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Preface
This report has been preparedby a mission that visited Thailand in
the second half of Septemberto early October 1989. The mission members
includedZamir Hasan (Chief),William Easterly,Patrick Honohan,Vincent
Polizatto,Choeng Chung, Arie Chupak and Correia da Silva from the World Bank;
Gayle McGuigan from InternationalFinance Corporation;Robert Effros from
InternationalMonetary Fund; and ChristopherBarltropand Harry Sasson as
consultants. Dr. Amara Sriphayakand Ms. SirinartNang-Anongof the Bank
ResidentMission, Bangkok also helped the mission. Editorialassistancewas
providedby Ms. Pat Bretton-Miller. The report was discussedwith the
governmentin April 1990.
During the field work, the mission benefittedfrom discussionswith
senior governmentofficials. The mission would like to express its thanks in
particularto Khun ChavalitThanachanan,Governor, and the staff of the
Departmentof EconomicResearch,Bank of Thailand, for their help and advice.
Thanks are also due to the senior officialsof a number of banks, financeand
securitiescompanies,SecuritiesExchangeof Thailand,TDRI, IFCT and BAAC for
their cooperation. The mission alone is, however, responsiblefor the
conclusionsand recommendationscontainedin the report.
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THAILAND
FINANCIALSECTOR STUDY
ExecutiveSummary
Introduction
1.
This Study of the Thai financialsystem has been undertakenwith the
endorsementand active cooperationof the Governmentof Thailandand the Bank
of Thailand (BOT). Although Thailand'sfinancialsystem showed symptomsof
serious distressduring the early to mid-19qOs,that situationhas been ameliorated (thoughnot fully resolved)by the country'sstrong economicgrowth
of recent years. But questionsabout the financialsystem still linger.
Finance and secaritiescompanieswere particularlyhard hit by the earlier
problems, and their role in an increasinglyliberalizedfinancialsystem needs
to be reviewed. Because of the rapid overall growth, questionshave also been
raised about the efficiencyof the existingfinancialintermediationprocess
to raise and channel needed savings into productiveinvestments. In this
respect,the role of the capitalmarket, particularlythe private sector
fixed-incomesecuritiesmarket, and possiblenew financingmethods and instruments will be crucial. The interestrate policy followedby the authorities
is also very importantfrom this point of view. In addition,basic questions
have been raised about the future role in the financialsystem of two major
sectorally-specialized
financialinstitutions: the Bank for Agricultureand
AgriculturalCooperatives(BAAC);and the IndustrialFinance Corporationof
Thailand (IFCT). Given these concerns,the Bank and senior governmentoffiLials agreed that it was appropriateto undertakea financialsector study at
this time. The same concernsdefined the focus and scope of the Study. The
Study is issue-orientedand makes specificoperationallyfeasiblerecommendations. Most of the data contained in the report is as of, or cumulativeto,
December 31, 1988; later data have been added as necessary.
Overviewof the Real Economy
2.
In the aftermathof the first oil crisis in the early- to mid-1970s,
Thailandemployedconservativemacroeconomicpolicies,with the maintenanceof
financialprudence and low inflationrates as major policy objectives. Fiscal
and monetarypolicieswere well coordinatedand were used to stimulategrowth,
curb inflation,reduce deficits in the ralanceof payments,and restrain
budgetary red ink.
3.
For the last three years, growth has averagedclose to 10? annually.
It is broadly based, with particularlystrong growth in construction. The
financialsector has also benefittedfrom the boom: value added in financial
serviceswas up a strong 33.6Z in 1987 and 16.3? in 1988. Asset prices are
soaring and financialmarkets are strong with the stock exchangeindex lp 36?
in 1988 and 84? in the first nine months of 1989. Such a significantgain is
itself likely to become a contributingfactor to the boom in private investment, which has been leading the growth of GDP on the demand side. Private
investmentsurged at a rate of 23.4? in 1988 and is likely to grow by 18? in
1989. At the same time, private consumptionand public sector investmenthave
both lagged. Public sector investmenthas been particularlyweak, and fiscal

-

ii

-

policy has successfullyplayed a counter-cyclical
role, with a budgetary
surplus recordedin 1988 and expectedagain for 1989. The result has been an
impressivemix of rapid growth and low inflation.
4.
Thailand'sprivate savingsperformancehas been impressive,too.
However, private sector investmentdemand has been so high in recent years
that a large external resourcegap became inevitable. A notable feature of
investmentfinancingis the relativelyhigh proportionof externalfinancing
in public investments(peakingat 87Y in 1985); the share of external financing in private investmenthas never exceeded202.
Opennessof the FinancialSXstem
5.
The capital account in Thailandis not formallyopen. Capital movements in and out of the country are closely regulated. Thai nationals are not
permittedto buy foreign exchangeexcept for stated purposes and foreign
currencyaccountsare generallynot allowed. Before March 1990, individual
banks could not have an open foreign exchangeposition in excess of US$5 million or 202 of total capital,whicheverwas smaller. This has since been 4
relaxed to US$6 million or 252 of a bank's capitalwhichever is larger.
Despite these restrictions,however,Thailand'sfinancialsystem exhibitsmany
characteristicsof a high degree of openness. This naturallyhas implications
for the conduct and effectivenessof monetary policy by BOT (see para. 8).
BOT Credit AllocationPolicies
6.
Apart from exemptingprioritysector lending from capital adequacy
requirements,BOT credit allocationpolicieshave taken three forms. The
first and major policy is to require commercialbanks to lend a certain
percentage (currently20Z) of their previousyear's depositsto the rural
sector. If there are shortfalls,they are to be depositedat BAC at the
going deposit rate, which is generallylower than the interbankrate and thus
involvesa cost to the banks. Second, BOT engages in developmentlending for
specificpurposes through its rediscountwindows. Finally, it uses differential tax rates as an instrumentof policy. As to the first, there is no
economicjustificationfor directingcommercialbanks to lend to agriculture.
A better alternativewould be to expand the scope of BAAC's activitiesand
allow it to expand commercially(see also para. 72). As for the second,development cr dit through discountwindows has never been a major factor in total
credit, amtunting to less than 10? of total commercialbank lending. In
October 1988, the extent of rediscounting
was reduced to half of the face
value of loans and, therefore,such developmentlendingwill be,
proportionately,
even lower henceforth. As for the third, the tax related
policy, it is feared that the exemptionof tax on depositsof less than
B 200,000,announced in August 1989, may result in the splittingof deposit
accounts simply to evade taxes, and could result in a substantialand
unnecessaryloss in governmentrevenues. Similarly,exemptionfrom the
withholdingtax on foreignborrowingsof more than three years' maturity is
also consideredan unnecessarygive-away.
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InterestRates and Monetary Policy Instruments
7.
Because of the dominantrole of the banking sector, bank interest
rates are the most importantindicatorsof the cost and price of capital. The
more prominentof these are, of course, the lendingand deposit rates. Both
of these rates have historicallybeen subjectto ceilingsimposed by BOT
(althoughthe deposit rate for more than one year maturitywas freed in mid1989 and all other deposit rates except savings deposit rate were freed in
March 1990). Given the low inflationrate, real lending as well as deposit
rates have remainedpositivethroughoutthe 1980s. But the ceilingsat the
levels at which they have been pegged in recent years have proved to be
constraining. There is evidencesuggestingthat, without ceilings,the spread
over prime charged to many borrowerswould have been higher. It is also
probable that higher risk borrowerswere pushed out of the formal sector
because they could not be accommodatedwithin the ceiling rates. For deposit
rates, too, there are indicationsthat they would have gone higher than the
ceiling permittedduring some periodswhen liquiditywas tight and the
repurchaserate was higher than the deposit ceiling rate. This is confirmed
by the fact that the deposit rate for maturitiesof more than one-yearhas
actuallyrisen since it was freed in mid-1989. The ceilingson interestrates
distort the functioningof the banking system. To improve the efficiencyof
the system, it is recommendedthat the ceilingsbe removed.
8.
Within the ceilings,lendingrates are influencedby domesticmonetary conditionsand foreign interestrates. Econometricanalysisundertaken
as part of this Study shows both the importanceof domesticmonetary conditions in the short run and the longer term tendencyfor Thai interestrates to
convergewith foreign rates.
9.
Monetary Policy Instruments. The BOT currentlyimposes a number of
reserve and liquidityrequirements. From the monetarypolicy point of view, a
single ratio should suffice for the controlof credit and liquidity: the
basic reserve requirement. It is recommendedthat all other reserve requirements should be eliminated. In fact, the bond portion of the basic reserve
requirementshould also be dropped. The secondaryreserve requirementsfor
opening of branches,etc. are not needed and, in fact, cause distortionsin
the free operationof the system. A not insignificantbenefit of such a
change would be the freeingof bonds for secondarytrading purposes.
10.
The BOT has used interventionin the repurchasemarket as its main
instrumentfor influencingliquidityin the system. With the increasing
sophisticationof the market, BOT should consideradditionalinstrumentsto
enhance the feasibilitywith which it may, at its initiative,influence
interestrate movements,particularlyin an upward direction. It could, for
example,consider the sale of short term bills or the occasionaluse of
aggressivebidding for depositsfrom the banks as a supplementary,flexible
means to influencethe movement of rates.
The CommercialBanking Sector
11.
The commercialbanking sector dominatesthe financialsystem in
Thailand. Its relativeshare has graduallybut steadilyincreasedfrom 51? of
total financialsystem assets in 1970 to 59X in 1988. The financial system
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(comprisingbanks, nonbanks, insurancecompaniesand a few sectorallyspecialized financial institutions,in additionto BOT) itself has grown at a
compoundannual rate of 19? since 1970. As of the end of 1988, systemwide
assets amounted to B 1,934 billion (US$75.5billion equivalent). Apart from
the gain of commercialbanks, the other change worth noting is the gradual
decline in the share of BOT assets in total systemwideassets, from 36Z in
1970 to less than 162 in 1988, indicatinga healthy structuraldevelopmentof
the financialsystem.
12.
There are at present 15 domesticbanks with 2,061 branchesas well as
14 foreign banks (or more accuratelybranchesof foreignbanks). The foreign
banks have steadilylost market share and now account for only about 4? of
total banking assets. For analyticalpurposes the domesticbanks have been
divided into four categoriesor peer groups: five private banks with a market
share of at least 5 each; a single government-owned
bank with its own characteristicsand a 13? market share; five banks with a market share of between 2?
to 52 each; and four small banks.
13.
OPerationalPerformance. A detailedanalysisof the domesticbanks'
interestdifferentialincome.expenses (dividedinto five categories)and
returns on equity and assets revealsno consistentrelationshipbetween size
and performance. The medium-sizebanks as a group (with returnson equity and
assets of 12.42 and 0.76Z, respectively,for 1988) are more profitablethan
others (and include the most profitablebank); the small banks are as a group
the least profitable (and includethe only bank with a negative return in
1988). The biggest banks had the best spreads (3.62Z)but also had high
expensesbeing a close second to the small banks in this respect. Comparedto
banks in some other countriesfor which comparableand recent data were available (Indonesia,Morocco, Pakistan,the Philippinesand Turkey),Thai banks
are quite efficientand operate on narrowermargins. Compared to banks in the
five comparatorcountriestaken together,interestand other income margins
are also lower for the Thai banks. On the other hand, capital formationfor
Thai banks is significantlylower.
14.
Liquidity of banks deterioratedin 1988 almost across the board, with
severalbanks having loan to deposit ratios of 100? or higher. This was the
result of very high growth in loans relativeto deposit growth. For many
banks the rate of growth in loans also exceededthat in equity growth; these
banks are ignoringthe constraintsthat their lack of capital formationshould
impose.
15.
PortfolioQuality. Data on individualbanks which is necessary for a
proper analysisof the banks' portfolioquality,were not providedby BOT
because of confidentiality
considerations. But a careful analysisof the
banks' published annual reports indicatesthat severalbanks are continuingto
suffer from portfolioproblems. A rough estimateis that BOT has provided
about B 21 billion in soft loans to various banks at a cost of about B 3
billion annually. The conditionof six or seven banks seems to require
continuingclose attentionby BOT. The preferredapproachwould be to
restructurethese banks and encouragemergers between small/medium-size
banks
to form larger institutionsto competeeffectively. However,close family
controlspose serious constraints. The alternativesof continuedBOT support,
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outrightfailures,or acquisitionof weak institutionsby the largest banks,
leading to greater concentrations,are worse.
16.
Another aspect of portfolioquality - sectoraldiversificationraises no particularconcerns. The manufacturingsector accounts for a fourth
of total loans. Loans for real estate (which includescondominiums)did
increasesharply during 1987-88,but their share in the total portfolio still
remainedsmall (6X). The BOT is keeping a close eye on the banks' exposure to
this sector.
17.
Capital Adequacy. There is a p-assingneed to expand bank capital in
the face of a rapidlygrowing financialsystem, itself the result of rapid
overall economicgrowth. Inevitably,the banks have requesteda loweringof
the 8X capital adequacyratio in effect since 1962. This should certainlynot
be done. In fact, the applicationof this requirementis already too lax in
that certain priority-sector(and higher-risk)loans are currentlyexcluded
from the calculatio'n
base defined by BOT. If such loans were counted and
contingencieswere also included(as recommendedby the Basle Agreement on
capital adequacy),the actual ratios could fall below 5.52 in each of the last
four years. It is thereforea matter of some urgency to strengthenthe banks'
capital if they are to continue to support the expandingeconomy while maintaining sound balance sheet structures.
18.
The banks' capitalmay be increasedeither by new issuancesor by
larger retainedearnings. What is necessary is to increasethe attractiveness
of investmentin bank capital. Two differentreform approachesare necessary.
Under the first, the initiativehas to come from the banks themselves.
Existing ownershipgroups must be prepared to accept dilutionof their
holdirgs and price new issues accordinglyif that is what it would take to
attractnew investors;they have to give priority to obtainingnew capital
over retainingtheir proportionateshareholdings. Banks' have also to realize
that cross-ownerships
with commercial/industrial
interestscreate a perception
of less than arms-lengthdealingsand consequentlycreate doubts about the
accuracy of banks' reportedearnings. It is up to the banks to remove such
perceptions. It will take time, but banks need to be seen as professionally
managed and having transparentrelationships
with their relatedentities.
19.
Under the second approach,the initiativehas to come from the
Government. What is needed is to review the direct and indirectfiscal
impositionson financialintermediationin the context of competitiveness
(domesticand international)of banking system. This Study estimatesthat the
Goverrnent'stotal take from bank operationsamountedto 622 of their pre-tax
earningsin 1988. This is high in absoluteterms as well as relativeto the
level in many other countries. The Study makes three recommendations
with the
primary objectiveof achievingrationalization
of taxationon financialintermediation. First, it is desirableto fold the 3.3Z gross receiptstax into
the regularcorporate tax on banks, even if the net tax burden is not reduced.
Secondly,the Governmentshould considert (a) removingall taxes on transactionsbetween financialintermediaries;(b) removingtransaction-related
taxes such as stamp duties; and (c) modifying the tax treatmentof loan loss
provisionsto conform to BOT prudentialguidelines. Finally,the Study is
recommendingseparately,for other reasons,to; (a) remove the 122 reserve
requirementrelated to branch openings,and (b) eliminate subsidizationof
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agriculturallending through the banking system. These recommendationsare
desirableirrespectiveof their impact on the burden of taxationon banks; to
the extent they help bank profitability,they will also increasethe attractivenessof investmentin bank capital. It is also possiblethat, given the
competitivenessof the system, the impact of any net reductionin taxes falls
principallyon interestrates rather than on profits.
20.
The BOT may provide some impetus to capital formationby redefining
"capitalfundsa to allow banks greater flexibilityof the forms in which they
raise capital. It is recommendedthat BOT favorablyconsiderany requests
from the banking communityfor modificationof the definitionof "capital
funds", as long as the conditionslaid down by the Basle Committee in July
1988 are met. For example,noncumulativeperpetualpreferred stock should be
an acceptableform of capital. In addition,as part of secondarycapital,
authoritiesmay considerallowingdisclosedgeneral reservesthat are over and
above specificand identifiedrisks, and hidden reservesto the extent that
banks are willing to disclosethem and after their valuationhas been verified
by externalauditorsto the satisfactionof BOT.
21.
Bank Branching. The differentelementsof BOT policy in respectof
branchingare perhaps not clearlyunderstoodby the banks because they were
surprisedwhen BOT approvedsubstantiallyall branch opening requestsmade in
1989. For the sake of clarity,it is recommendedthat BOT restate its policy.
The new statementshould drop the requirementthat the bank must buy bonds
(secondaryreserve requirements),and there should be no quid pro quo between
rural and urban branch openings. In effect, the branch opening decision
should become a businessdecisionof the banks; BOT's role should be limited
to satisfyingitself that the applicantbanks have met capital adequacyand
liquidity requirements,are in compliancewith all regulatoryrequirementsand
have presented a satisfactorybusinessplan in supportof the branch opening
decision.
22.
Staff and Training. The banks' past personnelpolicieshave generally been geared to in-housetrainingand lifetimeemployment. However,the
recent surge in the growth rate of the Thai financialsystem and the need for
weaker institutionsto upgrade expertiseare creating internaland market
demands for staff that exceed past hiring and trainingplans. As a result,
some of the larger banks are experiencingincreasingturnoverrates in management staff, while weaker institutionsare having difficultyattractinggood
quality staff. Possiblelicensingof nine new foreignbanks is likely to
further tighten the labor market. This shortageof human capitalmay be as
seriousas the shortageof financialcapital,and representsa potentially
critical constrainton the ability of the Thai banking system,and particularly of its weaker members, to keep up with market growth. To some extent this
problem is being addressed,at the clericallevel, through a high level of
investmentin automation. But this form of institutionalchange only
increasesthe alreadyhigh demandsmade on managementlevel staff. While the
major banks have their own trainingcenters and the capacityto expand
throughputover time, this will not solve the short-termproblem. The government may wish to consider relaxingwork permit rules for expatriatesas an
effectiveand quick solutionto the problem. In the longer term, institutional trainingfacilitiesneed to be substantiallystrengthenedand enlarged.
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23.
Finance and securitiescompanies (F&S companies) constitute
the
second largest segmentof the financialsystem, accountingfor 10? of total
assets. This segment is characterizedby a large number of companies,with a
very wide range in size of individualinstitutions. Some F&S companiesare
larger than the small commercialbanks; at the other end of the spectrum,half
of all F&S companiesin operationat the end of 1988 accountedfor only 13Z of
the assets of all F&S companies. Their operationalperformancealso varies
widely. As of end-1988,22 F&S companieswere in the red, accountingfor 21?
of total F&S assets. Generally,there is a direct correlationbetween capital
adequacyand profitability: the higher the equity-toassets ratio, the higher
the profitability. AlthoughF&S companiesengage in many kinds of businesses,
lending is dominantand provided58? of total gross income in 1988.
24.
Twenty-twoF&S companiesshould be regardedas in difficultfinancial
conditionbecause their equity amountedto less than 6Z of assets, as required
by BOT. If a more conservative82 capital adequacycriteriais used, the
number of troubledF&S companieswould increaseto 34. Ten of these are in
seriouscondition,with negative returnson assets and equity. The continued
functioningof these ten companiesduring 1988 added B 706 million to the
losses that must be borne by creditors (or by BOT should it decide to bail
them out). The BOT should seriouslyconsiderarrangingmergers/acquisitions
of the 34 weak F&S companies,but close family controlsmake this a difficult
task. Alternatively,these companiesshould be closed.
25.
The Role of F&S Companies. The F&S companiesgenerallyoriginated
either (a) as affiliatesof commercialbanks, in some cases with the participationof foreign financialinstitutions,establishedto provide services
that the parent bank could not legallyprovide directly;or (b) as formalized
small institutionsengaged in quasi-bankingactivities,generallyhigh-risk,
high-marginconsumerfinance. As of the end of 1988. 38 F&S companieswere
affiliatedwith commercialbanks, including12 with Krung Thai Bank as a
result of its role in rescue operations. The assets of the 26 F&S companies
affiliatedwith banks other than !KrungThai Bank accountedfor 48X of the
assets of all F&S companies;they were all profitable.
26.
ConsideLabledebate is now occurringin Thailandon whether the
legally-mandated
functionalsegregationbetween commercialbanks and F&S companies is appropriateand, more generally,what should be the role of F&S
companiesin the financialsystem. As a generalprinciple,there should be as
little institutionalfragmentationas possible. This Study has concluded that
legal separationof functionsor activitiesto be undertakenby different
entitiesmay be justifiedonly on the basis of (a) the degree of vulnerability
to runs on the principalfunding source; (b) the degree of risk in the business undertaken;and (c) the potentialfor conflictof interestin the various
activitiesundertaken. As for the first, demand depositsallow for immediate,
without notice, withdrawaland representthe highest-riskfunding source in
the financialsystem. Borrowingon the basis of commercialpaper representsa
differentlevel of risk. Differentiationon this basis is appropriate- Differentiationin terms of business (as opposed to funding)risk considerations
may also be justified. There is merit in the legal channelingof high-risk
businessactivitiesto a separateentity in order to protect the parent from
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the impact of losses incurredon the high-risk dealings. Finally, it may also
be justifiedto require that activitiesthat togethermay raise a serious
conflictof interestare undertakenby separatelegal entities.
If the above principlesare applied,only a relativelyfew activities
27.
need to be undertakenby legally separateentities. Most
necessarily
will
financialintermediationactivitiesshould,therefore,be allowed to be undertaken by banks as well as F&S companiesand, in the case of bank-affiliated
F&S companies,either by the bank or the affiliatedF&S company as decided by
their managements. Some activitieswhich managementshad earlier decided to
undertake in the name of affiliatedF&S companies,because the latter could
charge higher interestrates, should also be thrown open after interestrate
ceilingshave been abolished. There is no justificationfor functional
specializationof institutionsif it is based on distortedmacroeconomic
policies; the correct course of action is simply to remove the distortion.
Once artificialand unnecessaryrestrictionshave been removed,the result
should be to allow the top tier of the F&S companiesto graduateto undertaking a broad range of financialintermediationfunctionssimilar to banks,
with only a few specificlimitations.
The foreign exchangebusiness representsa special case. It is cur28.
rently restrictedto banks, and is highly profitable. It is debatablewhether
a financecompany could achieve an adequatemarket penetrationin a cost-effectivemanner. On the other hand, there is nothing inherentlywrong in a
finance company undertakingforeignexchangedealings,and there should be no
doubts about the ability of many financecompaniesto acquire/developthe
necessary skills, given the innovationthey have already introducedin the
financialsystem. It is recommended,on balance,that healthy finance
companies should be allowed to undertakeforeignexchangebusiness after they
have obtainedBOT's authorization.
Two other criticalissues relatingto F&S companiesare branchingand
29.
funding. The current restrictionson branchingby F&S companiesshould be
relaxed. It is recommendedthat F&S companiesthat are in compliancewith all
regulatoryrequirements,that receive satisfactoryinspectionreports from BOT
and that present a satisfactorybusinessplan should be authorizedto open
branchesas their managementsdecide. On funding,the Study consideredF&S
companies'sources as akin to savingsdepositsof banks. Consequently,for
reasons of parity, they should be subjectto the same reserve requirements,
etc. as apply to bank savings deposits. The F&S companiesshould continueto
be barred from accepting demand depositsand from offeringchecking account
services (unlessthey seek and obtain a banking license).
The applicationof the principleof potentialconflictof interest
30.
dictatesthat the securitiesdealingbusinessof a typicalF&S company should
be segregated. In this particularcase, the lack of synergiesof securities
businesswith other F&S activitiesalso argues for a segregation. The
argumentoften used to justify the retentionof securitiesbusinesswith other
F&S activities,that it was not big enough to stand alone, is no longer valid
after the rapid growth of the stock market in recent years. It is recommended
thereforethat BOT not relent on its initiativeto segregatethe securities
businessof F&S companies. As for the F&S functionof underwritingnew issues
it is recommendedthat this functionbe retainedas part of the authorized
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merchant banking activitiesof a financecompany,but with some additional
Lules to prevent conflictsof interest.
31.
The Ownership of F&S Companies. The current law limits the shareholding of a bank in its affiliatedF&S company to 10% of total share capital.
It is commonlyacknowledged,however, that the banks have completecontrol
over their affiliatedcompanies. This is effectedthrough a maze of stock
holding relationshipsinvolvingrelatives,shareholdersof the 'parent"bank,
friends,officersof fully owned/controlled
institutions,and cross ownerships
between group companies. The 10? restrictionhas been reducedto a legal
fiction,and it is generallyacknowledgedas such.
32.
Dispersalof ownershipof financialsector institutionsis an understandablesociopoliticalobjective. Experiencehas proven,however, that it
cannot be achievedthrough legislationalone. The practicalimpact of the 1OX
ownership restrictionhas been to create a lack of transparencyin the system.
Even worse, it limits the pass-throughof the F&S company'searningsto the
parent bank to 102 of total earnings;however, if the affiliatebecomes
troubled,the parent may be implicatedthrough its managementcontrol and thus
obligatedto absorb 1002 of any losses incurred.
33.
The Study suggeststwo alternativemethods to deal with the problem.
Under the first alternative,working under the present legal framework,banks
would be allowed to segregateall financialintermediationactivitiesthat
entail above-normalrisks (as definedby BOT) comparedto a bank's usual
prudent activitiesinto a separatelegal entity. There would be no limit on
the extent of ownership. The bank's equity investmentsin such separate
entity or entitieswould then be consideredas no longer availableto support
its own financialposition,and thus would be excludedfrom the determination
of its capital adequacy. The same treatmentshould be given to loans by the
parent to the subsidiaryif they are not collateralizedby assets with a
determinablemarket value satisfactoryto BOT. The same principlesshould be
appliedwhen the parent is an F&S company and the questionarises of the F&S
company'sinvestmentsin or loans to its subsidiary.
34.
The second alternativewould place the bank and its related F&S
company (or the F&S company and its subsidiary)on an equal plane through the
use of a common holding company,which is essentiallya nonoperatinglegal and
tax entity that owns the bank and each relatedF&S company. In this way the
balance sheet of each entity is kept clean and unclutteredby investmentsin
other related financialinstitutions(thus improvingtransparencyfor regulators, investorsand clients). The issue of double countingof capital is also
avoided. This alternativemight requirechanges in the present legal framework, includingperhaps in the Thai tax code.
35.
Two other matters related to this issue should be noted. As a corollary to the risk containmentprinciple,investments(beyondclearly defined
strict limits) in companiesthat are not involvedin financialintermediation
should be prohibited. Similarly,the limits on lending to related interests,
already in place, should be reiterated. Finally,the violators should be
forcefullyprosecuted(theremay be a need to review and revise penalties).

