Thailand, totaling B2.6 tril-
lion asof August 1999. Thedistressed- |oan problem

- couldbedividedinto large, medium, small, and indi-
- vidual cases. Therewereroughly 700 large distressed

loansthat exceeded B500 million each, representing
B930 billion (36 percent of the nation’s total classi-

-~ fiedloans). Medium-size distressed loans, with 5,600
In the first half of the 1990s, debt-financed over- -
investment in a number of sectors, including con- :
struction, property devel opment, and petrochemicals, 3
had resulted in high leverage and reduced perfor- -
mance of Thai corporations. Debt-equity ratios for -
these sectors grew steadily over the years prior to
the crisis. From 1994 to the second quarter of 1997,
the average ratio for al nonfinancial sectors rose -
from 1.5 to 2.1. The sharp baht depreciation that -
started in July 1997 magnified thelevel of debt mea-
sured in the domestic currency, further raising the
debt-equity ratios. In addition, highinterest ratesin-

cases, between B50 million and B500 million per case,
represented B780 billion (30 percent). Thesmall dis-
tressed loans, under B50 million per case, were
spread over 42,600 cases and represented B560 bil-
lion (21 percent). Finally, there were 350,000 indi-
vidual cases, representing B350 billion (13 percent).
Although distressed loans existed in nearly every
business sector, manufacturing and real estate were
the hardest hit. Because Thailand has a larger vol-
ume of distressed loans to SMEs than other crisis-
affected countries, restructuring Thai corporate debt
will require far more effort.

Establishing Institutional
Frameworks for Corporate
Debt Restructuring

The process of corporate debt restructuring is com-
plex and involves difficult legal, regulatory, and ad-
ministrative reforms, not to mention changesinlocal
business practices and financial culture. Since April
1998, the Government has undertaken initial stepsto
promote voluntary, market-based corporate restruc-
turing. The Government’s policy response has been
to providethefollowing:
« tax and regulatory incentivesto corporationsand
banks;
* effective legal framework for asset recovery
through court-based bankruptcy, court-super-
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vised reorganization, or enforcement of security

interests;

|land; and

« regulatory (prudential) incentivesfor NPL reso-

[ution to banks.
Tax and regulatory incentives. The Government

1 January 1998 and 31 December 1999, on asset
sales and debt restructuring by financial institution

inrestructuring cases, where debt restructuring would
result inimputed incometo the debtor. In September
1998, debt write-off was allowed to be considered
an expense, thereby reducing afinancial ingtitution’s
tax liability. Similarly, debt restructuring losseswere
also considered an expense for tax purposes. In ad-
dition, a tax cut on real estate transfers from 2 to
0.01 percent has been approved.

The Securities and Exchange Commission (SEC)
has relaxed reguirements for corporate rehabilita-
tion by reducing the approval period from 45 to 30
days and making some approval criteria less strin-
gent—for example, by adopting a disclosure-based
over amerit-based approach for SMEs. Furthermore,
a purchaser of a company is now exempted from
the requirement to make aformal tender offer in the
case of purchasing a company for rehabilitati on.”*
TheBoard of Investmentssimilarly extends promot-
ion privileges beyond the initial period where such
extensions could help restructuring.

Effective legal frameworks for debt restruc-

- turing. Ensuring creditor rightsto enforcetheir legal
« well-structured out-of-court process for volun- :
tary debt restructuring negotiations, within the :
Framework for Corporate Restructuringin Thai- :

claims, through court-based bankruptcy or reorgani-
zation procedures or both and foreclosing on collate-
ral, isan important component of the corporate debt
restructuring framework. Such legal arrangements
act both as a forced restructuring or asset recovery
process and as a credible threat to induce voluntary

workouts. The effectiveness would depend on the
has granted afull set of tax incentives for corporate -
restructuring. Theinitial step wasto reduce tax dis-
incentives by giving sometemporary relief, between

willingness of creditors to use the courts, which, in
turn, would depend on the effectiveness with which
the courts would be able to process petitions, man-

- agethe planning and approval process, and execute
~ judgments.

creditors (including related asset transfersand sales),
and mergers and acquisitions (corporate and finan-
cia). The time frame was intended to induce early -
action by debtors and selected financial institution -
creditors, whileavoiding moral-hazard problemsand -
contingent liabilitiesin the medium term. In August
1998, exemptionsfromincometax, value-added tax, -
specific businesstax, and duty ssampswere provided

The formal court-based bankruptcy and reorg-
anization procedures have been improved. In April
1998, the Bankruptcy Act was amended to enable
reorganization of potentially viable corporations. The
reorganization amendment proved workable in its
early usage, but several problems emerged that lim-
iteditsutility in resolving large amounts of distressed
debt.”’ The lack of a well-functioni ng process for
exercising security rightswas akey obstacleto rapid
progress in corporate restructuring. While foreclo-
sure laws predated the crisis, they suffered from
numerous flaws that rendered them unworkable.”

Asaresult, in March 1999, after along period of
debate, the Bankruptcy Act was further amended to
include (i) improved security for new lending to fi-
nancially distressed corporations, (ii) voting by creditor
class, (iii) rescission of related-party transfers, (iv)
limitsto discretion for court action, and (v) conver-
sion of foreign-currency-denominated claims. Nota-
bly, the amendment lowered the approval threshold
for acourt-supervised reorgani zation plan to 50 per-
cent of outstanding debt by number and value, plusa
specia resolution of 75 percent of the outstanding
debt of one creditor classby val ue.” The creation of
a specialized bankruptcy court, the Central Bank-
ruptcy Court, was also approved; the court opened
in June 1999. The strengthening of specialized judi-
cial capacity and proceduresis expected to improve




THE ECONOMIC CRISIS AND BANKING SECTOR RESTRUCTURING IN THAILAND

Framework for Corporate Restructuring in Thailand (“Bangkok Approach”)

Objective: Successful implementation of an informal framework outside bankruptcy proceedings for the efficient restructur-
ing of the corporate debt of viable entities to benefit creditors, debtors, employees, shareholders, and the economy by

(i) minimizing losses to all parties through coordinated workouts and (ii) avoiding companies being placed unnecessarily into
liquidation, thereby preserving jobs and productive capacity wherever feasible.

» Corporate debt restructuring should revive the business,
rather than simply achieve financial restructuring, to
further the long-term viability of the debtor.

Priority must be given to rehabilitation of assets to
perform-ing status in full compliance with applicable BoT
regulations.

Each stage of the corporate debt-restructuring process
must occur in a timely manner.

From the first debtor-creditor meeting, if the debtor’s
management provides full and accurate information on the
agreed schedule and participates in all creditor committee
meetings, creditors shall “standstill” for a defined,
extendible period to allow informed decisions to be made.
Both creditors and debtors must recognize the absolute
necessity of active senior management involvement
throughout the duration of debt restructuring.

A lead institution, and a designated individual within the
lead institution, must be appointed early in the
restructuring process to actively manage and coordinate
the entire process according to defined objectives and
deadlines.

In major multicreditor cases, a steering committee
representative of a broad range of creditor interests
should be appointed.

Decisions should be made on complete and accurate
information which has been independently verified to
ensure transparency.

In cases where accountants, attorneys, and professional
advisers are to be appointed, such entities must have
requisite local knowledge, expertise, and available
dedicated resources.

While it is normal practice to request the debtor to
assume all the costs of professional advisers, lead
institutions and creditors’ committees have a direct

the speed and quality of formal reorganization aswell
as voluntary corporate debt restructuring.

A framework for corporate restructuring in
Thailand and CDRAC. In June 1998, the Govern-
ment established the Corporate Debt Restructuring
Advisory Committee (CDRAC) tofacilitatethevolun-
tary process of corporate restructuring and deve-
loped the Framework for Corporate Restructuring in
Thailand.40 Theframework, also called the“ Bangkok
Approach” and endorsed by creditors in September

economic interest, and hence a professional obligation, to
help control such costs.

MOF and BoT should be kept informed on the progress of
all debt restructuring to aid the review and the regulatory
and supervisory framework and to facilitate corporate
debt restructuring.

The Corporate Debt Restructuring Advisory Committee
shall follow up developments in debt restructuring,
facilitate debt restructuring for the public good, and act as
an intermediary in particularly difficult cases.

Creditors’ existing collateral rights remain in force.

New credit extended during the standstill period in order
that the debtor may continue operations must receive
priority status.

Lenders should aim to recover their claims by devising a
plan with lower risk and hence lower interest rates,
rather than by increasing interest rates and imposing
restructuring fees.

Trading of debt is appropriate under certain conditions,
but the selling creditor has the professional obligation to
ensure that the purchaser does not have a detrimental
effect on the restructuring process.

Restructuring losses should be apportioned in an
equitable manner that recognizes legal priorities between
the parties involved.

Creditors retain the right to exercise independent
commercial judgment and objectives but should carefully
consider the impact of any action on the economy, other
creditors, and potentially viable debtors.

Any of the principles or implementing principles contained
in this framework can be waived, amended, or super-
seded in any restructuring with the consent of all
participating creditors.

Source: World Bank staff.

1998, is an adaptation of the “London Approach”
and was developed with the assistance of the For-
eign Banks' Associati on.” The framework consists
of 19 principlesto facilitate corporate restructuring,
which define the expectations of debtors, creditors,
and authorities in the voluntary, out-of-court work-
out process. It emphasizes business viability, full
information disclosure, and the sharing of restructur-
ing losses among creditors in an equitable manner
that recognizes legal priorities between the parties
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involved (Box 2). Italsoincludesal3-step timetable

for the process.42
In October 1998, CDRAC was strengthened
through the appointment of a working group, which

was to facilitate and coordinate restructuring efforts

of 200 priority restructuring cases (actualy 353, in-
cluding subsidiaries and affiliates) identified by
CDRAC members. The companies covered a broad
cross-section of Thai industry, with concentrationsin
manufacturing (48 percent), real estate (18 percent),
wholesaleand retail (12 percent), and construction (6
percent). Their debt totaled B630 billion, each com-
pany owing roughly $39.5 million onthe average. By
the summer of 1999, the list of target cases had ex-
panded to 702 corporations, which represent nearly
B1.5trillion, or 56 percent of total NPLsin Thailand.

In March 1999, CDRAC strengthened the volun-
tary debt-restructuring framework by developing two
civil contracts between partiesto arestructuring plan
that allows CDRAC to enforce atimetablefor resolu-

tion, approval process, and exit procedures. Thetwo
civil contracts are the Debtor-Creditor Agreement
(DCA) and the Inter-Creditor Agreement (ICA).
DCA isintended to produce agreement on arestruc-
turing plan, submissionto intercreditor arbitration, or
petitions for foreclosure or insolvency within six to
eight months. ICA isintended to facilitateintercreditor
agreements (Box 3).

Regulatory (prudential) incentives given to
banks. To encourage banksto restructure their hold-
ings of corporate debt, BoT relaxed classification
rules for NPLs once the loans were restructured.
For example, after debt restructuring, banks were
allowed toreclassify “ doubtful” or “loss’ loans (with
provisioning requirements of 50 and 100 percent, re-
spectively) as“ substandard” (with a 20 percent pro-
visioning requirement); once the debtor properly ser-
viced the loan for three months, the loan could be
reclassified as“normal” (with aprovisioning require-
ment of only 1 percent). The new BoT guidelines

The Debtor-Credit Agreement and the Inter-Creditor Agreement

The Debtor-Creditor Agreement (DCA) provides for
the following arrangements:

» The debt restructuring process may be initiated by the
debtor (by acceding to DCA) or the creditors, or CDRAC
may convene a first meeting of the creditors.

At the first meeting, creditors elect a Lead Institution, set
up a Steering Committee, and establish a workout
schedule within 15 days of a move to initiate restructur-
ing.

Within two to three months, the debtor submits a
business plan and information requested by the creditors.
The creditors then have one to two months to review the
plan and decide whether to vote on it, with a fallback
provision that CDRAC will appoint an advisor to prepare a
new business plan if there is insufficient creditor support
for the original plan.

If the debtor’s plan provides a sufficient basis on which
to proceed, creditors have an additional 25 days to
review the plan and propose amendments, after which
time the creditors vote.

If 75 percent of creditors (on a debt-weighted basis)
approve, the plan is approved.

If a plan receives a 50-75 percent positive vote, it is
submitted to an arbitration panel under the terms of the
Inter-Creditor Agreement (ICA).

« If a plan receives less than 50 percent creditor approval,
creditor signatories are obliged to petition for the
collection of debtors or for court-supervised reorganiza-
tion or bankruptcy.

« If a plan receives Executive Decision Panel (EDP) or at
least 25 percent creditor approval, approving creditors
are obliged to support the plan in all further proceedings,
including a court-supervised reorganization, thus forming
a voting bloc that could deny approval of an alternative
reorganization plan.

» Penalties for noncompliance with the DCA could include
fines levied by BoT.

The Inter-Creditor Agreement provides for the

following arrangements:

» For cases involving 50-75 percent creditor approval,
CDRAC will appoint a three-person EDP of arbitrators
within 18 business days from lists preapproved by the
Thai Bankers’ Association, Association of Finance
Companies, and Foreign Bankers’ Association.

» Within 43 business days, EDP must decide on cases
submitted to it for arbitration.

» BoT can penalize ICA signatories for noncompliance.
Notably, a creditor signatory can opt out of ICA in any case
where the debtor's combined debt exceeds B1 billion.

Source: World Bank Staff.
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wereissued to (i) allow banksto rehabilitate NPLs, -
(i) improve the quality of future loans, and (iii) in- :
crease banks' ability to lend to corporate dients.” -

Furthermore, in August 1998, BoT introduced mea- :
suresto provide public resourcesfor tier-2 recapital - :
ization of banksin order to facilitate corporate debt :
restructuring and to revive bank loans to corporate :
clients. The Government would inject tier-2 capital '
as the institution was to write off NPLs due to cor- -
porate debt restructuring or to increase net lending :
to the private sector. The public support would come :
in the form of subordinated debt. '

Progress of Corporate
Debt Workout

Relative to the magnitude of the problem, such as :
the size of NPLs, corporate debt restructuring has ?
only recently begun to yield some visible results.
Progressin corporate debt restructuringwasslow in -

IELICRNM Progress of Corporate Restructuring

1998, with completed restructuring of only B157 bil-
lion at end-1998. Since then, a few large manufac-
turing firms (e.g., UCOM with $570 million debt)
have restructured their debts. By end-1999, the pace
of creditor approvalsof restructuring plansimproved,
both quantitatively and qualitatively.

By end-1999, the cumul ativetotal of restructured
debt reached B1.07 trillion, out of the B1.12 trillion
total debt in the restructuring process. Although the
overall completion rate now stands at 47 percent,
the amount of restructured debt is equivalent to 52
percent of total reported NPLs (B2.07 trillion).
Much of completed debt restructuring has been in
the small- to medium-sizeloan categories, executed
through the voluntary process and outside of
CDRAC andthe court (Figure 7). Completion rates
vary significantly across sectors, with services and
exportsleading and construction and real estatelag-
ging (Table 11).

1998

1999

Item Jun Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul
In Process (B billion)
Manufacturing 131 228 266 287 296 311 326 328 363 365 410 436
Construction 6 14 20 20 20 19 21 25 26 26 42 47
Real Estate 29 61 99 85 115 122 124 142 148 148 183 221
Exports 6 8 9 17 17 19 19 20 22 22 23 27
Services? 58 62 62 66 76 74 104 115
Others? 45 133 175 185 184 184 195 209 182 190 269 319
Total 217 444 569 594 690 717 747 790 817 8251,031 1,165
Completed (B billion)
Manufacturing 2 6 10 32 51 66 75 95 119 131 182 196
Construction 0 1 3 3 3 3 5 9 10 12 15 17
Real Estate 0 1 6 15 34 36 39 44 58 65 81 96
Exports 0 0 0 2 5 8 8 8 10 11 17 17
Services? 20 22 25 34 64 72 81 89
Others? 1 8 17 30 44 52 64 91 123 139 190 214
Total 3 17 37 82 157 187 216 281 384 430 566 629
Completion Rates (%)
Manufacturing 15 2.6 38 111 172 212 23.0 29.0 32.8 359 444 45.0
Construction 0.0 71 150 150 150 158 23.8 36.0 385 46.2 357 36.2
Real Estate 0.0 1.6 6.1 176 29.6 295 315 31.0 39.2 439 443 434
Exports 0.0 0.0 0.0 11.8 294 421 421 40.0 455 50.0 73.9 63.0
Services? 345 355 403 515 84.2 973 779 774
Others? 2.2 6.0 9.7 16.2 239 283 328 435 67.6 73.2 70.6 67.1
Total 1.4 3.8 6.5 13.8 228 26.1 289 356 47.0 52.1 54.9 54.0

2 Others include services for June-November 1998.
Source: Bank of Thailand.
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Court supervised

Corporate Debt Restructuring by
Workout Process, August 1999
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@ Data refer to the debt of target cases owed to domestic commercial banks.
Source: Bank of Thailand.

cessfully reached restructuring agreements, 357
cases (B436 hillion or 21 percent) are being restruc-
tured, while 227 cases (B461 hillion or 22 percent)
failed to reach agreements and are now in the pro-
cess of court action. So far, all cases completing the
CDRAC process are performing according to new
restructured agreements, and have not reverted to
NPL status.

Bankruptcy progress. Through December 1999,
under the new and specialized Central Bankruptcy
Court, 441 petitions were filed, of which 416 were
smaller liquidation cases with a total value of B11
billion.” Sincethe reorgani zation section wasintro-
duced, 37 petitionsfor bankruptcy reorganization have
been received by the courts, of which 25 have been
accepted for business reorganization, representing
total outstanding debts of B153 hillion or 42 percent
of the B363 billion total filed. To date, 3 petitions
have been rejected by the court, 14 petitions are un-
der process, and 8 restructuring plans have been
approved by creditors. Although the pace of reorga-
nization filingsincreased considerably after the pas-
sage of the March 1999 amendment to the Bank-

ruptcy Act, it appears to have stabilized at a few
reorganization cases per month.

Agendas for Further Corporate

Debt Restructuring

Although significant progress has been achieved in
~ corporate debt restructuring, much remainsto be done
- to accelerate its pace and improve its quality.

Early indications are that the vast mgjority of re-

structuring has involved debt rescheduling, such as
- extension of maturities—usually with bel ow-market

interest ratesin the first few years and floating mar-
ket rates thereafter—rather than debt restructuring.

- Thenet result isthat debtors often fail to restructure

CDRAC monitors 1,727 “large target debtors,”
of which 568 have signed the Debtor-Creditor Agree-
ment. The 1,727 casesrepresent over B2.1 triIIion.44 j
Asof January 2000, 271 “largetarget debtors’ (B704 -
billion or 34 percent of outstanding debt) have suc- -

their business and operations and, consequently, can-
not generate sufficient cash flowsto service resched-
uled debts. The lack of quality debt restructuring
stems from several factors:

* Private banks have avoided debt restructuring
that includes debt relief, partly becausethey hope
for astrong economic rebound and partly be-
causethey are concerned about credit discipline
(other creditors might begin demanding write-
offs) and their own capital shortfalls.

* State-owned banks fear that their executives
could be sued for losing public funds dueto debt
restructuring.

 The long-term business relationship between
creditors and debtors has delayed the rea re-
structuring process because both sides are un-
willing to resort to drastic measuresthat resultin
loss recognition and loss of ownership.

» The amended Bankruptcy Act has not proved
tobefully effectivein enforcing credit discipline
and debt restructuring. Asaresult, thelegal pro-
cedure has not been an effective threat to ater-
native, voluntary out-of-court settlements.

» The CDRAC framework isweak and ineffective
in inducing voluntary settlements. Its ability to
provide effective mediation services, use arbi-
tration in disputed cases, and impose penalties
on those who delay the processis limited.
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The market-based strategy can succeed only if -
the incentive structure drives both debtors and cre- -
ditors to accelerated negotiation and resolution. If :
current steps proveinsufficient, the Government must :
introduce additional measuresto ensure the success -

of corporate debt restructuring:

« Strengthen creditor rightsto enforcetheir legal :
claims (including improvement of the proce- 3
dures of court-based bankruptcy and court-su- :
pervised reorgani zation and foreclosing on col - :
lateral) so as to induce the debtor to negotiate :

: provement issues pertaining to this framework.

« Provide the proper incentives to both creditors - o
and debtors so that they can maximize their re- An Inadequate Precrisis Framework

turns, preserve their asset values, and deploy :

: strengthened its financial system. It ensured that

in good faith.

them efficiently.

* Strengthen formal mechanisms to arbitrate in 3
cases of conflict among creditors and, after se- 3
curing agreement among creditors, resolve dis-

- institutional framework. Itsefforts were successful

putes between creditors and debtors.

« Strengthen amodern legidativeregulatory frame-
work of capital marketsto facilitate the smooth -
functioning of special-purpose equity fundsthat -
could purchase or manage (or both) financial in- -
gtitutions' holdingsof corporate sharesand debt-

- nomic growth. Nonetheless, financial sector reform

to-equity conversion.

 Develop restructuring capacity in the private
sector, to enable more decentralized and rapid -
. development of many vulnerabilitiesfrom the mid-

decision making.

* Accelerate effortsthrough better monitoringand
sequencing of activitiesto enable efficient man-
agement of alarge number of corporate restruc- .

. nancial institutionswas not conduciveto prudent bank-

- ing. Although deregulation, particularly in thefinance

- company sector, had increased competition, result-

turing cases.

Enhancing the Regulatory

and Supervisory Framework

- indtitutions, it did not motivate them to act prudently.
- The problem was worsened by scattered and lax
The purpose of financial sector reform is to im-
provetheall ocative efficiency of financia interme- :
diation and reducefinancial sector vulnerabilitiesto -
minimize future crises. The allocation of financial -

in the Financial Sector

resources to the most productive investments on
both a cost-effective and risk-adjusted basis is a
prerequisite for a competitive economy. Further-
more, a stable and robust financial sector reduces
the risk of a systemic financial crisisin the future.
It is therefore important to enhance the overall in-
centive framework for the financial sector in order
to encourage the financial system to act as a pru-
dent and efficient intermediary of savings. The
Government must addresses structural, legal, regu-
latory, supervisory, incentive, and information im-

After its banking crisisin the mid-1980s, Thailand

the fundamentals were right by keeping real de-
posit interest rates positive, gradually liberalizing its
financial system, and strengthening the supporting

in mobilizing household savings, intermediated
mainly through banks, as demonstrated by the size
of credit provided by the banking sector as aratio
of GDP. In addition, they provided funding for high
private investment and contributed to rapid eco-

was unable to secure a sound financial system.
Long-festering structural weaknesses led to the

1990s onward, as revealed by the 1997 financial
crisis.
Theregulatory and supervisory framework for fi-

ing in adecrease in the franchise value of financial

supervision, regulatorswho engaged in forbearance,
and weak overall supervisory and problem recogni-
tion capacity. To compound matters, Thailand aso
had weak accounting and auditing standards, poor
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financial disclosure, and inadequate corporate gov-
ernance of financial institutions. Market oversight
was limited due to poor information, a concentrated
ownership structure, and cross-ownership links be-
tween financia and nonfinancial entities. In addition,

incentives for market oversight were reduced with a

bailout of many weak financial ingtitutionsfollowing
the crisis of the mid-1980s.
The resolution framework for problem financial

ingtitutions remained incomplete as the exit rules -

(rules governing liquidation, closure, and merger of
insolvent banks or finance companies) were not
clearly defined, without any effective framework for
supervision. Theabsence of explicit intervention pow-
erslimited the ability of the authoritiesto deal promptly
and properly with financial sector distress. In addi-

tion, supervision wasinstitutionally fragmented (the -

legal powers for supervision were concentrated at
MOF while BoT was charged with the daily super-
visory authority). Asaresult, the authorities did not
intervenein insolvent finance companiesinthe early
phase of the 1997 financial crisis. Instead, they used
FIDF to provideliquidity support to finance compa-
nies and resorted to the issuance of a*“blanket guar-
antee” for depositors and creditorsto restore public
confidencein thefinancial system.

Objectives of Financial Sector Laws

Improving the Bank Supervisory
and Regulatory Framework

In response to the crisis, the Government has emb-
arked on acomprehensive reform of banking super-
vision. Nonetheless, in spite of the fact that major
reforms have been initiated, major weaknesses per-
Sist.

Legal and legislative changes. A number of
modificationsin theframework for financial services
provision are expected to be made in the near future
through thefollowing: the new Financial Institutions
Law, the new Central Bank Law, the new Deposit
Insurance Law, changesin SEC and stock exchange
laws and regulations, and other regulatory and su-
pervisory changes. The changesare significant (Box
4), involving a (re-)definition of the role of finance
companies, modification of minimum capital require-
ments, and definition of the extent and modalities of
foreign ownership. The authorities are also commit-
ted to replacing the general guarantee with a self-
financed deposit insurance schemewith limited cover-
age, and laying down an adequate framework for
the timely exit of problem institutions. A comp-
rehensive program of institutional and policy changes
to tackle accounting and auditing weaknessesfor all
companies is underway; specific rules on account-

Strengthen the Central Bank Law.

 Clearly define objectives for the operation of the central bank.

« Establish the central bank’s functional independence from the Government.

» Create a clear division of responsibility between the central bank and the Government with regard to supervision.
» Enforce accountability of the central bank through reports to the legislative arm of the Government.

 Establish clear lines of authority and responsibility within the central bank.

Strengthen the Financial Institutions Law.

 Clearly allocate authority and responsibility between Government entities.
 Establish functional independence and clearly defined authority and responsibility of licensing, supervisory, and regulatory

entities from the Government.

 Clearly define scope of permissible operations for each type of financial institution.

* Incorporate the Basle Committee Core Principles for Effective Banking Supervision.

* Implement a legal process for intervening, rehabilitating, and liquidating failed financial institutions.
* Introduce amendments to the Central Bank Law and a draft of the Financial Institutions Law to the Cabinet by 31 December

1999.

 Draft and enact the proposed secured lending law and establish a collateral registry, given the weaknesses in the current
practice which lead to collateral-based, not cash-flow-based, lending.

Source: World Bank.
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ing, auditing, and financia disclosure for financial -
institutions are in preparation to bring themin line :
with best international practi ces.” Improvementsin :
these areas will remain a continuing challenge for :

the Government in the near future.

Institutional setting. There are several problems :
related to supervision. First, most legal powers for :
supervision are concentrated in MOF, whereas the :
day-to-day supervision rests exclusively with BoT. :
This has blurred the lines of responsibility and ac- :
countability, and made the decision process too :
lengthy and complex. Second, current legal provi- :
sions do not provide sufficient guidance or legal :
ground to the supervisory agency to discharge its :
responsibilities (e.g., lack of consolidated supervi- :
sion or narrow definition of connected lending). Third, :
the supervisory agency has broad discretion to grant 3
exemptionsfrom legal provisionsor to enforcesanc-
tions. Its unlimited discretionary power—combined -
with the frequent absence of clear prudential criteria -
for thewaiver of legal provisionsor for adecisionif
sanctions are to be applied—has resulted in signifi-
cant prudential forbearance, thewaiver of legal lim- .
itsbeyond prudentia consideration, and delayed sanc- -
tions. The new financia laws are expected to ad-
. eXit and prompt corrective action procedures.

The clear definition of legal powers, removal of .
supervisor discretion, development of detailed guide-
lines, and strengthening of technical skillsareintended -
to provide aregime with strict enforcement of bind-
ing rules. Nonetheless, the new legal and regulatory
framework will have to be enforced. Beforethecri-
sis, binding rules were not as strictly enforced as -
they should have been. Since end-1997, BoT has -
made difficult decisions that have sent astrong sig- -
nal that forbearance should no longer be expected

dress some of these weaknesses.

from supervisors.

Supervisory procedures and capacity. In many
areas, BoT has not developed or revised detailed 3
supervisory procedures or tools in order to help its :
staff discharge supervisory duties. Although BoT has
begunto tackle someissues(e.g., reform of theregu- :

latory reporting and drafting of anew on-site exami-
nation manual), other weaknesses still need to be
addressed (e.g., automatic datatransfer from finan-
cid inditutionsto BoT, development of an early warn-
ing system, design of afinancial analysis methodol-
ogy, and explanation and interpretation of prudential
standards). Moreover, BoT’s functions must be im-
proved by greater internal communication, genuine
acceptance of new supervisory approaches, greater
involvement of junior staff, and more open discus-
sions among the staff. Finally, more significant ex-
ternal hiring and building on the recent creation of
the School for Examiners will prove critical in fur-
ther strengthening BoT’ s supervisory capacity.

An explicit deposit-protection scheme. A key
element of the financial sector reform strategy isto
phase out the August 1997 comprehensive guaran-
tee to al depositors and to adopt a more restricted
deposit-protection scheme once financial markets
stabilize. It isimportant that the new framework on
deposit insurance include (i) a clear institutional
framework to manage the deposit-protection scheme;
(i) afunding mechanism; (iii) mandate, duties, range
of insured deposits, and payment modalities; (iv)
monitoring and corporate governance; and (V) strict

Broader operating environments. The formal
rules—property rights, creditor rights—and scopefor
adequate corporate governance—ownership struc-
ture, mandatory dividends, antidirector rights—ap-
pear to protect creditors and shareholders better in
Thailand than in many developing countries. Yet they
till fall short of the protection granted in devel oped
countriesand are undermined by aweak judicial sys-
tem. The effectiveness and transparency of the Thai
judicia systemisvery poor, hindering efficiency and
integrity of the legal environment as it affects the
financial sector. Further improvements in this area
are necessary.

Thailand has made some progress over the course
of thecrisisin moving itsincentiveframework in the
financial sector closer to global best practice. Asthe

69




70

A STUDY OF FINANCIAL MARKETS

scope for market discipline may be limited, in part
due to the highly concentrated ownership in the |
economy, greater reliance will, however, haveto be :
placed on improving supervision and owners’ disci- :
pline. Supervision can be enhanced by reducing the |
amount of discretion of supervisors (through acata- :
logue of penalties, for example) in dealing withinsti-
tutionsthat are weak and undercapitalized or that do
not comply with the prudential regulatory framework. -
The catalogue can alsoincreasetherolesand duties,
including the legal liability, of owners, and contain -
strict rules on early intervention in weak financial -
- of foreignfinancial institutionsto one branch should

ingtitutions,

The Medium-term Agenda

Over the medium term, Thailand should focusitsre-
form effortsin the following three areas:

Increasing financial sector competitiveness. -
Thailand’s banking system has been highly concen-
trated. Partly asaresult of the Government’srestruc-

turing effortsover thelast year, the banking industry
continues to be highly concentrated; the three larg-
est banks accounted for over 40 percent of financial
system assets at end-1998. While the degree of con-
centration does not differ greatly from that in some
industrialized countries, it has, in the past, hampered
innovation and diversification, and impeded the de-
velopment of private securities markets. The con-
centration has, in part, been due to limited and un-
fair competition from other financial institutionsand
from alack of substitution through other forms of
financial intermediation. Most importantly, there has
been a lack of a credible threat of competition
through entry.

Thailand has restricted entry almost completely,
with no new domestic banking licenses granted in
1965-1997." Hi gh minimum capital requirements (in
absolute amounts) and limits on foreign ownership
still prevent the entry of new financial institutions.
Under the draft Financial Institutions Law, the au-

thorities are considering granting BoT an absolute
authority to prescribe conditions and grant or deny
licenses. BoT would need to be guided by objective
and transparent criteria (including, at a minimum,
those of Basle Core Principle 3) and not by eco-
nomic-needstests. It should employ clear and objec-
tivestandardsin ng the applicant institution’s
ownership structure and the fit-and-proper test for
owners and managers. The existing restriction of 25
percent foreign ownership of financial institutions
could berelaxed, subject to specific conditions; branch
restrictionson foreign banksthat limit the operations

beremoved. Theseareimportant as Thai banks need

- toupgradetheir skillsand institutional devel opment.
Thecurrent system still exhibitsdeficienciesandfalls -
short of international best practice in several aress. -
- would greatly enhance the contestability of the Thai
* sector. Finally, Thai banks' capacity to manage as-

Lower minimum capital requirementswith atranspa-
rent process for reviewing new banking licenses

sets, liabilities, and riskshasto be strengthened.48
Moving to a more balanced financial system.
Relative to other emerging market economies with
per capita incomes similar to Thailand's, the Thai
financial systemisdeep, with afinancia assets-GDP
ratio of 150 percent. The Tha system is, however,
significantly bank-oriented, with more than 70 per-
cent of financial assets in banks, and with limited
financial intermediation through mutual funds and
other typesof institutional investors. Bond and stock
marketsremain relatively underdevel oped, with out-
standing bond market i ssues accounting for 12.5 per-
cent of GDP and stock market capitalization amount-
ing to 19 percent of GDP as of June 1998. The eg-
uity market lacks transparency and plays a limited
rolein corporate governance as many firms continue
to bedominated by families. The unbalanced pattern
of financial intermediation has made the economy
disproportionately more vulnerable to internal and
external shocks to the financia sector. Better secu-
rities markets are needed, as they can be a competi-
tiveforcefor the banking system and because banks
and securities markets are complementary sources
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of finance. The functioning of capital markets can
- of thecollapseof several major financial institutionsin
rights and by improving the corporate governance :
~inJuneand 42in August, closure of 56 finance com-

A better definition of the scope of financial :
services. Thereis aclear need to develop the med- :
ium-term scope of thefinancial servicesindustry. Li- :
censes for different financial services are still frag- :
mented and the organi zational structuresallowed for :
different types of financial activities are not neces- :
sarily optimal from either arisk or an economies-of- :
scope point of view. Whileit istoo early to movetoa :
full-fledged integrated banking system, the authori- :
ties could rationalize the various types of licenses :
provided.49 Inthiscontext, the policy of alowing dif- :
ferent types of commercial banks may need to be :
3 capital adequacy requirements—all made banksand

While the finance company sector has been sig- -
nificantly restructured, the issue of the future role of
finance companies and commercial banks must be -
addressed. In an effort to further consolidate the fin-
ance company sector, BoT announced in December -
1998 that finance companies could apply for alimited -
bank license, which would permit them to undertake -
all activities alowed for commercial banks, except
checking accounts. The phasing out of finance com-
panies may be accelerated as they become restricted -
banks, or gointo securitiesbusiness, or areeliminated; -
expanding finance companies’ activitiesdoesnot nec-

be furthered by enforcing minority shareholders

framework.

reconsidered.

essarily present along-term sol uti on.”

Concluding Remarks

The crisis was brought about by severa factors.

repayment difficulties.

Second, aseverecredit crunch emerged asaresult
thespring of 1997, suspensi onof 16financecompanies

paniesin November, and lossof confidencein thefi-
nancial g/stem.51 For fear of possiblelossesof depos-
its (or equivalents), the general public began to shift
their deposits away from finance companiesto com-
mercial banks, andfrom small and medium-sizebanks
toquality domesticorforeignbanks. Financia ingtitu-
tionsbecameincreasingly reluctant toextend commer-
cial loans, asthey attempted to protect the quality of
assetsandtomaintain sound bal ancesheets. M easures
to strengthen the balance sheets of financial institu-
tions—i.e., stringent provisi oningrequirementsagainst
NPLs, prohibition of overdue interest accruals, and

finance companies even more conservative in their
lending behavior. Theneedfor provisioning and capi-
tal requirements became even larger as bank NPLs
continued toriseinthe course of thecrisis.

Third, difficultiesinrolling over international bank
loans made Thai commercial banks even more cau-
tious about lending, precisely because of their subs-
tantialy reduced accessto international bank loans.

Finally, theinitial, austere macroeconomic policy
added further deflationary pressure on the economy.
Tight monetary and fiscal policy measuresweakened
a ready-shrinking aggregate demand, and the finan-

. cial sector restructuring measures had the side ef-
. fect of aggravating the credit crunch. Although con-
. fidencein the baht began to berestored in early1998
In 1997-1998, Thailand experienced one of themost -
severe economic contractions in its recent history.
- out the year.

First, the steep baht depreciation caused large -
exchangelossesto Thai borrowers, particularly busi-
ness firms, which had large anounts of foreign-cur- -
rency-denominated debt. Because most of the bor-
rowers left their debts unhedged, they saw themin- :
flate in baht terms and, consequently, faced serious :
- funds domesti cally aswell asfrom abroad at attrac-

and fiscal policy was reversed to an expansionary
stance, the economy continued to contract through-

Thailand had embarked on rapid financial market
deregulation and capital flow liberaizationinthefirst
half of the 1990s. However, itsfinancial systemwas
not resilient enough to adjust to an increasingly glo-
bal environment: Thai commercial banksand finance
companies borrowed large amounts of short-term
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tive terms, and aggressively extended loans for do-

tal cause of the crisis.

Themost important lessonisthat, inorder tomain-
tain a stable economy, a country that is highly inte- -
~ ternal debt to riseto an unprecedented proportion of
Thailand, must establish aresilient and robust do-
mestic financial system. That is, domestic financial

grated with therest of the world financially, such as

institutions should be sufficiently capitalized with ad-
equate loan-loss provisions and must have the capa-
bility and expertise to prudently manage assets and
liabilities. The authorities should maintain effective
regulatory and supervisory framework over banks
and nonbank financial institutions (NBFIs) as well
as effective disclosure and accounting standards.
They should protect financial market integrity but not
guarantee the solvency of individual financial ins-
titutions. With aresilient financial system in place,
banks and NBFIs can be expected to weather mac-
roeconomic shocksand asset price gyrations. A com-
bination of excessive capital inflowsand rapid capi-
tal outflows will then be less likely to have an ad-
verse impact on the domestic financial system and
on economic activity in general.

One of the most profound consequences of the
financial crisis has been adramatic increasein pub-
lic sector debt.” Total public debt rose from B721
billion (15.6 percent of GDP) at end-1996 to B2,140
billion (42.5 percent of GDP) by end-June 1999 (Fig-
ure 8). By end-1997, baht depreciation caused ex-

: Consolidated Public Sector Debt

mestic investment. Commercial banks and finance -
companies had not acquired sufficient know-how, :
skills, expertise, or human capital to exercise pru- :
dent asset-liability management and risk controls. The |
authorities continued to provide explicit and implicit :
guaranteesto protect financial institutions or to stop
them from going bankrupt, thereby creating serious
moral-hazard problemsin thefinancial sector. Regu-
lation and supervision of commercial banks and fi- -
nance companies were both inadequate and lax. In -
addition, standards of disclosure, accounting, and
auditing were generally weak. Essentidly, theprecrisis
overextension of financial activity wasafundamen-
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BoT = Bank of Thailand, CG = central Government, MOF = Ministry of Finance,
SOE = State-owned enterprise.

Sources: MOF; BoT; National Economic and Social Development Board; National
Statistical Office; World Bank staff calculations;World Bank Thailand Office;
Thailand Economic Monitor, October 1999.

total public debt (76.9 percent). In addition, BoT re-
ceived balance-of-payments support as part of the
IMF package. Throughout 1998, public sector debt
rose asthe Government borrowed to financefinancial
system restructuring and additional budgetary expen-
ditures. Public debt continued to soar in 1999 as the
Government and State-owned enterprises borrowed
to finance expenditures. By end-2000, public sector
debt isestimated to reach 61 percent of GDP—afour-
fold increase from the precrisis period.

From end-1996 to mid-1999, the debt-GDP ratio
went up by 27 percent. An estimated 3 percentage
points of the increase came as the direct result of
the baht’s depreciation, which inflated the domestic
currency value of external debt, net of impact on
nominal GDP. Another 13 percentage points stemmed
fromariseinthe public sector’sexterna debt, largely
the result of Government and central-bank borrow-
ing from official sources. And the remainder—11
percentage points—was the consequence of the
FIDF bond issue and other related spending for fi-
nancial system restructuring.

Theincreasein public, especialy Government, debt
wasinevitable. Although the need for fiscal stimulus
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to an ailing economy would have required a larger
budget deficit, therewaslittlefiscal stimulusin 1998. :
Only in the first quarter of 1999 did modest fiscal :
expansion begin, and the actual size of the budget :
deficit hasbeenrelatively small. What isimportant is 3
that the authorities responded to asystemic crisis of :
the financial system by injecting large amounts of :
public resources into distressed finance companies 3
and commercia banks, which werefinanced through :
Government bonds. Thelevel of public sector indebt- :
ednesswould belarger than even the published num- :
bers suggest if one considers the large amounts of :
contingent liabilities the public sector has accumu- :
lated, including guarantees of all third-party lisbilities -

of State-owned enterprises.

Servicing the public debt will increase pressure on
the Government budget, already weakened by declin-
ing tax revenues, high interest payments, and increased
needs for social sector protection. Budgetary pres-
sureisexpected to continuein FY 2000, asthe resolu-
tion of financial system distressmay require additional
costs. How public finances fare under the additional
burden will depend on the trgjectory of interest rates,
the exchange rate, recovery of economic activity, and
the primary balance. Reducing the debt over timewill
prove challenging but managesbl e” Although early
resolution of the financial system crisis requires the
cost up front, it will bear fruit intheform of increased
financial intermediation, greater output and employ-

- ment, and less fiscal pressure.
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Notes

"In additi on, therewere 19 foreign Bangkok International

Banking Facility (BIBF) unitsfocusing on offshorebank-
ing activity at end-1996. See Appendix TablesAl.1to -

A1.3for selected statistics on the banking sector.

’In thisstudy, theterm “finance companies’ includeshoth -
finance compani es and finance and securitiescompanies.
In 1995, finance and securities companies were required -
to split their finance and securities businesses into two :
separate companies, but compliance was slow. See Ap-
pendix Tables A1.4 and A1.5 for selected statistics on -

finance companies.

*See Appendix 2 for a chronology of major financia re- :

forms.

“Inthewake of deteriorating financial market conditionsin -
1983-1984, the Ministry of Finance (MOF) andtheBank of
Thailand (BoT) established the April 4 Lifeboat Schemein -
1984 to rehabilitate finance companies. Asaresult, thecon-
ditions of troubled finance companiesimproved markedly.
In November 1985, after aseries of crisesand bankruptcies -

among finance companies, BoT established the Financia

Institutions Development Fund (FIDF) to provideliquidity
toailing financia institutionswith management difficulties -
and to restore public confidence. See Johnston (1991) and
Vichyanond (1994, 1995) for analysesof thefinancial crisis

inthefirst half of the 1980s.

*McKinnon and Pill (1996) and K rugman (1998) present
the view that overguaranteed and underregul ated finan-
cial intermediaries can produce moral-hazard problems
and lead to excessive investment for the economy as a
whole.

°Kawai (1997) explainsthefactorsbehind capital account
liberalizationin East Asiaand itsconsequences. Sirivedhin
(1997) discusses the implications of financial market de-
regulation and capital account liberalization for Thailand.

"See Fischer and Reisen (1993) and K awai (1997).

°A large part of nonresident baht deposits was intended
for investment inthe Thai stock market.

*The Government tried to improve the access of domestic
entitiesto international capital marketsthrough the bank-
ing system and gave BIBF bankstax incentives and pref-
erential treatment in their operations.

10Sharp capital flow reversalsoccurred in 1997 and 1998,
driven mainly by rapid outflows of banking sector funds.

“In terms of total lending shares, there was no relative
increase in lending to real-estate-related sectors. While
thetotal outstanding loans of commercial banks expanded
120 percent from end-1990 to end-1996, the balance of
loansto thereal estate sector grew only 40 percent. How-
ever, commercial bank funds appear to have flowed into
thereal estate sector indirectly through finance companies
affiliated to banks, or viasectorswith no apparent linksto
real estate. In the case of finance companies, the total
outstanding loans increased by 270 percent during the
same period, while loansto the real estate sector rose by
300 percent.

“Econometric evidence suggests that capital inflows
through commercial banks were a major determinant of
bank loans and that such inflows were not affected by
interest-rate differential s between Thailand and the rest
of theworld (Kawai and lwatsubo 1998). That is, capital
inflows through banks were not sensitive to the move-
ment of interest-rate differentials, and banks increased
their loans once they borrowed from abroad. Essentially,
Thai banks' demand for foreign borrowing wasinterest-
rateinelastic. On the other hand, capital inflowsthrough
nonbanks, including finance companies, were positively
correlated with the interest rate differential. The high
interest rate, together with the expectation of stable ex-
change rates, attracted foreign capital to the nonbank
sector.

“FIDF played aninstrumental rolein the rescue. How-
ever, FIDF was unable to differentiate between good
and bad financial institutions. It reportedly provided
liquidity at subsidized rates even to sound finance com-
panies at their request, which profited by investing the
liquidity elsewherefor higher returns. FIDF eventually
injected a large amount of liquidity into the financial
system.

“It was decided that the funds required for this purpose
would be raised through issues of Government-guaran-
teed bonds. However, the PLM O lacked financial backing
due to its small capital and the fact that the issues of
bonds and short-term securities covered by MOF guaran-
teeswerelimitedto 12 timesitscapital.

“Criteriaincluded (i) recapitalization guidelines, with rec-
ommended capital adequacy ratios starting at 12-15 per-
cent for the first year (higher where shareholders were
unchanged) and declining to 10 percent in thethird year,
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with aconcomitant introduction of the progressively more
stringent loan classifications; (ii) FIDF conversion of its
loansinto equity permitted only after the capital of exist- -
ing shareholders is fully written down; and (iii) FIDF .
debt eligible for repayment up to a maximum period of

eight years.

16By thetime of the closure of 56 finance companies, FIDF
had provided an estimated B530 billion liquidity support .

to them, and B160 hillion to other finance companies.

17 . . .
Two finance companies that escaped closure were a-
lowed to reopen for business in March 1998: Kitnakin -

Finance and Securities and Bangkok Investment.

**Thisobstructed restructuri ng of loansowed totheinter-
vened finance companies, as well as syndicated loansin
which the finance companies served as one creditor. The
problem was later rectified by developing proceduresto -

accelerate the sale of syndicated loans.

*About 97 percent of the AMC's assets are real estate
loans, and 70 percent of the collateral which securesthese
loans is raw land. Given the poor legal regime for debt -
collection, the AMC's strategy for resolution of real es- .
tate-related loans consists of (i) taking title to the collat- -
eral inavoluntary compromise, (ii) providing the borrower -
with abuy back option at theAMC'scost plusmargin, (i)

seeking some new money from the borrower, and (iv) en-

tering into ajoint venture with the same borrower/devel-
oper in which that party manages the assets over time. -
The AMCwill sell loansor takelegal actionsovertime. It -
will sell loans or take legal actionsagainst debtorsonly in

asmall minority of cases becausethe AMC seesits man-

date as being supportive of its debtors. The impact this '
may have on other debtors and creditors may further hurt -

the banks and the credit culture.

*RSB created two subsidiaries—a finance company

(Radanatun Finance) and a securities company :
(Radanadsub Securities). The first business undertaking
of Radanatun was the successful auction of one group of -

the hire-purchase loansin June 1998.

21Howc—:'ver, the assigned objective of RSB was subse- -
quently changed partly due to the blend of assets of
various qualities for the auction by FRA and partly due
to RSB’smerger with Laem Thong Bank (LTB), inwhich -
the Government intervened in August 1998. Themerger
with LTB provided RSB with the nationwide branches -
that would help improveits competitive edge over other -

commercia banks.

*The seven finance companies were Nava Finance and
Securities, Bangkok Asian Finance, Mahatun Finance,
Progressive Finance, Erawan Trust, KSIT Finance and
Securities, and Union AsiaFinance .

“The five finance companies were Dhana Siam Finance
and Securities, First City Investment, Vichirathanatun Fi-
nance, Thai Summit Finance and Securities, and Industrial
Finance Corporation of Thailand (IFCT) Finance and Se-
curities.

“Restrictionson forei gn ownership of commercial banks
were eased so that foreign funds could be used to rescue
financial institutions. Foreign nationals can now acquire
over 49 percent of sharesinfinancial ingtitutions, although
shareholdings must be reduced to 49 percent or lower in
10 years' time. They can aso acquire over 49 percent of
sharesin finance companies. In November 1997, the maxi-
mum ratio of interlocking share ownershipwasraised from
10to 49 percent.

25Howe'ver, properly valued collateral could be deducted
from the amount of |oanswhen determining the amount of
provision.

*Banks were not required to pay a specified amount of
loan-loss provisions all at once but in stages by 2000.

“Other conditionsincluded (i) submission of areorganiz-
ation and restructuring plan and (ii) empowerment of the
new major equity investors or the Government so as to
replace management after existing sharehol dersrecognized
|osses.

*The Thai Military Bank has proposed raising atotal of
B30billiontier-1 capital, of whichabout B15 billion would
come from the 14 August capital support program while
the rest would take the form of innovative capital instru-
ments.

*Even when banks book no earnings in one year and
hence pay no dividends for preferred shares-cum-sub-
ordinated debentures, investors can receive about 11 per-
cent from the investment, 6 percentage points above cur-
rent deposit rates.

*Chantaburi is expected to take over bad assets of Phatra
Thanakit (PT) at current net book value (B30.8 billion asof
June 1999). Proceeds from the sale of PT’s assetswill be
used to repay its B50 billion liabilities, FIDF agreed to
provide no more than B4.4 hillion for any shortfall, be-
yond which TFB isresponsible. TFB and FIDF will split
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any Chantaburi profits one third/two thirds respectively. -
This arrangement requires TFB to take on losses in its
subsidiary in excessof itsequity investment. In July 1999, -
TFB announced that it would transfer B8O billioninNPLs .
to an AMC and, for this purpose, raise an additional B24

billionin equity.

* A centralized AMC was used for the first time for the :
sale of RSB to carve out NPLsfromintervened banks. An -
investor would have an option to either bid for thewhole
bank and enter into profit-and-loss sharing agreements -
with the Government, as in the case of NTB, or bid for -
only its good assets after carving out bad assets to an

AMC, asin the case of the sale of RSB.

*This ratio, however, does not include assets purchased
by the AMC from FRA or NPLs transferred to private

commercia banks wholly owned AMCs.

“Restructuri ng without immediately recognizing full losses :
isfurther facilitated by arecent changein debt restructur-
ing ruleswhichallowsbanksto classify NPLsasperform-

ing immediately after restructuring agreements.

“Pushi ng the argument one step further, the Government
may take amore aggressive, centralized approachto NPL
resolution. That is, it may create a centralized AMC that
would acquire, manage, restructure, and dispose of com- -
mercia banks bad assets. When carving out the NPLs

from the banks being restructured, the AMC may replace
the bad assets with Government bonds on the banks' bal-
ance sheets. The NPLs are owned by the Government and
may be managed by the AMC, partially contracted out to
private managers, or even left with thebanksthemselvesto
service. Such acentralized AMC may be created by (i) con-
verting FRA,; (ii) combining FIDF-supported AMCs cre-
atedfor BBC, RSB, and KTB into one; or (jii) establishinga
new one absorbing existing public AMCs.

35However, athird of the private banks' tier-1 capital in-
creases were in the form of innovative capital (Capital
Augmented Preferred Securitiesor Stapled Limited Inter-
est Preferred Securities), which need to be refinanced af -
ter fiveyears.

“Nonethel ess, significant legal and regulatory challenges
remain, including the requirement to purchase shares for
cash and then to have the debtor use the cash to repay
debt.

37 . . . .
First, becauseit wasanew legal framework, theinstitu-
tional capacity for implementation was still being deve-

loped. Like the banking system, the judicial system had
to become more acquainted with the analytical treatment
of distressed corporations. Second, both debtors and
creditors were reluctant to use the legally binding pro-
cess without some precedents. Finally, financia institu-
tion creditors needed to demonstrate their ability to force
court-supervised reorganizations and to replace unco-
operative debtor-management with creditor-imposed
planners.

*The process of claim, judgment, execution, and collec-
tion on security supporting aloan would often take more
than 5 years, and sometimes as long as 10. Debtors fre-
quently delayed judgments by failing to respond to court
summons. Debtors would contest or appeal judgments,
further delaying the execution. Becauseliquidation of col-
lateral offered such low and uncertain returns, the “floor
price” guiding the voluntary or formal debt restructuring
efforts was very low; the terms offered by debtors for
restructured debt were far below what creditors consid-
ered acceptable. The most devel oped bankruptcy reorgan-
ization case, Alphatec, was initially rejected by the lead
creditor primarily because of alow recovery rate.

*Ina compromise with the Senate, the time period for a
person to be considered bankrupt was established at three
years.

“CDRAC is chaired by the BoT governor and includes
five associations (Thai Bankers' Association, Foreign
Bankers Association, Federation of Thai Industries, Cham-
ber of Commerce, and Association of Finance Compa-
nies) representing creditors and debtors.

“The “London Approach” is used to guide voluntary
debt restructuring in the United Kingdom. It describes a
set of principlesunder which creditors agreeto keep credit
facilities in place, seek out-of-court solutions, work to-
gether, share all relevant information about the debtor,
and recognize the seniority of claims.

“The 13 steps are as follows: (i) initial debtor-creditor
meeting; (ii) creditors meeting, appointing the lead bank;
(iii) creditors submission of claims; (iv) ongoing credi-
tors meeting; (v) debtor management’'s submission of
financia data; (vi) appointment of an independent accoun-
tant; (vii) debtor’ssubmission of further information; (viii)
plan submission; (ix) creditors meeting on the plan; (x)
amendmentsto the plan; (xi) continued examination of the
plan; (xii) new creditors meeting, if necessary; and (xiii)
decision on whether to privately reorganize, formally reor-
ganize, or liquidate.
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“Financial institutions were required to adjust their loan-
loss provisions to the stricter standardsin 20 percent in-
crements, starting with the second half of 1998 and provi- -

sioning fully by end-2000 (end-2000 LCP).