Concentrationand Competitionin the FinancialSystem
36.
The share of foreign banks in the overall banking sector has declined
sharply,from about 172 of total banking assets in the early 1960s, to under
6Z in 1980 and to 42 by 1988. This loss particularlybenefitedBangkok Bank,
which increasedits market share from about one fifth of total banking assets
in the early 1960s to slightlymore than one third by 1980. The sha . of the
top three banks grew from 451 to 59? and that of the top five banks from 56t
to 702. This trend has now been halted and slightlyreversed,the share of
Bangkok Bank has also declinedto 282. There is no doubt, however,that Thai
banking is an industrywith a high degree of concentration.
37.
But is the high degree of concentrationto be equatedwith unfair
competitivebehavior? The generalperceptionin Thailandis in the affirmative. For the evidence,the Study analyzedthe banks' conduct (in terms of
pricing and quality of services)and performance(in terms of profitabilityof
the industryand its leadingparticipants). There is little firm evidenceto
substantiatemonopolisticabuses. However,most banks in Thailandare parts
of (may be even controllingentitiesin) large groups with widespread
interests,and it is possiblethat group-relateddealingscould involvehidden
excessesof power. The explanationfor the perceptionthat the largestbanks
hold an unfairly strong grip on the market may lie in their sheer size, particularlywhen viewed in the context of much bigger groups of which each is
the most visible component,and the social and politicalpower these groups
command and do not hesitateto exercise.
38.
Even if there is no clear evidenceof flagrantanticompetitive
behavior in the Thai financialsystem,it would still be desirableto make it
publiclyknown that the governmentauthoritieswill not tolerateanti-competitive practices,and to establisha 'bankingombudsman'to address grievances
brought forward by the public. The ombudsmanmay also be appointedunder the
auspices of the Thai Bankers'Association. Such a complaintsprocedureneed
not be costly in terms of resourcesand might provide a useful channel of
informationto the authoritiesin their attemptsto improve the competitiveness and efficiencyof the banking system.
39.
Policy with regard to competitioncould requireboth positiveactions
and the removal of some existinginterventions. Positiveactions could
include a more positive attitudeto licensingnew banks, domesticas well as
foreign. The authoritiesare already consideringthe admissionof severalnew
foreign banks. This would be a step in the right direction. But the authorities need to go further. The restrictionson foreignbanks should also be
eliminated;the domesticbanks do not need protection.
40.
In addition,the authoritiesshould consider removingcertain restrictionsand privilegeswhich help create niches of market power. Examples
include the restrictionof foreign exchangedealin.3to commercialbanks. The
securitiesmarket privilegesof finance companieswould also need to be looked
at in this context. A relaxationof the restrictionson branching,for both
foreignbanks and finance companieswould also help. Other examplesof regulationswhich tend to enhance the market power of the larger banks are restrictionson interestpayable on demand depositsand the privilegesof the
Krung Thai Bank with respectto state enterprisedeposits.
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41.
An entirelydifferentroute to promotemore competitionamong banks
would be to encouragethe developmentof the capitalmarket, particularlythe
market in private debt securities. In practice,the banking sector has a
monopoly on providingcredit to the real sectors. There is a need to develop
an active market in notes and debenturesto create an alternativesource of
funding for the users of capital.
Supervisionand Retulation
42.
Banking SuDervision. Over the years, the emphasisin the Thai
banking regulatoryprocesshas rightlyshifted from a concernwith the compliancewith laws and proceduresto the determinationand monitoringof performanceand solvencyof the institutions. Today, the overall frameworkfor
supervisionand examinationis satisfactoryand the skills of individual
examinersrank high among their peers from other countries. The process of
supervision,includingon-siteexaminationand off-sitesurveillance,is generally thoroughand satisfactory.An improvementwould be to pay more attention to the institutions'internalmanagementsystemsand processes to control
risks and anticipateproblems. Such an approachwould move supervisorsbeyond
simply determiningan institution'spresent conditionto reasonablyensuring
its health in the future; it would also make them positiveagents for changes
in the way financialinstitutionsoperate. Organizationally,the functionof
supervisionis divided between two departments,one each for banks and F&S
companies. Some concernwas expressedby the institutionsthat the standards
of the two departmentsmight not be uniform. So long as there are two departments, that risk cannot be totallyeliminated. But given the size of total
staff (600 persons),creationof one huge departmentis not a practicable
solution. The fact that both departmentsare under the same Assistant
Governor is a reasonableassuranceof consistencyin the applicationof
standards. A deliberatepolicy of more frequenttransferof staff between the
two departmentswould also be helpful.
43.
There are at present two exposurelimits: the single borrowerlimit
(SBL) of 25 of a bank's capital funds (302 in the case of an F&S company)and
S0Z for contingentliabilities. The additionallimit for contingentliabilities exceeds a prudent level. It is recommendedto includecontingentliabilities also in the SBL and retain it at 252.
44.
Banks and nonbank financialinstitutionsare prohibitedfrom making
loans to directorsand related interests. It is commonlyknown in Thailand
that banking groups also have investmentsin real sectors. It is unrealistic
to believe that banks would not make loans to group-relatedcompaties. An
absolutebar on loans to directorsand related interestsin all probability
has led to circumventionof the law rather than strict adherenceto it. It is
suggested that (a) loans to directorsand related interestsshould be allowed
within well-definedlimits, (b) sanctionsshould be providedfor violatorsof
the limits, (c) full disclosurein the banks' published annual reports should
be requiredof loans to directorsand related interests,and (d) directors/
officers should be requiredto abstain from the decision-makingprocess
related to such transactions.
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45.
Regulationsrelatingto loss provisioningand interestaccrual can be
improved. Provisionsare requiredfor loans classifiedas 'doubtful'or
'loss.' A conservativeapproachwould requirethat provisionsshould also be
made for assets classifiedas 'substandard.'in addition,general reserves
should be establishedfor the balance of the portfoliobased on historical
loan loss experience,economic trends,concentrationsof credit,etc. A
related issue is tax deductibilityof provisions. The present rules act as a
disincentiveto making adequateprovisionssince nearly all legal remedies
(whichmay take years) must be exhaustedbefore.a loan loss becomes tax
deductible. Tax authoritiesshould considera more reasonablepolicy. As for
interestaccrual,the decision to continueit should not take into account the
collateralaspect. Only in exceptionalcases should interestaccrual be
allowed to continuebased on collateralconsiderations(where it is highly
liquid and already in the process of collection).
Resolutionof Banking Insolvenciesand DepositorProtection
46.
Startingin the Iate-1970s,Thailandfaced a financialcrisis which,
by the mid-1980s,affectednearly a third of the country'sdomesticbanks and
F&S companies. At the onset of the crisis, an appropriatearrangementfor
dealingwith failingand failed institutionsdid not exist, so these institutions were handled on an ad hoc basis. Many were simply supportedwith soft
loans. In many cases problemswere consideredto be short-termand liquidityrelated;in retrospect,they were clearly solvency-related.The amount of
resourcesneeded to deal with the problemswas underestimated,and the legal
frameworkalso constrainedthe authorities. In 1985, the Bank of ThailandAct
was amended to strengthenthe legal framework,and the FinancialInstitutions
DevelopmentFund (FIDF)was created to deal with troubledinstitutionsmore
systematically.

47.
An assessmentof the financialcrisis since its onset, and even since
1985, must concludethat while the actions taken by the Thai authorities
stabilizedthe problems,they did not resolvethem. As of the end of 1989, 13
F&S companiesand several banks were still being supportedthroughvarious
subsidiessuch as soft loans. The amount outstandingunder the Life Boat
Scheme is estimatedat B 8.6 billion. In addition,support is also being
providedunder various other schemes. A rough, order of magnitude type,
estimateof the cost of rescue operationsis B 3 billion annually. This is
not the cost incurredto date, but the recurringannual cost on the basis of
the amounts outstandingof supportalready provided.
48.
Experienceshows that successfulresolutionof solvency-related
problems of financialinstitutionsrequiresthree criticalactions: the nonperformingassets are carved out of the balance sheet and removed from the
failed institution,shareholdersare wiped out, and managementculture is
changed. In retrospect,the more prudentmanner in dealingwith the crisis
would have been either to (a) close the institution,pay off depositors,and
liquidatethe institution'sassets; or (b) restructurethe institutionby
removingbad atsets, replacingmanagement,and eliminatingshareholders. The
need at this point may be to change the law which handicapsa receiveror
another institutionfrom obtaininga clean title to assets purchasedor
acquiredfrom an insolventinstitution'sportfolio,after legal proceedings
have started. In addition,a more formal approachto dealingwith failuresis

- xiii

-

required. This will have the advantagesof being (a) efficientand consistent
over time; (b) somewhatshieldedfrom politicalinfluencesince the rules of
the game would already have been established;and (c) prefundedthrough periodic assessments against the institutions.