“The amount exceedsthe total NPLsin the financial Sys :
tem because CDRAC target cases aso include proactive

restructuring of non-NPLs.

“The$3s2 million (B14 billion) restructuring of Alphatec
Electronicswas Thailand' sfirst approved formal reorga- -
nization plan under the 1998 reorgani zation amendment. .
A consumer products firm reached an agreement with
creditorsin the first large voluntary restructuring with- -
out amajor strategic investment; atelecommunications
firm reached an agreement with creditorsinthefirstvol- -
untary debt restructuring involving international bond-
holders. A provision allowing banksto temporarily hold
more than 10 percent of a borrower’s equity in a debt- -
equity swap was tested, as Thai Danu Bank took are-
ported 46 percent equity position in a distressed carpet -
manufacturer. Finally, Thai Petrochemicals reached an -
agreement with major creditors on arestructuring plan,
whichisnow being circulated for general ratification. It
is the country’s largest restructuring case with over $3 .

billion in outstanding debt.

“Reforms have al'so been initiated to enhance the role of _

the board of directors and audit committees. Although

new amendments to the bankruptcy and foreclosurelaws
represent major progress, full implementation will require -

further judicial reform.

“Last year BoT issued one new domestic banking license -

(to Radanasin) five new licenses for branches of foreign

banks (mostly of Japanese origin), which converted their

BIBF licensesinto full foreign branch licenses.

“Thai banks average operating expenses are similar to

those in other East Asian economies and slightly lower -
than those in many developed countries, except for Ja-
pan, and other developing countries. However, this re- -
flectsinadequate investmentsin risk management and in- :

ternal control management systems (which are capital in-
tensive), as has been revealed during and following the
crisis. As aresult, costs were low, but at the expense of
risk management practices.

“In particular, moreintegrated banking would permit Thai
banksto fully realize informational advantages, econo-
mies of scope, diversification benefits, and increased
revenues. Moreover, as integrated banks have to report
their activities on aconsolidated basis, it would increase
transparency for market participants and the supervi-
sory authority. While a full-fledged integrated banking
system has some risks, the authorities could implement
policy measures to keep them to a minimum. Measures
include credible mechanismsto prevent the extension of
the safety net for deposit-taking financial institutionsto
other financial activities. The authoritiesalso could limit,
at least initially, the extension of powers to engage in
securities markets and other noncredit financial activi-
ties to banks that have strong capital positions and the
internal capacity to appropriately manage the associ-
ated risks.

“Inthe past, at least, theinability of finance companiesto
raise stable, low-cost funding through deposits was one
important factor in motivating them to undertake risky
investments.

*'Ito and PereiradaSilva(1999) report that Thailand faced
atypical credit crunch in the early phase of the crisis,
mainly because of the second and third factors.

“The public sector lacks consolidated figures of its
own debt. Public sector debt is the sum of total Gov-
ernment domestic and external debt, State-owned en-
terprise domestic and external debt, and external debt
of monetary authorities converted to baht by the end-
of-the-period exchange rate (World Bank Thailand Of-
fice 1999).

*If Thailand generatesaprimary surplus of 2-3 percent of
GDPover aperiod of 10years, it will be ableto reducethe
debt-GDPratio to asustainablelevel (30-35 percent).
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Appendix 1
Selected Statistics on Banks and Finance Companies

BELICYAVIM List of Commercial Banks and Selected Indicators

No. of Total Assets (B million)
Item Offices 1996 1997 1998
1998

Banks Incorporated in Thailand
Bangkok Bank 505 1,155,109 1,408,619 1,266,949
Bangkok Bank of Commerce® na 185,575 145,971 60,130
Bangkok Metropolitan Bank® 157 191,550 190,560 177,793
Bank of Asia® 88 126,508 156,644 148,936
Bank of Ayudhya 338 414,879 493,890 483,598
BankThai® 101 68,162
DBS Thai Danu Bank 84 119,598 130,266 132,955
First Bangkok City Bank' 252,146 316,145
Krung Thai Bank 592 715,995 792,664 1,067,034
Laem Thong Bank? 41,117 51,942
Nakornthon Bank 66 64,471 73,799 74,064
Radanasin Bank? 49 48,375
Siam City Bank" 172 234,145 272,124 279,418
Siam Commercial Bank 390 541,417 717,240 706,142
Thai Farmers Bank 459 646,007 795,385 704,293
Thai Military Bank 331 333,994 389,476 355,672
Union Bank of Bangkok® 64,610 73,284

Subtotal _ 3,332 5,087,121 6,008,009 5,573,521
Banks Incorporated Abroad'
ABN-AMRO Bank N.V. 1 15,228 38,646 32,578
Bank of America N.T. & S.A. 1 25,650 43,076 22,222
Bank of China _ 1 7,854 7,943
Bank of Nova Scotia’ 1 7,312
Bank of Tokyo-Mitsubishi Ltd. 1 122,419 215,126 137,467
Banque Nationale de Paris 1 27,396 16,541
Bharat Overseas Bank Ltd. 1 1,495 3,538 2,497
Chase Manhattan Bank, N.A. 1 23,322 50,585 38,192
Citibank N.A. 1 61,099 119,539 84,981
Credit Agncole Indosuez 1 21,019 33,298 20,457
Dai-Ichi Kangyo Bank 1 172,581 80,151
Deutsche Bank AG. 1 26,692 50,610 37,011
Dresdner Bank 1 36,858 8,964
Hongkong and Shanghai Banking Corp. Ltd. 1 47,025 85,438 62,178
Industrial Bank of Japan 1 128,983 64,125
International Commercial Bank of China 1 4,885 7,701 6,564
Overseas-Chinese Banking Corp., Ltd. 1 5,542 9,736 6,790
Sakura Bank Ltd. 1 83,569 159,065 91,789
Sime Bank Berhad' 1 1,497 2,184 1,679
Standard Chartered Bank 1 32,468 53,262 44,078
Sumitomo Bank 1 188,086 118,800
Subtotal 21 471,910 1,433,562 892,319
Total 3,353 5,559,031 7,441,571 6,465,840

() = negative values are enclosed in parentheses.

2 Total equity consists of reserves and undivided profits, other reserves, and capital fund.

bone February 1998, Bangkok Bank of Commerce was ordered to write down capital and to recapitalize with funds from Krung Thai Bank and to transform itself into an asset
management company.

€ On 23 January 1998, Bangkok Metropolitan Bank was ordered to write down capital and recapitalize with funds from FIDF. On 14 August, it was ordered to be offered for sale.

d Bank of Asia sold 75 per cent of its shares to ABN-AMRO Bank.

€ On 14 August 1998, the Union Bank of Bangkok was ordered to write down capital and recapitalize, then merge with Krung Thai Thanakit Finance Company and 12 intervened
finance companies to form a new bank called BankThai on 21 December 1998.

f one February 1998, First Bangkok City Bank was ordered to write down capital and to recapitalize. On 14 August 1998, it was ordered to be fully acquired by Krung Thai Bank.

9 Radanasin Bank was established on 20 January 1998 and was ordered to merge with Laem Thong Bank on 14 August 1998 when the latter was ordered to write down capital to
recapitalize.

!“ On 6 February 1998, Siam City Bank was ordered to write down capital and recapitalize with fund from FIDF. On 14 August 1998, it was ordered to be offered for sale.

! On 7 November 1996, the Ministry of Finance granted full branch licenses to BIBF offices of 7 foreign banks. These banks included Bank of Nova Scotia (Canada), Bank of China
(People’s Republic of China), Banque Nationale de Paris (France), Dresdner Bank A.G. (Germany), Sumitomo Bank (Japan), Dai-Ichi Kangyo Bank (Japan), and Industrial Bank

_ of Japan (Japan).

) Bank of Nova Scotia started operation on 2 July 1998.

k As aresult of merger with Mitsubishi Bank, the Bank of Tokyo changed its name to the Bank of Tokyo-Mitsubishi on 1 April 1996.

I" United Malayan Banking Corporation Ltd. changed its name to Sime Bank Berhad on 16 December 1996.

Source: Bangkok Bank, Commercial Banks in Thailand 1997, 1998, 1999.
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Deposits (B million) Net Profits/Equity? (%)

1996 1997 1998 1996 1997 1998
836,354 946,548 969,780 19.3 3.9 (49.0)
110,061 100,629 1,501
143,675 80,429 166,920 6.6

86,209 80,086 115,629 16.0 0.4 (79.6)
334,899 389,083 403,896 16.7 7.5 (35.1)
62,438 2,598.6
81,918 89,860 109,103 9.0 0.3 (107.1)
181,545 131,617 17.1 (147.9)
578,406 580,049 803,716 20.4 0.5 (72.8)
28,855 26,604 6.8 (22.7)
46,832 46,762 60,958 14.6 4.0 (341.9)
40,446 (276.7)
168,948 158,086 208,724 22.5 (115.8) (444.0)
395,812 558,979 591,150 22.1 7.7 (51.2)
516,906 588,414 579,333 19.1 14 (76.1)
249,913 257,575 281,104 20.4 5.9 (36.7)
45,075 48,399 7.5 (62.6)
3,805,408 4,083,120 4,394,698 16.9 (21.7) (120.2)
749 5,461 3,193 (0.1) 5.5
1,967 6,766 3,740 7.3 (7.6)
600 1,080 0.0 0.2
212
17,768 30,597 31,977 6.3 1.0
34 595
991 2,706 1,892 14.9 10.1
2,012 2,676 3,882 8.1 7.0
13,327 42,134 44,202 13.7 (16.1)
2,188 7,187 3,701 25 0.0 1.2
1,283 4,263 0.3 0.3
3,871 737 9,323 1.9 0.0
13,669 148 0.8 (12.9)
9,043 20,510 19,591
3,885 3,750 0.9 0.9
1,457 3,425 3,612 6.2 10.5 1.9
546 1,295 764 2.2 4.3
10,412 20,159 25,939 1.2 1.7 2.9
294 433 413 (5.1) 0.3
6,655 18,047 17,669 2.2 (1.2) (6.7)
5,644 5,784
71,280 187,248 185,630 3.3 0.5 (0.2)

3,876,688 4,270,368 4,580,328 12.9 (6.5) (45.4)
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IELICYAVIA Assets and Liabilities of Bangkok International Banking Facility Units, as of end-1998

Assets Liabilities Lending
Date of Value Share Share in Value Share Share in Value Share
Bank Opening (B billion) (%) BIBF (%) (B billion) (%) BIBF (%) (B billion) (%)
Banks Incorporated in Thailand
Bangkok Bank 01/04/93 54,528 22.8 6.0 2 0.1 0.0 na
Krung Thai Bank 25/03/93 47,323 19.8 5.2 294 22.0 0.1 na
Thai Farmers Bank 25/03/93 23,537 9.8 2.6 507 37.8 0.2 na
Siam Commercial Bank 24/03/93 43,653 18.2 4.8 13 1.0 0.0 na
Bank of Ayudhya 01/04/93 18,088 7.6 2.0 60 4.5 0.0 na
Thai Military Bank 19/04/93 12,018 5.0 1.3 377 28.1 0.2 na
Bangkok Metropolitan Bank 03/04/95 6,134 2.6 0.7 50 3.7 0.0 na
Siam City Bank 15/04/93 14,515 6.1 1.6 2 0.1 0.0 na
Bank of Asia 05/04/93 8,710 3.6 1.0 27 2.0 0.0 na
DBS Thai Danu Bank 01/04/93 5,591 2.3 0.6 9 0.7 0.0 na
Nakornthon Bank 01/04/93 5,188 2.2 0.6 na
Subtotal 239,285 100.0 26.2 1,340 100.0 0.6 na
Existing Foreign Bank Branches
Bank of Tokyo-Mitsubishi Ltd.2 01/04/93 93,947 18.0 10.3 58,773 40.4 27.9 na
Sakura Bank Ltd. 01/04/93 56,784 10.9 6.2 339 0.2 0.2 na
Hongkong and Shanghai Banking Corp. Ltd. 15/04/93 12,781 2.4 1.4 6,909 4.7 3.3 na
Bank of America N.T.& S.A. 19/04/93 9,012 1.7 1.0 4,382 3.0 2.1 na
Standard Chartered Bank 16/04/93 8,538 1.6 0.9 46 0.0 0.0 na
Chase Manhattan Bank, NA 23/04/93 30,210 5.8 3.3 219 0.2 0.1 na
Banque Indosuez 26/03/93 8,672 1.7 0.9 4 0.0 0.0 na
Deutsche Bank AG. 01/04/93 9,550 1.8 1.0 8,668 6.0 4.1 na
Citibank NA 02/07/93 10,113 1.9 1.1 9,859 6.8 4.7 na
Overseas-Chinese Banking Corp. Ltd. 01/02/95 4,230 0.8 0.5 30 0.0 0.0 na
ABN-AMRO Bank N.V. 08/10/93 10,891 2.1 1.2 6,773 4.7 3.2 na
Sumitomo Bank Ltd 30/04/03 108,435 20.7 11.9 43,550 29.9 20.7 na
Dai-ichi Kangyo Bank Ltd 03/09/93 71,726 13.7 7.8 367 0.3 0.2 na
Industrial Bank of Japan 18/05/93 56,740 10.9 6.2 3,813 2.6 1.8 na
Dresdner Bank AG. 01/10/93 9,468 1.8 1.0 223 0.2 0.1 na
Bank of Nova Scotia 24/02/94 6,214 1.2 0.7 4 0.0 0.0 na
Bank of China 21/02/94 4,750 0.9 0.5 1,000 0.7 0.5 na
Banque Nationale de Paris 09/11/93 10,533 2.0 1.2 524 0.4 0.2 na
Subtotal 522,593 100.0 57.1 145,482 100.0 69.1 na
Foreign Banks without Branches in ThailandP
Sanwa Bank Ltd. 15/06/93 59,889 39.2 6.5 42,756 67.2 20.3 42,931 37.1
Long-Term Credit Bank of Japan Ltd. 19/08/93 8,377 5.5 0.9 92 0.1 0.0 5,354 4.6
Korea Exchange Bank 09/11/94 7,730 5.1 0.8 2,109 3.3 1.0 5,734 5.0
Development Bank of Singapore Ltd. 02/08/93 5,395 3.5 0.6 1,784 2.8 0.8 4,299 3.7
Societe Generale 01/10/93 13,473 8.8 1.5 1,762 2.8 0.8 12,329 10.7
Internationale Nederlanden Bank N.V. 01/12/93 4,191 2.7 0.5 6 0.0 0.0 2,501 2.2
Credit Lyonnais 15/12/93 7,483 4.9 0.8 11 0.0 0.0 6,433 5.6
American Express Bank Ltd. 11/10/93 131 0.1 0.0 1 0.0 0.0 (74) (0.1)
Bank of New York 01/03/94 780 0.5 0.1 5 0.0 0.0 0 0.0
Bankers Trust Company 01/03/94 1,784 1.2 0.2 39 0.1 0.0 1,102 1.0
United Overseas Bank Ltd. 16/09/94 910 0.6 0.1 6 0.0 0.0 (1) 0.0
Overseas Union Bank Ltd. 03/01/95 1,645 1.1 0.2 96 0.2 0.0 701 0.6
National Australia Bank 11/06/97 1,184 0.8 0.1 15 0.0 0.0 1,136 1.0
Royal Bank of Canada 16/06/97 773 0.5 0.1 20 0.0 0.0 20 0.0
Tokai Bank 20/06/97 17,344 11.4 1.9 14,807 23.3 7.0 14,342 12.4
Fuji Bank 17/09/97 20,652 13.5 2.3 4 0.0 0.0 18,421 15.9
Korea Development Bank 18/11/97 na na na
Generale Bank 25/11/97 1,027 0.7 0.1 69 0.1 0.0 497 0.4
Subtotal 152,766 100.0 16.7 63,581 100.0 30.2 115,704 100.0
Total 914,644 100.0 210,404 100.0

2 Mitsubishi Bank merged with Bank of Tokyo in April 1996, forming Bank of Tokyo-Mitsubishi.

b On 7 November 1996, the Bank of Thailand upgraded 7 foreign BIBF offices into full branches. These banks have to start operations within one year and must have minimum assets
of B1 billion (and another B2 billion within one year from the start of operations). On 25 December 1996, the Bank of Thailand granted BIBF licenses in the second round to seven
new foreign banks, which are large and well-known. These banks are the General Bank (Belgium), the Union Bank of Switzerland (Switzerland), the Royal Bank of Canada
(Canada), the National Australian Bank (Australia), the Korea Development Bank ( Korea), Fuji Bank (Japan), and Tokai Bank (Japan).

Source: Bangkok Bank, Commercial Banks in Thailand 1999.
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JELICYAVERE Assets and Liabilities of Commercial Banks, as of end-December 1996-1998 (B million)

Item 1996 1997 1998

Assets?

Cash and claims on Bank of Thailand 183,300.0 465,789.5 502,185.8
Cash in hand 61,286.4 53,775.3 47,056.2
Balances at Bank of Thailand 75,094.0 73,792.0 80,133.4
BoT bonds 18,664.0 11,192.0 7,457.0
FIDF bonds 10,762.2 21,911.4 11,090.0
Lending under repurchase agreement 17,493.4 262,194.6 356,449.2
Other advances 42,924.2

Claims on commercial banks 40,740.9 36,362.3 14,605.0
Deposits 10,100.9 13,886.1 5,902.2
Advances and bills 30,631.0 22,476.2 8,702.8

Claims on other financial institutions 213,918.9 331,309.0 173,101.5
Deposits 4,106.2 3,384.0 3,106.2
Advances and bills 146,172.1 264,894.8 112,083.1
Securities 63,640.6 63,030.2 57,912.2

Foreign assets 179,985.0 409,409.0 462,496.9
Claims on other nonresidents 102,225.9 297,646.0 376,071.5

Deposits 66,058.5 242,073.6 290,078.6
Advances and bills 36,167.4 55,572.4 85,992.9
Claims on other nonresidents 64,559.7 99,292.1 76,100.3
Advances and bills 6,182.7 4,407.3 4,101.5
Export bills 44,175.0 64,150.9 33,228.0
Securities 14,202.0 30,733.9 38,710.8
Other foreign assets 13,199.4 12,470.9 10,325.1

Claims on Government 20,218.0 15,571.0 154,690.2
Advances on bills 2,342.3 8,019.6 497.7
Bonds 17,875.7 7,551.4 154,192.5

Claims on local government 23.2 5.8 1.4
Advances and bills 23.2 5.8 1.4

Claims on nonfinancial public enterprises 112,712.0 99,894.8 108,465.9
Advances on bills 14,543.4 19,646.7 21,415.0
Securities 98,168.6 80,242.3 87,050.9

Claims on business and household sectors 4,688,334.1 5,729,591.0 5,299,620.3
Advances 3,630,320.5 4,463,931.7 4,201,419.6
Bills 967,887.6 1,167,792.4 994,039.9

Domestic bills 780,720.6 880,898.2 759,053.8
Import bills 35,261.1 62,692.6 54,117.3
Trust receipts 151,905.9 224,201.6 180,868.8
Securities 90,126.0 97,866.9 104,160.8
Other assets 278,021.4 340,384.9 449,746.8
Total Assets 5,717,253.7 7,428,311.5 7,164,913.8
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Item 1996 1997 1998
Liabilities?
Credit from Bank of Thailand 53,789.8 313,097.7 154,542.2
Of which: Borrowing under repurchase agreement 29,183.0 16,704.1 3,711.9
Liabilities on commercial banks 36,557.8 30,785.9 26,858.1
Deposits 4,088.4 10,459.2 2,708.3
Borrowings 32,469.4 20,326.7 24,149.8
Liabilities of other financial institutions 191,657.1 228,531.6 228,830.7
Deposits 105,960.6 110,340.5 171,974.0
Borrowings 85,696.5 118,191.1 56,856.7
Total deposits of nongovernment sector? 3,270,496.1 3,859,621.0 4,201,240.9
Demand deposits 87,298.4 73,151.6 83,476.3
Savings deposits 715,646.5 729,703.7 788,689.3
Time deposits 2,454,835.5 3,004,973.1 3,281,260.8
Foreign currency deposits 11,477.1 49,965.0 45,360.5
Marginal deposits 1,238.6 1,827.6 2,454.0
Foreign liabilities 1,249,293.6 1,904,400.2 1,066,164.6
Banks abroad 1,219,873.5 1,857,328.3 1,022,010.6
Deposits 63,340.8 84,394.0 16,060.0
Borrowings 1,156,532.7 1,772,934.3 1,005,950.6
Other nonresidents 24,887.1 39,436.1 37,936.5
Other foreign liabilities 4,533.0 7,635.8 6,217.5
Liabilities to government 178,065.6 190,530.9 229,800.1
Deposits 178,065.6 187,311.0 226,841.3
Borrowings 3,219.9 2,958.8
Deposits of local government 32,577.7 27,182.2 32,293.2
Capital accounts 603,639.8 690,774.6 1,067,685.0
Of which: Allowance for possible loans losses 93,745.5 247,871.6 687,440.7
Of which: Allowance for securities revaluation 41,612.0 37,063.5
Other liabilities 101,176.0 183,387.4 157,499.0
Total Liabilities 5,717,253.5 7,428,311.5 7,164,913.8

2 Including interbank transactions.
b Consists of business and household sector, nonfinancial public enterprises, and other financial institutions.
Source: Bank of Thailand.
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IELICYYR:S | ist of Finance Companies and Finance and Securities Companies and Major Balance Sheet Indicators,

Nonperforming Debt/
Assets Loans/Loans Equity
Item (B million) (%) (%)
First 16 Companies Suspended in June 19972
Finance One 78,292 11 na
CMIC Finance & Securities 71,577 na 10
General Finance & Securities 61,022 28 14
Thana One Finance & Securities 35,702 na 25
Thai Fuji Finance & Securities 29,884 na 191
ITF Finance & Securities 29,098 21 25
Prime Finance & Securities 14,310 21 26
Dynamic Eastern Finance & Securities 13,178 36 8
GCN Finance 12,788 7 39
Thai Financial Trust 12,285 27 52
United Finance Corp. 12,213 20 16
CL Sahaviriya Finance & Securities 8,014 na 12
Country Finance & Securities Ltd. 5,251 na 9
Royal International Finance & Securities 5,069 na 10
Bangkok Metropolitan Trust Ltd. 3,403 na 19
Subthamrong Finance 1,891 na 7
Next 42 Companies Suspended in August 19970
Wall Street Finance & Securities 34,044 10 14
Multi Credit Corporation 33,773 11 19
SITCA Investment & Securities 33,038 7 5
Nithipat Capital 32,336 5 11
Cathay Trust 31,347 na 15
SCCF Finance & Securities 29,800 13 21
SCF Finance & Securities 29,727 6 15
Chaopraya Finance and Securities 22,778 na 14
Kitnakin Finance & Securities 22,006 9 10
Thai Thamrong 21,530 na 12
Sri Dhana Finance 20,246 6 12
Thanapol Finance and Securities 19,525 na 13
Thai Financial Syndicate 18,580 na 16
First Bangkok City Finance 18,071 na 7
Premier Finance 17,723 na 10
Thai Tanakorn Finance 16,359 27 12
Dhana Nakorn Finance and Securities 15,474 na 15
Thai Rung Reung Trust Finance & Securities 15,131 na 14
Thaimex Finance & Securities 14,849 8 9
Siam City Syndicate Finance & Securities 13,935 na 17
Metropolis Trust and Securities 12,163 na 6
Cathay Finance & Securities 10,961 11 8
Krung Thai Finance & Securities 10,555 17 27
Poonpipat Finance & Securities 10,501 17 57
Pacific Finance & Securities 10,363 12 10
Thanasap Finance & Securities 10,044 na 11
Bangkok Investment 9,693 13 6
Thai Finance & Securities 8,647 na 13
Bara Finance & Securities 8,222 na 15
Ekapat Finance & Securities 8,206 11 14

Asia Financial Syndicate 7,347 na 11
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as of end-1996

Nonperforming Debt/
Assets Loans/Loans Equity
Iltem (B million) (%) (%)
Chatiphaibul Finance 7,052 na 1
Bangkok Finance 6,707 na
Thanamass Finance 5,356 na 13
Union Finance 5,155 na 8
Thai Oversea Trust 3,890 na 10
Teerachai Trust Corporation 3,144 na 11
Inter Credit & Trust 2,981 na 15
Siam Commercial Trust 2,351 na 10
Lila Finance & Securities 2,140 na 9
People Trust Limited 1,845 na 11
Muang Thong Trust 1,590 na 3
33 Companies Allowed to Continue Operations in August 1997¢
Phatra Thanakit 77,044 7 6
Dhana Siam Finance & Securities 68,684 9 6
National Finance 66,602 7 6
Asia Credit 60,295 10 8
Thai Investment & Securities 52,350 2 7
Nava Finance & Securities 51,372 7 6
Krung Thai Thanakit 51,097 6 9
Union Asia Finance 44,182 11 9
First City Investment 25,516 11 7
Siam Sanwa Industrial Credit 21,329 0 10
Ekachat Finance 18,539 15 5
IFCT Finance & Securities 15,713 15 9
Book Club Finance & Securities 15,621 11 12
Ayudhya Investment & Trust 15,343 1 14
Bangkok First Investment & Trust 10,938 1 6
Ocean Securities & Finance 10,899 na 12
Vichirathanatun Finance 10,173 na 11
Citicorp Finance & Securities (Thailand) 9,539 na 9
Thai Summit Finance & Securities 8,564 na 13
Eastern Finance & Securities 4,770 na 3
Sethakara Finance 4,050 na 13
KSIT Finance & Securities 3,860 na 5
Thai Sakura Finance & Securities 3,800 na 10
Bangkok Asian Finance 3,489 na 5
HSBC Finance & Securities (Thailand) 3,309 na 14
ASEC Finance & Securities 2,496 na 4
Asia Finance Corp. 1,891 na 7
BTM (Thailand) Finance & Securities 1,671 na 5
Taksin Thanakit Finance 1,669 na 5
National Finance 1,299 na 6
Mahatun Finance 1,073 na 8
Thai Capital Finance & Securities 941 na 1
Erawan Trust 734 na 9)

() =negative values are enclosed in parentheses.

na =notavailable.

2 These companies remained closed at end-1997.

b Except for Kitnakin Finance & Securities and Bankgkok Investment which were reopened, the rest of the 42 companies remained closed at end-1997.