49.
It is also recommendedthat FIDF should be made a stronger,more
independentand interventionist
organizationso that it can rlaeya leading
eole in dealingwith failingand failed financialinstitutionls.This can be
accomplishedby: (a) providingFIDF with its own specializedand highly
skilled staff, preferablywith a private-sectororientation;(b) mandating the
appointmentof FIDF as receiveras soon as BOT has determineda financial
institutionto be insolvent;(c) providingFIDF the authorityto examine
financialinstitutions,althoughin practiceit would normallydefer to the
authorityof BOT to conduct examinationsas the primary supervisor;(d) requiring BOT to routinelyinform FIDF of institutionsrated 4 or 5 on the CAMEL
rating and to share examinationreports of institutionsso rated; (e) requiring FIDF to elaborate its policiesfor restructuringor liquidatingfinancial institutions,using the principlesdiscussedabove as guiding factors;
and (f) amendingthe laws which may handicapthe transferof claims after
legal proceedingshave been instituted.so that FIDF can act more effectively
in the process of restructuringfinancialinstitutions.
50.
Deposit Insurance. The questionof formal vs the present informal
system of deposit protectionis currentlybeing debated in Thailand. The
primary concern of Thai authoritiesshould be with improvingthe institutional
arrangementsto deal with failingand failed institutions,as discussedabove.
If Thailandopts for a formal depositprotectionsystem, it should be introduced after the financialsystem reachesa high degree of stability,a level
the authoritiesmay judge it has already reached,given the continuingeconomic growth and rapid appreciationin the value of real as well as financial
assets. Formal or informal,a depositprotectionsystem should not seek to
protect every depositor;large depositorsare expectedto exercisedue care in
choosing the depositoryinstitution. Before adoptinga fontal system, it
would be importantto develop and reach a firm, explicitconsensuson the
limits on the size of depositorsto be protectedand the extent of protection.
If there were fears that despite such consensus,the limits might be swept
away by "exceptions"whenever an episode of distressoccurs, it would be
better not to introducea formal system. An informalsystem is inherently
more flexibleand generallybetter able to handle "exceptions."Also, despite
the theoreticalfeasibilityof differentiatingamong institutionsin terms of
the fee to be charged,it should be uniformlyand compulsorilyapplied to all
financialinstitutions;to do otherwisewould raise almost unsurmountable
problems and could even prove counterproductive.
IndustrialFinance Corporationof Thailand
51.
The IndustrialFinanceCorporationof Thailand (IFCT)was established
in 1960 with a mandate to support industrialization
by providing long-term
capital to the private sector. For statutoryand policy reasons,IFCT's operations have excludedmany sectors (e.g.,power and transportation),
and parastatal enterprises;until recentlyit had also not made medium term or working
capital loans, confiningits operationsstrictlyto long-termloans and
limited equity financing. This may have partly resultedfrom the domination
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of commercialbanks in IFCT's sharehol4ing,which amountedto 70a of the total
until 1975. Commercialbanks' shareholdinghas now declinedto 332 of the
total. The Governmentholding amounts to 24Z (152 directlyand 9Z through
Krung Thai Bank).
52.
The Special Status of IFCT. IFCT has never been regardedas a fully
private sector, commercially-oriented,
financialinstitution. It has always
been regardedas a quasi-stateenterpriseand is accorded specialstatust it
pays no corporateincome tax; it is exempted from payment of business taxes
and revenue stamps; its debt securitiesare eligibleas commercialbanks'
secondaryreserveassets; no withholdingtax is payable on interestfrom IFCT
bonds; it is exemptedfrom the limitationon shareholdingsin other companies;
and it is the only company outside the F&S company sector which may underwrite
securities. The Governmenthas guaranteedIFCT's foreignborrowingsfrom the
World Bank, the Asian DevelopmentBank, and from capitalmarkets; its debentures issued domecticallyare also guaranteedby the Government. The Government has an agreementto cover IFCT's foreign jxchangelosses,for a fee, but
interpretationof the agreementduring the la - decade has left IFCT with
significantlosses, as is explainedlater.
53.
The special status of IFCT carrieswith it some substantialcosts and
burdens. It lacks autonomyin making policy decisionswithout prior approval
of the Government. The Governmentalso appointsIFCT's Chairman,and must
approve its President,the chief executiveofficer. IFCT's charter,together
with other constraints,significantlylimits its ability to adapt to changed
economicand market conditions,and to respond to substantiallyincreased
competitionfrom commercialbanks and F&S companies. It is requiredto devote
significantstaff resourcesto financingsmall- and medium-scaleenterprises;
it is prohibitedfrom taking deposits;and it has restricteditself in the
spreads it may charge. Because it is supposedto focus on "developmental"
investmentsand has specialprivileges,it is, by corollary,not supposedto
be a profit maximizinginstitution. IFCT, therefore,absorbs considerable
costs from activitieswhich do not yleld a profit.
54.
More positively,however, in a financialsystem dominatedby a few
large influentialgroups, IFCT is one of the very few nongroup,independent,
professionallymanaged institutions. It has successfullyundertakenmany
pioneeringactivities,includingthe mutual fund businesswhich has raised
large amounts of domesticand foreigncapital.
55.
Operationsand FinancialRecord. Despite statutoryand self imposed
policy restrictionson the scope of its activities,IFCT's operationshave
grown at a brisk pace; its total assets have increasedat an average annual
rate of 27Z during 1960-88,and amountedto B 24 billion (aboutUS$940 million) at end-1988. It has always been profitable(exceptfor foreignexchange
losses since 1985) and has paid a dividend. In recent years, its margins have
declinedsignificantlyas it has relied substantiallymore on domesticborrowings than in the past, to reduce exposureto foreign exchangerisks. The
return on equity has declinedas a consequenceto about 112. It is conservaratio of about 6:1.
tively capitalized,with a total-debt-to-equity
56.
Foreign ExchanaeRisk Exposureand Losses. Due to IFTC's early
reluctanceto assume an open ended exchangerisk, the Governmentagreed to
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reimburseIFCT for realizedlosses (and to retain gains) over and above provisions made by IFCT. For its part, IFCT agreed to repay the amounts advanced
by the Governmentin reimbursementof the realizedlosses. The agreementwas
thus, strictlyspeaking,to provide liquidity-support
to IFCT to enable it to
make the repaymentson foreign d*'.tinstallmentsas they became due. IFCT was
to pay a substantialfee for this service.
57.
IFTC had no foreignexchange losses until 1985, but after 1986 when
the US dollar declined,losses increaseddramatically. In 1987 and 1988, the
losses amountedto B 705 million and B 885 million respectively. IFCT
expected the Governmentto reimburseit for these losses,but this did not
occur, because of a technicality. In 1972, when the IFCT Act was amended for
some other reasons,the article dealingwith foreignexchange losseswas also
amended: the phrase sany change in the par value of the bahz in relation to
any of the borrowed currencies"was substitutedfor the phrase "any change in
the valuation of the baht in relationto any of the currencies." Since the
baht has had no par value since 1978, when it was floated,Thai legal opinion
has held that the Governmentis not obliged to reimburselosses incurredby
IFCT after 1978.
58.
Although the dispute is still being negotiated,it is unlikely that
the Governmentwill reimburseIFCT fully. However,because of the strengthening of the US dollar and other steps IFCT has taken, the potentialloss on its
total outstandingforeignborrowingshas declinedsharply,from B 6.3 billion
at end-1987to B 3.4 billion in August 1989. Therefore,even assumingno
reimbursementfrom the Government,IFCT is likely to avoid insolvencybecause
its profitabilityand operationalcash flow supplementedby small sales of
assets and/or new borrowingsare expectedto be sufficientfor it to meet
foreign debt installmentsas they become due.
Future Role and Outlook. The key questionconcerningIFCT is its
59.
longer-termfutur. in an increasinglyliberalizedand competitivefinancial
system. IFCT is a relativelysmall institution,accountingfor about 1Z of
the total assets and outstandingcredit of the financialsystem; its share in
the financingof the manufacturingsector is higher but still small (about
3Z). Nevertheless,IFCT has a clear cut market niche, of providing long term
investmentcapital. With the size of its market expanding,IFCT's future from
this point of view appears assured. It should try to build on this strength.
60.
To make its future role r-,dorientationclear, the Governmentand
IFCT should explicitlydecide on a number of measures. As a strong signal of
allowing IFCT more autonomy,the governmentshould decide not to require its
approval for the appointmentas Presidentof IFCT of the person elected by its
Board. Other needed changes relate to IFCT's activities,discussedbelow;
these will have the effect of transformingIFCT essentiallyinto a broad based
finance company.
The *market'for IFCT may be divided into three segments:companies
61.
affiliatedwith family groups and controlledby large financialinstitutions,
independentcompaniesnot affiliatedwith bank groups, and state or quasistate enterprises. The second categoryof clients,the independents,is the
natural IFCT constituency;to ensure that it does not lose its market share in
this segment,IFCT should seek to offer a broad range of services,not just
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long term loans. But IFCT should not voluntarilyabandon the other two business segments. The state and quasi-stateenterprisesconstitutea sizeable
segment of the Thai economy and have huge investmentrequirements. Most are
well run and lending to them would representsafe and profitablebusiness.
IFCT should thereforeseek to remove the legal and policy restrictionon its
lending to state enterprisesin order to sub.tantiallyenlarge its market.
IFCT should also fight for business from companiesaffiliatedwith bank groups
on the basis of its comparativeadvantagein long term lending.
62.
IFCT should also seek to broaden the sectoralcoverageof its
activitiesand to remove existinglegal and policy restrictionson its involvement in many kinds of businessactivities. It should accept large time
deposits from the general public as well as from corporations(but not current
depositswhere it would be at a competitivedisadvantagewith commercialbanks
because of their branch networks). It should also issue large denomination
certificatesof deposit and promissorynotes. On the lending side, it should
offer a broad range of services,includingworking capital loans.
63.
IFCT should offer to give up its tax-exemptstatus and at the same
time discontinueactivitieswhich are clearly loss making. Should the Government wish IFCT to continuean activityon social equity grounds, IFCT should
offer to do so on behalf of the governmentonly on payment of a fee (including
a reasonableprofit margin) and on an off balance sheet basis.
64.
It is suggestedthat IFCT reduce its shareholdingby commercialbanks
but maintain a governmentshareholdingparticipationof up to 25Z to safeguard
IFCT status as an independentnon-groupdominatedfinancialinstitution. The
governmentcould also offer to guaranteeIFCT's borrowings,in domesticas
well as in internationalmarkets, for an appropriate,mutually negotiatedfee.
65.
Once a settlementhas been reached between IFCT and Governmenton the
foreign exchange risk agreementin respect of past foreign currencyborrowings, the agreementshould be terminated. In retrospect,the agreementmay
have proved more harmful than helpful (by giving IFCT a false sense of
security). In any case, better techniquesof managing foreignexchange risk
are now availableand IFCT itself has proved quite adept in using them.
66.
More researchand a legal opinionwill be needed to ascertainwhether
can be effectedby
the new course suggestedby the foregoingrecommendations
amendmentsto the existing IFCT Act. If not, it may be necessary to abrogate
the IFCT Act, and reincorporateIFCT as a financecompany to engage in broadbased activities. It should be possiblefor IFCT to grow from within to
become such an institution. This would be a phased, gradual approach. Alterwith an existingfinance company
natively,IFCT may consideracquiring/merging
to hasten the transformation.
The Bank for Agricultureand AgriculturalCooperatives
Agriculturaland Rural Credit. During the last decade, lendingby
67.
sector has increasedby about 21Z
commercialbanks to the rural/agricultural
per annum. Institutionalcredit, includingthat of BAAC now accountsfor
credit. The agriculturalcredit
about 85? of total rural/agricultural
clienteleis divided among the principal sourcesas follows: commercialbanks
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lend to better off, commerciallyoriented,borrowers in larger amounts (loan
size averagesB 106,000 per client);BAMC clients are typically small to
medium sized individualfarmers (averageloan size is B 14.000);and the
informalsector which is losing market share to institutionalsources,lends
still smalleramounts (about B 7,000 per client). By 1988, commercialbanks
provided572 of total credit to about 102 of all rural borrowers.BAMC about
262 to half of all rural borrowers,and the informallenders accountedfor the
remainingshare.
68.
The increasein agriculturalcredit since 1976 has been the result of
not only the dynamic growth of agricultureitself but also of the following
policies: (a) commercialbanks were subjectedto increasingmandatoryagricultural lending targets; (b) interestrates in commercialbank credit to
agriculturewere controlledat levels equivalentto the market rates for urban
borrowers,and far below informalmarket rates; (c) BAAC took advantageof its
mandate to substantiallyincreaseits lending,and its lending rates were
pegged at slightlybelow commercialbank rates (with subsidiesprovided to
ensure some profits);and (d) BOT expandedits rediscountfacilitiesdirected
towards agriculture.
69.
Although the above policieshave proved successfu.in enlargingthe
amount of agriculturalcredit available,they should now be reviewed in the
context of changingcircumstances. First, since primary agriculturalproduction will continueto decline in importancein its contributionto future
economic growth, credit should be made availablefor other rural commercial
ventures like marketing and agro-industries
as well as for the non-agricultural needs of the rural populace. Second,the costs of direct and indirect
subsidieswill become substantiallyhigher if nothing is done to contain them.
Particularlycriticalwill be the opportunitycost of mandated agricultural
lending in a fast industrializing
economy. Furthermore,as a higher proportion of the agriculturalpopulationbecomes commercialized,there is a danger
that conflictingcredit policies (e.g.governmentsubsidizedcredits to BAAC's
regular borrowers)will underminelending discipline. The trade-offswill be
particularlycriticalsince Governmentis embarkingon an overambitioussmallfarmer outreachprogram. Finally,BAAC has matured into a well- managed commercial entity,with comparativeadvantagein operatingin a specificcredit
market niche (rural areas and medium-smallscale farmers)and thus has a good
chance, if not forced to lend at subsidizedrates, of becoming independentof
governmentsubsidies.
70.
BMAC's Operations,Performanceand Condition. Since its inceptionin
1966, BAMC has performedwell its difficulttask of being an agricultural
developmentagency and a viable financialinstitutionat the same time. It
has concentrated,as mandated,on direct lending to small farmers;in 1988
disbursementson such loans accountedfor 87Z of its total disbursements. Its
disbursementsin the last 15 years have grown at about 16% annually. Shortterm loans account for 702 of BAAC's portfolio. In recent years, BAAC's longterm loans have grown rapidly,at the expense of medium-termloans. Most
short-termloans are unsecured;BAAC reliesmainly on the collectiveguarantee
of a farmers'group, a systemwhich has enabled it to expand its outreach
without jeopardizingcollectionefficiency.

- xviii

-

71.
MAC has always been profitable,albeit marginally,with a return on
equity averaging 7.22 during the last five years. Operatingcosts amountedto
3.8Z of assets in 1988. Consideringthe nature of its operationsand the fact
that it provides fully for doubtfuldebts and foreign exchangelosses, BAAC's
costs are reasonable. At end-1988,its total assets amountedto 8 40 billion,
with the loan portfolioaccountingfor 632; and the total debt to equity
ratios was 11.5. BAAC's total assets were financedby commercialbank deposits (36X), depositsfrom the public (292), foreignborrowings (18Z), BOT
loans (7Z), other borrowings(22) and its equity (82).
72.
Key Issues and Outlook. BAMC has a natural comparativeadvantagein
rural areas, which it should exploit to the fullest in the future. This would
require removing the restrictionsunder which it now operates. It sh'..ld
be
allowed to cater to all the financialneeds of farmers,includingthe provision of credit for non farming activities. Such an expansionin the scope of
BAAC's activitieswould benefit the farmers (who would be able to make BAAC
their one stop banker) and BAAC itself by reducingits per unit costs; it
could also increasecompetitivenessin the financialsystem. Once BAAC is
allowed to act essentiallyas a commercialbank it should be subject to the
same obligationsand have the same rights in relationto BOT as do commercial
banks.
The case for allowing BAMC to charge commercial rates of interest is
also strong. Most of its lendingis for profitable,commercialactivities;
its clients do not need to be subsidized. If BAAC were allowed to charge the
same interestrates as chargedby commercialbanks (implyinga 22 increasein
its present short-termrate), it would be possiblefor BAAC to phase out all
subsidiesand still be profitable.
73.

74.
The present policy of agriculturallending targets for commercial
banks has served only one unintendedpurpose: to provide resourcesto BAAC at
a cost to the banks. Once BMAC is allowed to compete fairly with commercial
banks it would be inequitableto require the banks to subsidizeBAAC. For
this reason and because such mandatedlendinghinders rationalresource
allocation,agriculturallending targets for the commercialbanks should be
phased out.
75.
In its future operationalplanning,BMAC should be realistic. Unfortunately, its current five-yearplan sets an unrealistictarget of reaching
145,000 new clients annuallyfor severalyears, compared to less than 100,000
reached annually in the last five years. Trying to achieve such a target
would seriouslyaffect the qualityof its portfolio;furthermore,the target
volumes of lending imply a resourcegap of B 22.3 billion during 1989-94.
Instead of emphasizingquantityand settingunrealisticallyhigh lending
targets,BAAC should improve the quality of its service. It should continue
to expand its outreach,but within prudent limits so that its institutional
strengthsare not compromised.
The Capital and Money Markets
76.
In relationto the overall financialsystem,only the stock market
componentof the capital market has reached a respectablesize; the money
market at the short end and the debt securitiesmarket (particularlythe
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market in private sector debt instruments)at the long end are both very
small. In the primary money and debt markets, the total amounts issued in
1988 were respectively,about B 20 billion (includingB 16 billion in commercial paper and B 2 billion in treasurybills) and B 25 billion (includingB 20
billion in governmentbonds and B 2 billion in state enterprisebonds). By
contrast,outstandingcredit extendedby banks and F&S companiesas of
December 31, 1988 amountedto B 1,116 billion.
77.
In recent years, treasurybills have been held principallyby BOT and
the ExchangeEqualizationFund, one of the entitiesempoweredto hold foreign
reserves. There is no active secondarymarket. The principalholder of
governmentbonds are the commercialbanks, to comply with primary and secondary reserve requirements. There is also no active secondarymarket in
governmentbonds; they are normallyheld by the commercialbanks to maturity.
The lack of active secondarymarkets in both short- and long-termgovernment
papers is because their supply is so small. In 1988, only B 2 billion of
treasurybills and B 20 billion of governmentbonds were issued,all taken up
by banks to meet reserve requirements. Given the government'ssurplusbudgetary position, the primary issues of treasurybills and bonds ire not expected
to increasein coming years.
78.
The equitiescomponentof the capitalmarket has grown rapidly over
the last four years. From the end of 1985 to mid-1989, the market capitalization of all stocks listed on the SecuritiesExchangeof Thailand(SET) has
increasedby more than seven times to B 367 billion. Still, the Thai market
ranks behind those in Taiwan, Korea, Inxia and Malaysia (not to mention Japan
and Singapore)among seven Asian markets'and ranked fourth if measured as a
percentageof respectiveGDP. Foreign holdingsamountedto 122 of all listed
shares and 23Z of total capitalizationas of the end of 1988.
79.
Constraintsand Problems. An active market in governmentbonds
normally precedesthe developmentof a market in corporatebonds because
individualcorporateissues are too small to develop an active secondary
market large enough to support the necessary institutionalinfrastructure.
Two factors are responsiblefor the lack of an active secondarymarket in
governmentbondss short supply relativeto demand for meeting reserve requirements (so that most bonds are bought and held to maturityby commercial
banks), and lower than market coupon rates. The recommendationmade in para.9
to eliminate the secondaryreserve requirementsand the bond portion of the
primary requirementis reiterated. Furthermorethe interestrate should be
allowed to rise to bring about a positiveyield curve. Once these recommendations have been implemented,an adequatesupply of .ondswould be freed for
trading and bonds would also become attractivefor iiivestment
purposes. A
well functioninggovernmentbond market would also be helpful to the authorities to sterilizeexcess liquidityif, in the medium to long term, Thailand
becomes a balance of payment surpluscountry,and avoid the kind of problem
faced by Korea. After the governmentbond market has developed,the stage
would be set to make a seriousattempt to develop a market in private sector
fixed-incomesecurities.
80.
That attempt should startwith a basic change in the law regulating
who may issue debentures. The Law on Limited Public Corporationsrestricts
the privilegeof issuing debenturesto public companies. The Thai Commercial
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Code on the other hand prohibitsprivate companiesissuing debentures. The
objectiveof both laws -waspresumablyto encouragecompanies 'to go public,"
and it was thought that the power of public companiesto issue debentures
would provide sufficientincentive. This has not been effective,and, in any
case, there is no reason in principle to restrictthe issuanceof debentures
to public corporations. Incentivesfor companiesto go public should take
other forms than restrictionson issuingdebt instruments,which have had the
unintendedeffect of perpetuatingthe strong hold of banks on credit business
and of denyingmost firms legitimateand perhaps less expensiveways of
raising capital.It is recommendedthat the Law on Limited Public Corporations
and the CommercialCode be changed to allow all companies(whetherpublic or
private) to issue debentures.
81.
Related to issuanceof debt instrumentsis the subjectof trusts. It
appears that Thai law makes trusts invalid. But since debt instrumentsare
commonlyissued under the provisionsof a trust agreementbetween the issuing
corporationand a trustee representingthe holders of the obligation,doubts
on the validityof trusts would have a negative impact on debt issues. While
there are legal techniqueswhich make it possible to issue debt securities
even in the absence of corporatetrustees,thesewould probablybe less practicable in the Thai context. It is recommended,therefore,that the Thai
authoritiesconsideramendingthe law to make the validityof trust agreements
clear beyond doubt.
82.
In many countriesan incentivefor companiesto go public and be
listed on the stock exchangeis the provisionof a lower tax rate for the
listed companies. In Thailand,too, the tax rate for listed companiesis 30X
against 352 for non-listedcompanies. In reality,many small owner-managed
companiesdo not pay taxes at the higher 352 rate; for them, a tax rate of 30X
on the presumablybetter audited results they would have to show as listed
companiesmay be a disincentive. It is suggestedthat the Governmentconsider
imposingan even lower tax rate, say 25?, for newly listed companiesfor a
limited period after listing,say five years. Such an inducementmay pr se to
be effectivebut without adverselyaffectingtotal tax receipts.
83.
The authoritiesmight also considera number of other measures to
encouragethe developmentof the capital market: (a) the listing process
should be modified to shortenthe time involvedand to centralizedecision
making functionsperformedby the Ministriesof Finance and Commerce and SET;
(b) SET's registrationrequirementsshould be revised to take into account the
developmentof new instrumentsand increasedmarket ac ivity; (c) the yield of
the 3.3? business tax and 1? stamp duty should be examinedin relationto the
possible stimulatingeffectsof eliminatingthem or at least merging them into
the overall corporatetax structure;(d) limitationsformulatedon insurance
companiesand other institutionalinvestorsshould be reviewedto remove unnecessary constraints(e.g.,the limit of 2? on holdings in each security,
making investmentat par only, etc.); (e) a rating agency should be set up,
preferablyas a joint venturewith, or at least initiallywith technical
assistancefrom, a reputableinternationalfirm; (f) trading in rights and
warrants should be allowed; (g) more companiesshould be allowed to enter the
mutual fund business; (h) the number of authorizedbrokers (32 at present)
should be substantiallyincreased;(i) tradingmethods on the floor of the
exchangeare in need of modernization;(j) stock splits should be allowed;
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(k) preferred shareholdersshould not be given the same voting rights as common shareholders:(1) the over-the-counter
market should be brought under the
supervisionof SET, perhaps as a Third Board or Third Tier market; and
(m) principlesand detailed safeguardsshould be developedto govern take over
and acquisitionactivitiesso that these may evolve in an orderly fashion.
84.
New FinancingMethods. Thailandhas reachedthe stage in its economic developmentwhere the needs of businesswould be better served by more
varied and sophisticatedmeans of financing. The Study recommendsthat an
adequate legal frameworkfor financialleasing,factoringaccountsreceivables, and trust receipt financingshould be developed.
ConcludingRemarks: An Agenda
85.
Preparinga Plan of Action. This Study has addresseda number of
specifictopics--theoverallmacroeconomicpolicy as it affects the financial
sector, commercialbanking, financeand securitiescompanies,two large
sector-specificfinancialinstitutions,and issues related to money and
capItalmarkets. Although the recommendations
made in this Study are wide
ranging and relate to diverse subjects,there are some common threads. The
underlyingobjectivesof the recommendations
are to create more competitive
financialmarkets,which are integratedrather than fragmentedand functionallyspecializedby law, offer more freedomof choice to providersas well
as users of capitalnot only in terms of institutionsbut also in terms of
instruments,and allow as much flexibilityand freedom of action (including
the ability to compete)to the institutionscomprisingthe system as is
prudent from the point of view of the system'soverall stability. Collectively, these recommendations,
when implemented,should result in the provisionof
better,more diversifiedfinancialintermediationservices,offered at lower
costs, thus furtheringthe overalleconomiedevelopmentof the country. The
financialsystem is also expectedto become more resilientto possible future
shocks as a result of improvedsupervisionand regulation,strengtheningof
banks' capital,greater transparency,and strengthenedarrangementsto deal
with troubled financialinstitutions.
The detailed recommendations
made in this Study cannot be implemented
86.
all at once, and it is suggestedthat the authoritiesassign priorityto the
followingfour areas. First, it is an anachronismthat interestrates, deposit as well as lending,are still controlledin an environmentas competitive and open as Thailand's. Interestrate ceilingshave led to a number of
distortions;they should be removedas soon as practicable. Second, in the
banking sector, there is an urgent need to augment banks' capital,bring about
transparencyin ownershipof subsidiariesand in transactions,and reduce
obstaclesto entry. Third, the arrangementsto deal with distressin the
system and with troubled financialinstitutionsneed considerable
strengthening. The treatmentin the past was ad hoc and the cost has been
high without final resolutionof the problems. Finally,there is a need to
develop a well functioningsecondarymarket in governmentbonds, for the
fillip this would give to the private securitiesmarket, as well as the
additionalinstrumentit would provide for monetarycontrol. Some of the
recommendationscan be implementedthroughadministrativeactions;others
would require changes in the laws.

THAILAND
FINANCIALSECTOR STUDY
I. INTRODUCTION
1.1
This Study of the Thai financialsystem has been undertakenwith the
endorsementand active cooperationof the Governmentof Thailandand particularlyof the central bank, the Bank of Thailand (BOT). Thailand'sfinancial system showed symptomsof seriousdistressduring early to mid-1980s
which have been ameliorated(thoughnot fully resolvedyet) by the strong
economicgrowth of recent years. The financeand securitiescompany segment
was particularlyhard hit, and their role in an increasinglyliberalized
financialsystem is being debated. Because of the rapid overall growth, questions have also been raised about the efficiencyof the financialintermediation process to raise and channel the needed savings into productiveinvestments. In this respect,the role of the capitalmarket, particularlyprivate
sector fixed income securitiesmarket and possiblenew financingmethods and
instruments,becomes crucial. The interestrate policy followedby the
authoritiesis also very importantfrom this point of view. In addition,
basic questionsof the future role in the financialsystem have also been
raised about two major sectorallyspecializedfinancialinstitutions: the
Bank for Agricultureand AgriculturalCooperatives(BAAC) and the Industrial
Finance Corporationof Thailand (IFCT). Given these concerns,the Bank and
senior governmentofficialsagreed that it was appropriateto undertakea
financialsector study at this time.
1.2
The report is organizedas follows. The chapter followingthis
introductionprovidesthe macroeconomicperspectivefor the financialsystem.
It is divided into two sections. The first sectionbriefly discussespolicies
towards the financialsector in Thailand from a macroeconomicperspective.
Given the importanceof interestrates in the developmentof financial
sectors,the second sectioncontainsa detaileddiscussionof the interest
rate policy and how BOT may improveits toolkit for the conduct of monetary
policy. It is followedby two chaptersdealingwith the two main segmentsof
the banking system: commercialbanks and securitiesand finance companies.
The focus is on the major problemsor issues and on how improvementsmay be
made; clear cut recommendations
have been made. The next two chaptersdeal
with two specificaspectswhich have generatedconsiderablediscussion: competition/concentration
in the financialsystem,and regulationand supervision
of banks and securitiesand finance companies (particularlyfocusingon how to
deal with failing and failed financialinstitutions). The specificproblems
of industrialand agriculturalcredit and more specificallyof BMAC and IFCT
are the subject of the followingtwo chapters. These are followedby the
chapter on capitalmarket which analyzesthe present state of the money, equities and fixed income securitiesmarkets. The emphasisof the chapter is on
identifyingconstraintsand problems; it also proposeshow three specific
methods of financing (financialleasing,factoringaccountsreceivablesand
trust receipt financing)may be made more feasiblein Thailand. An erecutive
summary is providedup front.
1.3
Most of the statisticaldata containedin this report and Volume II
(StatisticalAnnexes)was providedby BOT. However,BOT was understandably

constrainedfrom providing data on individualbanks and finance and securities
companiesbecause of the confidentialityconsideration. Data on these
institutionsconform to their publishedannual reports. Some of these annual
reports raised doubts about accuracyof data and full disclosure;analysisof
such data is thereforequalifiedto that extent. Data was also providedby
IFCT and BAAC. Most of the data are as of, or cumulativeto, December 31,
1988; later data have been added at places where considerednecessary.
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II. ECONOMICPERSPECTIVE AND INTEREST RATE POLICY
A.

MacroeconomicPersDective

Overviewof the Real Economy
2.1
Thailand,like all oil-importingcountries,sufferedfrom various
externalshocks in the decades followingthe first oil crisis in 1973. However, Thailandhas gone through those periods by employingconservativemacroeconomicpolicies. Maintenanceof financialprudence and keeping low domestic
inflationrates have been major policy objectives. There is coordination
between monetary and fiscal policies,which have been used to stimulate
growth, curb inflation,and reduce deficitsin the balance of payments. The
trading syscem in Thailand is relativelyopen, as is the capital account
despite the existenceof formal controlson capitalmovements. Nevertheless
domestic liquidityconditionsdo have a short-runimpact on interestrates so
that there is a continuingneed for monetary policy action to be consistent
with domesticand external stability. The governmenthas also followeda
responsiblefiscal policy so that budgetarydeficitswere restrainedand in
fact the budget has been in surplus for 1988 and 1989. Thus, Thailandhas
avoided the prolongedcrises that many other developingcountrieshave
suffered.
2.2
Thailandhas had one of the most rapidlygrowing economies in the
world for the last three years. After growth of 8.42 in 1987 and 11? in 1988
(Annex 1), growth of about 112 is estimatedfor 1989. The financialsector
has been in the forefrontof this growth,as value added in financialservices
shot up by 33.6Z in 1987 and 16.32 in 1988. This is partly due to the rapid
growth of sectors that use financialservicesintensively,such as construction--13.72growth in 1988--andreal estate transactions--26.8%
growth in
1988. This reflectsthe real estate boom that the economy has experienced,
especiallyin constructionof office and residentialcondominiums. Although
no hard figures are available,informalreports speak of a doublingof real
estate values in prime areas in 1989. The surgingThai stock market also
indicatesthat the valuationof physicalcapital has risen sharply. The
SecuritiesExchangeof Thailand (SET) index rose by 84? in the first nine
months of 1989, after rising by 36S in 1988. The impliedcapital gain on the
stock market alone for the first nine months of 1989 amounts to about 15Z of
GDP. Such a significantgain seems likely to be contributingto the boom in
private investment,increasingboth the expectedrate of return on investment
and the liquidityof corporationsand privatehouseholds.
2.3
The private investmentboom has been leadingGDP growth on the demand
side. Private investmentgrowth of 18.5? is estimatedfor 1989, after
previous year's surge of 23.4?. Private consumptionhas been lagging behind
the overall growth of the economy,while both governmentinvestmentand
consumptionhave been growingmore slowly or even falling,as explainti in
mcre detail below.
2.4
A noteworthyfeature of the economicexpansion is that it has taken
place with little accelerationof inflation. Even the signs of acceleration
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in the second half of 1989 seem to be reflectingmainly a relativeprice
shift. The average inflationfor 1989 is expectedto be 5.5?, up from 3.8S in
1988 (Annex 2). Items that are rapidly rising in price are either those whose
internationalprice has risen rapidly--riceand other food commodities--or
those that are nontraded and in booming sectors--construction
materials. As
standardanalysiswould predict,the demand expansionis putting some upward
pressureon the ratio of nontradedto traded goods' prices.
2.5
The main force of the expansionhas been felt in the widening
externaldeficit,as shown in Annex 3. Althoughprivate saving has risen, it
has lagged behind the extraordinaryrise of private investment,so that a
current account deficit (saving-investment)
of 3S of GDP appeared in 1988,
with a like figure expectedfor 1989. The public resourcebalance has played
the desired countercyclicalrole, with a resourcesurplusachieved in 1988 for
the first time since 1974.
2.6
Although externaldeficitswere significantin 1988-89,this was
followinga successfulexternaladjustmentwhere previouslymuch higher
externaldeficitswere eliminated. A rough calculationsuggeststhat a current account deficitof no more than 2.3Z of GDP would be requiredin 1990 to
keep the ratio of net external liabilitiesto GDP stable, assumingthat growth
remains at 102 in 1990. In the medium term, current account deficit of 1.62
of GDP would be requiredto keep the debt ratio stable, assumingthe long run
growth rate of 7X. As Annex 3 shows, the reductionin the public resource
deficit has been the most importantforce in restoringexternalbalance to the
economy. The current public surplus is desirableto restrainprivate demand
and to keep current account deficitwithin bounds.
2.7
Annex 4 shows the componentsunderlyingthe behaviorof public
deficits. After several years of high deficitsin 1981-85,a major fiscal
adjustmentwas achievedin 1986-89. Althoughthere was some decreasein
capital expenditure,the fiscal adjustmentwas mainly achievedthrough an
increasein revenue. The relativedecline of public investmentwas partly
unintentional,reflectingproject delays as shortagesof construction
materials and rapidly rising materials prices wreaked havoc on budget execution procedures. This problem is now being addressedby introducingan
adjustmentfor constructioncosts into project executionprocedures.
2.8
The revenue increasewas also partiallyendogenousto the expansion,
reflectingthe rapid rise in the taxes most sensitiveto economicactivity-tariffs on imports (242 increasein 1988-89),corporateincome tax receipts
(32Z increase),and businesstax receipts(35? increase). This suggeststhat
the achievementof the fiscal surplusnot merely be seen as the completionof
the adjustmentundertakensince the early 1980s, but also as reflectingbeneficial feedbackfrom the economicexpansionitself.
2.9
Although the fiscal adjustmenthas been very impressive,it has not
been sufficientto keep up with the rapid rise in private investment,so that
the external resourcegap has been large in 1988-89. It is expectedthat when
the fixed investmentcomes on stream, it will result in a higher value of
exports, therebyhelping to reduce the externalresourcegap. It remains
unclear at this point, however,whether the gap will be fully bridged. This

leads to the issue of the adequacyof financingfor domestic investmentover
the long tenm. This is discussedbelow after bringingout the extent of openness of the Thai financialsystem.
Opennessof the Financial System
2.10
In analyzingthe financingof public and private investmentby the
financialsystem, it is importantto analyze the degree of opennessof the
Thai economy to externalcapital flows. Theory predicts that an economy
perfectlyopen to capital flows and integratedwith the world capitalmarket
would display several importantcharacteristics.The domesticinterestrates
would not be affectedby private sector excess demand or fiscal deficitsbut
would be determinedsolely by internationalinterestrates (adjustedfor
expectedchanges in currencyvalues). Changes in the fiscal deficit or autonomous private demand would pass through into the current account deficit of
the balance of payments rather than increasingdomesticinterestrates.
2.11
Public borrowingin the domesticfinancialmarket would not crowd out
private investment;instead,there would be offsettingprivate borrowingin
externalmarkets. Similarly,credit expansionby the central bank would be
entirelyoffset by a loss of foreignexchange reserves,other things being
equal. Credit expansionby the entire financialsystem would be offset by a
decline in net foreignassets to the extent that it exceededthe expansionin
money demand. In such an economy, the level and composition of the financing
of the public deficitwould have no effect on private investment.l/
2.12
With perfect capitalmobility, fiscal policy would be effectivein
restrainingaggregatedemand to improvethe currentaccount.21
Monetary
policy would be ineffectiveeither to affect the current account deficitor
private investment,but would have a strong effect on the level of foreign
exchange reserves.
2.13
The Thai economy is relativelyopen to trade flows, as shown by the
large increasein the share of exports in GDP over the last two decades. An
analysisof trade policy across countriesin the World DevelopmentReport 1987
classifiedThailandas *outward-oriented."The capitalaccount in Thailand,
though, is not formallyopen. Movements of foreignexchangeand Thai currency
out of Thailandare regulatedcloselyby BOT. Residentsare not permittedto
buy foreign exchangeexcept for documentedpurposessuch as imports,travel,
etc. Foreign currencyaccountsare not permitted in the banking system except

1/

One caveat to this result must be mentioned. If the private sector
anticipatesthat excessivepublic sector deficitswill lead to a balance
of payments crisis, devaluation,and/or the rationingof externalcredits
sometime in the future, then deficitswill affect expectationsand thus
private investment.