¢ The 33 companies continued to operate as of end-1997. Data are as of end-June 1997 for listed companies and as of end-December 1996 for unlisted companies.
Source: Securities One Plc.
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BEI YV Assets and Liabilities of Finance and Finance and Securities Companies?, as of end-December 1996-1998

Item 1996 1997 1998
Assets
Cash and claims on the Bank of Thailand® 19,249.1 49,892.3 83,527.1
Cash in hand 45.9 60.3 17.0
Balances at the Bank of Thailand 7,890.2 5,662.2 5,489.9
BoT bonds 3,706.0 5,890.0 3,187.0
FIDF bonds 0.0 2,584.0 359.2
Lending under repurchase agreement 7,607.0 35,019.0 65,189.0
Other activities 0.0 676.8 9,285.0
Claims on commercial banks 39,861.2 22,575.8 61,235.0
Depositsb 17,174.0 11,105.5 52,478.6
Advances and notes receivable 9,835.5 2,041.5 1,060.0
Securities and participations® 12,851.3 9,428.8 7,696.4
Claims on other financial institutions 85,417.9 47,975.8 29,574.9
Deposits 467.8 696.0 390.0
Advances and notes receivable 40,972.4 12,336.5 15,759.4
Securities and participations® 43,977.7 34,943.3 13,425.5
Claims on government 3,951.2 1,558.4 29,707.7
Bonds 3,951.2 1,558.4 29,707.7
Claims on nonfinancial public enterprises 44,978.1 26,506.0 8,004.1
Securities and participations 44,978.1 26,476.2 7,994.1
Advances 37.0 29.8 10.0
Claims on business and household sectors 1,554,736.5 1,373,807.1 1,165,528.7
Billsd 591,506.2 476,457.6 na
Securities and participations 109,950.9 96,614.4 58,842.2
Advancesd 743,551.7 751,435.2 1,069,071.7
Overdrafts and loans 606,203.4 649,139.8 na
Other advances 137,348.3 102,295.4 na
Securities loans 109,727.7 49,299.9 37,614.8
Margin loans 102,227.5 40,671.1 23,928.2
Other loans 7,500.2 8,628.8 13,686.6
Foreign assets 831.8 745.6 545.5
Banks 1.8 7.4 na
Non-banks 830.0 747.2 na
Other assets 75,266.3 113,771.8 138,516.9

Total Assets 1,824,292.1 1,636,841.8 1,516,639.9
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(B million)

Item 1996 1997 1998

Liabilities
Credits from the Bank of Thailand® 30,135.0 449,342.7 561,901.2
Borrowings from the Bank of Thailand 865.0 504.8 0.0
Borrowings from the FIDF 16,781.0 428,944.2 558,927.2
Borrowings under repurchase agreement 12,489.0 19,893.7 2,974.0
Credits from commercial banks 148,086.8 144,214.0 103,664.8
Borrowings 148,086.8 144,214.0 103,664.8
Overdrafts 3,180.0 927.8 na
Other borrowings 144,906.8 143,286.2 na
Borrowing from business and household sectors 1,081,057.7 549,784.2 499,796.7
Notes payable 1,040,075.1 505,611.6 462,276.6
At call 185,145.0 na na
Time 854,930.1 na na
Financial instruments 40,982.6 44,172.6 37,520.1
Foreign liabilities 132,621.6 123,333.8 43,058.9
Banks 127,627.2 119,601.1 na
Nonbanks 4,994.5 3,732.7 na
Borrowings from other financial institutions 104,296.0 89,398.2 30,917.7
Notes payable 91,509.1 48,233.4 na
Other borrowings 12,371.9 12,185.6 30,917.7
Rediscounts 415.0 28,979.2 0.0
Capital accounts® 226,187.5 197,435.4 158,595.1
Of which provision for loan losses 32,821.2 129,468.8 394,728.1
Other liabilities 101,907.5 83,333.5 118,705.5
Total Liabilities’ 1,824,292.1 1,636,841.8 1,516,639.9

na = notavailable.

2 Repurchase transactions are recorded on gross basis, lending and borrowing under repurchase agreement under the Bank of Thailand. Previously these transactions were
recorded in terms of net basis under claims on Government.

b Exclude deposits of finance and securities companies.

¢ Include debentures.

9 Include both checks and bills of exchange.

€ Include reserves for loan losses provision and devaluation of securities investment.

f Include allowance for doubtful debts.

Source: Bank of Thailand.
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Appendix 2

Chronology of Major Financial
Reform Measures in Thailand

1975

change of Thailand [SET] in 1991.)

1979

The repurchase market is established by the Bank
of Thailand (BoT) to serve as a channel for conduct-
ing open market operations, and to facilitate money
market devel opment by providing financial ingtitutions

with additional meansof adjusting liquidity.

1980

Ceilingsonlending interest ratescharged by com- -
mercia banksand finance companiesarefreed from -
the 15 percent limit imposed previously by the Civil -
and Commercial Code of 1924. The measure pro- -
videsBoT with moreflexibility in adjusting interest
rate ceilingsin linewith monetary policy stanceand
- foncier companies is reduced from three years to
~oneyear, without early redemption.

externa financial conditions.

1984

November. To facilitate international trade and
to improve Thailand's current account balance, the
official exchangerateisno longer determined by peg-
ging the baht solely to the US dollar, but to a basket
of major currencies. The baht isalso effectively de-
valued by 15 percent against the US dollar.

Thejoint private-publicSmall IndustriesCredit Guar-
anteeFundisestablishedto providecredit guarantees
tosmall industrieswith fixed assets of lessthan B10
million. (Thefundisoperatedwithinthelndustrial Fi-
nanceCorporationof Thailand [IFCT] until 1993when
it becomesanindependent financial institution.)

1985
February. A B50-million limit on overdraft
loan to any person is imposed. The measure is

intended to improve the loan structure of com-
mercial banks.
Mar ch. BoT encouragescommercia bankstoin-

* troducethe BIBOR (Bangkok interbank offered rate)
: quoting system to facilitate money market transac-

April. The Securities Exchange of Thailand be- :
gins trading. (Its name is changed to the Stock Ex-

tions and to obtain benchmark money market rates.

May. Control on the opening of letters of credits
(L/Cs)islifted.

November. The Financia Ingtitutions Develop-
ment Fund (FIDF) is established within BoT to gain
more flexibility in providing assistance to financial
ingtitutionsin distress.

1986
Interest rate ceilings on loans to priority sectors

 arelifted.

To encourage mergers between finance compa
nies, the authorities relax branching restrictions for
newly merged companies. Previously, finance com-
panies could operate only one branch office.

To enable credit foncier companies to mobilize
fundsfrom the public moreefficiently, minimum ma-
turity of promissory notes (P/N) issued by credit

1987

Thelist of authorized businesses for commercial
banks and finance companiesis broadened toinclude
(i) custodial service, (ii) loan syndication, (iii) advi-
sory service regarding merger and acquisition
(M&A), and (iv) feasibility study.

1988

To help increase competitiveness of smaller banks,
BoT encourages them to open “mini-branches’ in
certain regions of the country to reduce operating
costs.

1989
June. The interest rate ceiling on commercial
banks' time deposits of more than oneyear islifted,
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marking the first step toward afull interest rate lib- -
~ forei gn bank branch must maintain israised from B5

July. Prior approva from BoT is no longer re- :
quired for outbound capital transfers such as divi- :
dend repatriation and interest or principal payment 3
- securities guaranteed by the Ministry of Finance
: (MOF), debentures, bonds and debt instrumentsis-
- sued by State organizations or State enterprises es-

March. The interest rate ceiling on commercial :
banks' time deposits of less than one year is abol- :

eradization.

on foreign debts.

1990

ished.

May. Phase | of exchange control liberalization :
begins as Thailand formally accepts obligations un- :
der Article 8 of the IMF's Articles of Agreement, :
which results in complete liberalization of current :
account transactions and fewer restrictions on capi- :
- tomaintain at least 7 percent of depositsin securities

November. The branch-opening requirement for
commercial banks to hold Government bonds as a -
minimum proportion of total depositsisreduced from -

tal outflows.

16 to 9.5 percent.

Commercial banks end-of-day net foreign ex- -
change position limit on net overbought is relaxed -
from 20 to 25 percent of capital, while the limit on

net oversold remains at 20 percent of capital.

1991

January. Commercia banks reserverequirement .
caculationisadjusted fromaweekly tofortnightly lag

basis, todlow moreflexibility in managing liquidity.

April. Thedefinition of targeted rural creditsun-
der the rural credit requirement is broadened to in-
clude credits for crop wholesaling and industrial es-

tates in rural areas.

Phasel| of exchange control liberalization begins, -
alowing freer outflows of capital for overseasin-
vestment and repatriation of dividendsand proceeds -
from the sale of stocks by foreigners. Resident indi-
vidualsor juristic entitiesare allowed to open foreign -
currency accounts, subject to certain conditions; for :
example, the fund must have originated from over- -

seas (e.g., export receipts).

May. The minimum amount of assets that each

millionto B125million.
June. The list of securities to be maintained by
foreign bank branches is expanded to include debt

tablished under special laws, or other State enter-
prises as approved by BoT on a case-by-case basis.

The list of securities to be held by commercial
banks under branch-opening requirements is ex-
panded to include bonds and debentures issued by
State enterprises without MOF guarantees.

July. The reserve requirement is changed to the
liquid asset requirement, while banks must continue

and cash. Thelist of eligible securities is expanded
toinclude bondsissued by BoT, and debentures and
bonds issued by State organizations or State enter-
prises established under special laws or as approved
by BoT.

September. The servicetimefor automated teller
machines (ATMs) and authorized foreign exchange
representatives is expanded from 7 am. to 10 p.m.

The branch-opening requirement for commercial
banks to hold eligible securities as a minimum pro-
portion of total depositsisreduced from 9.5to 8 per-
cent.

Securities guaranteed by MOF are made eligible
under liquid asset requirementsfor commercial banks.

December. Finance companies are allowed to
operate leasing businesses.

1992
January. Theinterest rate ceiling on commercial
banks' saving depositsisabolished.
Rural credit requirementsarerelaxed asfollows:
« The definition of targeted rural credits is wid-
ened to include credits for farmers' secondary
occupation and credits for agricultural product
wholesaling and exporting.
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* The definition of targeted small industrial cred- -
itsis broadened from those with net asset out-
standing under B5 million to those with B10 -

million.

* Interbank depositsare excluded from the deposit

base under the rural credit requirement.

February. The branch-opening requirement for
commercial banksto hold eligiblesecuritiesasamini-
mum proportion of total depositsisrelaxed from8to

7 percent.

Mar ch. The scope of business activities of com-
mercial banks, finance companies, and securities -

companiesisexpanded asfollows:

« Commercial banks are allowed to operate as (i)
selling agentsfor debt instrumentsissued by the -
Government and State enterprises, (ii) informa-
tion service providers, and (iii) financial consult- -

ing service providers.

* Finance companies are permitted to operate as
(i) selling agents for debt instrumentsissued by
the Government and State enterprises, (ii) infor- -
mation service providers, and (iii) sponsoring
serviceproviders(i.e., preparing necessary docu-
ments for companies applying for listing inthe

stock exchange).

* Securities companies are alowed to operate as
(i) custodial serviceproviders, (ii) registrarsand
paying agents for securities, (iii) information
service providers, and (iv) sponsoring service
providers.

April. The Commercial banking Act (No. 3) be-

comes effective.

May. Exchange controls are further liberalized

through the foll owing measures:

* Payment in baht to exporters from nonresident
baht accounts no longer requires prior approval
from BoT.

* Exporters are allowed to use foreign currencies
from exportsto repay foreign debtswithout prior
approval from BoT, or to pay for imports with-
out having to transfer foreign currenciesinto the
country, aspreviously required.

« Foreign currency accounts may be used to settle
foreign debts of the depositors affiliates.

» Government and State agencies may deposit
unlimited amountsof foreign currenciesinto their
foreign currency accounts.

» Nonresidents may deposit foreign currencies
received from Thai residents into their foreign
currency accounts.

The Securities and Exchange Commission (SEC)
is established to oversee capital market regulation
and devel opment.

June. Theceilingson commercia banks lending
rates, finance companies promissory note rates and
lending rates, and credit foncier companies’ lending
rates are abolished.

The scope of business activities of commercial
banks is further expanded to include (i) arranging,
underwriting, and dealing in debt instruments, (ii) rep-
resenting secured debenture holder; (iii) acting as
trustees of mutual funds; (iv) operating as securities
registrars; and (v) selling investment units.

Theminimum capital requirement for commercia
banks is announced to be in line with the Bank for
International Settlements (BIS) standard, to be ef-
fective on 1 January 1993.

Theminimum paid-up capital requirementsfor fi-
nance companies and credit foncier companies are
tightened:

» finance companies: from B60 millionto B100 mil-
lion by July 1993, and to B150 million by July
1995;

« credit foncier companies: from B30 millionto B50
million by July 1993, to B75 million by July 1994,
and to B100 million by July 1995.

July. Commercial banks are allowed to issue ne-
gotiable certificates of deposit (NCDs) with matu-
rity of three months to three years, and with amini-
mum denomination of B500,000 or more (increasing
by multiplesof B100,000).

August. Credit foncier companies are allowed to
invest in debt instruments guaranteed by MOF up to
20 percent of capital.
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Foreign exchange controls are further relaxed to -
allow commercial banks located in Viet Nam and -
countries bordering Thailand to freely withdraw the :
baht from their accounts at commercial banks in -
Thailand up to the maximum outstanding balance, :

excluding borrowed funds.

funds.

For theliquid asset requirement imposed on com- :
mercial banks, debenturesand secured bondsissued -
- onbehalf of securities companies or finance and se-
A scripless clearing and settlement system isin- :

by IFCT are allowed to become eligible assets.

troduced on SET.

Octaober. Finance companies are alowed to fur- 3
ther expand their scope of business activities. With
prior approval from BoT, they may (i) providecusto- -
dial servicesfor NCDs and debt instruments, (ii) act -
as selling agents, (iii) act as registrars and paying
agents for securities, and (iv) arrange the issuance

of, underwriting, and dealing in, debt instruments.

ATM dtations are allowed to operate 24 hours a -
. ceived investment privileges from the Board of In-

November. The branch-opening requirement for -
commercial banksto hold eligible securitiesasamini-
mum proportion of total depositsisrelaxedfrom7to -
. theThai Rating and Information Services(TRIS), is
- established.

day.

6.5 percent.
Finance companies are alowed to issue NCDs.

1993

mum capital adequacy ratio (CAR) at 7 percent for
domestic banks and 6 percent for foreign banks.

February. The branch-opening requirement for
commercial banksto hold eligible securitiesasamini-
mum proportion of total deposits is further relaxed -

from 6.5 percent to 5.5 percent.

Mar ch. The Bangkok International Banking Fa- :
cility (BIBF) is established, and 46 BIBF licenses

areissued to domestic banks, foreign bank branches
inThailand, and other financial ingtitutionsfrom over-
seas. BIBF units may provide three types of ser-
vices: (i) banking to nonresidentsin foreign curren-
ciesand baht (“ out-out” transactions), (ii) banking to

- domestic residentsin forei gn currency only (“out-in”

September. Subject to certain requirements, fi- :
nance companies and finance and securities com- :
panies are permitted to operate as (i) debenture :
holder representatives and (ii) trustees of mutual :

transactions), and (iii) international financial andin-
vestment banking services. They must mobilizefunds
from overseasand extend creditsonly inforeign cur-
rencies.

April. The scope of business activities of com-
mercia banksisfurther expanded to include the re-
ceipt of ordersto purchase or sell mutual fund units

curitiescompanies.

M ay. Foreign exchange control isfurther relaxed
to increaseto B250,000 the maximum amount of baht
an individual may carry to Viet Nam or countries
bordering Thailand.

The branch-opening requirement for commercial
banksto hold eligible securities as a minimum pro-
portion of total depositsisabolished.

BoT establishes a special refinancing facility for
small and medium-size investment projects that re-

vestment in promotional areas outside Bangkok and

nearby provinces (Zone 3).
July. The first credit-rating agency in Thailand,

August. Financial institutions (including commer-

. cial banks, finance companies, finance and securi-

January. The BIS capital adequacy standard is -
imposed on commercial banks, with theinitial mini- -
- ply for licenses to underwrite and trade debt instru-

ties companies, and credit foncier companies, but
excluding securities companies) are allowed to ap-

ments.

The Export-Import Bank of Thailand Act of 1993
is promulgated. (The EXIM Bank is established in
February 1994.)

October. Commercial banks are required to an-
nounce the minimum lending rate (MLR), the mini-
mum retail rate (MRR), and the maximum margin
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to be added to the MRR. The MRR should be cal- -
culated from actual cost of deposits and operating -
cost, asreferencelending ratesfor retail primebor-

roOwers.

November. Insurance companies are allowed to :
invest in stock and unit trusts up to 60 percent of :
total assets and to provide the following services:
(i) leasing, (ii) provident fund management, and

(i) mutual fund management.

December. The Government announces the in-
crease of the BIS minimum CAR requirement from
710 7.5 percent for domestic banks (with tier-1 capi-

tal at no lessthan 5 percent), and from 6 to 6.5 per-

effective January 1995.

with agrace period up to 1 July 1994.

1994

January. Commercial banks are allowed to hold
Asian Currency Note (ACN) issued by IFCT ase€li-

gible assets under the liquid asset requirement.

Finance companies and credit foncier companies
are permitted to hold baht-denominated ACN issued
by IFCT and bonds issued by State enterprises in
overseas markets as eligible assets under the liquid
asset requirement.

February. Phase Il of liberalization of foreign
exchange controls is announced. It entails the fol-
lowing:

* increasing the maximum amount of baht anindi-
vidual may carry to Vietnam or countries bor-
dering Thailand from B250,000 to B500,000;

« abolishing the limit on the maximum amount of
foreign currencies that may be taken out of the
country when traveling abroad,;

* Raising the maximum amount Thai residentsmay
invest abroad without prior BoT approval from
$5 millionto $10 million per year; and

* Allowing Thai residents to use foreign curren-
ciesreceived from abroad to settle foreign obli-
gations without having to surrender or deposit
them firstin commercial banksin Thailand.

Mar ch. Finance companies are allowed to apply
for permission to open credit offices outside Bangkok
and nearby provinces.

April. A tighter BIS CAR is imposed on com-
mercia banks at 7.5 percent, with tier-1 capital be-
ing not less than 5 percent.

June. A net foreign exchange position limitisim-
posed on finance companies: 25 percent of tier-1

- capital onthe overbought side and 20 percent of tier-
cent for foreign banks, effective April 1994. TheCAR
for domestic banks is to be raised further to 8 per-
cent (with tier-1 capital at no lessthan 5.5 percent),

1 capital on the oversold side.
Commercial banks are notified to increase mini-
mum provision for doubtful assetsfrom 50to 75 per-

- cent by 30 June 1994, and to 100 percent by 31 De-
The Government announcesthat aminimum CAR
of 7 percent isto beimposed on finance companies,

cember 1995.
July. The BISCAR of 7 percent isfully required

- for finance companies.

August. Finance companiesare permitted to open
representative offices abroad.

Existing BIBF units are alowed to apply for li-
censes to operate Provincial International Banking
Facility (PIBF) in areas outside Bangkok. PIBF's
funding, like BIBF's, must come from overseas.
However, PIBF can extend credits both in baht and
inforeign currencies, while BIBF can extend credits
only inforeign currencies.

Guidelines are issued to finance and securities
companies requiring them to separate their finance
business from their securities business.

September. Commercia banks are permitted to
open ATMswithout seeking approval.

Commercial banks are allowed to invest in any
business, or in its shares, of not more than 10 per-
cent of the total amount of shares sold.

November. The Thai Bond Dealers’ Club
(TBDC) is established as a secondary market for
debt instruments, with its trading system operating
under an established code of conduct and standard-
ized dealing and settlement procedures.
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The ceiling of commercial banks' net foreignex- -
change position is reduced from 25 to 20 percent of :
tier-1 capital on the overbought side and from 20 to :
15 percent of tier-1 capital onthe oversold side, or to :

$5million, whichever isgreater.

BIBF unitsare allowed to mobilize funds by issu- :

ing NCDs.

1995

being not less than 5 percent.

ficesthroughout the country.

February. The Cabinet approves the Financial :
System Development Plan (1995-2000), drawn up -

jointly by BoT, MOF, and SEC.

March. MRR is adjusted based on total deposit -
-~ tives.

Commercial banks are required to submit thede-
tailson risk management of foreign currency trading -
- and 9x months, to absorb excessliquidity inthemoney

Finance companies and finance and securities -
companieswith capital exceeding B20 billionarere-

COosts.

and derivatives.

quired to submit credit plansto BoT.

April. The Government announcesthat the mini- .
mum amount of each withdrawal transaction of the .
out-in BIBF loansisto beraised from $500,000t0 $2 -
- allocate capital reservefor securities business of not

M ay. Finance companiesare allowed to mobilize
short-term funds from the public by issuing bills of
exchange (B/E), with a minimum denomination of
B10 million. Finance companies are also permitted
to issue B/E abroad subject to BoT approval on a -
- units of foreign banksto full branches:

Foreign bank branches, BIBF units, and large fi- 3
nance companies are required to submit credit plans

million, effective 18 October 1995.

case-by-case basis.

and out-in credit plansto BoT.

Credit foncier companies are allowed to operate -

as loan service agents.

Guidelinesareissued for mobilization of contrac- -

tual savings.

Commercial banks are required to follow the
B1S guideline for risk management of derivative
trading in order to discourage leveraged con-
tracts.

Commercia banks operating BIBF units are re-
quired to put aside provision for doubtful assetsthat
may be worthless or irrecoverable.

The Ministry of Commerce issues a notification

: prescribing conditions on the establishment of alim-

January. A tighter BIS CAR of 8 percent is :
adopted for commercial banks, with tier-1 capital :
: Applications should be submitted within three months
MOF announces the list of 37 licensed PIBF of-

ited company or alimited public company to under-
take life or nonlife insurance businesses for 1995.

from 8 June 1995.

June. SEC issues a notification stipulating rules,
conditions, and procedures allowing securities com-
panies to purchase or hold shares.

July. Commercia banks are permitted to act as
customers' unsecured debenture holder representa-

Short-term BoT bonds worth B10 billion are is-
sued on aweekly basis, with maturities of one, three,

market.

August. Calculation of liquidity assets of com-
mercial banks on nonresident baht accounts is ad-
justed from 7 percent of liquid assetsto 7 percent of
deposits at BoT.

Finance and securities companies are required to

more than 25 percent of their tier-1 capital.
September. The measurement of net foreign ex-

change exposureis adjusted for Thai banksin order

to better reflect foreign exchange risk.
Guidelinesareissued for upgrading existing BIBF

» The foreign bank must be large, with well-es-
tablished contracts with the Government and pri-
vateentitiesin Thailand.

« The BIBF unit must have aminimum funding
of B2 hillion, with at least B1 billion uponini-
tial operation and another B2 billion within one
year.
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A notification is issued on types of contract that -
finance companies can take for hedging exchange

rate risk.

BIBFisraised from $500,000 to $2 million.

exception of trade credit.

October. Finance companies are allowed to is-
sue B/E and certificates of deposit (CDs) in foreign
currency to be offered in offshore marketswith ma-

turity of not less than one year.

November. Guidelines are issued for new bank

applications.

1996

lending to commercial banks, finance companies, and

stead of securities pledging.

March. Issuance of long-term BoT bondsis an-
nounced:

» Bondswith maturities of oneyear aretobeauc-
tioned every two monthsfor B1 billion each, ef-

fective April 1996.

» Bonds with maturities of two years are to be
auctioned every quarter for B500 million each,
effective June 1996. Ingtitutions qualified to par-
ticipatein the auction include commercial banks,
finance companies, the Government Savings
Bank, and FIDF.

April. Finance companies and finance and secu-
ritiescompaniesarerequired to maintain liquidity re-
serves at BoT at 7 percent of nonresident baht bor-
rowing or deposits with maturity of less than one
year, including the issuance of P/N, B/E, or NCDs.

May. The provisioning requirement is adopted
against doubtful assets at 100 percent for finance
companies, finance and securities companies, and
credit foncier companies, within the accounting pe-
riod ending 30 June 1996.

June. Commercial banks, BIBF units, finance
companies, and finance and securities companies

- are required to maintain a cash reserve of 7 per-
The minimum amount of each withdrawal from -
-~ abroad.

The measurement of net foreign exchange expo- :
sure for foreign bank branchesis adjusted, with the

cent of total short-term borrowing and depositsfrom

BIBF units of foreign banks are allowed to in-
clude cash reserves as part of foreign assets.

July. Guidelines are issued for the application of
second-round BIBF licenses.

Thenew electronic clearing system (ECS) begins
operation.

Branch-opening guidelines for foreign banks are
issued.

August. FIDF bonds are issued.

FIDF bonds are allowed to be part of liquid as-

- sets.
January. New guidelines are adopted for BoT -

September. The definition of the capital fund of

- commercia banksand finance companiesisadjusted
finance and securities companies. Theloan window
is now operated under repurchase agreements in- -

to count income from cumulative preferred stocks
astier-2 instead of tier-1 capital.
October. CARsfor commercial banksand finance

" companies are tightened.

« Tier-1 CARfor commercia banksisraised from
5.5 to 6 percent.

* The overall CAR for finance companies is in-
creased from 7to 7.5 percent, and isto beraised,
effective 1 January 1998, to 8 percent, with the
tier-1 capital adequacy remaining at 5.5 percent.

The repurchase market’s (R/P's) operational
mechanism is changed from “Dutch Auction” to
“Continuous Matching,” which showsreal-timein-
formation in the R/P market through Reuters and
BISNEWS.

November. The BIS CAR for foreign bank
branchesis raised from 6.75 to 7.5 percent.

FIDF announces the opening of credit lines for
contributing ingtitutionsin order to help shore up their
liquidity intimes of tight market.

BoT grants full-branch bank licenses to seven
BIBF-based foreign banks. It also grants BIBF li-
censes in the second round to seven new foreign
commercial banks.
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December. Finance companies, finance and se- -
curities companies, and credit foncier companies are :
allowed to count debentures, bonds, and debt instru- -
ments guaranteed by FIDF as part of liquidity assets. :

- short-term funds.

1997

January. The CAR for finance companiesisin- :
creased from no lessthan 7 to 7.5 percent, with tier- :
1 capital adequacy remaining at 5 percent of assets. :

Commercia banksarerequired to submit monthly :
reports on real estate credits for those projects with :
outstanding credits or approved capital exceeding :
- would enable the rates to move in line with market

The reporting formats for the balance sheet and -
income statement of finance companies, finance and :
securities companies, and credit foncier companies :

B100 million.

are changed to those of limited public companies.

Approval for the three groups of applicantsto set -

up new domestic banks is announced.

March. BoT issuesanoatification requiring finan- 3
cial institutionsto set aside provision against substan-
dard assets for every half year during the account-
ing period: 15 percent for commercial banksand 20 -
percent for finance companiesand credit foncier com-

panies, effective June 1997.

The Cabinet approves in principle the establish- .
ment of the Property Loan Management Organiza- -
tion (PLMO) to purchase property loanswith collat-
eral from financial institutions for the purpose of
managing and enhancing their value. PLMO isto .
have an initial capital of B1 million to be appropri-
ated from the budget and aworking capital of upto
B100 billion to be mobilized through the sale of Gov-

ernment-guaranteed bonds.

Finance companies are required to submit reports -
on regulations pertaining to B/E transactions (e.g., -
the maximum lending or investment amount) in or- -

der to reducerisk in their overall operations.