21

There is the theoreticalpossibilitythat private saving could offset
changes in fiscal policy ("Ricardianequivalence"),but most empirical
tests have shown that this does not hold in either industrialor developing countries.
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for narrowlycircumscribedpurposes. Commercialbanks can move capital both
in and out, but individualbanks cannot have a net foreignexchangeposition
of more than US$ million or 20Z of its capital,whichever is smaller.3/ While
banks can use the forwardmarket to cover their positions,the market is
limited to commercialbanks and importers/exporters,
and then, too, esseatially for short terms.
2.14
Though this degree of capital controlsmakes the Thai capitalmarket
less than perfectlyopen, the economy neverthelessexhibitsmany of the
characteristicsof a high degree of openness. Figure 2.1 shows the behavior
of the public and current account deficits. In many periods,the two deficits
have not moved in tandem, indicatingthat there are many other short run
influenceson the current accountdeficits (e.g., terms of trade movements,
changes in ta:iffs,private sector demand shocks.etc.). However,as a long
term trend, there is a significantcorrelation,indicatinga high degree of
pass-throughof fiscal into externaldeficits.4/ Given the high degree of defacto opennessof the capital account,the authoritiesmay wish in the future
to considera gradual dismantlingof the formal restrictionsmentioned in the
previousparagraph. This would be consistentwith the increasinglinkageof
Bangkokwith internationalmoney and capitalmarkets.
2.15
Although these results suggest that the current account deficit is
probably affectedby fiscal deficits,it does not mean that a fiscal deficit
is the only cause of externaldeficits. Excess private demand can also lead
to current account deficits,as is the case for 1988-89.
2.16
Figure 2.2 shows the behaviorof the changes in BOT domesticcredit
and net foreign assets over 1971-89. Again a negativecorrelationis
displayed,which is suggestiveof a high degree of offset of reservechanges
to domestic credit expansion. This would suggest that monetarypolicy is
relativelyineffectivein influencingoutput or money demand. Furthermore,at
least since 1986, the cost of forwardcover has equalledthe difference
between foreign and domesticinterestrates, providingsome evidenceof
capitalmarket integration. However, it is not clear that the gap between
foreign and domestic rates has always mirrored exchangerate expectations.
There have been periodswhen baht interestrates were higher than could be
explainedby exchangerate expectations,notably in 1985. In the medium term,
however, the forces of capitalmobilitypush domesticinterestrates towards
foreign levels. This has been true even for the administratively
controlled
bank deposit rates as well as for money market rates.

3/

This was changed to US$6 million or 25Z of a bank's capital,whichever is
larger, in March 1990.

4/

A simple regressionof the current accountdeficit on the fiscal deficit
shows an R2 of .21 and a coefficientof .50 on the fiscal deficit
(significantat the 5Z level). While more analysisis needed to resolve
potentialproblems of simultaneityand omitted variables,this result is
suggestiveof the high degree of opennessof the economy. The regression
results are given in Annex 5.

- 7 -

Figure 2.1: Current Account & Public Sector Deficit
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Financingof Domestic Investment
With a high degree of openness,the relevantconcept for analyzing
2.17
the role of external financingis the ratio of total externalborrowingto
The ratio was fairly modest--lessthan lOX--over the 1970s,
total investment.
which helps to explain how Thailandavoided the debt crisis by which many
other middle-incomecountrieswere beset. Annex 6 shows that during the first
half of the 19809, the ratio increasedsignificantly,but then decreasedagain
in 1986-88 as the fiscal adjustmentimprovedthe externalsituation. Another
factor is the large share of direct foreignequity investmentin total
externalfinancing in 1988-89. The externaldebt ratio peaked in 1985 at
34.2? of GDP, then declinedto 26.52 by 1988. A long-runtendencytoward
excessivedependenceof investmenton externalfinancingis not apparent in
these numbers.
2.18
Annex 6 also shows the financingbreakdownof public and private
investment. As discussedearlier,this does not have much macroeconomic
significancein a highly open economy,but it is still of intereston institutional grounds. Public investmentconsistentlyhas a higher ratio of external
financingthan private investment,going as high as 87? in 1985. The role of
externalfinancingin private investmenthas never exceeded20?.
2.19
The achievementof a surplusby the governmentallowed a reductionin
its externalfinancingneeds. Since there continuedto be a small positive
amount of foreign borrowing,however, the surplus led to a sharp reductionin
domesticgovernmentdebt. The domesticdebt reducedmost sharplywas that
owed to the banking system, as was shown in Annex 4.
2.20
The sharp reductionin public borrowing from the banking system
allowed a rapid expansionof private credit, even though total domesticcredit
stayed roughly constantas a ratio to GDP (Annex 7). The ratio of public
domesticcredit to GDP peaked at 17Z in 1984, then declinedto 9.5? in 1988.
Private credit increasedto 57.3? of GDP in 1988 from 48? in 1984. Over 60?
of private investmentwas financedby domesticcredit during 1987-88. Since
total credit stayed roughly constantwhile therewas an increasein demand for
financialassets, as reflectedin a high ratio of H2 to GDP, there was an
increasein net foreign assets of the financialsystem.
Bank of ThailandCredit AllocationPolicies
A concern that the agriculturalsector might be discriminatedagainst
2.21
by the financialsystem led BOT to initiatepoliciesto direct credit towards
this sector. As shown in Annex 8, the ratio of bank credit receivedto
sectoralvalue added in 1988 was lower in agriculturethan in other sectors
except utilities. The BOT currentlyrequirescommercialbanks to lend 20? of
their previousyear's deposits to the agriculturalsector. Of this a maximu-i
of 6? of depositscan be lent to agribusinessconcerns. Any shortfallof the
lending from the target must be depositedby banks at BAAC at below-market
interestrates. As discussedin detail in Chapter VIII, the target for
lending has been revised several times and the commercialbanks have not
reached the target although the subtargetfor agribusinesslendinghas been
met or exceededevery year.

- 9-

2.22
The agriculturallending requirementdoes not appear to have a strong
economicjustification. The lower level of credit utilizationby the agricultural sector probably reflectstechnicaland institutionalcharacteristicsof
productionin that sector, and not necessarilya market failure on the part of
lenders. To the extent that it is enforced,the requirementto lend to
agriculture
may result In credit being directedaway from uses where it has
the highest rate of return. There are also other regulationsthat affect the
agricultural
sector.
In particular,the ceilingon lending rates may itself
be causing discrimination
against the agricultural
sector.
A move toward
greater efficiency
of credit allocation
across sectors would require the
eliminationof both the agriculturallending requirementand the ceiling
on
loan rates. These agriculturerelatedissues are discussed in detail in
ChapterVIII.
2.23
The other major effort of BOT to influencecredit allocationtakes
the form of refinancingof certain
kinds of bank lending at subsidizedrates,
such as promotion of exports,
small-scale
industry,
and agricultural
production.
The BOT will rediscountbills for these purposespresentedto it by
commercialbanks. The rate of intereston these rediscountsvaries between 32
and 52 dependingon the purpose of the loan.
Annex 9 shows the evolutionof
sluchdevelopmentcredits since 1982 in relationto total commercialbank
credit by sector. Only in the export sector have these been significant
relativeto total sectoralcredit. Total developmentcredits have not been
more than 92 of total com ercial bank lending since 1982; they would be even
lower as a share in total system wide lending.
2.24
Since the last quarter of 1988, there has been a sharp proportionate
decline in developmentcredits. This is the result of the policy announcedby
3OT in October 1988 that it would henceforthonly rediscount50 of the face
value of loans to preferentialborrowers,insteadof 802 as previously. The
impact of this measure was probablyfelt most stronglyin the export sector,
where the share of developmentcredits in the total was estimatedto have
declinedfrom 49S to 20Z. For the agriculturesector,however,despite the
reductionin the percentageof refinancing,the amount of loans increasedin
1989.
2.25
The reductionin directed"developmentcredits is desirable,since
it is not necessary for activitiesthat have a high enough rate of return to
be economicallyviable and not normally desirablefor nonviableactivities.
Developmentloans have a fiscal cost that is financedimplicitlythrough taxes
on other users of financialservices. Although these distortionsdo not
appear to have been large. their reductionis a wise policy move during a time
of good performancein the sectorsbeing favored.
2.26
The 3OT has a more informalpolicy instrumentin the *moral suasion"
that it exercisesto restrainexcessivecredit increasesto particularsectors. This has been used recentlyto try to dissuadebanks from excessive
lending for real estate speculation. It is difficultto evaluate the success
of this policy since it cannot be estimatedvhat bank lendingwould have been
in the abseni of "moral suasion*. The rapid growth despite officialdiscouragementof credit to real estate business (482 in 1988) might suggest that
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the effectivenessof the policy has been limited. However, the ratio of
credit to value added in this sector in 1988 was only moderatelyhigher than
in 1984 after an interveningdrop (see Annex 12), so it is possibleBOT did
play a role.
2.27
There are two other policy instrumentsthat should be mentioned: the
withholdingtax on interestpaid to non-residents,and the tax on interest
earned by depositors. Although they do not directly influencesectoralcredit
allocation,they affect portfoliodecisionsby the financialsystem and the
private sector and thus credit behavior in general.
2.28
The tax of 152 on interestincome is part of the overall income tax,
and thus serves the purpose of preventinglarge disparitiesin tax rates
between differenttypes of income. The governmentannouncedin August 1989
the exemptionof the tax on depositoraccountsof less than B 200,000 as a
measure to promote saving of 'small savers". While the objectiveof encouraging smail savers to save is understandable,it seems likely that all
deposit interest income earnerswill now be able to evade taxationthrough
splittingof accounts,a potential loss to the treasuryof as much as B 7 billion.5/ While the public sector is currentlyin surplus,it is not desirable
to provide a tax evasionmeasure at a time when passive public sector surpluses serve to restrainaggregatedemand. If all interestincome becomes de
facto exempt from taxes, it would worsen the regressiveimpact of the tax
system. In addition,attemptsto enforce the measure will entail needless
manpower costs for banks and the government. Even if the measure did not lead
to tax evasion, the creationof unequal rates for differenttypes of income is
a violation of sound and efficienttax policy.
2.29
The 102 withholdingtax on foreignborrowingis a measure to reduce
the disparity between the tax rates on interestincome receivedby foreigners
and by nationals. Given the de facto high degree of capitalmobility, changes
in the tax are one of the few means availablefor the authoritiesto affect
the domestic interestrate. However,an exemptionwas granted for foreign
borrowingof longer than three years maturityduring May-August,1989 (later
extended). The avowed purpose--topromote long-termfinance for the current
account--againis more worthy than the means chosen. The temporarychange in
policy led to revenue loss with probablylittle or no permanentchange in
private behavior, since the private sector may have rescheduledpreviously
planned borrowingsto fall within the period of exemption. Private capital
inflows grew spectacularlyduring 1989, but it seems likely they would have
done as well in the absence of an exemption. The loss in revenue again was
inadvisableon stabilizationgrounds,since the overheatingof the economy
called for the only effectivecountercyclicalinstrument--passive
fiscal
surpluses. Also, if the private sector does interpretthe exemptionas a more
lastingmeasure, it might worsen the overheatingof the economy by lowering
the effective domesticinterestrate and increasinginvestmentfurther.

S/

The estimated revenue from income tax on deposit income in FY1988-89.
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B. InterestRate Policy
The Main InterestRates and Recent Trends
2.30
What InterestRates are Important. Despite the recent surge in the
importanceof the equity markets in Thailand,the banking system still
dominates financialintermediation.Neither quoted equity nor marketabledebt
securitiesapproachesthe value of the assets of the banking system. Flow of
funds analysis also shows that most domesticloans borrowedby the private
sector are intermediatedthrough the banking system. The banking system is
funded in large part by depositsfrom the public and most of its assets are
held in the form of private credit. This dominationby banking of the
structureof flows define the main interestrates to be analyzed. They are
the interestrates on bank depositsand loans, on governmentbonds, on the
interbankmarket and in the repurchasemarket. These interestrates are
determined,at least in part, throughmarket forces.
2.31
Trends. Interestrates have moved quite considerablyover the years
in responseto market pressures. Followinga period of high nominal and real
interestrates during the late 1970s and early 1980s, monetary stabilitywas
restoredduring the first half of 1986 with money market rates falling as low
as 5.5Z. Since late 1987 there has been a general upward trend, with a surge
of rates during late 1988 and early 1989. Annex 10 shows the main interest
rates in effect in Thailandin recent years; some of the rates are also
plotted in Figures 2.3-2.6. Figure 2.3 plots the inter-bankand repo rates,
while Figure 2.4 displaysthe movementof baht and US dollar money market
rates over twelve years. Though there is evidenceof correlationin
Figure 2.4, it is clear that, up to 1986. baht rates have normallybeen higher
than US dollar rates. Monthly US dollar returns (annualized)on baht money
market investmentsare shown in Figure 2.5. The stabilityof the exchange
rate before 1984 is evident,as is the importanceof exchangerate fluctuations thereafter. As shown in Figure 2.6, despite the depreciationsof 1981
and 1984, baht investmentsshowed a cumulativegain to mid-1989.
2.32
Looking more closely at the past five years, the two interestrate
peaks in 1985 and 1986 are clearly evident in Figure 2.3, which also shows how
closely interbankand repurchasemarket rates move together. The two peaks
were not driven by internationalinterestrate movements,nor can they be
explainedby subsequentexchangerate movements. They correspondto a period
of tight monetary and credit policy.
InterestRate Ceilings
2.33
Both lendingand deposit rates of the commercialbanks and the
finance companieshave been subject to ceilings,though the ceiling on rates
for depositsof more than 12 months was removed in mid-1989. (Somemore
deposit rates were freed in March 1990.) Consideringthe low inflationrate
in Thailand--wellunder 52 p.a. until the second half of 1989--theinterest
ceilingshave always permittedpositivereal rates throughoutthe 1980s both
on th-te
deposit and on the lending side (see Figure 2.7).
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2.34
On the lending side, the ceiling for banks was lowered from 19Z to
17.5? in early 1983 only to be increasedagain for non-prioritysectors to 19?
one year later (the lower ceiling of 17.5? being maintainedfor loans to
priority sectors). In early 1986 the ceiling was lowered again in two steps
and unified at 152 where it stood until March 1990. A higher rate has applied
to finance companies (18.5Z until March 1990). In March 1990, the ceiling
rates were increasedby 1.5Z.
2.35
Before 1986, deposit rate ceilingsvaried by term. Looking at the
rates for depositsbetween 12 months and two years, the ceiling on rates
remainedat 132 until early 1986 when it was lowered,in two steps, to 9.5Z.
As mentioned,the ceiling was removed in mid-1989 for depositsof over oneyear's maturity. The ceiling on savings deposit rates is currently 7.5?.
Finance company promissorynotes are subject to an interestrate ceiling currently at 13.5?.
2.36
The degree to which these ceilingshave actuallybitten has varied
over the years. As for deposit rates, Figure 2.8 illustratesthat they have
tended to fluctuatewith money market rates: when the repurchaserate has
exceeded the ceiling deposit rate, for example,the one-yeardeposit rate has
been at or close to the ceiling. Deposit rates show less volatilitythan
money market rates: when money market rates fell to about 5? in 1987, the oneyear time deposit rate remainedat 7.25Z. When money market rates once more
approachedthe ceiling on deposit rates in late 1988, the ceiling again began
to bite. The authorities'responsewas to remove the ceiling on long-term
deposit rates in mid-1989: this has resultedin some banks increasingtheir
deposit rates by between one-halfand one percentagepoint over the old
ceiling. Shorter term time deposits remainedsubject to the ceiling until
March 1990 when they, too, were freed; only savings deposit rates now remain
subject to ceiling.
2.37
On the lending side, despite the fact that prime rates have been well
below lending rate ceilings (Figure2.9), lending rate ceilingsdo seem to
bite continuouslyto a greater or lesser extent. This is illustratedby
Figure 2.10 which shows the distributionby interestrate of bank loans in
1985-88. For each year the distributionhas two peaks: one at or about the
prime lending rate, the other at the ceiling. (It is noteworthythat little
lending occurred above the separatelending ceiling for priority sectors in
1985). Clearly, there would not have been such .. bunchingof loans made at
17.5? in 1985 or 152 in the other years had it not been for the fact that
these were preciselythe ceiling rates. Without ceilingsthe spread over
prime charged to many borrowerswould have been higher.
2.38
A further strikingpoint from Figure 2.10 is the widening of the gap
between the rates at which the two peaks in the distributionoccur after 1986.
This is reflectedin a widening intermediationmargin and increasedprofitability--at least of the larger banks--inthose years. It is likely that lending
rates to prime borrowersare not much influencedby the interestrate ceilings
because of their greater bargainingpower and alternativeborrowingpossibilities. The data suggeststhat a loweringof the ceilingswill have its impact
in the short-runon bank profits,and on some middle level borrowerswho will
have to pay a higher spread over prime. Theoreticalconsiderationssuggest
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that the higher risk borrowercould also be expectedto suffer from reduced
availability,and that in the long-runinterestrates for small depositors
would probably fall.
2.39
The conclusionmust be that lending rate ceilings,at the levels at
which they have been pitched in recent years, do distort the functioningof
the banking system. To improve the efficiencyof the system, it is recommended that the ceilingson lending rates are also removed as the constraints
on deposit rates are eliminated(a processnow well advanced).
Determinantsof Short-TermInterestRates
2.40
The Influenceof the Bank of Thailand. Determinationof bank
interestrates within the ceilingsis influencedby demand and supply conditions as expressed in the effectiveinterestrate for wholesale bank liquidity. Banks adjust their liquidityin the interbankmarket, in the repurchase
market for government bonds or through borrowing from foreign correspondents
in foreign exchange,which may in principle
be covered.
The BOT intervenes
only in the repurchasemarket and in the spot foreignexchangemarket (where
it fixes a buying and selling rate each morning)but not in the forward
foreignexchangemarket.
2.41
The BOT operatestne repurchasemarket in Thai governmentbonds as a
means of influencingliquidityin the banking system. The BOT acts as a
market maker in that all bids and offers are made to it each morning. It can
choose to satisfythe market in whole or in part, or to leave unsatisfiedbids
or offers. The sale and repurchaseagreementsare for term of 1,3, 15 or 30
days, with most activity concentratedat the shorterend. Any unsatisfiedor
emergent liquidityneeds or surplusescan be addressedby individualbanks in
the interbankmarket in the afternoon. The BOT does not intervenein the
interbank market.
2.42
In many countriesthe Treasurybill is the key money market instrument and its yield is taken as the pivot on which other rates depend. For
severalyears the quantityof Thai Treasurybills was substantial. Furthermore there was a regularauction of the bills. However,the improvedfiscal
situationhas resultedin the supply of Treasurybills effectivelydrying up.
There were no auctionsbetween Februaryand Septemberof 1989. Furthermore,
especiallyin recent years, the chief bidders for bills were public entities,
and the yield determinedat auction tended to be well below money market
rates. Treasurybill auctionsand rates are no longer influentialin setting
market rates.
2.43
Role of Foreign InterestRates. Some banks make quite heavy use of
borrowing from correspondentsabroad. Such borrowingis limited to a ceiling
per bank of B S billion or 202 of the bank's capital,whichever is smaller.
The exchange risk of borrowingin foreignexchangecould be covered by
individualbanks in the forwardmarket,which has become quite active at the
short end, though contractsbeyond six months maturitywould be rare. Even
though there is a limit on the banks' foreignborrowings,such borrowings
represent
an important source of funds.
The foreign interest
rate adjusted
for the cost of forward cover, therefore,constitutesan importantinfluence
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on the domestic rates. In the last few years, the governmentrepurchaserate
has been closely correlatedwith the foreign interestrate inclusiveof the
forward premium (see Figure 2.11); interestparity has normallyprevailed
during this period. However, in the mid-1980s,periods of stress were
associatedwith higher domestic interestrates than were reflectedin the
forward discount.
2.44
DomesticMonetary Conditions. Although the evidenceis not absolutely conclusive,the interestrates for bank liquidityappear not to have been
insensitiveto domesticmonetaryconditionsas they would be if capital mobility was perfect. Indeed, there has been a close correlationbetween the
repurchaserate in Bangkok and the amount of banks" net borrowingfrom abroad
and the amount of their borrowing from BOT. This suggeststhat capital does
not move with perfect smoothnessfrom foreign centers to meet any local
requirements. This would suggest in turn that monetarypolicy can influence
domestic lending interestrates and, through these, demand conditions. On the
other hand, it was not possibleto identifyany statisticallysignificant
domestic factors affectingdeposit rates after accountwas taken of the effect
of foreign interest
rates and the forwardpremium. The technicalnote given
as Annex 11 provides some econometricevidenceof the influenceof domestic
conditionson Thai (repurchase)interestrates, and the lack of such influence
on the deposit rates. This area deservesfurther study in order to help the
authoritiesplan their interventionson short-terminterestrates and monitor
their effectiveness.
2.45
However,because of the de facto high degree of opennessof the Thai
capital market, the impact of domesticconditionson Thai interestrates is
essentiallyshort-runin character. The econometricanalysisshows that the
tendencyafter severalmonths is for Thai rates to convergeto foreign rates
(as adjusted for the effects of anticipatedexchangerate movements). This
implies in particularthat any attempt to push domesticinterestrates below
foreign ones on a sustainedbasis would result in capital outflowsand become
ultimatelyunsustainable. The authoritieshave wisely refrainedfrom any such
attempt.
Targets and Instrumentsof Monetary Policy
2.46
Money-MarketInterestRates as Indicators. Although the monetary
policy is generally formulatedin terms of monetary and credit aggregates,it
is implementedby interveningto influencethe availabilityand cost of bank
liquidity. The attempt to achievetargets for the aggregateswhile monitoring
interest rates poses difficultquestionsof judgmenton an operationalbasis.
In particular,deviationsduring the progr&, year from the originallyexpected
path of externalvariablescan result in higher interestrates than expected.
The authoritiesrecognizethis by reviewingtheir targets for the monetary
base quarterly,and their interestrate policy monthly. It is importantfor
the authoritiesto keep their short-termoperatingproceduresunder review so
that they maintainan acceptedframeworkwithin which they can respondwith
confidenceto unexpecteddevelopmentswithin the course of the program. They
need both a preparedmethodologyfor analyzingmarket trends--sothat they can
quickly decide whether or not to lean against the wind--and a flexible
mechanism for effectingwhatever interventionsthey decide upon.