April. BoT issuestermsand conditionson M&A

of financia institutions.

PLMO isestablished to purchase viable property- -

related assetsfrom financia institutions.

SEC issues a notification on the features of bills
that aredeemed “ securities,” which must comply with
normal investor protection regulations.

SEC launchesthe short-term debentureto finance

May. BoT announces a change in the method of
computing commercial bank lending rates: the for-
mulafor calculating the MRR, previously linked to
deposit costs, is now linked to the MLR. In thisre-
spect, the maximum rate charged to general cus-
tomersisto be MLR plus amargin of no more than
4 percent. This method of calculating lending rates

conditions.

PLMO starts mobilizing funds through issuance
of azero coupon bond valued B1 billion.

June. Guidelines for commercial banks are is-
sued to temporarily set a celling on deposit interest
rate. Interest should be no more than 12 percent per
annum on saving depositswith passbook asevidence
of deposit or withdrawal and not using checks as a
method of withdrawal.

Guidelinesfor finance companies on determining
interest rates, discount rates, and discounts are al'so
issued.

BoT requests commercial banks to cooperate in
not selling baht in offshore markets.

Commercia banks, finance companies, and fi-
nance and securities companies are alowed to set
up property loan management companies.

BoT prescribes regulations on the maintenance
of liquidity reserve requirements for commercial
banks:

* Debt instruments issued by FIDF are made €li-
gibleasinstrumentsto fulfill theliquid asset ra-
tio.

* The out-out transactions for BIBF and PIBF
are to be waived from the base for the calcula-
tion of liquid assets.

« A clause concerning the maintenance of liquid
assetsin proportion to the outstanding short-term
borrowing from abroad is to be added.
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To facilitate financial sector reform, four emer- :

gency decrees are issued:

« amendment of the Commercial Banking Act
B.E. 2505 to relax regulation on foreign share-

holdinglimit;

« amendment of the Act on the Undertaking of :
Finance Business, SecuritiesBusinessand Credit |
Foncier Business, B.E. 2522 (No0.3), B.E.2540
(1997) to encourage M&A of financial institu-

tions, as approved by the minister of finance;

« facilitation of the establishment of thejuristicen-
tity that will operate securitization businesses, -

and

* establishment of the Secondary Mortgage Cor-

poration.

Sixteen finance companies are ordered to suspend
their operationsfor 30 daysand to submit rehabilita- -
tion plans to the authorities, starting 27 June 1997. -
(On 25 July 1997, the period is extended to 29 Sep- -
tember 1997). In the meantime, finance companies
~ Arrangement to Thailand.

July. The exchange rate system changes froma
basket peg to a managed float whereby the value of
the baht is to be determined by market forcestore-

resume alimited type of operation.

flect economic fundamentals.

BoT issues a notification requiring that any Thai
banks with windfall gains on net foreign exchange
for the spot and forward positions on 30 June 1997
are required to sell such proceeds to BoT within
August 1997.

BoT requestsfinancial institutions to sell baht to
nonresidents only where such nonresidents have a
businessin Thailand. In addition, debt instrument re-
demption for nonresident holders should be madein
USdollarsonly, except for instrumentswith maturity
of more than six months.

Thebank rateisraised from 10.5 to 12.5 percent.

Commercia banksand finance companiesare a-
lowed to act as credit-collecting representatives for
property loans.

Theinterest rate ceilingsimposed on financial in-
stitutions arerai sed:

« finance companies: at-call-borrowing rates, from
11 to 13 percent; and time-borrowing rates, from
14 to 17 percent.

» commercia banks: time-borrowing rates, from
12 to 14 percent; and three-month time-deposit
account rates, from 12 to 14 percent.

August. Another 42 finance companies are or-
deredtosuspendtheir operationsfor 60 days(allowed
to continue some business, as necessary) and to sub-
mit rehabilitation plansto the Committeeon Supervi-
sionof Merger and Acquisitionwithinthesametime-
frame.

A liquidity-recycling schemeisestablished by re-
quiring financia institutionswith surplusliquidity to
lend surplusfundsto other financial institutionsfac-
ing a liquidity run. FIDF, as the manager of the
scheme, istolend to liquidity-short financial institu-
tions by charging at the rate equivalent to the R/P
seven-day rate plus 1.5 percent per annum.

TheMF Executive Board approvesthe Stand-by

September. Theliquid-asset ratio requirement on
deposits and borrowing is reduced from 7 to 6 per-
cent, comprising deposits at BoT of not less than 2
percent, cash in hand of not more than 2.5 percent,
and the rest as financial instruments. The cash-re-
serve ratio on short-term deposit and borrowing is
also reduced to 6 percent.

October. Six emergency decrees are announced
for the financial restructuring package, in order to
facilitate normal resolution of distressed financia in-
ditutions:

* The Financial Sector Restructuring Authority
(FRA) is established to review the financial re-
habilitation plans of the closed finance compa-
nies.

* The Asset Management Corporation (AMC) is
established to ensure the orderly sale of assets
of companies taken over by FRA.

* The Commercial Banking Act is amended to
empower BoT to undertake prompt corrective
actioninsituationsof financial distressby chang-
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ing the management and expediting the process
- gitutionsis announced: two rehabilitation plansare
» The Act on the Undertaking of Finance Busi- :
nessisamended in the same spirit and principle :
as the amendment of the Commercial Banking 3

of recapitalization.

Act.

« The Bank of Thailand Act isamended to entrust -
FIDF to guarantee depositors and creditors of 3
- and international experts are appointed. Operating
« The Revenue Code is amended to allow finan- -
cial institutionstax deduction for fundsset aside -

al financial institutions.

for provisioning.

November. The accounting practicefor commer- :
cial banks, finance companies, finance and securi- :
ties companies, and credit foncier companiesis ad- :
justed to allow full tax deductibility on income for :
loan-loss provision effective from the accounting year 3

beginning 1 January 1998.

Tighter loan classification rulesareannounced and -
the guidelines on the standard for monitoring finan- -

cia institutionsareissued:

* Recognition of interestincomefor nonperforming -
loans (NPLs) more than six months overdue is

prohibited, effective 1 January 1998.

* For substandard assets as of end-June 1997, fi-
nancial institutions are required to set aside as
provision no lessthan 50 percent of their capital
funds by the second half of 1997, and not less .

than 75 percent within the first half of 1998.

* Provisioning for al loans more than six months
overdueisrequired, effective 31 December 1997.
Foreign participationinlocally incorporated finan-
cia institutionsisencouraged by alowing foreignin-
vestorsto take majority stakesand management con- -
trol for up to 10 years, after which they would be
grandfathered with respect to the absolute amount -
of their equity holding. (In other words, they would
not increasetheir equity holdingin case of sharecapi- -
tal increasesuntil theratio of their holdingsisbrought -

down to 49 percent.)

December. The chairman, board, and key staff -
- tiesareaso lifted.

of AMC are appointed.

FRA’s decision on the 58 suspended financial in-

approved; 56 companies are to be permanently
closed.

A change in the board of directors and manage-
ment of Bangkok Metropolitan Bank Public Com-
pany Limited (BMB) isannounced.

The chairman and the board of FRA, key staff,

rulesand guidelinesfor evaluating rehabilitation plans
are streamlined and fine-tuned.

AMC operating rules and guidelines are final-
ized, including procedures and safeguards for de-
termining the price of doubtful assets to be pur-
chased.

1998
January. Foreign exchange control regulations
arerevised:

* Export proceeds must be brought into the coun-
try immediately upon receipt of payments or no
longer than 120 days (previously 180 days) after
receipt.

* The period of surrender (during which foreign
currency must be converted into baht) is short-
ened from 15 to 7 days.

M OF announces the establishment of Radanasin,
anew commercia bank (“good bank™) to participate
inthe bidding of assets of the 56 closed finance com-
panies. Radanasin is to have one finance company
and one securities company as subsidiaries.

BoT orders a capital write-down and immediate
recapitalization of BMB.

A changein the management and directorsof First
Bangkok City Bank Public Company Limited
(FBCB) is announced.

A two-tier foreign exchange market regulation is
lifted. Financial institutions may engage freely with
nonresidents in spot foreign exchange transactions
involving baht. All restrictions pertaining to transfer
of baht from nonresidents’ sale of domestic securi-
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February. A changein the board of directorsand -
management of Siam City Bank Public Company |
Limited (SCIB) is announced and a capital write- :
down and immediate recapitalization are :
ordered. Two other commercia banks, Bangkok Bank |
of Commerce (BBC) and FBCB, are aso ordered

to write down accumulated |osses and recapitalize.

The Cabinet agrees to a proposal to further de-
velop and widen the operation of PLMO to include -
(i) securitization and property fund management, (ii) -
issuance of Government-guaranteed bondsand short-
term debt instruments, and (iii) upgrading of PLMO -

to a corporation.

To facilitate the bidding process for the assets of -
the 56 closed finance companies, BoT allowsfinan-
cial institutionsto undertake the business of purchase
or transfer of loansfrom other financial institutions:

» Commercial banks are permitted to purchaseor -

transfer (i) baht-denominated loans from finan- -
cial institutionsin Thailand or AMC and (ii) for-
eign-currency-denominated loansfromfinancia
institutionsin Thailand, foreign-incorporated fi-
nancia institutions, or AMC. Such transaction
must be an outright purchase and in linewith its

actual statuswith regardto the quality or classifi-
cation of assets, principal, and interest accrued.

* BIBFs are allowed to purchase or transfer for-

eign currency loansfrom financial institutionsin
Thailand, foreign-incorporated financia inditutions,
or AMC, whereby each disbursement should not
be less than $2 million or equivalent. The mini-
mum should not be applied in the case of alast
disbursement. The sale must be outright.

To expand the scope of operation of commercial
banksin line with the Idlamic faith, BoT grants ap-
proval for commercial banksto operate Interest-Free
Unitswhere the applicant must have no lessthan B1
billionin assets.

March. Risk weight of exporting loansisadjusted
to 20 percent for loan under preshipment L/C and
loan under other documents, including document
against payment (D/P) and document against accep-

tance (D/A) which are guaranteed by commercial
banks.

New provisioning and asset classification regula-
tions are issued with an aim to further strengthen
financial supervision and bring supervisory regula
tionsinlinewithinternational standards by end-2000:

* Accrual of interest: Starting 1 January 1999, fi-
nancial institutions must cease accruing interest
as income on any account where interests due
have not been received within three monthsfrom
the due date. Interest recorded as income on
nonaccrual accounts must be reversed out of in-
come beginning 1 January 2000.

Classification criteria: Effective from the second
accounting period of 1998, all accounts, both on-
balance sheet and off-bal ance sheet, shall beclas-
sfiedinto five categories—pass, special mention,
substandard, doubtful, and loss. The classification
should primarily bedoneusing qualitativecriteria.
However, when a loan has been overdue for a
number of periods, asspecified for each category,
theloan should be classified accordingly.
Provisioning requirements: Provisioning require-
ments for classified loans are as follows:. pass,
1 percent; special mention, 2 percent; substan-
dard, 20 percent; doubtful, 50 percent; and loss,
100 percent or write-off. They will be phased in
starting from the second accounting period of
1998 and will be fully maintained by the second
accounting period of 2000.
Collateral valuation: Classification of loansdoes
not take collateral into consideration. However,
properly valued collateral may be deducted from
theloan when determining the amount of provi-
sioning. Financial institutions are encouraged to
mark-to-market and appraisetheir collateral more
frequently to better reflect market value. BoT
indicatesthat it will issue detailed guidelinesfor
collateral valuation to take effect in the second
accounting period of 1998.
« Loan restructuring: Any renegotiation of debts
must be subject to realized assessments and
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new terms. All such negotiations, includingde- - izes them through the conversion of FIDF debt into
tailed criteria, must be properly documented, - equity. Management is also replaced in these com-

and such documentation must be made avail- : panies.
able to BoT when requested. The basis for the : June. Regulationson Debt Restructuring and Col-
renegotiation isto restructuretheloansor obli- - lateral Valuation and Appraisal are announced:

gationsto conform with the debt-servicing ca- :
pacity of the counterparty. In principle, arene- :
gotiation of debt should result in provisionsfor :
all expected losses. The new guideline takes :

effect from 1 July 1998.

* Loan portfolio review: From 1 July 1998, finan- :
cia ingtitutionsareto conduct qualitativereviews :
of their portfolios, both on- and off-balance-sheet :
commitments. A summary of the results of the :
loan portfolio reviews, including dataon classifi- :
cations and provisioning requirements, must be :
submitted to BoT at the end of each calendar -

quarter.

April. The amended Bankruptcy Act takes ef-

fect after publication in the Government Gazette.
BIBF businesses are modified as follows:

* The minimum loan disbursement isreduced from
$2 million to $500,000 for credit extended to ex- -
portersor customerswhoseincomefrom export

is twice the amount of their entireincome.

* BIBFs are permitted to underwrite or avail of
loans denominated in foreign currency from fi-
nancial ingtitutions by limiting theamountto $2
million per customer and $500,000 per exporter

as defined above.

* BIBFs are alowed to purchase export-related
foreign-currency-dominated instrumentsat adis-

count from Thai exportersonly.

« Baht assets that BIBFs need to reserve for their -
operating expenses in Thailand are increased

from B100 millionto B200 million.

May. BoT orders seven finance companies and -
finance and securities companies (Union Asia Fi-
nance and Securities, Nava Finance and Securities, -
Mahatun Finance, Bangkok Asian Finance, KSIT :
Finance and Securities, Erawan Trust, and Progres- :
sive Finance) to write down capital, and recapital- :

» Debt Restructuring Regulations:

— Financial institutions are required to establish
aformal strategy for debt restructuring to cover
every stage of the restructuring process and
clearly define each individual’s responsibility
and accountability for restructuring from the
onset.

— Wherethefinancid indtitutionin atroubled debt
restructuring grants aconcession to the debtor
resulting in aloss to the financial institution,
theinstitution must recognizethelossfromre-
structuring in its profit-and-1oss statement for
that accounting period, following internation-
aly accepted accounting standards.

— Following the restructuring, financial institu-
tionsmay reclassify loansoriginally classified
as“doubtful” or “loss’ as*substandard.” Af-
ter the debtor has serviced and paid the agreed
interest on the restructured loan for a mini-
mum of three monthsor hasmade at | east three
repayments on the restructured loan, the fi-
nancial institution may reclassify the loan as
normal.

* Regulations on Collateral Valuation and Ap-
praisal: Financial institutionsarerequired to use
independent apprai sersto estimate the collateral
value in certain cases, depending on the book
value of the loan and the size of theinstitution’s
capital fund. In-house appraisers must conform
to generally accepted appraisal standards and
codes of conduct set by professiona asset ap-
praisal associations. In addition, financia institu-
tionsmust carry out collateral appraisalsor valu-
ations at least once ayear. Where the collateral
appraisal is carried out within the previous six
months, financia ingtitutionsmay deduct the book
value of theloan by up to 90 percent of the col-
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lateral value. Where the appraisal is carried out
past the previous 6 months, institutions may de-
duct the book value of the loan by up to 50 per-

cent of the collateral value.

The scope of BIBF businesses is expanded a-

lowing BIBFsto do thefollowing:

*» Open L/C denominated in foreign currency to |
domestic importers by limiting the minimum
amount to $2 million per customer and $500,000 -
per importer whoseincomefromexportisatleast

half the amount of total income.

* Lend against trust receipt denominated in for-
eign currency toimportersby limiting theamount
to $2 million per customer and $500,000 per im-

porter as defined above.

* Hold up to 2 percent in Government bondsand -
the remaining 4 percent in cash for liquidity re- -
serve and also an unlimited amount of assetsin -
baht terms, which must bein Government bonds

only.

July. BoT informs branches and BIBF offices of
all foreign banks to restructure debt in accordance
with notification on Regulations for Debt Restruc-
turing and Collateral Appraisal (2 June 1998) and

notification on Strategy, Procedures and Process on
Debt Restructuring and Collateral Appraisal (22 June
1998).

BoT announces the change in asset elements for
maintaining liquid assets by financial institutionsfor
foreign loans with less than one-year maturity from
not lessthan 6 percent of total depositsat BoT tothe
following:

» Finance companies and finance and securities
companies should maintain liquid assets as (i)
deposits at BoT at not less than 0.5 percent; (ii)
Thai Government and State Enterprise securi-
ties that are unencumbered by any charge, at
not less than 4.5 percent; (iii) deposits at banks
located in Thailand, and call loans to banks |o-
cated in Thailand and to FIDF; and (iv) CDs
issued by commercial banks, unencumbered by
any charge.

» Commercial banksand BIBF unitsshould main-
tain liquid assets as (i) deposits at BoT at not
lessthan 2 percent, (ii) cash at not lessthan 2.5
percent, and (iii) Thai Government and State En-
terprises securities that are unencumbered by
any charge.

August. BoT announces resol ution measures for

distressed financia ingtitutions:

* |t orders seven financial institutions (two com-
mercial banks-Laem Thong Bank and Union
Bank of Bangkok—and five finance companies)
to write down their capital to one satang per
share, wipe out losses, recapitalize to meet the
legal CAR, and change their management.

* It announces the resolution of the intervened fi-
nancia institutions: (i) Laem Thong Bank isto
be integrated with Radanasin Bank; (ii) Union
Bank of Bangkok and 12 intervened finance com-
panies are to be consolidated with Krung Thai
Thanakit; (iii) FBCB is to be fully acquired by
Krung Thai Bank (KTB); (iv) al performing as-
setsand liabilitiesof Bangkok Bank of Commerce
(BBC) are to be transferred to KTB while the
staff, branches, and NPLsaretoremainin BBC,
which is to be turned into an AMC; (v) BMB
and SCIB are to be recapitalized according to
the end-2000 | oan classification and provisioning
rules and offered for sale, with NPLs covered
by yield maintenance and loss-sharing arrange-
ments.

September. BoT announcesthe modality for rep-
rivatization of BMB and SCIB, which areto be sold
through an open competitive bidding processunder a
two-phase implementation program. Thefirst phase
istoinvolvedesigning sales process, selection of bid-
ders, and devel oping marketing materials. The sec-
ond phaseisto entail preparing preliminary bids, con-
ducting buyer duediligence, drafting purchase agree-
ments, launching final bids, and finalizing signing and
closing.

Octaober. BoT issues acircular requesting finan-
cial ingtitutionsto inform their debtorswho havethe
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ability to restructure debt, and their staff who deal

with corporate debt restructuring, of the“Framework

for Corporate Debt Restructuring.”

December. BoT establishes the Office of the -
Corporate Debt Restructuring Advisory Committee. 3
BoT issues acircular prescribing the criteria for :
financial institutionsinterested in selling or transfer- :

ring NPLs and providing fundsto AMCs:

« If afinancia ingtitution directly or indirectly owns :
more than 50 percent of an AMC's shares or
has control over the AMC, thefinancial institu-

tion is obligated to prepare consolidated finan-
cial statements.

« A financia ingtitutionthat sellsNPLstoan AMC
must do so at afair value but not exceeding the
assets' book value.

 Extension of credit to an AMC by a financial
institution must be on normal terms and condi-
tions.

Sources: Bank of Thailand, 1998. Financial Institutions and Markets in
Thailand, November; Quarterly Bulletin, various issues.
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Scope of Study and
Issues to be Addressed

quidity constraints.

Giventhecurrent crisisand degp recession, policy
debate has focused on the deficiencies of the Thai
capital market, especially compared to other capi- -
tal markets, such asthose of the UK or US. Asthe -
study on macroeconomic management in Thailand
shows, however, the crisiswas not caused by struc-
tural issues, but rather by misguided macroeconomic
policies. Inefficiencies are by definition welfare-

reducing. As this study will show, the Thai capital
market needs much improvement. But it is also
clear that the primary blame for the vast economic
did ocation and misall ocation of economic resources
that took place in the 1990s cannot be laid on the
state of the Thai capital market and itsinsufficient
regulation.

Ananalysisof theefficiency of capital markets
requires an understanding of their fundamental role
within the general macroeconomic environment.’
A purely microeconomic focus may be misleading.
In particular, many studies have started with the
simplistic premise that, almost per definitionem,
more markets with more liquidity and more trans-
actions and with as few regulations as possible are
always superior to fewer markets with less liquid-
ity and more regulations. However, the recent lit-
erature on market imperfections now recognizes
that even perfectly deregulated and highly liquid
markets are characterized by market failure, which

is due to the pervasive problem of imperfect or

| asymmetric information. The literature (see espe-
: cialy the work of Stanford Professor Joseph E.
The capital market in Thailand has been severely
affected by the recent financia crisis. In the local :
bond market, trading as well as new issue activity :
has come to avirtual standstill asinterest rateshave -
soared and liquidity hasdried up. The stock market,
at itsrecent low, reached 1988 levels, wiping out 10
years of investors' gains and significantly lowering
companies’ market capitalization. The foreign ex-
change market has been volatileand interest ratesin

the money market have spiraled upward due to li- ;
- funded Economic Systems

Stiglitz, such as Stiglitz and Weiss, 1981) hasdem-
onstrated that asymmetricinformation leadsto quan-
tity rationing, which rendersfirst-best policies, such
as complete deregulation, inappropriate. With the
morerealistic premisethat welivein asecond-best
world, it becomes clear that suitable government
intervention in the economy and in capital markets
islikely to be welfare-enhancing.

Bank-centered vs. Capital-market-

and Corporate Governance

Inaworld of perfect information and no market fail-
ure, banks and capital markets are perfect substi-
tutes. But in the real world, the distinction between
external corporate fundraising from capital markets
and fundraising from banks becomes important for
thefollowing reasons:

* The incentive structure of bank-centered cor-
porate governance favors high economic growth,
astheinfluence of individual shareholders who
are interested in high dividend pay-outs is re-
placed by cross-sharehol dings or bank-sharehol d-
ings, giving managerial objectivestoward scale
maximization the upper hand.

* Banks may provide a more effective form of
monitoring than diffuse share ownership (Sheard
1989).

 Sincewithimperfect information financial mar-
ketsare characterized by rationing, allocation of
scarceresourcesto priority sectorsviathe bank-
ing system may bebeneficiad andislikely tomaxi-
mize economic growth. However, such aregime
requires“restrained” capital marketsin order not
to underminetherationing effect viathe banking
system. Moreover, in such a bank-centered sys-
tem, corporate governance is necessarily very
different from that in the UK or US, where
cross-shareholdings were set up in order to re-




ducetheinfluence of individua shareholdersand -
thus maximize reinvestmentsand minimize divi- -
dend pay-outs. Within the logic of its own sys- :
tem, thisis not necessarily bad; it demonstrably :

contributed to raising economic growth rates.

» Evenwith perfect information, the two forms of :
fundraising would not be equivalent, asis often :
claimed, because of the credit-creation process: :
while fundraising from banks on a net basisin- :
creases purchasing power in the economy (net :

credit creation occurs), fundraising via capital

markets does not create new purchasing power, :
but merely diverts already existing purchasing :
power. Table 1 comparesthe magnitude of funds :
raised in the capital markets with the loans out- :
standing from both banks and finance compa- :

nies before the crisis.

IELICIM Loans and Capital Market Funds, as of
31 December 1996

Amount

Item (B billion)
Outstanding Credits of Commercial Banks 4,911
Outstanding Loans of Finance Companies 1,488
Outstanding Value of Domestic Bonds 513
Market Capitalization of the Stock Exchange 2,559
Mutual Fund Assets 217
Pension Fund Assets 89

Sources: Bank of Thailand, Thai Bond Dealing Centre.

Policies that place greater emphasis on .
fundraising viabanking systems, therefore, may be
welfare-superior to policies that place equal em- .
phasis on banking and capital markets. Many coun-
tries, such as Germany, Japan, and most Southeast -
Asian countries, including Thailand, have opted for
abank-centered financial system, while purposely -
providing disincentivesfor or restrictiveregulations -
onfundraising in capital markets. Anissue-oriented
discussion of the capital market in Thailand, there- 3
fore, must not neglect to situate the underdevel-
oped state of the capital market within the context :
of the country’s macroeconomic structural design. :

Compared to those of the UK or the US, the Thai

CAPITAL MARKET IN THAILAND: ISSUES AND OPPORTUNITIES

capital market certainly appear underdeveloped or
too restricted. However, the UK and US economic
systems are fundamentally different from the bank-
centered economic systems of which Thailand isa
prime example. In Thailand, the capital market has
been deliberately restricted in a successful attempt
to maximize macroeconomic growth viabank-cen-
tered credit allocation. As a result, the country’s
postwar economic performance has generally been
exemplary.

Thereisno strong causal relationship between the
crisis that started in 1997 and the fact that the Thai
capital market has been restricted and, by UK or US
standards, underdeveloped. Notwithstanding this,
there are many areas where the Thai capital market
can berendered more efficient and its role enhanced
even within the general structure of abank-centered
economy. Whether to maintain the bank-centered
economic system or to shift to acapital market-cen-
tered oneisultimately apolitical decision. However,
the recent crisis appears to have strengthened the
call for the introduction of UK- or US-style capital
markets. Asmacroeconomic management issuesare
covered in the first part of this volume, this study,
whichisof limited scope, assumesthat thetransition
toward capital markets as the main source of exter-
nal financing hasbegun. It analyzesthe current state
of the Thai capital market and its regulatory and su-
pervisory environment. It also discusses the devel-
opment potential of thismarket and focuseson policy
recommendationsthat will enhanceitsrole and effi-
ciency. Inparticular, it highlightsthe necessary steps
to further improve transparency and liquidity and to
promote deepening of the capital market.

Thisstudy dividesthe Thai capital marketintofive
main sectors: (i) bond market, (ii) stock market,
(iii) mutual funds, (iv) contractual savings schemes
such aspension funds, and (v) foreign exchange and
derivative markets.

Thisstudy isstrictly issue-oriented. It focuseson
identifying issues for the formulation of a reform
agenda. It discusses the structure, conduct, and per-
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formance of thesefive sectorsin sequence. For each
sector, the current state of the market and its partici- :
pants, the supervisory and regulatory structure, and :
the market infrastructure are presented, including the :
market performance during the crisis. The strengths :
and weaknesses of the market and its ingtitutions -
are then analyzed and market-specific policy rec- |
ommendations drawn. The study concludes with a

discussion on the capital market outlook.

For additional background information, several
Appendixes are included in the study. Appendix 1 -
discussesthe Thai bond and repo marketsin greater -

detail, including their settlement system. Appendix 2

Key Issues in the
Capital Market and
Policy Recommendations

The Bond Market:
Difficult Years Ahead

DEVELOPING THE BOND MARKET TO COVER
LONG-TERM FUNDING NEEDS

The corporate sector hastraditionally relied oninter-
nally generated cash and bank loans as primary
sources of capital. The commercia banking sector,
dominated by domestic banks, accountsfor about 75
percent of total financial assets. However, banks
capacity to carry out term transformation islimited,
as the economy’s capital needs have ballooned and
thebanks' liabilities structure continuesto be domi-
nated by short-term deposits. Thus, prudent asset-
liability management limitsthebanks capabilitiesto
provide long-term financing. In the infrastructure
sector, however, long-term funding isrequired. De-
veloping thelocal bond market hastherefore become
atop priority for financial sector devel opment.

Absence of an Active Government

Bond Market

In 1990, the Government ceased i ssuing new bonds
as it started running consecutive budget surpluses.
As a result, the Government’s outstanding baht li-
abilitiesdropped from amost B200 billionin 1990to
only B14 billion by the end of 1997. Thus, govern-
ment bonds as of end-1997 accounted for a mere 3
percent of all outstanding bonds. Simultaneousdly, li-
quidity in the secondary marketsfell, asreflected in
increased bid-offer spreads. The absence of an ac-
tive government bond market has constituted a ma-

- jor barrier to developing ayield curve.
coversthe money market and its microstructure. Ap-
pendix 3 touches issues of dispute among scholars,
where further research is required. Appendix 4 re- -
views recent developments in securitization. -
~ standing bonds to 55 percent by end-1997, account-

Increased Issue Activity of other State Entities
While the Government ceased to issue bonds di-
rectly, State enterprisesincreased their share of out-

ing for B288 billion. In 1995, the Government also

* dtarted issuing bonds through the Financial Institu-
- tions Development Fund (FIDF) and the Property

Loan Management Organization (PLMO), financ-
ingvehiclesaimed at providing liquidity to ailing banks

- and finance companies. Many State bonds are ex-

plicitly guaranteed by the Ministry of Finance and
thus could betechnically viewed as quasi-sovereign
risk, which could be employed as arisk-free asset to
construct a benchmark yield curve. The Electricity
Generating Authority of Thailand (EGAT), Telephone
Organization of Thailand, Expressway and Rapid
Transit Authority, and National Housing Authority
have al issued State bonds.

Significant Rise in Private Sector Bond Issues

Historically, private sector corporations have not
been active borrowers in the bond market, prefer-
ring bank loans or equity finance to satisfy their ex-
ternal long-term borrowing requirements. Hampered
by poor disclosure standards, absence of a central
clearing system, the lack of a sovereign benchmark
for reference purposes, and a less than fully trans-
parent tax and regulatory environment, there was




little corporate bond issuance until 1992. However,

according to investors' requirements.

Figure 1 indicates the growth of the Thai bond
market by type of issuer from 1994 to 1997. Figure2 -
showsthe significant increase in outstanding corpo-
rate bonds for the same period. Unlike other South- -
east Asian countries, Thailand managed to establish -
a thriving corporate bond market over a relatively

short time.

[] state Enterprise
Corporate
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150 M BoT/FIDF/PLMO
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BoT = Bank of Thailand, FIDF = Financial Institutions Development Fund,
PLMO = Property Loan Management Organization.
Sources: Bank of Thailand, Thai Bond Dealing Centre.

Crowding Out by Government Bonds

In 1996-1997, however, while issue activity in -
the bond market increased, corporate bonds were :
“crowded out” by public sector bonds in the form :
of FIDF and PLMO bonds, which rose dramati- -

CAPITAL MARKET IN THAILAND: ISSUES AND OPPORTUNITIES

- QELDMIERA Outstanding Value of Domestic Bonds,
1994-1997

the corporate bond market started to take off in 1992
when the Securities and Exchange Act (SEA) was :
passed. The SEA gives limited companies the right :
to offer debentures to the general public, whether :
they are listed on the Stock Exchange of Thailand :
(SET) or not. Spurred by these developments, issue :
activity has risen quickly and corporate debentures :
accounted for 36 percent of all outstanding bonds by :
end-1997. In particular, structured financing, such as :
corporate debentures and bonds with warrants (or, :
in the offshore market, convertible debentures) in- :
creased after 1992. There hasbeen asubstantial shift -
from a largely Government-dominated sector to a :
more competitive market able to attract commer- :
cially oriented investors and where issues are priced :

B billion

300

B Government ]
[] State Enterprise
250 Corporate

Il BoT/FIDF/PLMO

200

150

100

50

-0

|

1994

1995 1996 1997
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PLMO = Property Loan Management Organization.
Sources: Bank of Thailand, Thai Bond Dealing Centre.

cally. As the financial sector experienced signifi-
cant liquidity constraints, funds raised through the
issue of FIDF and PLMO bonds accounted for more
than 70 percent of all bond issues in 1997. Most
have short-term maturities and thus do little to de-
velop ayield curve.

INTERNATIONAL ISSUES HAVE

CROWDED OUT DOMESTIC BONDS

Figure 3 compares the development of domestic and
offshore offerings of bonds. Offshore offerings out-
weighed domestic offeringsin 1996-1997, perhapsas
aresult of an increasing interest rate differential be-
tween domegtic yieldsand those avail ableto Thai bor-
rowers in the offshore market before the currency
crisis, as shown in Figure 4. Foreign investors had a

' S Domestic vs. Offshore Offerings of
: Thai Bonds, 1992-1997
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SR Onshore vs. Offshore Interest Rates,
1992-1997
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large appetitefor the higher yieldsof Thai bonds. Sov-
ereign or quasi-sovereignissuersenjoyed investment-
grade status until July 1997 and were able to borrow
at 150-200 basis points over comparable US Trea- -
sury Yields. Exchange-raterisk seemed negligible, as -
the nominal exchange rate had been virtually un- -
changed for morethan 12 years. With the onset of the

financid crisisandthelossof investment-grade status
of the country, theseyields shot up to 600 basis points
a the height of the crisis, before dropping again to
350400 basis pointsas of mid-1998.

From Figure 3 it is also apparent that bond offer-
ings, both locd and international , dropped significantly
in 1997, especialy in the second half, when issue
activity came to a virtual standstill, except in the
Government sector.

BOND ISSUES TOO CONCENTRATED IN
FINANCIAL AND PROPERTY SECTORS

Bond issuers come primarily from the financial and
property sectors (Table 2). Almost half of existing
corporate bonds are issued by banks and finance
companies, while another 22 percent is accounted
for by the real estate and construction industries.
Whilethis concentration of bond issuersin only two
sectors reflects the asset bubble, it also underscores
the need to broaden the issuer base and to make the
bond market a more attractive funding route for the
real sector of the economy.2

JELI Al Bond Issuers by Sector

Outstanding Share in

Value, as of Corporate

31 Dec 1997 Bonds
Sector (B million) (percent)
Banking 33,510 25.3
Finance companies 30,532 23.1
Property development 21,972 16.6
Energy 11,406 8.6
Holding company 8,541 6.4
Construction 6,748 5.1
Others 19,791 14.9
Total 132,500 100.0

Source: Thai Bond Dealing Centre.

RETAIL PARTICIPATION IN THE BOND MARKET
STILL LIMITED

Domestic investorsin the bond market are primarily
institutional rather than retail investors. Apart from
commercia banksand finance companies, which are
required to hold at least 2.5 and 5.5 percent, respec-
tively, of depositsin Government or State enterprise
bonds, investorsinclude mutual fundsand provident
funds. Mutual funds can invest up to 35 percent of
their assetsin securitiesand debt instruments. Provi-
dent fundsare also required to invest at least 60 per-
cent in lower-risk assets such as debt securities.
These provisions have hel ped boost theinvestor base
for debt instruments. However, to further broaden
the investor base for bonds, the massive retail sav-
ings pool in Thailand hasto be tapped.

CREDIT-RATING SECTOR NEEDS TOBE
STRENGTHENED

The development of the bond market was boosted
by the creation of a domestic credit-rating agency
in 1993, the Thai Rating and Information Services
(TRIS), with aregistered share capital of B100 mil-
lion. TRIS is licensed by the Securities and Ex-
change Commission (SEC) and owned by major
Thai banks, brokers, SET, and Industrial Finance
Corporation. All corporate debentures sold to the
genera public need a credit rating by TRIS. The
credit-rating agency, so far the only onein the coun-




try, successfully built up acore business. Atitspeak,
it maintained ratings of more than 80 bond issuers. :
However, as the financial crisis has affected the -
payment capabilities of issuers, a number of bond :
issuers have decided to discontinuetheir ratingswith :
TRIS. Thisis aloophole in the current regulatory :
environment, as it is allowed for pre-1995 issues :
and for privately placed instruments that are de- :
fined as being sold to less than 36 investors. As a :
result, most of TRIS clientswithdrew their ratings. :
As of March 1998, only around 30 continued their :
ratings. Often, issuers opt to withdraw their ratings :
rather than face a credit downgrade. This behavior :
eliminates the whole rational e for having a credit- :
- trading activities and bid-offer rates.

When credit ratings are compulsory for publicis- :
sues, significant power isvested with the credit-rat- ?
ing agencies. When there is only one rating agency -
inthe country, asin Thailand, it effectively exercises -
monopoly power over issuers and thereisaconsid- -
erablerisk of abuse. Thus, making credit ratingscom- -
pulsory, but assigning responsibility to a monopoly -
- andtransactionswithinthe TBDC system havefallen
. to zero. The only trades taking place are carried out
- via direct transactions between intermediaries. By

rating agency in the first place.

institution, isundesirable.

TRADING SYSTEMS NEED TO BE FURTHER
IMPROVED TO ENHANCE LIQUIDITY

The establishment in 1994 of the Thai Bond Deal- -
ers’ Club, now renamed the Thai Bond Dealing Cen-
tre (TBDC), improved liquidity in the bond market.
TBDC provides a computerized trading system for
bondsand hasmorethan 80 members, primarily banks
and finance companies. Mutual fundsand provident
funds are currently not admitted to TBDC. By end-
1997, TBDC covered 131 bond issues, comprising -
B133 billion of corporateissues (or 71 percent of the -
total corporate market) and B36 billion of Govern- -
ment bonds (or 18 percent of the Government mar-
ket). However, out of the more than 131 bondsreg-
istered with TBDC, the top five issues account for
amost 60 percent of trading activity. This implies :
that thereisonly asmall number of liquid bondsfor :

which market makers offer two-way bids.
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TBDC usesa“blind” computerized system for
trading bonds. This system does not allow traders
to observe market conditions, as no other market
bids and offers are present on the monitor. Instead,
traders have to negotiate with each other anony-
mously. This practice may have limited the appeal
of using the trading system and instead encour-
aged direct dealings between interested parties.
While trading via the phone system is an estab-
lished practice even in some devel oped economies,
in an emerging bond market with relatively low
liquidity, it would be preferable to have a more
transparent system to facilitate market partici-
pants’ receipt of up-to-the-minute information on

SECONDARY TRADING OF BONDS AT A
VIRTUAL STANDSTILL

Figure 5 shows secondary bond trading, both within
TBDC and among TBDC membersin the phone mar-
ket. Trading volume dumped dramatically from June
1997 onward with the onset of the currency crisis

February 1998, trading volume had fallen to a his-
toriclow.

SIS Secondary Bond Trading,
January 1996—February 1998
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WEAK BOND MARKET HAS PARTLY HAMPERED

MONETARY POLICY IMPLEMENTATION

Thelack of adeep and liquid Government bond mar- :
ket has partly impeded the implementation of mon- :
etary policy. Asaresult, the Bank of Thailand (BoT) :
had to rely to a great extent on three avenues to :
regulate credit creation in the economy: (i) the Ex- |
change Equalization Fund (EEF), which is part of
BoT; (ii) the discount window; and (iii) theissuance -
of BoT, FIDF, and PLMO bonds. If only BoT had a -
much moreliquid and deep bond market availableto
conduct its money market and open market opera-
tions, itsintervention would likely have been smoother.
Whilethe economicimpact of, for example, theissu- -
ance of a BoT bond is equivalent to a purchase op-
eration of a Kingdom of Thailand bond, the former
bonds are fairly thinly traded. Without benchmarks
and an established yield curve, investor interest is -
~ a market for long-term securities. Such bond is-
" sues should be priced strictly according to market
" criteria

likely to be below optimal levels.

STRUCTURAL REFORMS CAN IMPROVE
MARKET INEFFICIENCY

Trading activity will pick up only if the macroeco-
nomic situation improves and uncertainty over fu-
ture inflation and interest rate developments is re-
duced. Macroeconomic development and capital
marketsinteract closely: eventhe most efficient bond
marketswill not function in an uncertain macroeco-
nomic environment. The following reform agenda
assumes that structural reforms are important for
preparing the ground for amore efficient bond mar-
ket. Indeed, the crisis can be considered as an op-
portunity to implement measures to improve the fu-
ture efficiency of the bond market. The key mea
sures arethefollowing:

Establish a yield curve. Perhaps the most im-
portant impediment to the development of a deep
and liquid bond market has been the lack of arisk-
free benchmark yield curve to facilitate bond pric-
ing. The Government, by law, isnot allowed toissue
bonds, aslong as it maintained a budget surplus. In
the post-crisis environment, the Government is ex-

pected to run budget deficits, at least temporarily.
Historically, Government bond issues have not fol-
lowed market conditions, as bonds are placed with
“captive” investors that are required to hold such
instruments under statutory reserve requirements. |
the Government continuesthispractice, it will waste
achanceto establish abenchmark yield curve. Thus,
itisrecommended that a Government borrowing pro-
gram be established in coordination with the contin-
ued issuance of Government-guaranteed State en-
terprise bonds. Terms should be market-oriented and
the borrowing program should aim at establishing a
yield curve by offering a range of maturities on a
regular and consistent basis. Indeed, under the Fi-
nancial Sector Reform Program Loan of the Asian
Development Bank (ADB), the Government com-
mitted to establish aprogram and timetable for the
issuance of long-term Government bondsto develop

Improve trading systems.As mentioned above, the
efficiency of the trading system for bonds can be en-
hanced by introducing a more transparent computer
system that allows al market participantsto get real-
time access to bid and offer quotes by the market
makers. Such a system is preferable to the current
system, which does not promote transparency.

Broaden membership of the Thai Bond Deal-
ing Centre. Mutual and provident funds should have
access to the TBDC system in order to broaden the
market basefor trading activities. In general, liquid-
ity and secondary market trading improves as more
players enter the market.

Enhance efficiency of the credit-rating sector.
Other firms should be alowed to enter the rating
agency industry and break TRIS' monopoly. Inves-
tors will then go to rating agencies that provide the
best predictions of issuer-default probability. Com-
petition will also improverating transparency, asin-
vestors can compare ratings by different agencies.
Ratings should then be made compulsory and exist-




ing loopholesfor private placementsand ol der issues -

closed.

Expand the investor base. Domestic institutional :
investors can be attracted by the complete removal :
of any restrictions on the asset allocation of life in- :
surers, pension and provident funds, and investment :
funds. International investors will likely be encour- :
aged as soon asthe currency markets stabilize. L ock- :
ing in the current relatively high yields may be an :
attractive proposition to investorsand islikely to ex- :
: posal of assets or the collateral linked to the assets

A magjor chalenge is to draw retail investors to :
the bond market. While investors have preferred :
stock market investments due to higher return ex- :
pectations, the recent volatility in the stock market, :
which led to significant losses for investors, makes :
low-risk assets, such as bonds, attractive. Govern- 3
ment bondsarelikely to attract retail investorsif there
isenough liquidity and if they yield areturn compa- -
rable at least to bank deposits. Selling Government
bondsto thegeneral public, rather than just thetradi- -
tional captive investors, will require awell-targeted -
public education campaign. The expansion of the -
mutual fund industry will also becritical for broaden- -

pand theinstitutional investor base.

ing and diversifying share and bond ownership.

Enlargetheissuer base. Issuersin the bond mar- -
ket have been largely limited to State entitiesand the
finance and property sectors. It is desirable to
broaden the issuer base to the real sector of the .
economy. As banks ration credit due to their large
exposureto problem loans, it can be expectedthat a -
well-targeted campaign to attract industrial and ex- .
port-oriented companieswill broaden theissuer base.

Provide tax incentives. There are no tax incen- -
tivesto hold bonds compared to equities. Onthecon- -
trary, investors must pay a 15 percent withholding -
tax when they purchasefixed-income securities, while -
capital gainson equitiesaretax-exempt and dividends
are subject to 10 percent tax.” A lower withholdi ng -

tax will make bonds more attractive.

Set up an enabling environment for asset sec- :
uritization. Thefirst quasi-securitizationin Thailand -
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took place in 1993, but the Securitization Act was
introduced only in June 1997. Yet, crucial legal rules
ontrusts and specia-purpose vehicles are still miss-
ing. The Secondary Mortgage Corporation, which
was established in 1997 under public ownership,
should gradually betransferred to the private sector.
Asset-backed securities are likely to be in demand
as banks come under increasing pressure to restore
their balance sheets and sall off nonperforming loans.
These securities can be used to facilitate the dis-

of banks such as mortgages, credit card receivables,
or other types of loans. For investors, they can pro-
vide an opportunity to gain exposure to these mar-
ketswithout having to directly purchase the underly-
ing asset. A master plan isrecommended in order to
systematically analyze current impedimentsto asset
securitization and to establish an enabling framework
for this new type of asset class. The master plan
must do thefollowing:

* Assess the market demand and supply for dif-
ferent types of assets that can be subjected to
asset securitization.

* Propose amendments to the law and new laws
ontrustsand specia-purpose vehiclesin order to
enable an efficient asset securitization process.

* Suggest tax treatment that will encourage asset
securitization.

* Recommend a system of regulatory oversight.

The Stock Market: Recent
Tightening of Regulation
Prevented Systemic Failures

The Thai stock market has become a major source
of capital for Thai companies. While the financial
crisis has affected issue activity in the stock market,
it hasnot led to any mgjor crisisintheregulatory and
supervisory system. The Thai equity market hasbeen
much better regulated and supervised than the bank-
ing sector. There have been no major bankruptcies
or irregularities, for example, among brokers or se-
curities companies. Issues such as margin trading
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and lack of adequate capitalization of brokers were

recognized and addressed even before the financial

crisisstarted in June 1997. While 56 finance and se-
curities companies were permanently closed down :
in December 1997, the reasons for their closure lay :
intheir exposureto bad loans rather than their secu- :
ritiesbusiness.” A recent regulation, approved by SEC |
in December 1997, no longer allows the forming of
joint finance and securities companies. By Decem-
ber 1999, al finance-cum-securitiescompaniesmust -
separate their lending from their securitiesbusiness. -
The following sections detail some of the recent re- -

form measures in progress and point out remaining Stock Market Index, 1982-1997

issuesand policy recommendations.

CAPITAL MOBILIZATION SEVERELY AFFECTED
BY CRISIS

Figure 6 shows issue activity in 1982—1997, while
Figure 7 indicatesthelevel of the stock market index
at year-end for the same period. Capital mobilization
dropped significantly in 1997, asthe stock market hit
a new low. Not surprisingly, as stock valuations
tumbled (Figure 8), companieswerereluctant toraise
capital in the public market unless absolutely neces-
sary. As of December 1997, 431 companies were
listed on the stock exchange.

The recent crisis followed a strong period of
growth in the 1990s, when market capitalization in-
creased significantly in tandem with new listings on
the exchange as well as increased valuations. By
theend of 1993, total market value had reached B3.3
trillion (Figure 8), for thefirst time exceeding GDP.
As stock market participants became more bearish
and price-earnings (P/E) ratios declined, market capi-
talization fell substantially in 1996-1997.

LIQUIDITY DROPPED SIGNIFICANTLY

WITH FINANCIAL CRISIS

Annual turnover rosefromB10billionin 1984 to B627
billionin 1990, peaking at B2,201 hillionin 1993, when
the stock market index was at itshighest level. Daily
turnover also increased tremendously and peaked in

SO Capital Mobilization of the Stock
Exchange of Thailand, 1982-1997
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1993 (Figure 10). It hasbeen declining substantially
sincethen, asstock market valuationsdwindled. Trad-
ing activities are heavily focused on asmall number
of stocks, with the top 20 most active stocks ac-
counting for 70 percent of the trading volume.
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STOCK MARKET TOO CONCENTRATED
IN PROPERTY AND FINANCIAL SECTORS

About half of SET’smarket capitalizationisconcen-
trated in the finance and property sectors, as shown
in Table 3. While this concentration islessthan that
of thebond market, abroader representation of other
sectors of the economy would reduce market de-

pendence on just two sectors and thus lower overall
market volatility.

FOREIGN INVESTORS NOT RESPONSIBLE
FOR SELL-OFF IN STOCK MARKETS

Foreign participation in the Thai stock market has
not been as important as in some other Southeast
Asian countries. In particular, the hypothesis that
foreign investors contributed to the meltdown inthe

CAPITAL MARKET IN THAILAND: ISSUES AND OPPORTUNITIES

JELIEHE Market Capitalization of the Stock Exchange
of Thailand by Sector, as of December 1996

Market Capitalization Percent

Sector (B billion) of Total
Banking and finance 894.8 34.9
Property and construction 369.3 14.4
Communication 308.2 12.0
Energy 225.7 8.8
Entertainment 89.9 35
Transportation 83.9 3.3
Chemicals and plastics 78.0 3.0
Commerce 63.2 2.5
Food and beverage 40.3 1.6
Others 409.9 16.0
Total 2,563.2 100.0

Source: Stock Exchange of Thailand.

stock market at the height of the financial crisisin
the summer of 1997 is not confirmed by data. Data
from SET on the net turnover of foreign investors
showed that foreign investors were net buyers of
domestic securitieson all but ninetrading daysfrom
early July to late September 1997. Thisisin marked
contrast to local mutual funds, which were net sell-
ers of domestic securities on all but seven trading
days during the same period.5

ORDER-DRIVEN SYSTEM LIMITS LIQUIDITY

An order-driven system is implemented in SET. It
allowsall market participantsto put competitive prices
into the system for automatching, so itsmain advan-
tage is market clearance at fair prices. However, its
main drawback isthelack of liquidity. A quote-driven
system, on the other hand, is operated by market
makers who stand ready to execute transactions and
buy on their own accounts if necessary. While a
quote-driven system improves liquidity, its perfor-
mance depends on the integrity of market makers
and the transparency of the market-making system.
In addition, market makershaveto be solidly capital-
ized in order to survive when pricesturn against them.
Moreover, the system needs to be equipped with
market infrastructure, such as securitieslending and
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repo transactions, to enable market makersto func- -
tion efficiently. SET hasimplemented itsorder-driven |
system with market-making features. However, the :
so-called “ market makers’ arerequired to send some :
ordersinto the system to initiate a certain minimum :
amount of trades, so they do not stand ready on the :
other side of transactions all the time like the fully |
functioning market makers. Thus, althoughtheliquid-
ity problemin SET has been somewhat alleviated, it

still remains.

FURTHER REFORMS CAN DEEPEN THE MARKET

The stock market has grown fast but has been very
volatileover the past years. Severa studiesfind both -
ahigh degree of volatility and a high frequency of
variation (e.g., Rhee 1990; Dayananda and Fagg -
1995). Reasonsfor high volatility aretheinsufficient
degreeof liquidity, which resultsfromthe small num- -
ber of stockslisted and traded, and domination of the -

market by the financial and property sectors.

More reforms are needed in order to deepen the

market and render it more attractive to both inves-
tors and issuers. The Government may do the fol-
lowing:

Promote privatization. Some of the biggest and
most profitable companiesarestill owned by the State.
Privatization could broaden share ownership and
lessen the market’s dependence on finance and prop-
erty stocks. Large-scale privatization programs have
expanded share ownership and induced a “share-
holder culture” inanumber of countries. In addition
to deepening the stock market, privatization also re-
ducesthe scopefor political interferencein the com-
mercial management of firms. Although it also en-
tails political decisions, and however important the
stock market is, privatization should be carried out
for the above reasons and not merely to supply new
stocks to trade.

In the third letter of intent signed by the Interna-
tional Monetary Fund (IMF) and the Government of
Thailand in February 1998, the Government prom-
ised to accelerate privatization. It established the

Privatization Committeein June 1998 and proposed
legidativereform (including the Corporatization L aw)
to expeditethe process. However, privatizationisnot
apanacea. Unless a proper regulatory framework is
set up and competition introduced, privatization will
not lead to economically optimal resource allocation
if it only servesto raise funds for the Government.

State-owned transportation companies slated for
privatizationinclude Thai Airways, initially througha
strategic partnership with a foreign investor, with
remaining sharesto be offered to domesticinvestors
and employees. EGAT initiated sales of its stakesin
Electricity Generating (Public) Limited and Power
Gen 2in 1998. Ultimately, EGAT will be split into
generation and transmi ssion compani es and sold of f
to domestic investors. Petroleum Authority of Thai-
land (PTT), the large State-owned oil company, is
scheduled for privatization by end-1999. The Tele-
phone Organization of Thailand will be prepared for
corporatization and eventual privatization through
amendments of laws and regulations. Privatization
should also include the water supply sector, follow-
ing successfully completed transactions in Jakarta
and Manila

Privatization proceeds could amount to B81 bil-
lion (Table4). If successful, these could cover about
half of the estimated cost of the financial bailout of
the banking sector in 1998.

Improve regulation and supervision of brokers.
SEC hasdoneremarkably well in preventing thetrad-

IELICRM Privatizations Planned for 1998

Share Staketo Expected Cash

Price be Sold to be Raised
Enterprise (B) (percent) (B billion)
PTTEP 556.0 20.0 34
Electricity Generating
Authority 76.5 149 5
Bangchak Petroleum 9.4 31.0
Telephone Organization
of Thailand na 25.0 25
Thai Airways 53.5 20.0 15
Total 81

na = not available.
Source: Jardine Fleming.




ing defaults, insolvencies, and settlement irregulari-
tiesthat have characterized the less-well-supervised :
banking sector. It has actively steered capital mar- :
ket development sinceits establishment in 1992. Its :
success storiesinclude gearing down anearly $6 bil- :
lion bubble of margin lending over a period of 18 :
months ending in late 1996, without compromising :
theintegrity of the brokerageindustry. In addition, a :
program to boost capital of securities firms was :
started even before the occurrence of the financial
crisis. Brokerage firms must maintain a net capital :
base (i.e, liquid assets less liabilities) of 3 percent :
over total liabilities. Thisratio rose to 5 percent by :
January 1999 and will have to rise to 7 percent by -

the year 2001, as per SEC requirements.

Toreducesystemicrisk arising from potential de- :
faults of brokers, SEC recommends that the Thai 3
Securities Depository Co., Ltd. (TSD) establish a -
clearing fund to cover possible defaults” With the -
collapse of many brokeragefirmsattached tofinance
companies, barriers to entry were reduced for for-
eigninvestors. The Government now allowsforeign- -
ersto buy local brokerage firms. However, no new
“four-basic” securitieslicenses (covering brokering,
dealing, underwriting, and investment advisory ser-
vices) have been granted to new entrants. After the .
closure of 56 finance companies, there remain 23
securities companies and 22 finance and securities
companieswith brokering licenses. A policy review
should allow more market entrantsthat cover al four
areas. Theunderwriting capabilitiesof domesticbro-
kers have to be expanded in anticipation of the ex-
pected large-scale privatization. A system of under-
writing syndicates shoul d be established, asindividual -
brokers do not have the underwriting capacity for
- completeand submit financial statementsin linewith

Since January 1998, short-selling hasbeenallowed,
regul ated and supervised by SEC. Theinitia public -
offering process has been significantly streamlined -
and made more transparent. Policiesthat previously :
encouraged companies to make exaggerated busi- :
ness projections or forced them to undergo burden- :

large issues.
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some hearings and reviews have been eliminated and
replaced by a simpler process that requires compa-
niesto makefairly simplefilingsthat meet clear and
standardized requi rements.” Final ly, atakeover code
was established to guide friendly or hostiletakeover
bids. It is expected to be important as mergers and
acquisitions become more significant and corporate
restructuring intensifies.