Figure 2.11: Thai Government Repurchase and Eurodollar Rates, 1984-1989
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2.47
For example,the experienceof the last few years is that BOT has not
fully accommodatedwithin year shifts in the demand for bank liquidity.
Towards the end of 1988 especially,though BOT was providingconsiderable
liquiditysupport, it was not enough to prevent interestrates from rising
quite sharply. Since BOT took action to increasebank liquidity,this episode
could be (and has been) consideredone of expansionarymonetarypolicy. But
since interest rate differentialswith abroad were allowed to rise, it could
be argued that the episode was one of monetary tightness. The authorities
need to be able to form their judgementsin such situationseven as they
unfold. The increasingexposureof the financialmarkets to fluctuationsin
externalflows will probablyincreasethe difficultyof making these assessments.
2.48
By paying greater attentionto interestrates, the authoritiesmight
also be in a position to smooth out seasonalfluctuationsin liquidityconditions. A fully effective interestrate policy would have succeededin
eliminatingany systematicseasonalfluctuationsor predictabletransitory
movements in interestrates. However there is some evidencefrom analysisof
the past five years that some systematicseasonalpatternsmay remain. It is
recommendedthat the authoritiesshould intensifyresearchefforts to enable
them to improve their forecastingof the factors that influencebank liquidity
conditionsso that transitoryand seasonal influencescan be smoothedout, and
so that unplannedconditionsof monetaryease or tightnesscan be recognized
for what they are and dealt with accordingly.
2.49
Reserve Reauirements. A number of reserve or liquidityrequirements,
some of them overlapping,apply to banks and finance companies. The basic
reserve requirementis to hold an amount equivalentto 72 of total depositsin
the form of depositswith BOT (at least 2Z), holdingsof eligible (government)
securities(from 2.52 to 52), and vault cash (up to 2.52). Finance companies
are also subject to a 7X requirement,though the compositionis different:
0.52 in depositswith BOT, 12 in depositsor call loans at commercialbanks
and 5.52 in the form of governmentsecuritiesor securitiesguaranteedby the
government.
2.50
To be eligible for the award of new branch licenses,banks must
satisfya separateratio, namely 162 of depositsto be investedin eligible
securities (includinggovernmentand state enterpriseand IFCT bonds).
Securitiescounted towards the basic reserve requirementmay also be counted
here. This branching requirementhas recentlybeen relaxed to allow banks to
sell up to 42 of the total 162 on the repurchasemarket.
2.51
In addition,accordingto the "local lending requirement*,each bank
branch establishedoutside Bangkok since 1975 must lend at least three-fifths
of its deposit resourceslocally,i.e. in its own or adjacentprovinces.
Failure to make such loans gives rise to a compulsoryinterest-freedepositat
BOT in the amount of the shortfall,or alternativelyto the holding of governmant bonds in the amount of 4.5 times the shortfall. In mid-1989 the shortfall (apart from waivers granted)was B 1.6 billion or about 0.172 of total
bank deposits,of which B 1.5 billionwas depositedwith BOT.
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2.52
There is also a BO guidelinethat banks should hold at least the
equivalentof 20a of depositsin liquid assets. This would automaticallybe
satisfiedby the combinationof the basic reserve and the full 162 branching
reserve.
2.53
Since cash reservesperformno useful role as a safety net in a
modern banking system, these requirements--apart
from the local lending
requirement,which is comparativelysAall--shouldbe seen as primarilythe
fulcrum on which monetarypolicy is levered and secondlyas a form of assured
and fairly inexpensivefinance for the government. This fiscal role of the
requirementsis discussedin para. 3.34 in the context of the impact of fiscal
impositionson intermediationcosts. From the monetarypolicy point of view,
a single ratio should be sufficientto control the evolutionof domestic
credit. The basic reserve requirementis the instrumentmost attuned to such
a purpose. The other requirementsshould,therefore,be phased out. As a
further simplification,the governmentbonds portion of the primary requirement should also be eliminated. Indeed, so long as governmentbonds are held
in an amount far greater than the requirement,that portion of the basic
reserve requirementis redundant. By phasing out the requirementto hold
governmentbonds as part of various reserve requirements,the authorities
would also help develop a transparentand active secondarymarket In government bonds.
2.54
The fact that finance companiesare permittedto satisfy almost all
of their reserve requirementthrough holdingsof governmentbonds and bank
depositscould prove to be a serious loopholein a period of mo.etary
restraint,as banks could refer depositorsto associatedfinance companies
where the requiredreserveswere less onerous for the group to satisfy. Since
finance company promissorynotes are essentiallyequivalentto savings
depositsat banks, the requirementsshould be made equivalent. The "level
playing field, argumentused in the context of the discussionof roles of
banks and finance companies (see para. 4.35, would also require that finance
companies'promissorynotes should be subjectto the same reserve requirements
as are imposed on banks' savingsdeposits.
2.55
The branching requirementshould be removedin a phased manner with
attentionto the transitionalsteps, to avoid any inflationaryimpact of the
change. The basic principle should be to increasethe yield on government
bonds to the point where they are held voluntarily. If at that stage the
banks are still the main holders,then the removalof the requirementwill
clearly have no immediateimpact on the volume of bank lending. Even if the
process of bringing the rate up to market leaves a greater volume in the hands
of the non-bank public still, as a 'irst approximation,this should have
little or no effect on internalbalance. The tax status of intereston the
governmentbonds in the hands of the banks, togetherwith the banks' own tax
situationwill clearly influencethe rate at which the bonds would be held
voluntarilyby the banks. There will be no substitutefor a gradual process
of feeling the water in order to find and convergeon the necessary rate.
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Mechanismsof Intervention
2.56
Consideringthe steadilyincreasingsophisticationof the Thai
banking system, the instrumentsused by BOT for influencingliquidityconditions seem somewhatinflexible. The main instrumentis interventionin the
repurchasemarket. In 1987-88,BOT also issued its own bonds to the banks in
order to mop up liquidity. The banks may also access the loan window of BO3
for last resort facilities,but this use is limited in durationand generally
at a penal rate.
2.S7
The repurchasemarket is conductedas a daily auctionwhere, by convention, the participantsgenerallymake bids or offers only at a single
interest rate. By netting the bids and offers, BOT arrives at the net
deficiencyor surplus in the market, which it can choose to satisfy or leave
uncovered. The BOT has no mechanism for taking the initiativein signalling
its intentionsfor the directionof the interestrate except by failingto
satisfy the net demand. Thus if interestrates are, in the view of BOT, too
low, then it will leave an unsatisfieddemand for liquidityat the end of the
morning repurchase market fixing,
leaving it to the deficitbanks to make up
their deficit
in the interbank market or eventually
at the loan window.
Considering
that it will not be easy for the banking system as a whole to
generate additional
liquidity
within the day, the likelihood
is that substantial deficits
in the repurchase market will result
in the loan window being
used that day.
In the case where BOT wishes to see interestrates lower, it
will arrange that the repurchasemarket is left with unsatisfiedoffers of
liquidity. Once again this will push the banks into the interbankmarket.
That market should experience
a falling
of rates,
but it may well be that
banks will end the day with excess holdings of cash.
2.58
Under the existingarrangements,it seems that 3OT may not have an
easy way to take the initiativein influencingthe trend of interestrates,
especiallyif it wishes to see interestrates increase. For example,the
recent strengthof inward capitalmovementshas created the need for morb
vigorous action to sterilizethe impact on domesticliquidity. The issue of
BOT bonds has been employedfor this purpose,but this has been seen as an
exceptionalmeasure, and Ithebonds had relativelyshort maturities. The BOT
should considerse.e of shorter-termbills or the occasionaluse of aggressive
bidding for depos$:s--either
on an overnightbasis or at term--fromthe banks
as supplementaryflexible
means of allowing it to influencerates in an upward
directionwhen that is needed. Any such deposit taking arrangementshould
not, however, become an open ended and permanent repositoryfor surplusbank
funds.
The BOT bills would have the added advantage of being negotiable
in
the secondary market at a time when the diminished supply of government paper
is probably impeding the development of the money market.
2.59
The BO3 might also consider
intervening
in the forward foreign
exchange market; this could perform severaluseful purposes. First, at times
when the covered interest
parity condition
fails to hold, BOT could step in to
correct the market imperfectionsby buying forward foreignexchange. On the
whole, outrightsale of forward foreign exchangeinvolvesmore risk than
benefitsespeciallyat times of lack of confidencein local currency. If the
currencyhas in fact depreclatedby the time the forwardcontractmatures, the
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effect will be an undesired expansionin bank liquidity. A second use cf
forward foreign exchangeinterventioncould be in the form of a swap transaction whereby BOT could acquire foreign exchangeunder a swap or repurchase
agreementand thereby influencedomesticliquidityconditions--andlower
interestrates--withoutrequiringthe banks to have holdingsof government
bonds as at present. However, the adverse experienceof other central banks
in supportingthe forward foreignexchangemarket at unrealisticrates is a
reason for exercisinggreat caution in this area.
Lon2-Term InterestRates
2.60
For reasons discussedin Chapter IX, the long-termbond market is not
well developedin Thailand. Promotionof this market will clearly be an
objectiveof the authorities. For the time being the main instrumentsare
likely to continueto be governmentbonds with some state enterprisebonds.
Thereforethe authorities'decisionsas to issue price and buy-backprocedures
will continueto be of some importancein establishinginterestrate conditions at long maturities.
2.61
The governmentissues bonds at two maturities. The so-called'loan
bonds', are issued with a five-yearmaturityand are aimed especiallyat the
household saver. The "investmentbonds", used by institutionalinvestors
includingthe banking system, carry a slightly(25 basis points)higher coupon
and have a maturity of ten years. At present the policy has been to set the
interestrate on governmentbonds a fractionabove the ceiling rate on term
deposits.6/ Pricing of long-termbonds by referenceto current short-term
rates is not an altogethersatisfactoryapproach. Ideally the long-termrates
would be determinedin a competitivemarket. Pending the emergenceof an
active market among professionalfund managers in medium and long-termpaper,
the authoritiesshould seek to ensure that rates approximateto those which
would emerge in such a market. In particularthis implies that they take a
view on the equilibriumslope of the yield curve in Thailandin establishing
the interestrate on new issues. Consideringthe interestrisk involved,a
reasonablerule of thumb might be that long-termpaper should yield lz-2Z more
than money market instrumentsin normal times. In times of monetary
restraint,it would be reasonableto toleratean invertedyield curve.
Actually the policy adopted over the last severalyears has not deviatedtoo
far from what would be implied by this prescription,except that the long
yields were still pitched a little low on average.
2.62
While the ten year bonds can be used by financialinstitutionsin the
repurchasemarket, the five-yearbonds effectivelycarry a buy-backclause,
whereby the authoritiesstand ready to buy the bond back at par. This results
in massive redemptionof bonds at the time of new issues when coupons are
rising, and passes all of the interestrate risk to government. It seems that
there should be a larger gap between the coupon on such a bond with buy-back
at par and that on bonds that can only be sold at market value.

6/

After the removalof the ceiling in mid-1989, the rates fell below the
highest deposit rates.
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C. Resiliencyof the FinancialSector and Susceptibilityto
EconomicSlowdown
Although Thailandhas experienceduninterruptedgrowth for over two
2.63
decades,there have been two intervalsof relativelyslower progress in the
past decade. GDP growth averagedonly 5Z during 1978-82,and only 42 in 198486. No single cause can be adduced for these slower periods; some of the
causes were external,includingthe adverse terms of trade which hit the value
of agriculturalexports in some years, and the loss of competitiveness
resultingfrom the strengthof the US dollar to which the baht was linked. An
importantcontributingfactor was the restrictivefiscal policy which succeeded, after 1985, in reducingand eventuallyeliminatingthe budget deficit.
Monetarypolicy was also restrictivein late 1984. The growth recessionof
1985-86 particularlyaffectedthe usual pro-cyclicalsectors such as housing,
while the volume of importsactually fell in 1985. With exports rebounding
from their 1983 trough, helped by the local currencydepreciationof late
1984, the balance of payments turned around,moving from a deficit of over 7?
of GNP in 1983 to a small surplus in 1986.
2.64
Although the banking sector was not uninfluencedby the slower
economicgrowth of the early and mid-1980s,it would be a mistake to see the
difficultiesexperiencedby the financialsector in those periods as being
primarilycaused by cyclicaleconomicfluctuations. As already foreshadowed
in a speech by the Governorof BOT in 1981, the main problemsof the Thai
banking sector had more to do with managementfailuresallowinga concentration of lending in interrelatedenterprisesand excessivegrowth of
expenses.
2.65
Even though a recessionis consideredless llkely than sustained
growth over the next few years, it is worth consideringhow well the financial
sector might cope, and in particularwhether the kind of banking crisis of the
early 1980s might be avoided. The experienceof the last decade has taught
Thai bankers some lessonswhich will help reduce their future vulnerability.
They are probably less prone than in the past to make credit decisionsbased
heavily on collateral. After the difficultiesof the earlier recession,all
banks are now seeing the value of collateral,which seemed so depreciatedonly
a few years ago, jump to levels that make the prospectsof loan recoverymuch
better than they were. It is true that almost one-quarterof commercialbank
loans go to real estate, construction,or financialservicescompaniesand
that these sectors are considerablymore volatilethan the economy as a whole.
Thus banking is vulnerableto downturnsin these sectors. Recognizingthis,
BOT has acted to discourageexcessivelending to propertydevelopment,lest
the banks should become too exposed to anotherpossible fall in collateral
values.
Bank profitabilityover the past few years has improvedsharply,
2.66
through the rapid expansion in the balance sheet size has meant that reported
capital adequacyratios have not strengthenedby much between 1985 and 1988.
An audit of the conditionof the banks' portfoliodid not form part of this
Study, and thereforeno view can be taken of the robustnessof reported
capital. However, this much can be said with confidence: the average
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portfolioquality (after provisions)has improved. This would imply that the
banks are better placed than before to weather a downturn.
If the banking sector is alreadybetter placed than before to weather
2.67
made in this Study should further increaseits
a downturn,the recommendations
resiliency. Strengthenedcapital base of the banks (ChapterIII), rationalized, integratedinstitutionalstructure,and transparencyin transactionsand
ownershipof subsidiaries(ChapterIV), policiesto strengthencompetitionin
the system (ChapterV), improvedsupervisionand regulation,and strengthened
arrangementto deal with financialdistressin the system if and when there is
a shock (ChapterVI), should all help to increasethe resiliencyof the system
in dealingwith future shocks.
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ITI. COMMERCTALBANKING IN THAILAND
A. Overviewof the FinancialSystem
Componentsof the FinancialSystem
3.1
The formal financialintermediationsystem in Thailandconsistsof
the central bank (Bank of Thailand,BOT); the banking system comprisingcommercial banks, financeand securitiescompanies,credit foncier companiesand
a governmentsavingsbank; private and governmentinsurancecompanies;and a
number of sectorallyand functionallyspecializedfinancialinstitutions. The
total assets of the financialsystem amountedto B 1,934 billion (US$77.5
billion equivalent)as of the end of 1988. There is also a stock exchange
which has been very vibrant in the last couple of years; market capitalization
of listed equitiesamountedto B 367.3 billion as of the end of 1988,
increasingto B 659.5 billion by the end of 1989.
3.2
The comercial banking sector dominatesthe financialsystem. Its
relative share has graduallybut steadilyincreased,from 512 of the total
financial system assets in 1970 to 59? in 1988. There has been a corresponding gradual and steady decline in BOT's share, from 362 of the total
systemwide assets in 1970 to less than 162 in 1988. The relativeshare of
the central bank in the country'sfinancialsystem assets is significantly
lower (and the banking sector'sshare higher) in Thailandthan is typical in
developingcountries,and representsthe successof commercialbanks in mobilizing and intermediatingfunds. Within the banking sector,
domestic private
commercialbanks dominate. The non-bank financialintermediarieshave gained
a little in terms of relativeshare but still remain, as a group, a small part
of the financialsystem - as of the end of 1988, they accountedfor 8.4? of
total system wide assets. Within this group, the 12 insurancecompaniestogether accounted for 1.62 of total systemwide assets, and no single specialized
financialinstitutionaccountedfor more than 22 share as of the end of 1988.
The componentsof the Thai financial
system are given in Annex 12.
Develonmentand Depth of the Financial