Other reforms needed include granting afully in-
dependent and self-regulatory status to SET, which
will foster peer reviewsand disciplinein thebrokering
community. Granting more autonomy to SEC will
strengthen its credibility and reduce the possibility of
political interference. At the sametime, both bodies
must be monitored by independent panels and audi-
torsin order to maintain their maximum efficiency.

Improve market transparency and information
disclosure. Clear disclosure requirements based on
Generally Accepted Accounting Principles (GAAP)
and strict compliance mechanismsfor listed compa-
nies are the bases for transparency and improved
alocation of resourcesin the capital market. In De-
cember 1997, SEC approved SET’s rules requiring
an audit asacondition for listing new applicants be-
ginning January 1998, and for keeping listed the com-
paniesalready in existence by December 1999.° The
Government has also committed itself to reform bank-
ruptcy and foreclosure laws to enable creditors to
exert more pressurein case of default. Amendments
to the bankruptcy laws will allow corporate reorga
nization (rather than outright bankruptcy) and ensure
fair treatment of creditors. Foreclosure laws were
amended in October 1998.

Although all business enterprises are required by
thelnstitute of Certified Accountantsand Auditorsto

GAAPR, the supervisory and compliance mechanism
can be further strengthened to weed out any loop-
holes or lax implementation. In addition, the owner-
ship structure of compani esand banks should be pub-
lished toimprovetransparency and to facilitate corpo-
rate restructuring through mergers and acquisitions.
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Improve corporate governance. The corporate -
governance structure can be changed from the bank- |
centered system, where shareholders haverelatively :
: apparently.
management is relatively insensitive to sharehol der :
concerns, such as absol ute dividends, P/E, return on |
equity (ROE), or return on assets (ROA), to themore |
stock-market-oriented UK- or US-style system,
where shareholders have much larger influence. -
Making stock options akey component of the man-
agement compensation package can help realignthe
incentive structure of management and render it co-
incidental with the objective function of sharehold-
ers. The commercial code, regulations, and the tax
structure can be changed to facilitate and encourage
the use of stock options. Their usein other countries
has made management more sensitiveto share-price
movements and investor concerns. However, amain
advantage of the bank-centered, diffuse corporate
governance structure—the long-term orientation of
management policies—will be sacrificed, and man- -
agement goals are likely to become much more ori-

limited direct influence on management and where

ented toward short-term profit maximization. Itisnot
obviousthat the aggregate outcome for the economy
will bewelfare-enhancing.

Enhanced disclosure, increased transparency, the
need for further direct equity issuance for recapital-
ization purposes, and the greater role of foreign and
domedticingtitutional investorsarelikely todilutetra-
ditional cross-shareholding patterns and tend to break
up family-dominated Thai business groups. The re-
guirement to disclose ownership, particularly inthe
banking system, will promote transparency and in-
crease the credibility of markets and business deci-
sions. A small number of families secretly own sub-
stantial stakesin banks and business groupsthrough
holding companies. An increased role for external
auditors and outside directors, whose compensation
istied to stock performance, would limit these fami-
lies' excessiveinfluence. Clearly, however, the prob-
lem of concentration of ownership or de facto con-

trol inthe hands of afew familiesisnot exclusiveto
Thailand, but ispervasivein Southeast Asia, and even
in Europeandthe US, albeit moreindirectly and less

Encourage primary-market deepening. If Thai-
land’ s bank-centered system shiftsto amarket-based
funding structure, anumber of measures can enhance
the attractiveness of the stock market, including tax
incentives. In bank-centered economies, thetax struc-
tureisdesigned to make debt financing more attrac-
tive than equity financing. The incentive structure
can be reversed by abolishing any tax deductibility
of borrowing and introducing tax breaks for equity
financing. However, smal and medium-sizefirmswill
not be able to access capital markets directly and
will remain dependent on bank loans. Sincethey are
important employers and crucia for the labor mar-
ket and consumption, the enhancement of equity fi-
nancing should not take place at their cost. Selective
tax breaks on debt financing for them are therefore
likely to remain welfare-enhancing. The removal of
foreign ownership restrictionswoul d al so encourage
market deepening. Under the Alien Business Law,
thelimit onforeign shareholdingsis49 percent. While
thisisunder review for specific industries, it should
be completely abolished to promote overal economic
efficiency and competition.

Reduce secondary market transaction costs.
Transaction costs are kept above free-market levels
by a system of fixed brokerage commissions. The
brokerage commission fee schedul e has been revised
from 0.3 percent for mutual fund companiesand 0.5
percent for others, to 0.3 percent for mutual funds,
0.5 percent for retail investors, and negotiable fees
for domestic subbrokers now that their commission
floors have been abolished. While floors still exist
for foreigninstitutional investors, thefee structureis
moving toward a free-negotiation system, which
should reduce barriers to entry and allow discount
brokers, including foreigners, to operatein the Thai
market.




Improve market microstructure. A number of -
reforms can be implemented to improve the effi- :
ciency and attractiveness of SET. In a world of :
greater international integration, simply increasing :
trading hours is one such measure. Chang, Rhee, :
and Tawarangkoon (1997) showed that an increase :
fromthreeto four trading hoursat SET in July 1992, :
when an afternoon session wasintroduced from 2:30 -
to 4:00, resulted in substantially higher trading vol- :
umeand value, and in speedier price adjustment, while :
market volatility rose only modestly. A further length- :
ening of thetrading hoursislikely to provide further :
benefitsto market participantsand also facilitate for- :
: Company, an affiliate of the Government-owned In-

eign participation.

Meanwhile, SET hasincreased permissible mar- :
ket volatility in individual stocks beforetrading is :
suspended, from a 10 to 30 percent ceiling-and-floor ?
limit from the previous day’s closing price. While -
thismay potentially increasevolatility, itisalsobe-
lieved that awider band of individual stock move- -
ments may enhance confidence, especialy if com- -
bined with circuit breakersthat limit overall index -
- decreased to B102 billion by December 1997 (Fig-

volatility.

Since April 1998, SET has implemented a new
circuit breaker system. Asin the New York Stock
Exchange, if the SET index fallsby 10 percent from .
the previous day’s close, all trading of listed securi-
tiesis halted for 30 minutes; if it fallsby morethan
20 percent, trading stopsfor one hour. However, cir-
cuit breakers can often only delay rather than pre-
vent severe correctionsin asset prices, and their ef-
fectiveness is disputed both in the theoretical and
empirica literature. Someresearchersevenwarnthat -

. o 11
they may increase market volatility.

Moreover, when weighing costs and benefits of -
capital market reforms against demands on other
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Mutual Funds: Significant Growth
Attracts Retail Investors
Collectiveinvestment vehicles, such asmutual funds,
play an important role in raising resources from the
general public. They allow even small investors to
purchase units in a well-diversified fund, managed
by aprofessional fund manager. Thus, mutual funds
reduce entry barriers for retail investors to capita
markets and substantially broaden the investor base
for debt and equity markets.

Thefirst mutual fund in Thailand wasintroduced
in 1977. Until 1992, the mutual fund industry was
controlled by a single company, the Mutual Fund

dustrial Finance Corporation of Thailand. In 1992,
the sector wasliberalized, resulting in theentry of 15
new asset managers and arapid increase in number
of funds from 37 to over 200 by early 1998. Total
assetsunder management also rose rapidly from B58
billion to B167 billion by June 1997, just before the
financia crisis. With the fall of the stock market in
the second half of 1997, assets under management

ure 11).

SICHEM Mutual Fund Assets, 1992-1997
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Exchange Commission.

policy areas, it must be kept in mind that even the -

most efficient market microstructure will be power-
less to prevent market crashes if the latter are ren-
dered inevitable by macroeconomic management. :
Hence, recommendations on macroeconomic man- :
- 800,000investors—almost 1.5 percent of the popula-

agement reforms must receive first priority.

Themagjority of investorsin mutual fundsare pri-
vateindividuals who have about 65 percent share of
mutual fund assets; ingtitutional investors constitute
the remaining 35 percent. As of 1995, an estimated
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tion—had acquired sharesin mutual fund companies.
Mutual funds have widened share ownership by a- -
lowing even small-scale investors to have a well-di- :
versified and lessrisky exposure to the stock market. :

All mutual fund companies are associated either :
with banks or finance companies. Distribution of mu- :
tual fundsis effected primarily through banks, which |
account for more than three quarters of funds sold.
Both closed-end and open-ended funds are available, -
with open-ended funds outnumibering closed-end funds Types of Mutual Funds, December 1997
by about two to one. Naturally, open-ended fundswere

thefirst to suffer capital outflows asthe stock market -

experienced arapid downturn.

Mutual funds have contributed positively to im-
proving liquidity on the stock exchange. They ac-
count for about 7 percent of total market turnover on

any given trading day.

In 1996-1997, 6 new mutual fund and 19 private -
fund management licenseswere granted. They were
all separately capitalized at aminimum of B100 mil- -
lion, and their shareholders had to include at least
one bank or insurance company holdingaminimum

of 25 percent of the company’s shares. Some of the
world's largest asset managers had teamed up with
local banks and insurers to form these joint venture
asset management companies. As of December
1997, there were 13 mutual fund management com-
paniesin Thailand.

Asset managers are regulated and supervised by
SEC under the 1992 SEC Act. Fund managers must
appoint afund supervisor (trustee) and custodian to
ensure that prudential requirements are met. Invest-
ment guidelines are al so adopted to ensure sufficient
diversification of assets under management.

Taxation policiesaim to encourage investmentsin
these asset classes. Individuals are exempted from
capital gains tax, while there is a 10 percent with-
holding tax on dividend income. Brokerage commis-
sionson mutual funds are 0.3 percent, instead of the
usual 0.5 percent.

Mutual fund companies used to invest heavily in
the equity markets. Recently, however, they have

increasingly targeted the fixed-income market, asthe
number of issuers has increased and liquidity im-
proved in this sector. Figure 12 shows the composi-
tion of different mutual funds in the country as of
December 1997. Almost half of the mutual funds
wereinvested in fixed-incomeinstruments, while 43
percent wasfocused exclusively on equities. Therest
wereinvested in both fixed-income aswell asequity
securities.

10%

43% 47%

M Fixed Income M Equity Others

Sources: Association of Investment Management Companies, Securities and
Exchange Commission.

REFORM POTENTIAL AND OUTLOOK
Thefollowing reformsare recommended to enhance
the development of the mutual fundsindustry:

Improve regulation and supervision. Mutual
fund managers established the Association of Invest-
ment Management Companiesin May 1994, an ob-
jective of which is to evolve into a self-regulatory
organization. Itsmembers subscribe to acode of eth-
ics. The future credibility of the fund management
industry depends on how rigorously the codeis en-
forced. Independent auditors can enhance regula
tionand supervision.

Increase retail availability. The mutual fund in-
dustry will benefit from further deregulation of re-
strictions on sales and marketing of domestic and
foreign fund products. Given aliberal environment,
more companies and financial ingtitutions that had
never engaged in fund salesarelikely to expand the
market by directly offering fund products through




their branch networks. Competition can be stimu-
lated by free and easy entry of foreign mutual funds :
intotheretail market. Asfamiliarity with mutual funds :
and awareness of likely risk-return relationshipsin- :
crease, theentiremarket could grow, benefiting purely :

domestic funds.

Provide tax incentives. Profits derived from -
managing mutual funds are already tax-exempt. -
However, incentivesto retail investors could be ex-

panded.

sectorislikely.

Pension and Provident Funds:
Building the Future Backbone of
the Capital Market

gal framework for the expansion of the sector.
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1997, accounting for approximately 13 percent of
the work force employed in the private sector and
State enterprises. Thisimplied that asignificant pro-
portion of the working population, almost 90 per-
cent, remained uncovered by aformal pension ar-
rangement.

Provident funds are required to invest at least 60
percent of their assets in (i) cash or deposits with
banks, (ii) debt instrumentsissued or guaranteed by

- banks, (iii) bonds issued or guaranteed by Govern-

Help the mutual fund industry recover. The :
further development of the mutual fund industry de- :
pends to some extent on how fast it can recover :
from the significant lossesincurred during the down- :
turn in equity and debt markets. Nevertheless, as :
interest rates are at historic highs, there are oppor- :
tunitiesfor money market and current income funds. 3
In addition, as the stock market has rebounded in -
the first quarter of 1998, investors may not want to -
miss out on the upturn in financial markets, and -
mutual fundsmay start receiving net capital inflows -
again. From a structural perspective and against
the background of an international trend of indi-
vidual savingsveering away from bank depositsto -
mutual funds, increased and sustained growthinthis -
. cent of Thai employees are not covered by any form
- of formal pension scheme. Total assets of pension
- funds account for a mere 2 percent of GDP.

ment, or (iv) corporate debentures rated by a credit-
rating agency. However, investment in corporate
debentures may not exceed 10 percent.

By August 1997, provident funds had B123 bil-
lion under management. Figure 13 showsthe rapid
increase of the size of provident fund investment in
1993-1997. Figure 14 illustrates the actual distribu-
tion of funds according to asset class and highlights
the significance of debt instrumentsin the portfolios
of provident funds.

REFORM POTENTIAL AND OUTLOOK

Despite the rapid growth of provident funds, fewer
than 1.5 percent of Thai companies offer provident
fund schemesto their employees. More than 85 per-

In more developed economies, pension fund as-

. sets provide a stable source of long-term capital. In
The provident fund industry started in 1983 withthe
objective of establishing a welfare system for em-
ployeeswho had hitherto relied on family supportor
accumulated savings in their old age. In 1987, the
Provident Fund Act was passed, establishing thele-
~ term investable assets. The following reform mea-

Private provident funds are established volun-
tarily by companiesthat aim to provide social secu-
rity and pension benefits to their employees. The -
number of provident fund schemes has expanded :
rapidly from 159 in 1984 to more than 950 by 1997. :
There were 1.04 million members of these fundsin -

Thailand, however, up to 80 percent of total savings
are invested in short-term instruments, contributing
to the volatility in financial markets. Thus, the fur-
ther devel opment of provident funds should provide
amajor boost to establishing a stable pool of long-

sures are recommended to accelerate the devel op-
ment of the provident fund sector:

Centralize regulation and supervision. Regula-
tion and supervision of pension and provident funds
are currently fragmented among several different
Government authorities, including theMinistry of La-
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S Asset Growth of Provident Funds,
1993-1997

Source: Savings and Investment Policy Section, Ministry of Finance.

SN Portfolio Composition of Provident
Funds, as of August 1997
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Source: Savings and Investment Policy Section, Ministry of Finance.

bor and Social Welfare, which handles mandatory
pension funds; the Comptroller General’s Department,
which takes charge of Government pensions; and the
Fiscal Policy Office of the Ministry of Finance, which
supervises private provident funds. Centralizing their
functionsin asingle government authority can achieve
sgnificant scaleeffects, including joint training of Saff,
supervision, and monitoring technol ogy.

Establish a consistent regulatory framework.
Regul ations concerning asset management, account-
ing rules, and contributionsand benefits differ across
various kinds of pension and provident funds. Har-
monizing regul ationswill improve comparability and
supervisory oversight of provident funds, transpar-
ency, and compatibility between different schemes,
allowing employees to transfer their benefits when
they changejobs.

Introduce mark-to-market valuation. Fund man-
agers of pension fund schemes report asset values
based on historical costsrather than on market prices.

This may lead to severe distortions in reporting if

asset pricesfall below historical costs. Asset-liabil-
ity management can also be negatively affected as

future pay-outs cannot be planned properly and fund-

ing gaps may suddenly ariseif asset pricesfall rap-
idly, as happened recently. For example, many em-
ployers recently found out that provident funds do
not adequately cover current and future liabilities,
since assets are overvalued. In January 1997, regu-
lations required mark-to-market valuation but only

for new provident funds. Mark-to-market reporting

should be instituted for all existing provident fund
schemes to improve transparency and avoid un-
pleasant surprises for policyholders during market
downturns.

Srengthen supervision skills. A central unit
should be established that hasthe skillsand authority
to supervise, regulate, and audit provident fund man-
agers. The Association of Provident Fund Manag-
ersshould beturned into a self-regulatory organiza-
tionwith the authority to penalize memberswho vio-
late its code of ethics. This approach would be con-
sistent with SEC's general policy to promote self-
regulation among different capital market institutions
such as SET and the Association of Mutual Fund
Managers.

Provide tax incentives. Deducting contributions
to the pension scheme from employers’ corporate or
employees income taxes is a common practice in
many countries to promote pension fund develop-
ment. The possibility of introducing such an incen-
tive program should be studied.

Foreign Exchange and
Derivatives Markets

Foreign exchange and capital controls were abol-
ished in 1990 when Thailand subscribed to Article 8
of the IMF Statutes. As aresult, trading in the for-
eign exchange market increased substantially from




adaily turnover of $550 millionin 1992to $8.9billion -
in 1996. Foreign exchange activities consist of spot :
and forward transactions. The forward market has -
expanded rapidly and itstrading volume recently sur- :
passed that of the spot market due to the growth of :
- bahton2 July 1997.

The main players in the foreign exchange mar- :
ket are the commercial banks and Exchange Equal- :
ization Fund (EEF), which was set up by BoT in :
1984 to serve as avehicle to implement the precri- :
sis basket-peg exchange rate policy. The baht was :
pegged to abasket of currencies of Thailand’s ma- :
jor trading partners, dominated by the US dollar. :
EEF daily announced the mid-rate for the dollar- :
baht exchange rate and stood ready to purchase or :
sell dollarsto banksif adifferential of B0.02 from -
the announced mid-rate was exceeded. The ex-
change rate peg served as the nominal anchor of
monetary policy. However, the relative stability and
predictability of the exchangerate, whichremained -
unchanged since 1984, attracted arbitrage and -
speculation, as investors exploited the differential
between onshore and offshore interest rates. The -
corporate sector also borrowed heavily in the off-
shore markets without sufficiently hedging the ex-
. forimportersor exporters. Forward swapswere also

Asthe baht became increasingly overvalued and -
the country’s current account deficit started towiden
significantly in 1996, the baht came under attack in
the foreign exchange market. BoT responded by di-
rectly intervening in the market by selling dollarsto
sterilize capital outflows and by raising short-term
interest rates, resulting in overnight interbank rates
soaring up to 30 percent. The defense was success-
ful but short-lived. In May 1997, the final attack on -
the baht started when BoT imposed informal capital -
controlslimiting foreign exchangetransactionswith
nonresidentsonly to thosewith genuine commercial
or investment activities in the country. This created -
atwo-tier foreign exchange market with baht supply :
limited in the offshore market. Consequently, offshore :
interest rates rose to over 1,000 percent overnight, :

swap transactions.

change rate exposure.
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forcing unwinding of short-term baht positions. Con-
fidence returned temporarily until the resignation of
the finance minister in mid-June caused arun on the
baht by domestic residents. As BoT saw itsforeign
exchange reserves rapidly drain away, it floated the

Under the new managed float system, the ex-
changerateis competitively determined by the mar-
ket, but BoT may intervene, at itsdiscretion, tomain-
tain foreign exchange rate stability.

Themarket for financial derivativeshasalso been
developing rapidly. In December 1994, commercial
banks had outstanding derivative contracts of $4.6
billion, accounting for 2.7 percent of their total as-
sets. By March 1996, their exposure had increased
to $20 billion or around 11 percent of total bank sys-
tem assets. The majority of derivative transactions
are in the form of foreign exchange swaps, with an
average daily turnover of around $2 billion in 1996,
the latest year for which data are available. These
contracts are characterized by exchanges of foreign
currency via the spot market and re-exchanges via
the forward market. The swaps are undertaken ei-
ther to convert offshore foreign currency borrow-
ingsinto baht or to hedge against exchange rate risk

employed by BoT in its failed attempts to maintain
the pegged baht exchange rate. On 19 August 1997,
the Government announced that its forward swap
obligations during thefollowing 12 months amounted
to $23.4 billion, of which $14.8 billion were offshore
obligations.

Other derivative products available in Thailand
include interest rate swaps and other option prod-
ucts. Options are typically issued by commercial
banks to hedge against foreign currency or interest
rate risk.

REFORM POTENTIAL AND OUTLOOK

The following measures are recommended to ad-
dress the deficiencies in the foreign exchange and
derivativesmarkets:
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Introduce a legal framework. No proper legal -
framework for options and other derivative transac- |
tions currently exists. It is therefore necessary to :
introducethe DerivativesMarkets Act, which clearly :
defines the legal rights and obligations of different :

partiesin derivative transacti ons.”

Improve regulation and supervision. BoT super- |
vises and regulates derivatives transactions. Since
1996, banks have been required to report derivative -
exposure and transactions to BoT on a quarterly ba- -
sis. Further improvementsin risk monitoring and su- -
pervisiontechnology arerequired. Ingtitutional strength-
ening within the regulatory authoritieswill assist the
devel opment of supervisory skills. Insuchanenviron-
ment, an increased number of formal market indices
and derivatives based on these indices can be intro-
duced to provide the full spectrum of choicesfor in- -
~ severa functions during the adjustment process. It

Introduce a formal futures and options ex- -
change. Current trading activities take placein an -
unorganized and informal market asbanksand other -
financial intermediariesbuy and sell optionsand fu-

vestorsto diversify and hedgetheir portfolios.

tures through direct transactions rather than a for-
mal exchange. This makes regulation and supervi-
sion difficult. A more transparent market system
would culminate in the establishment of a formal
Futures and Options Exchange, which would be en-
dowed with rightsand duties, including asdlf-regula-
tory function.

Outlook: What Roles Must
the Capital Market Play?

The capital market in Thailand is going through a
difficult period. Before the crisis, its role had been
strictly limited due to the bank-centered design of
Thailand’s corporate governance and financing struc-
ture. Now, however, many observersand economists
compare Thailand's economic and financial struc-
ture, including its capital market, with that of the US,
and conclude that the Thai capital market isinferior
and need to be brought closer to the US model. In-

deed, on the micro-level, capital market reform is
likely toincrease efficiency and raise the productiv-
ity of the financial sector. However, it must not be
forgotten that, while there have been clear ineffi-
cienciesand problems, thetype of financing and cor-
porate governance structure has not been the pri-
mary cause of Thailand's crisis and recession. The
cause isto be found in a specific set of macroeco-
nomic policies, and soitisnot valid to conclude that
the capital market itself must change. Nevertheless,
once the political decision has been made to change
Thailand’sfinancial market and structure and to move
toward the US system, the policy recommendations
in this report may be undertaken.

The fundamental question iswhat roles the capi-
tal market should play inthe emerging financial mar-
ket system. In general, the capital market may serve

provides asignaling function to policy makers, who
get immediate feedback on their policy reform pack-
age. Equipped with transparent and timely informa-
tion, the capital market may quickly reward a suc-
cessful economic reform program. However, itisalso
likely to penalizeinactivity or lack of policy reform.
This has been evident in the behavior of the capital
market since July 1997. While the stock market
dropped substantially, it rebounded in the first quar-
ter of 1998, rewarding the swift policy response of
the Government and its strict implementation of the
IMF reform program.

The capital market also constitutes a source of
capital for companiesthat need to recapitalize quickly
and may be unableto raisefundsthrough other means
such as banks or private sources. Low valuations
attract investors and may lead to a significant infu-
sion of new capital. This makes companies better
able to address the challenges arising from the eco-
nomic adjustment. The banking sector was the first
to use the equity market to raise badly needed capi-
tal, with Bangkok Bank and Thai Farmers Bank each
raising $1 billion. However, theseissueswere placed
primarily with foreign investors and through private




placements rather than purely through the stock -

market.

Finally, the capital market can provide a channel :
to restructure corporates through mergers and ac- :
quisitions. While hostile takeovers are unknown in :
Thailand, friendly mergersor acquisitions providea :
meansto eliminate overcapacity in certainindustries :
or to achieve scale and scope economies by creating :
larger and more competitive companies. Again, the :
banking sector is actively taking this route by seek- :
ing alianceswith foreigninstitutions, such asthetie- :
up between ABN-AMRO Bank with Bank of Asia, -
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and Devel opment Bank of Singaporewith Thai Danu
Bank.

Capital market reform is supported by a $300-
millionloanfrom ADB, approvedin December 1997.
Thispolicy loan aimsto (i) strengthen market regu-
lation and supervision, (ii) improverisk management,
(iii) diversify the means of intermediating fundswithin
theeconomy, and (iv) develop long-terminstitutional
sources of funds by promoting the development of
pension and provident funds. Theloan isexpected to
provide asignificant impetusto promote capital mar-
ket development in Thailand.
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Notes

1The Nukul Commission Report focuses primarily onwho :
should be held responsible for the crisis, but it also pro- .

vides an interesting analysis of the crisis from a Thai
insider’spoint of view.

2More research is needed to know why the real sector of -
the economy has been reluctant to accessthe capital mar-
ket. Part of the explanation could be that banks have sec-
tor exposurelimitstoreal estate and financial ingtitutions,
while no such exposure limitsexist for themanufacturing -
sector. Thus, real estate and financial companies havea
greater need to access the capital market than the manu- -
facturing sector, as they exhaust their traditional source .

of funding—the banking sector.

SAll listed securities (both debt and equity) traded at SET
are exempt from net incometax assessment. However, this -
regulation does not include debt instruments traded at
the Thai Bond Dealing Centre and therefore constitutes -
an inherent disadvantage for debt instruments vis-a-vis

equity investments.

40f the 56 closed-down financial institutions, 39 werefi-
nance and securities companies of which 22 werebrokers
(SET members), 16 subbrokers (non-SET members),and
onenonbroker firm. Neverthel ess, none of thestand-alone
securities companies were closed down and therehasnot
been any default in the delivery and settlement system. -
However, because of declining business, two stand-alone
securities companies and two finance and securitiescom- -

panies announced the voluntary closure of their business
asof 10 June 1998.

S0f course, domestic mutual funds may include foreign
investors. Itistherefore statistically impossibleto clearly
distinguish foreign and domestic selling activity.

6TSD isawholly owned subsidiary of SET. It isthe cen-
tral clearing house and depository for Thai securities. It
has aregistered capital of B200 million. For the clearing
fund, contributions were made by both SEC and clearing
members to be used in the event of default by a clearing
member. In addition, TSD can aso draw funds from the
credit line made availablefrom commercia banksor from
the fund set aside by SET for this purpose.

"Thefollowing requirements apply:

() A securities company may sell short for its own
account or for customersonly in one of the follow-
ing instances: (a) short-selling of equity securities
listed on SET or alicensed trading center, according
to SET’s or the trading center’s rules approved by
SEC; (b) short-selling of debt securities as regu-
lated by SEC; (c) short-selling to satisfy an obliga-
tion of the nature specified by SEC.

(i) Noninstitutional customershaveto befully informed
of al risks and the sale must be executed from a
margin account.

(iii) Beforetheshort saleisexecuted, the securitiescom-
pany must arrangeto havein place afacility to bor-
row securitiesto meet the delivery deadline.

(iv) The securitiescompany must keep recordsand pro-
duce reports as required by SEC.

8Companies intending to mobilize funds from the public
by issuing and offering securitiesboth for their initial and
other public offeringsmust first obtain approval from SEC.
The common qualificationsfor application are the follow-
ing:

(i) Theapplicant must have definite objectivesfor the
use of proceeds raised.

(i) The business of the applicant must be “economi-
cally or socially beneficial” for the country.

(iii) The management must be “ethical and competent”
aswell as not having any adverse track record, and
the company’sauditors must be recognized by SEC.

(iv) The applicant must have good financia standing
and performancerecord.

The approval procedure takes no morethan 45 daysfrom
the date SEC receives accurate and complete statements
and draft prospectus. Theissuer and its financial advisor
(who is compulsory and must be recognized by SEC) are
liableif information in the documentsisinaccurate, mate-
rially incomplete, or mideading.

9To further foster good governance by listed compa-
nies, SET published The SET’s Code of Best Practices
for the Directors of Listed Companies and The Roles,
Duties and Responsihilities of the Directors of Listed
Companies. It also released Audit Committee and Good
Practice Guidelines and provided guidelines on how
listed companies should prepare sectionsin their annual
reportson “Management Discussion and Analysis,” “Di-
rectors’ Responsibilities,” and “A Statement on Corpo-
rate Governance.”

100ne key rationale behind the draft Bankruptcy Act
passed by Parliament on 27 February 1998 is to amend
Section 94 (2) of the Bankruptcy Act, which providesthat
“the creditor who agrees to the debtor creating a debt
while heis fully aware that the debtor is insolvent, shall
not be entitled to receive payment of debt in the bank-
ruptcy case, thereby causing no financial institution or
private party willing to give financia assistance to the
debtor who is confronting temporary liquidity problems,
in conseguence of which the debtor becomes bankrupt
whileits business may be capable of being rehabilitated if
thereis financial assistance. Therefore it is expedient to
have provisions which protect the giving of financial as-
sistance to the debtor who is confronting a temporary
liquidity problem so that the debtor may have the oppor-




tunity to rehabilitate its business that would, in turn, en- .
able unsecured creditors to have an opportunity to re- -
ceive payment fairly, which would promote the prosperity .

of the nation’s economy and trade.”

1g5ince the 1987 New York stock market crash and the
Brady Commission report, which recommended theintro- -
duction of circuit breakers, trading controlsor circuit break-
ers have been introduced in many developed and devel- -
oping countries. However, the effectiveness of circuit
breakers on the operation of stock markets is disputed. -
Some researchers argue that circuit breakers curb the ef-
fects of overreaction in markets and restore confidence, -
asthey provide market participantswith acooling-off pe-
riod whilefacilitating the price resolution processand pre- -
venting disintegration of cash, futures, and option mar-
kets during periods of frantic trading. Others argue that -
these trading interruptions only postpone price move-
ments or move them into other markets. Moreover, it is
sometimesargued that circuit breakers may amplify mar-
ket volatility or produce enhanced ex ante volatility, for -

example, when apricelimit hasamagnet or gravitational

effect. Unfortunately, theempirica evidencefor either view :

isfar from conclusive.

The literature on circuit breakers includes the following -
recent contributions: Bruce C. Greenwald and Jeremy C. -
Stein (1991), “ Transactional risk, market crashesand the -
roleof circuit breakers,” Journal of Business, vol. 64, no.4 -
(theoretical finding: circuit breakers may help overcome
informational problems and thereby improvethe market's

ability to absorb large shocks); Avanidhar Subrahmanyam

(1994), “Circuit breakersand market volatility: A theoreti- -
cal perspective,” Journal of Finance, vol. 49, no. 1, March .
(theoretical finding: by causing agents to suboptimally -

advancetradesintime, circuit breakers may have the per-

verse effect of increasing price variability and exacerbat-
ing price movements); Lucy F. Ackert, Jonathan Hao, and .
William C. Hunter (1997), “ Theeffect of circuit breskerson

expected volatility: Tests using implied volatilities,” At-
lantic Economic Journal, vol. 25, no. 2, June (finding:

circuit breakers do not affect the market's expectation of .
future volatility); Christopher Ma, Ramesh Rao, and

Stephen Sears (1989), “Limit movesand price resolution:

The case of the treasury bond futures market,” Journal of -
Futures Markets, vol. 9, no. 4, August (finding: volatility
may be reduced by circuit breakers); G. J. Santoni and -
Tung Liu (1993), “ Circuit breakersand stock market vola- -
tility,” Journal of Futures Markets, vol. 13, no. 3, May
(finding: circuit breakers do not reduce the volatility of .
stock returns); Beni Lauterbach and Uri Ben-Zion (1993), -
“ Stock market crashesand the performanceof circuit break-
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ers. Empirical evidence,” Journal of Finance, vol. 48, no.
5, December (finding: no evidence that circuit breakers
wereeffectivein reducing order imbalance and price swings
inthelong run); Betsey A. Kuhn, Gregory J. Kuserk, and
Peter L ocke (1990), “Docircuit breakers moderate vol atil-
ity? Evidence from October 1989,” Working paper, Wash-
ington, DC: United States Department of Agriculture (find-
ing: no caming influence in cash or stock index future
markets and possibly heightened volatility in other mar-
ketswhere prices remain unconstrained). For asurvey on
theliterature on financial market volatility anditsrelated
issues, seeLouisO. Scott (1991), “Financial Market Vola-
tility,” IMF Saff Papers, vol. 38, no. 3, September.

12The Draft Derivatives Market Act proposed by SEC
was approved by the Cabinet on 5 March 1998. See SEC's
homepage on www.sec.or.th.
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Appendix 1

Overview of the Bond
and Repo Markets and
their Settlement System

The first Government bond in Thailand was issued
as early as 1933. In the postwar era, bonds were |
issued on aminor scaleduring the First National Eco-
nomic Development Plan (1961-1966). The bond
market saw littleactivity until thelate 1970sand early -
1980s, when the Government issued bondsregularly.
Before the early 1980s, the bond market was domi-
nated by the Government sector, which raised funds
fromthe publicin order to financeits budget deficit.
Borrowing was usually carried out at below market -
rates and issues were purchased by commercial -
banks, which were required to hold Government se-
curitiesunder statutory reserve requirements. Inthe -
late 1980s, up to 16 percent of bank fundshadto be -
held in theform of Government securities. Although -
this requirement was lowered to 6.5 percent in Oc-
tober 1992, the rapid rise in bank assets neverthe-

less resulted in increased demand for Government
bonds by banks. Not surprisingly, commercial banks
have always been the singlelargest holders of Gov-
ernment bonds. Banks and finance companies es-
sentially followed abuy-and-hold strategy for Gov-
ernment bonds and no trading took place among
different institutions. Consequently, a commercial
bond market was slow to develop. Liquidity was
negligible and no yield curve could be established.
Neither was a direct sovereign benchmark readily
available.

From the early 1980s onward, however, the Gov-
ernment attempted to develop the bond market in
order to promote an alternative source of long-term
capital. The Bank of Thailand (BoT) offered repur-
chase transactions and encouraged wider distribu-
tion of Government bonds. In addition, State enter-
prises increasingly used the bond market to raise
capital. The main instruments of the sovereign capi-
tal market were medium-term and long-term bonds

issued by the Kingdom of Thailand, aswell as State
bondsissued by Government agenciesand quasi-sov-

ereign institutions (often explicitly backed by Minis-
- try of Finance guarantees). Bonds (with maturities

ranging from 5 to 10 years) as well as sovereign
notes (with maturities of up to five years), are cou-
pon-bearing securities underwritten by BoT viaasyn-
dicate of selling agents, and are not auctioned.

The repo market in Thailand can be categorized
into two: the BoT's repo market and the private sec-
tor repo market. The BoT' s repo market was estab-
lished in 1979 and trades Government bonds, Gov-
ernment-guaranteed bonds, State enterprise bonds,
BoT bonds, nonguaranteed State enterprise bonds
which are triple-A rated, and Financial Institutions
Development Fund (FIDF) bonds. The daily trans-
actions volume in the BoT’s repo market increased
from an average of B32.2 hillionin October 1996 to
B40.1 billion in January 1997. In the private sector
repo market, any securitiesmutua ly agreed uponwith
the counterparty are accepted. No volume records
are available for the private sector market, as they
are traded over the counter.

Corporate debt securities traded through the
BONDNET (ablind dealing and quote-driven com-
puterized system) run by the Thai Bonds Dealing
Centre (TBDC) are settled in the net clearing and
book entry system serviced by the Thailand Securi-
tiesDepository Co. Ltd. (TSD), asubsidiary of SET.
Clearing and settlement occur on T+2, i.e., two busi-
ness days after the transaction has been executed.
Onthetrading day (day T) at 4.30 p.m., TSD sends
a net clearing report and a money balance report
on-line to members. The next day (T+1), sellers
deposit bonds with TSD before 4:30 p.m. On T+2,
buyers deliver checks payable to TSD and sellers
receive checks from TSD from 8:00 am. to 9:00
am. However, there are some corporate debt se-
curitiestraded over the counter and not put through
the organized exchange. In such cases, counter-
parties normally handle the exchange of ownership
and pay by check.




To ensure efficient settlement, TBDC introduced -
the concept of credit line into the trading system. A :
dealer givesacredit lineto each counterparty to limit :
~ onSET andthose registered with the Bangkok Stock

Government bonds and State enterprise debt se- :
curitiesguaranteed by the Ministry of Finance (MOF) :
qualify as collateral for the BoT's Loan Window. :
Thus, financial institutionsusually maintainthemin :
their securities account at BoT, which acts as the
registrar for the securities. Both kinds of securities :
are immobilized and held in a book-entry system at :
the Deposit and Bonds Department. Like Govern- :
ment bonds, BoT bonds can be used aslegal reserves :
as well as collateral for liquidity operations. They :
are thus maintained in financial institutions’ securi- -
tiesaccountsat BoT for securitiesand liquidity pur- :
poses. All BoT bonds are dematerialized and held 3
scriplessin abook entry system. Being the registrar
as well as the bookkeeper for the bonds, BoT ef-
fects settlement through the book-entry system. For
trading in the BONDNET system, TSD transmits -
transaction information to BoT, where the transfer -
- funding to support such projects, a bond market be-

In the interbank market, the standard settlement -
date is T+2. Payment is usually made through the
delivery of cashier checks, unless agreed otherwise
(e.g., BoT check or real-time gross settlement trans- -
- public.

To improve the settlement system for BoT bonds -
as well as Government and State enterprise bonds,
BoT isconducting afeasibility study on area-time .
electronic delivery-versus-payment system (DVP)
for settlement. Thiswill enable market participants -
to useon-linefacilitiesdirectly linked to the BoT se-
curities and current account system to settle their -
trades. BoT is also considering the provision of li- -
quidity to the DV P system since the cash portion of
DVP transactions will be settled on agrossbasis. It -
will release such information when thefinal decision
onthecredit issueismade. Itisbelieved that thiswill -
reduce systemic risk and equip the securities market :
with anew facility conducive to the enhancement of :

trade and credit risks.

of ownership subsequently occurs.

fer [RTGS] or via BAHTNET).
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market activities and the development of Govern-
ment securitiestrading in general.
Margin trading is allowed for all securities listed

Dealing Center. However, margin trading commonly
takes place only for equities.

Chronology

The following chronology provides an overview
of the development of the Thai bond market.

1933. MOF issuesthefirst domestic Government
bond.

1942. The role of managing the issuing process
of bond istransferred to BoT after its establishment.

1961. Since Thailand'sfirst National Economic and
Socia Development Plan, substantial progresshasbeen
made in restructuring its economy from an agricul-
tural baseto ardatively highlevel of industriaization.
Demand for capital from private and government
projects hasexploded whilefinancing with equity can-
not continue indefinitely. Since financia ingtitutions
could not mobilize sufficient international or domestic

camecritical to the development of Thailand.
1979-1982. BoT triesto stimulate the bond mar-
ket by encouraging bond trading.
1983-1986. Exchange bonds are offered to the

1990. The last series of Government bonds are
issued.

1991. The value of State enterprise bonds quin-
tuples.

May 1992. In synchronization with theliberaliza-
tion of the money and financial markets, the Securi-
tiesand Exchange Commissionisestablished by Roya
Decreein 1992, with al companies now ableto mo-
bilize funds through debt instruments. Firms thus
turned to both domestic and foreign debt marketsfor
funding to lower costs of debt compared to borrow-
ing from financia ingtitutions.

July 1993. Thailand's first credit-rating agency,
Thai Rating and Information Services (TRIS) ises-
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tablished with support from BoT to facilitatethede-
velopment of debt instruments asachannel for fund |
raising by providing credit-rating services for busi- :
ness and specific bonds. TRIS's credit ratings pro- :
videimportant information for investorsin theform :
of fair and objective assessments of the quality of a :
bond and the capability of acompany to fulfill debt

obligations.
Oct 1993. First credit ratings are assigned to

bond rating.

Agencies (AFCRA), aregional association of credit-

Appendix 2
The Money Market

The money market consists of the repurchase mar-
ket, Bank of Thailand (BoT) loan window, interbank

mercial bill market. Itisdifferentiated from the bond
market in that maturities of money market instru-
ments do not exceed one year.

The commercial money market is operated pri-
marily by commercial banks and finance compa-
nies. The oldest formal money market is the rela-
tively well-developed interbank market. It refersto
short-term, typically uncollateralized | oans between
financial institutions with maturities ranging from
overnight to two weeks. The market has been domi-
nated by afew large commercial banks dueto their
abundant sources of deposits tapped via a large
branch network. In March 1985, the Bangkok in-
terbank offered rate (BIBOR), the average rate at
which prime banks lend to each other, was intro-
duced. Interbank rates have been volatile, especialy
in comparison to Eurodollar rates. This partly re-
flects the limited volume of daily interventions by

countries: Indonesia, Malaysia, Philippines, and Thai-
land. The AFCRA aims to discuss and share con-
cerns common to credit-rating agencies in the
ASEAN region.

Nov 1994. The Thai Bond Dealers’ Club
(TBDC) is established as the country’s first sec-
ondary bond market, poised to widen and strengthen
itsmandatein therapidly growing bond market. The

club intendsto devel op the secondary bond market
Dhana Siam Securities PLC for a company and a

interms of standardization, regulations, and deal er

- efficiency. In addition, it encourages fair trade for
Nov 1993. ASEAN Forum of Credit Rating

both sellers and buyers which will lead to higher

- volume and liquidity in the market and narrow in-
rating agencies was set up with members from four -

terest spreads.

BoT in the repurchase market. Market efficiency
has also been hampered by the small humber of
participants and oligopolistic bank behavior. (Banks

- often ascertain the borrowers' positions first and
~ then pricediscriminate, often giving riseto multiple
market, certificate of deposit (CD) market, and com-

interest rates). In 1996, the average daily volume
of interbank loans amounted to B45 billion, com-
pared to B24 billion in the repo market.
Therepurchase market for Government and State
enterprise bonds has been in operation since April
1979. Its four main objectives were to (i) increase
theliquidity of Government bonds held by commer-
cial banks, (ii) introduce an impersonal money mar-
ket whichwould not reveal identity or liquidity posi-
tions of lenders and borrowers, (iii) reduce the
oligopoligtic advantage of large commercial banksin
the interbank market, and (iv) open a new avenue
for central bank monetary policy implementation.
Participantsincludefinancial institutionsand certain
State enterprises that can place their bid and offer
orderswith BoT. Maturitiesrange from overnight to
6 months (namely 1, 7, 15, 30, 60, 90, or 180 days),
with over 90 percent of orders having maturities of 2
weeks or less. Until October 1996, BoT employed




the “Dutch” auction system, matching supply and
demand and announcing a single market repo rate :
for each maturity. Since then, this system has been :
replaced with an“ American” or “ continuous match- :
ing” system inwhich prevailing best bidding and best :
offer rates are matched continuously throughout the :
trading day. BoT may intervene in the market by :
either absorbing or injecting liquidity. Sinceit func- :
tions as the principal match broker for all transac- :
tions, BoT can intervenein the market through open- :
market operations. It isalso ableto monitor liquidity :
by observing the bid/offer rates and can smoothen :
out market volatility. The repo rate acts as an impor- :
tant signal to the interbank market as well as other :
money market instruments, such ascommercial bills :

and CDs.

The BoT loan window isthe lender of last resort. -
Loans are extended against the collateral of eligible -
securities comprising low-risk Government-guaran- -
teed bonds. Eligible borrowers include commercia
banks and, since November 1994, al'so finance com-
panies. The interest rate charged under this facility -
is termed the “bank rate” and is used as a prime -
indicator of interest rate movements engineered by -
- centfinancia crisis.

Thailand had a small Treasury bill market. Bills .
were auctioned on a weekly basis and bought by .

the central bank.

Appendix 3
Issues for Further Research

Several issueswerenot coveredinthestudy duetoits
limited scope. It is therefore suggested that further
research be made on these issues, which include -
(i) operational and practical details of implementing -
specific reform measures, (i) the debate about the
theory of regulation and its implications for reform, :
(iii) the debate about the merits and demerits of the :
two “dternative’ financial systems, usualy referred :
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financia institutions or the central bank. The sec-
ondary market has remained modest. The Treasury
bill market virtually disappeared during times of fis-
cal surplus. It is therefore likely to stage a major
comeback with the current widening of the fiscal
deficit.

In May 1987, the market for BoT bonds was
created as BoT issued bonds to absorb excess li-
quidity from thefinancia system. Maturity was 180
days. However, the very infrequent issuance of BoT
bonds hampered the establishment of its secondary
market.

Thecommercial bill market rose steadily in Thai-
land, ascompanieshavefoundit easier toissue such
short-terminstruments, which aretypically uncollate-
ralized, than to secure short-term financing from
banks. Companieshaveraised fundsnot only to cover
working capital, but also to finance medium-term
projects by rolling over short-term financing instru-
ments. This practice is sound only if creditors are
willing to roll over short-term debt. In times of afi-
nancial crisis, however, short-term creditors are the
first to call in their loans, and borrowers could have
seriousliquidity problems asthey did during there-

Source: Bank of Thailand.

. to as “stock-market-based” and “bank-based,” and
. (iv) themeritsand demerits of portfolio capital inflows.

Much more detailed research isrequired on these
important topics than even state-of-the-art research
and literature can currently offer. It thus sufficeshere
to mention some of the fundamental issues concern-
ing points(ii), (iii), and (iv).

Economics of regulation is insufficient
The economics of regulation is a discipline that
isstill initsinfancy. Inimplementing reforms, espe-
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cially duringtimesof crisis, the decision makersand -
elected representatives of the people involved in |
the process should strike a healthy balance between :
the demandsthat are based on microeconomic con- -
siderations and those that are based on a macro- -
economic assessment of general welfare. However, :
general welfare considerations are often neglected |
in micro-based economic models. Approaches

based on public choicetheory that employ the prin-

auditors, banks, groups of foreign investors, etc.)

cial, vested interest groups. The enforcement of

selves not sufficiently monitored.

Finally, inthewords of Rozeff (1990), “Wedo not -
have substantial evidence to test dternative theories

of regulation. Given the present state of knowledge,
one cannot assume that specific US regulations have
accomplished specific goals and hence are appealing
candidates for adoption in other countries.... Never-
theless, quite a strong case can be made that private
interest groups influence regulationsto the detriment
of the general welfare.” He suggests that the Gov-
ernment implement incentive structures that render
the objectives of civil servants and regulators near-
identical with general welfare goalsand that the costs
to private groups of influencing rule making beraised.

The debate on capital markets

vs. banks isinconclusive

A large body of recent work on the stock market
and long-term economic growth, based on endog-
enous growth models, arguesthat stock markets sup-
port economic development by raising the rate and
productivity of investment and viaincreased techni-
cal progress. However, both the precise transmis-

sion channel and the empirical evidence are disputed.
The evidence concerning both the pricing channel
and the takeover mechanism channel for increased
efficiency in a“fundamental valuation” senseisfar
from conclusive. A body of literaturefindsthat even
inthe fully devel oped stock markets of L.ondon and
New York, share prices can deviate significantly from
fundamentalsfor considerable periodsof time. More-

- over, the takeover mechanism can be shown to be
cipal-agent concept as utilized in modern finance -
theory, remind usthat many principals (the elector- -
ate, stock exchanges and their members, brokers,

biased toward si ze, thus often allowing large, unprof-
itable firms agreater chance of survival than small,
more profitable firms. Finally, in economic models

- that realistically acknowledge informational asym-
vie for influence in order to shape the activities of
the agents, namely the regulators. Since, for the
public, the costs of monitoring the agentsare high, -
there is scope for agents to be “captured” by spe- -

metries and other market failures, to which financial
markets are particularly prone, most standard neo-
classical conclusionsdo not easily follow.

At the same time, recent work applying the prin-

~ cipal-agent concept has found considerable macro-
regulationsisin the hands of monitorsthat arethem- -

economic efficiency in bank-based fundraising and
monitoring relationships, such asthe Japanese main
bank system. While the Southeast Asian and East
Asian bank-based financial systems appear to have
been discredited by recent bad-debt problems and
economic crises, thereisaneed to distinguish simple
macroeconomic business cycles from fundamental
and structural issues. Consequently, the debate con-
cerning equity versus debt, or stock markets versus
bank borrowing, cannot be said to have been un-
equivocally settled in favor of stock markets. There
is, therefore, a clear need for further research.

Merits and demerits of

portfolio capital inflows

In many emerging markets, including Thailand, in-
ternationa portfolio investment in equity hasbecome
a major factor. Indeed, during the Latin American
debt crisis of the 1980s, portfolio equity flowswere
recommended to many developing or emerging
economies, because (i) a huge potential supply of
fundsfrominternational institutional investors could
betapped, (ii) equity was seen asmoreimmunefrom
interest rate shocks, and (iii) the dividend burden was




perceived asless onerous than interest paymentson
- that can be prone to volatility: the stock market and

debt, allowing foreign equity ownersto sharerisk.

While there is merit in such arguments, the dan- -
ger must not be overlooked that capital flows can :
and often do fuel speculative bubbles that are de- :
tached from economic fundamentals. It happenedin :
Mexicointheearly 1990s, and can bearguedto also :
have happened in Thailand. Some researchers have :
asserted that external financial liberalizationandin-

Appendix 4

Recent Developments
in Securitization

The major development in mortgage-backed securi-
ties is the enactment of the Emergency Decree on
Special-Purpose Vehicles (SPV) for Securitization -

B.E. 2540 (1997).
The decree covers three main topics.

(i) Theregulatory body responsible for enforc-
ing the decree. The minister of financeisin .
charge of the decree, which also empowers -
the Securities and Exchange Commission -
(SEC) to set forth policy measuresregarding -
securitization and issue-related notification

needed for the securitization process.

(i) The establishment of the SPV and its privi-
leges. The SPV can beintheformof alim- .
ited company, public company, or mutual fund. .
In order for the SPV to benefit from the privi- -
leges outlined by the decree, the securitization -
program has to be approved by SEC and the -

SPV registered with SEC.

Among the SPV’s privilegesisits exemp- -

tionfrom certain legal requirements:

— 1t does not require a finance business or -

credit foncier business license.

—In the process of assigning of receivables :
from the originator to the SPV, the decree
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creased reliance on capital inflowslink two markets

theforeign exchange market. Negative feedback can
exacerbate any instability. Policies that encourage
long-terminflows, such asforeign direct investment,
but discourage short-term equity flows may there-
fore be advisable. They should be based on prudent
supervision of financial markets, asdiscussed in our
reform proposals.

waivesthe requirement under the Civil and
Commercia Codethat the creditor must no-
tify all the debtors of the assignment. How-
ever, this exemption applies only when the
originator isappointed asthe servicing agent.

—The SPV is exempted from payment of the
feefor there-registration of collateral from
theoriginator.

— Itisexempted from theinterest rate ceiling
of 15 percent set by the Civil and Commer-
cia Code.

—When the assignment of receivables con-
stitutes a true sale transaction, the SPV's
rightsover thetransferred debtswill befully
protected eveninthe case of the originator’'s
bankruptcy.

(iii) Supervision over the SPV. When the SPV
management cannot performitsdutiesor there

behalf, SEC may appoint a temporary man-
agement so that the SPV can continue oper-
ating under the approved securitization pro-
gram in order to protect the interests of in-
vestors.

To ensure that the SPV carries out its duties, the
decree aso empowers competent officers to inves-
- tigate the SPV and its management.

To expedite the securitization process in accord-
ance with Government policy, SEC issued the “ Noti-

is no authorized representative to act on its
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fication on Criteria, Conditions and Procedures for be subordinated to ordinary creditors, at least
Securitization.” Itsmain provisionsarethefollowing: | intermsof receivership or liquidation for busi-
* Personseligibleto propose securitization scheme : ness dissolution, so as to enhance credit in a
for approval. Financial institutions (commercial : senior-subordinate structure.
banks, finance, credit foncier, and securitiescom- : — In case of domestic private placement, the de-
panies), juristic persons established by aspecific : bentures must bein registered form. Transfer
law, and public and private companies are al- | restrictionisrequired.
lowed to become originatorsfor securitization.  Consideration of securitization scheme and ap-
» Typeof assetsapproved for securitization. There plication for approval. Within 10 business days
is no limitation, but the assets must be those of - of obtaining the accurate and compl eted securiti-
theoriginator. : zation scheme, application for approval, and re-
» Type and characteristic of securities offered for - lated documents, SEC will inform the applicant
sale. These are secured or unsecured deben- of the resullt.
tures, excluding convertible debentures. ;  Conditionsfor approval. An example of acon-
» Criteriafor approval of securitization schemeand dition for approval is that the SPV must offer
offering of securitiesfor sale: j securities for sale and accept transfer of as-
— The SPV must be alimited company or public - sets at the minimum value as specified in the
limited company whose objectiveisto under- securitization scheme within six months from
take securitization. j the date SEC grants approval. The SPV must
— It must demonstrate that its purposeisto use submit all requirementsto SEC within the speci-
money for securitization. j fied period.
— It must clearly identify guidelines and meth- SEC is drafting stringent regulations governing
odsfor investment of incomeflow arisingfrom = public offerings of securitized securitiesin order to
debt claims. " protect retail investors.

—In case of an offering of subordinated deben-
tures for sale, itsright to debt payment must ~  source: Bank of Thailand.
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