System

3.3
Since 1970, the assets of the financialsystem have grown at a compounded annual rate of 192. The lowest growth rate was recordedduring the
1980-85 period when it was 162 annually,and actuallybecame negative in 1986
(-5Z). But the growth has reboundedstronglysince then, with rates of 30S
and 252 in 1987 and 1988 respectively;there are indicationsthat the growth
rate remainedhigh in 1989.
3.4
Thailand'sfinancialsystem is also very deep. As Annex 7 shows, the
ratio of broad money to GDP in 1989 was 65.42, a figure exceededonly by a

- 26 -

handful of developingcountries.7/ Much of this monetizationhas taken place
relativelyrecentlyas shown in Figure 3.1. As recentlyas 1981, the ratio of
money to GDP vas only 38.5?. The rapid monetizationtook place because an
increasinglylarge share of private saving (net of depreciation)was channeled
into accumulationof financialassets. Annex 7 shows how in 1984-88,802 of
saving was in the form of broad money. This contrastswith an average of 40t
in the 19709 and 602 in 1980-83. This increased "financialization"
of saving
seems to be taking place both in responseto high real interestrates (see
para. 2.33) and increasedconfidencein the economy as a result of the successful macroeconomicadjustment. The rapid monetizationitself must have
contributedto the adjustment(as well as preventinga more seriouscrisis
earlier in the 1980s) by lesseningthe adverse impact of any given fiscal
deficit on internationalreserves. The high monetizationratio in 1987-89
also suggeststhat the financialsector is keeping up with the booming
economy.
3.5
The monetizationof the economyhas led to a complementaryrise in
credit. As shown in Annex 8 and discussedin detail later in this Chapter,
this increasein financialintermediationhas been well distributedacross
sectors. All of the sectors identifiedexcept for utilitiesshow an appreciable increasein the ratio of total credit outstandingto value added over
1981-88. The distributionof credit across sectors continuesto differ from
their sectoralahares in GDP. In particular,the agriculturalsector received
far less credit relativeto value added than the other sectors. This is
normal, and at least partly reflectsstructuralor technicalcharacteristics
of the sector.
3.6
Although the financialsystem has grown rapidly and is also deep, it
is not very well developedin certain other respects. It does not offer a
wide choice of instrumentsto the users and providersof funds; the private
debt securitiesmarket is particularlyunderdeveloped. The money market is
also inactive. Certain methods of financingcommonlyused in other countries
are not widely availableto Thai users of capital,e.g., financialleasing,
accounts receivablefactoringand trust receipt financingfor non-import
sectors. As discussedin paras. 2.33-2.39,lendingand deposit rates are
still controlled. Freedom of entry and exit in the banking sector also does
not exist. Most banks and major finance and securitycompaniesare still
family controlled,and truly independentand professionallymanaged financial
institutionsare very few.

7/

The World DevelopmentReport 1989 lists only eight low and middle income
countries (out of 73) with a higher ratio of broad money to GDP in 1987-China, Yemen PDR, Yemen Arab Republic,Egypt, Jordan,Malaysia, Portugal,
and Greece. Even some of these countrieshave price controlsand goods
rationingthat artificiallyinflatesthe money to GDP ratio (the "money
overhang'). Thailand'smonetizationratio even compares favorablywith
that of high income countries--their
median ratio of broad money to GDP
in 1987 was 64.8?, comparedto Thailand's64.9?.

- 27 -

Figure 3.1: Ratio of M2 to GDP,1960-1988
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B. The Present Banking Scene
HistoricalPerspective
3.7
Commercialbanking in Thailandhas a long history. The Hongkong&
ShanghaiBanking Corp. opened its branch in 1888, followedby StandardChartered Bank in 1894 and Banque Indosuezin 1897. These internationalbanks
followedtheir clients along trade routes and were originallysub-branchesof
Hong Rong or Saigon (Ho Chi Minh City) offices. At the turn of the century,
banking in Thailandwas controlledby internationalinstitutions. The first
domesticbank, The Siam Comercial Bank Ltd., was formed in 1906 by the Crown.
As has been the general practice in most countries,special interestgroups
led the establishment
of domestic banks:
The Thai Military
Bank was
established
by the armed forces in 1957, Krung Thai Bank by the government in
1966, and the rest by individualfamily groups between 1933 and 1960. Each
bank focussedon providing financialsupport to the owning group's commercial
and industrialactivities. While in other countriesthe ties between the
group owned bank and other group enterpriseshave loosenedover time as the
bank's ownershiphas been diluted by new stock issuance,in Thailandthe
originalownershipgroups continueto maintaintight control over their
institutions. Regulatoryrestrictionsthat provide the domesticbanks with
competitiveadvantagesover foreign banks (discussedin paras. 3.50-3.51)and
the preferenceof the leading industrialand trade groups to use their own
institutionshave assured the dominanceof domesticbanks over the foreign
banks.
3.*8
The legal and regulatory
framework within which the banks operate has
evolved in response to changes in the financial
system.
Two sets of changes
are noteworthy. First, in the 19709, several laws and regulationswere
changed to discourageconcentrationsof economicpower by requiringdispersion
of ownershipand markets through restrictionson shareholdings,allowable
businessactivitiesand lendingconcentrations.Unfortunately,the unintended
result of these changes has been the creationof a complex and opaque structure of cross ownershipwhich has essentiallydefeatedthe attainmentof the
intendedobjectives. The second and more successfulchange has been a shift
in the primary focus of supervision
and regulation
from concern with compliance with laws to the assessmentof financialconditionand solvency. Both
aspects are dealt with in detail
in the relevantparts of the report (see
paras. 4.36 to 4.46 and 6.7).
Ranking of Banks and Market Shares
3.9
Commercialbanks representthe single largestcomponentof the Thai
financialsector. Measured in terms of assets, commercialbanks as a group
now account for 592 of the total assets of the entire financialsr 'em as of
the end of 1988; this relativeshare has increasedfrom 51Z in 19;
Within
the banking segment of the financialsystem,commercialbanks now account for
about 78Z of the total segment assets. The B 1,147 billion in coamercial
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banking assets are held by 15 domestic banks 8J with 2.061 domestic and 30
overseas offices, and 16 branches of 14 foreign banks. These banks are ranked
in Table 3.1.

Table 3.1:

RANKING OF THAI COMMERCIAL BANKS. DECEMBER 31, 1988
(Billion baht)

Domestic Banks

Total
Assets

Bangkok Bank Ltd.
Krung Thai Bank Ltd.
Thai Farmers Bank Ltd.
The Siam Comercial Bank Ltd.
Bank of Ayudhya Ltd.
The Thai Military Bank Ltd.
First Bangkok City Bank Ltd.
The Siam City Bank Ltd.
Bangkok Metropolitan Bank Ltd.
The Bangkok Bank of Commerce Ltd.
The Bank of Asia Ltd.
The Union Bank of Bangkok Ltd.
The Thai Danu Bank Ltd.
Nakornthon Bank Ltd.
The Laem Thong Bank Ltd.

350.8
176.4
156.4
103.3
70.2
69.6
47.6
46.6
44.7
38.2
32.4
19.4
14.2
11.0
5.5

Total assets

Source:

Foreign Banks

The Bank of Tokyo
The Mitsui Bank Ltd.
Citibank NA
Deutsche Bank (Asia)
The Chase Manhattan Bank NA
Banque Indosuez
Hongkong & Shanghai Banking Corp.
Bank of America NT&SA
Standard Chartered Bank
United Malayan Banking Corp. Ltd.
Bharat Overseas Bank Ltd.
Security Pacific Asian Bank
Internat'l Commercial Bank of China
Four Seas Communications Bank Ltd.

1,186.0

Bangkok Bank Ltd.

3.10
Evolution of Market Share. Relative market shares remain generally
quite stable. The changes in market share occuring in Thailand between 1986
and 1988 are however, significant, with the three largest banks losing market
share to the smaller banks (Table 3.2). Such movements can be indicative of a
highly competitive market, uneven management strength, the relative growth
rates of related industrial and trading groups, or significant corrections to
the book value of loans to troubled clients.

81

The Sayam Bank has effectively merged into the Krung Thai Bank and is not
considered to be a separate entity although it continues to exist as a
corporate shell.

Total
Assets

10.8
10.5
6.1
5.0
4.5
3.6
3.2
3.0
2.8
1.7
1.1
0.9
0.7
0.5

54.5

-

30 -

Table 3.2: EVOLUTIONOF MARKET SHARE, 1986-88
(As percentageof Total Loans and Advances)
Bank

1986

1e87

1988

Change

Bangkok Bank Ltd.
33.3
Krung Thai Bank Ltd.
10.9
Thai Farmers Bank Ltd.
13.0
Siam CommercialBank Ltd.
8.2
Bank of Ayudhya Ltd.
4.7
The Thai Military Bank Ltd.
4.9
First Bangkok City Bank Ltd. 2.8
The Siam City Bank Ltd.
3.3
BangkokMetropolitanBank
4.0
The Bangkok Bank of Commerce 3.6
The Bank of Asia Ltd.
1.9
The Union Bank of Bangkok Ltd. 1.6
The Thai Danu Bank Ltd.
1.1
NakornthonBank Ltd.
0.7
The Laem Thong Bank Ltd.
0.5
Sayam Bank Ltd.
1.7

31.9
12.5
12.7
8.0
5.6
5.2
3.6
3.2
3.7
3.3
2.3
1.6
1.1
0.7
0.5
-

30.1
12.2
12.4
11.1
6.1
5.4
3.7
3.7
3.6
3.0
2.6
1.5
1.2
0.9
0.4
-

-3.2
-0.4 *
-0.6
+2.9
+1.4
+0.5
+0.9
+0.4
-0.4
-0.6
+0.7
-0.1
+0.1
+0.2
-0.1
-

4.1

4.9

Foreign Banks
*

3.7

+1.2

Includingimpact of absorptionof Sayam Bank Ltd.

Sources Based on Bangkok Bank Ltd. data.
In Thailand,all four factorsare present. However, regardlessof the cause
of these changes,the fact that smaller institutionscan increasetheir market
share at the expense of the larger institutionsis indicativeof a competitive
market. The subjectof concentration/competition
in the financialsystem is
discussed in detail in ChapterV.
C. Performanceof DomesticBanks
Peer GrouRini
3.11
For analyticalpurposes,domesticcommercialbanks may be divided
into four peer groups by market share, but separatingthe government-owned
Krung Thai Bank. This is shown in Table 3.3.
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Table 3.3: CLASSIFICATIONOF THAI BANKS INTO PEER GROUPS
December31, 1988
Return on
Equity
Assets
2
Peer Group 1
Bangkok Bank Ltd.
Thai Farmers Bank Ltd.
The Siam CommercialBank Ltd.
Bank of Ayudhya Ltd.
The Thai Military Bank Ltd.
Peer Group 2
Krung Thai Bank Ltd.
Peer Groun 3
The Siam City Bank Ltd.
First Bangkok City Bank Ltd.
Bangkok MetropolitanBank Ltd.
The Bangkok Bank of CommerceLtd.
The Bank of Asia Ltd.
Peer Groun 4
The Union Bank of BangkokLtd.
The Thai Danu Bank Ltd.
NakornthonBank Ltd.
The Laem Thong Bank Ltd.
All Banks

Loan Market
Share

11.19
10.75
14.64
17.49
10.34
12.15

0.57
0.71
0.78
1.21
0.60
0.69

31.3
13.0
8.5
6.4
5.8
65.0

2.20

0.08

13.0

4.37
7.86
5.94
4.73
16.33
7.58

0.26
0.65
0.32
0.22
1.00
0.46

4.0
3.9
3.9
3.2
2.8
17.8

8.54
11.55
14.12
-48.28
-5.62

0.52
0.83
0.67
-8.92
-0.42

1.6
1.3
0.9
0.4
4.2

9.25

0.51

100.0

Source: PublishedFinancialStatements.
3.12
Peer Group 1 (PGI)comprisesthe five non-governmentbanks with
market shares of more than 52 each. PG2 consistsof a single bank, the Krung
Thai Bank, which as a governmentowned institutionis a class by itself--it
has the special privilegeof being the depositoryinstitutionfor government
agenciesbut also carries the specialburden of undertakingfinancialrestructuring projectsat the government'sinvitation. The PG3 includesthe five
medium sized institutionsthat each have market shares between 2.52 and 52,
while PG4 includesthe smallerbanks with market share of less than 2.52 each.
Annexes 13-33 provide detailedfinancialanalysesof all commercialbanks
combined,each peer group, and each individualdomesticbank, based on published financialdata.

_ 32 -

OgerationalPerformance
3.13
OneratinaEfficiencv. On a consolidatedbasis, the overall efficiency of Thai baoks has been steady to slightly mproving for the last three
years. Table 3.4 analysesthe relative
operatingefficiencyfor 1988 using
the ratio of each major expense categoryto total assets.
Table 3.4s OPERATINGEXPENSESOF THE ThAI BANKS
As Percentages
of Average Total Assets, 1988

Staff
Peer Group 1
Bangkok Bank
Thai Parmers
Siam Comercial
Ayudhya
Thai Military
Peer Group 2
Krung Thai
Peer Group 3
Siam City
First Bangkok City
BangkokMetro.
Bank of Commerce
Bank of Asia
Peer Groun 4
Union Bank
Thai Danu
Nakornthon
Laem Thong
All Banks

Occupancy Equipment

1.04
1.00
0.97
0.85
1.07
1.01

0.12
0.18
0.17
0.12
0.04
0.14

0.20
0.38
0.31
0.28

0.93

Taxes &
Other
License
Operating

Total

0.26

0.27
0.29
0.25
0.33
O.SO
0.24
0.28

0.33
0.56
0.44
0.37
0.44
0.41

1.97
2.40
2.14
1.95
2.19
2.10

0.13

0.26

0.24

0.43

1.99

0.91
0.54
0.96
1.13
0.88
0.88

0.08
0.09
0.23
0.18
0.37
0.18

0.18
0.12
0.18
0.21
0.20
0.17

0.23
0.26
0.27
0.25
0.26
0.25

0.30
0.23
0.35
0.56
0.40
0.36

1.71
1.24
1.98
2.33
2.11
1.84

1.38
1.08
0.97

0.29
0.19
0.36

0.30
0.30
0.3S

2.69
2.37
2.25

0.31

0.39
0.47
0.32
Q.45
0.40

0.27

0.40

2.05

1.15

0.26

0.32
0.34
0.26
0.1
.22
0.30

0.98

0.15

0.25

0.89

0.34

2.02
2.43

Sources PublishedFinancialStatements.
The ratio of total operatingexpenses (excludingloan loss provisions)to
average total assets ranged from a low of 1.241 to a high of 2.69Z. Since
this ratio excludes loan loss provision,it representsthe basic measure of
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efficiency. Too low a ratio can indicatean expansionof assets beyond the
level normally supportableby the resourcesallocated,which could be expected
to lead to a loss of quality control over the risk managementprocess and a
subsequentincreasein troubledloans. Too high a number indicatesa lack of
cost control (and possiblyweak accountingand managementinformation)in the
case of a large bank, or specializationon fee based serviceand loans to
smaller borrowers at higher margins,as is likely to be the case with the PG4
banks.
Clearly,
while low operating expenses are a major contributor
to the
Bank of Ayudhya's high return on assets, this relationshipdoes not hold for
most of the banks, since interestdifferentialincome and loan loss provisions
also play an importantpart.
3.14
InterestDifferentialIncome. Annex 34 takes a somewhatsimplistic
look at the interestdifferentialincome of the banks, by developingthe
spread between the average interestrate paid on funding liabilitiesand the
average interestrate earned on all interestearning assets.91 Interestingly,
PG2 and PG3 banks, which had the most erratic and generally lowest operating
expense per total assets, also have the most erratic and generallylowest
interestdifferentialmargin.101 ParticularlyP03 banks' spread is distorted
by BOT supportprogram (see para. 3.24), indicatingthat the underlying
earningscapacityof these middle level institutionsmay in fact be lower by
some 27 basis points than the stated figure for the group.
3.15
The differences
by peer group shown in Annex 34 are not new.
Table 3.5 shows the evolutionfrom 1986-1988of the vpread by peer group.
'hile
each group other than PG3 shows steady recovery from the depressed
levels of 1986, PG3 actuallyshowed a decline in 1988, indicativeof sustained
weakness in the core earningscapacityof this group.

91

This ignores the impact of non-interestsources (suchas equity) and uses
of funds.

101 The spread for Laem Thong Bank is distortedby the existenceat the
beginning of the year of significant
non-performing
loans in the portfolio.
While these were provisionedfor in 1988, and thus taken out of
net earning assets, their presenceat the beginningof the year raises
the average loans outstanding,thus loweringthe net interestearned.
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Table 3.5:

EVOLUTION
OF INTEREST DIFFERENTIALMARGINSBY PEER GROUP
1986-1988
1986
2

1987

1988

X

X

Peer Group 1
Peer Group 2
Peer Group 3
Peer Group 4

2.86
2.27
0.46 /a
2.41

3.30
2.41
2.24
2.79

3.62
2.72
2.21
3.25

All Banks

2.36

2.97

3.23

La

Due to the Siam City Bank, which had a margin of -3.96 in 1986.

Source: Publishedfinancialstatements.

Liquidity
3.16
Table 3.6 shows the banks' liquidityas measured by loan to deposit
ratios at year-end 1987 and 1988. The table also shows growth in the banks'
loans and equity in 1988 over 1987. A comparisonof changes in liquidityon
one hand and growth in loans and equity on the other shows that it is those
banks which had a higher rate of growth in loans and equity that also had a
higher loan to deposit ratios in 1988 than in 1987 (the Thai Danu Bank is an
exception). Balance sheets of the affectedbanks show that the increasein
loan to deposit ratioswas caused by a much higher rate of increasein loans
than in deposits.
3.17
In a soundlymanaged institutionthe loan to deposit ratio tends to
be fairly stable,with significantmovementsmore likely to be attributableto
changes in the general market. Significantchanges in this ratio that are not
consistentwith movementswithin the entire industryare thus likely to signal
changes in managementphilosophy,extraordinarycircumstancesor lack of effective asset and liabilitymanagement.
3.18
Of the PG1 banks, Bangkok Bank's loan volume decreasedrelativeto
deposits,some of which was accountedfor by new provisionsof 1.62 of end1987 net loans, which reducednew loans correspondingly.Bank of Ayudhya
shows a 5.1X growth in the loans to deposit ratio during 1988 to a relatively
high 104.8Z,althoughthis was not significantlyout of line with this bank's
historicallevels. The remainingPG1 banks show a healthy level under 902,
but loan growth rates that exceed equity growth, indicateweakening financial
resilience.
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Table 3.6: LIQUIDITYAND GROWTH OF THE THAI COMMERCIALBANXS
1987-1988
Loans To Deposits
1987
1988
I
I
Peer Group 1
Bangkok Bank Ltd.
Thai Farmers Bank Ltd.
The Siam CommercialBank Ltd.
Bank of Ayudhya Ltd.
The Thai MilitaryBank Ltd.

Growth during 1988 In
Loans
Equity
I
I

105.7
84.0
79.4
99.7
86.9
94.6

100.9
88.8
88.3
104.8
88.9
95.7

16.3
20.9
24.2
32.8
28.3
20.7

20.8
3.6
8.3
43.0
2.7
15.0

79.0

77.4

20.1

26.7

Peer Groun 3
The Siam City Bank Ltd.
91.0
First Bangkok City Bank Ltd.
106.2
Bangkok MetropolitanBank Ltd.
102.3
The Bangkok Bank of CommerceLtd. 83.1
The Bank of Asia Ltd.
100.9
96.0

105.3
115.4
105.6
87.4
114.6
104.8

40.6
27.6
18.1
16.2
38.0
27.2

66.0
30.0
16.9
3.6
44.2
31.6

90.0
88.8
81.1
108.4
89.7

92.9
99.9
93.1
97.6
95.4

20.0
43.0
48.2
3.0
29.7

17.0
3.4
57.2
-38.9
-1.4

92.2

94.2

22.1

18.2

Peer Group 2
Krung Thai Bank Ltd.

Peer Group 4
The Union Bank of Bangkok Ltd.
The Thai Danu Bank Ltd.
NakornthonBank Ltd.
The Laem Thong Bank Ltd.
All Banks

Source: Publishedfinancialstatements.

3.19
PG2--KrungThai Bank--continuesto show the effects of its role as
depositoryinstitutionfor governmentinstitutions.As shown in Annex 34, the
Krung Thai Bank paid its depositorsa lower average rate than that paid by
other banks, and achieveda return on risk assets better than only two of its
competitors,in part because of its extensivefunding of the money market.
Use of the Krung Thai Bank as depositoryinstitutionmay not be in the best
financialinterestsof parastatalenterprises.
3.20
Within PG3, Siam City Bank, First Bangkok City Bank, Bank of Asia and
to a lesser extent Bangkok MetropolitanBank all show substantialincreasesin

-

36 -

the loan to deposit ratio. Loan to deposit ratios in excess of lOO1are
troubling,particularlyfor institutionsthat have significantearnings
problems. The Bangkok Bank of Commercehas shown much sounder loan to deposit
ratios,modest growth, and inadequatecapital formationmore characteristicof
some of PGl banks.
3.21
The PG4 banks show substantialvariation. The Union Bank of Bangkok
shows controlledgrowth. The Thai Danu Bank shows excessive
loan growth and
decliningequity in real terms, since the equity growth rate was below the
inflationrate. The NakornthonBank also shows excessiveloan growth but has
been able to expand its equity base. The Laem Thong Bank remainswell
capitalizeddespite the substantialloan loss provisionstaken during 1988
that prevent rationalfurtheranalysis.
3.22
While two years do not form a trend (1986 data shows a number of
distortionsdue to the then prevailingeconomicdifficulties),and it is reasonableto assume that sound managementswill respond to changes in their
institution'sperformance,repetitionof the movementsseen during 1988 would
result in improvementonly in Bangkok Bank. The "trend" in all remaining
banks was negative for 1988, leading to impairedliquidity,weakened capital
adequacyor both.
D. PortfolioQuality
AssessinaPortfolioProblems
3.23
While the financialstatementsprovidedby the Thai banks are remarkably informativecomparedto those in other developingcountries,little data
is includedon the conditionof the banks' loan portfolios,other than relatively frequencaudit qualificationsto the effect that agreementhad been
reachedwith BOT to defer provisionsthat would normallybe required. There
is, however,an indirectway to gauge the presenceand extent of non-performing loans. The 3.32 gross receiptstax is based on interest(and fees)
actuallyreceivedin cash rather than on accruals. Therefore,if the gross
receiptstax expense is lower than what would be indicatedby the interest
(and fees) revenue shown, it would indicatethat some of that revenuewas not
actuallyreceivedin cash, thus indicatingthe presenceof non performing
loans.ll/ Table 3.7 shows the developmentof these tax paymentsover time.
r'egative
amountswould indicaterecoveriesof past due interestfrom earlier
periods. As would be expectedfrom the evolutionof the economicenvironment,
1986 shows a general upsurge in 'missing'tax payments,reflectiveof an
increasein non-performingassets. This deteriorationcontinuesin 1987, but
is reversedin 1988--consistent
with the improvedfinancialconditionof

Il/ This analysis is indicativeonly, since the effect of receiptsfrom loans
booked in foreign branchesthat are not subject to the tax is ignored,
other taxes may be included,and gross receiptstax may be paid on overdraft interestthat is debited to the borrower'saccount, even though the
client has lost the capacityto pay. However,the trend lines should
reflect changes in portfolioquality.

-
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borrowersIn an improvingeconomy. If the basic argumentis correct, the data
for 1989 should show a substantial
further
improvement.
Table 3.7s SUORTPALLSL_ IN GROSSURCZIPTS TAX PAYMENTS,1980,
(in percentages)

Peer Group 1
Bangkok Bank Ltd.
Thai Farmers Bank Ltd.
The Siam Commercial Bank Ltd.
Bank of Ayudhya Ltd.
The Thai Military
Bank Ltd.
Peer Group 2
Krung Thai Bank Ltd.
Peer Grouo 3
The Siam City Bank Ltd.
First Bangkok City Bank Ltd.
BangkokMetropolitanBank Ltd.
The Bangkok Bank of Comerce Ltd.
The Bank of Asia Ltd.
Peer Groun 4
The Union Bank of BangkokLtd.
The Thai Danu Bank Ltd.
NIakornthon Bank Ltd.
The Laem Thong Bank Ltd.
All Banks
la

From the levels
statements.

indicated

1985-1988

1980

1985

1986

1987

1988

3
24
29
1S
10

14
19
31
-9
9
15

27
20
26
8
6
22

25
20
38
1S
9
23

22
14
31
3
12
19

21

-6

6

22

15

16
17
20
24
32
21

-5
-22
11
9
22
2

11
-17
14
11
12
7

-3
-1
25
12
23
10

19
12
11
11
13
13

22
24
39
27

5
10
5
23
8

8
13
1
-13
1

10
15
7
-16
9

9
14
5
-29
6

14

7

11

20

17

by interest

(and fees)

figures

shown in income

Sources Calculatedfrom publishedfinancialstatements.
3.24
The BOT Sunort. The SOT has provideda significant
amount of financial assistance
to Thai banks in the form of long term soft loans that are
secured by treasury
instruments.
These soft loans are reflected
in the banks'
published financial
statements
as long term loans, and typically
bear very low
interest
rates.
While some of these long term loans may be independent of
supportprograms (particularlySiam CommercialBank, where the amount seems

- 38 -

too small to be worth the effort),it is estimatedthat OT had provided some
B 17 billion in such supportprograms.121 If account is taken of this
support,the return on assets (ROA) figuresneed to be adjusted;the adjusted
figures are shown in Table 3.8. These figures should be interpretedas
indicativeonly because, as stated earlier in the paragraph,some long-term
loans may not representsoft loans.
Table 3.8. IMPACT OF BOT SOFT LOAN SUPPORT,1988
(millionbahtj
Peer Group

Peer Group 1
Bangkok Bank Ltd.
The Siam CommercialBank Ltd.
The Thai MilitaryBank Ltd.
Peer Group 2
Krung Thai Bank Ltd.
Peer Groun 3
The Siam CityBank Ltd.
First Bangkok City Bank Ltd.
The Bank of Asia Ltd.
Seven Bank Total
la
lb

Impact of
5.62 Spread la

Revised
ROA*

5,962
323
1.366
7,651

334
18
76
428

0.46z
0.762
0.48Z

1,482

83

0.03?

Average 1988
Term Loans

3,500
3,300
1.500
8,300
17,433

196 lb
185 lb
84
465

-0.22?
1.612
0.702

976

Assumingthe soft loans carry interestat an average rate of 22 and the
treasurybill rate averaged7.6? during 1988.
Are not paying income taxes, so no tax offset.

4 ons.
Source: Staff calculat

The adjusted return on assets figures for Bangkok Bank Ltd., Siam
3.25
City Bank Ltd., First BangkokCity Bank Ltd. and Bank of Asia Ltd. still
remain distortedby delayed recognitionof loan loss provisionsunder agreements with BOT. Although the publishedfinancialstatementsdo not reveal any

12/ This figure differs from the estimatedamount of BOT soft loans shown in
Table 6.1 on page 99. The probableexplanationis that banks' published
annual reports do not accuratelyidentifyall BOT soft loans. Also any
BOT soft loans to Sayam Bank are not includedin the B 17 billion figure
stated in para. 3.24.
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soft loans to BangkokMetropolitanBank Ltd. or Bangkok Bank of Commerce
(PG3), financialstatementsof both these banks are also qualifiedwith
respect to the adequacyof loan loss provisions. Thus the two largest
banks and at least six other banks are in sufficientfinancialdifficultyto
warrant support arrangements. These eight institutionsrepresented68Z of the
assets of the domesticcommercialbanking system as of December 31, 1988. The
Laem Thong Bank is left out of this adjustmentprocess since it is now well
capitalizedand may have already taken adequateprovisionsto accuratelystate
its financialcondition.
3.26
Size clearly plays a rolet institutionsthat exceed a total asset
thresholdof some B 25 billion and that continueto rely heavily on family
managementhave difficultycompetingwith professionallymanaged institutions
above that thresholdor with limited service (and thus more manageable)smaller institutions. Some of the medium sized institutionsare unlikelyto
achieve the adequateeconomiesof scale and professionalmanagementneeded to
competewith the more efficientbanks, leadingto pressure for further consolidationwithin the banking system. Ideally,this should lead to a pooling
of resourcesthroughmergers betweenmedium sized institutionsto form larger
institutionsthat can effectivelycompete. Unfortunately,such mergers are
difficultbecause of the tight family controlsover prospectivemerger candidateswhere neither side wishes to lose the control and confidentiality,
as
would be necessary in a merger. If successful,however,the results of such
mergers of necessity,in which groups lose their controllinginterests,could
lead to the emergenceof truly independentprivatebanks that would take the
Thai financialsystem to the next level of development. The BOT may need to
assume the role of marriagebroker to achieve this objective,and should have
the tools availableto apply both the stick and the carrot to achieve such
mergers. The alternativeof outrightfailure of small and medium sized banks
or takeoverof failing institutionsby the largestbanks would increaseconcentrationin the industry,and will not be desirable. However,as has been
shown by experience,bail-outsthat preservethe identityof the failed
institutionand attempt to resuscitateit are expensiveand rarely successful,
since the institutionthat is burdenedwith non-performingassets or incompetent managementcannot compete effectivelyin the market.
PortfolioDiversification
3.27
Annex 35 shows the evolutionof the Thai banking system'sloans by
economicsector,131in absoluteamounts as well as in percentages,over time.
It shows a remarkabledegree of stability,with some clearly defined underlying trends. Particularlysignificantis the steady increasein the financing of manufacturingfrom a low of 18.42 in 1980 to 25.9? in 1988, while
wholesaleand retail financinghas returnedto historicallevels after an
increaseof some 42 between 1975 and 1986. This reflectsfocus on the financing of the most economicallyproductiveactivities. Both import and export
finance have declinedsubstantiallyin relativeterms, indicatinggreater

13/

While this data is for all banks, the internationalbarks forn a sufficiently small segment of the bankin- system that thcLr inclusionhas no
material impact on the applicabilityof this data to t1 e Thai banks.
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independenceof the domesticeconomy from internationaltrade. A possible
cause for concern is the growth in real estate financewhich increasedby
B 31.9 billion or 153S in just two years. However, as a percentageof total
portfolio,the share of real estate increasedfrom 3.8? in 1986 to 6.1S in
1988. The BOT is well aware of possible speculativeexcesses in this area and
is closelymonitoringthe banks' real estate financingactivities.
E. CaRital Adeauacv
Nominal and Actual Canital AdequacyRatios
3.28
The shortageof equity capital has been voiced as a serious
problem by Thai bankers. In this regard,Thailand is not unique. The
adequacyof capital is a problem for banks in many other countries. In the
U.S., the problem for many banks became serious in recent years because the
huge write downs of developingcountries'debt reduced the banks' capital
base. In Thailand,the reason the banks face capital inadequacyproblems is
to some extent far more positives rather than the massive write-offsseen in
other countries,in Thailandthe recent explosivegrowth of the economy and
its need for banking services has outpaced the growth of banking equity needed
to maintainthe capital adequacyratio. Inevitably
the banks are asking for a
loweringof the 82 capital adequacyratio in effect since April BE 2505
(1962). However,any loweringof the 8! capital adequacyratio would run
counter to the generallyacceptedinternationaltrend towards increasingcapital adequacy requirements,
and is not recommended.
3.29
The bankers complainthat the capital adequacyrequirementis
hampering the growth of banking.
This should more accurately
be interpreted
to mean that the requirement
to maintain a minimum capital
adequacy ratio is
serving one of its principalobjectives,namely to act as a check on unrestrainedgrowth,obviatingthe need for direct credit controls. Unfortunately, this restraintis not operatingas effectivelyas it should. While the
statutorycapital adequacyrequirementis nominally8S of risk assets, certain
categories
of (high) risk assets,
such as loans to preferential
sectors,
are
excluded from the calculationbase definedby BOT. As a result,actual
capital adequacy is significantlylower than the nominal requirementas shown
in Table 3.9.
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Table 3.9s COMMERCIALBANK CAPITAL ADEQUACYRATIOS, 1980-88

All banks - equity to
normal risk assets
All risk assets
Total assets
All RA & Contingent
liabilities*

1980

1985

1986

1987

1988

7.4
6.6
5.4

7.0
6.2
5.2

6.8
5.8
4.8

7.8
6.7
5.8

7.4
6.4
5.6

5.4

5.2

4.8

5.4

5.2

* Incompletedata.

Sources Banks' published financialstatements.
3.30
In Table 3.9, the ratios shown on the last line make a further
refinementin that the denominatorincludesnot only all risk assets (defined
as all loans and advancesplus investmentsother than in treasuryinstruments)
but also (incomplete)contingentliabilitiessomewhatakin to the level that
might be achievedthrough a risk weightingprocess. Based on informationcontained in publishedfinancialstatements,this is more indicativeof the
figure that would be derived from a rigorousapplicationof the Basle Agreement on capital adequacy. These ratios indicatea shortfallof some 2.8Z
against the requiredlevel of capital.14/
Increasingthe Core Calital
3.31
Given the above analysis,it is a matter of some urgency to
strengthenthe banks, capital if banks are to continueto support the
expanding economy while maintaining
sound balance sheet structures. Measures
need to be taken to increasethe attractivenessof (or reduce the disincentives to) investingin banks' capital stock and to encouragebanks to retain a
larger portion of their profits in the business. Two entirelydifferent
approachesare being suggested. Under the first approach,the initiativehas
to come from the banks themselves. It should be reflectedin the pricing of
new issues of capital. Understandably,the controllingowner-groupswould
wish to peg the price of new issues at a levelwhich would not result in any
dilutionof their holdings. Experiencehas shown, however, that most new
issues have to be priced lower to be successful. The controllingownex-groups
must assign priorityto strengtheningof capital base, and accept dilutionof

14/ This calculationassumes that equity as reportedis not overstateddue to
insufficientvalustion (specificallyloan loss) reserves,particularlyin
the wesker institutions. In many countries,insufficientprovisionsfor
loan losses are the rule, rather than the exception.
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their holdings if new issues of capital can be sold only at a price which
would have that result.
Impact of Groun RelatedActivities. The controllingowner-groups
3.32
should also considerthat concentratedgroup holdings of banks' stock and
groups may
cross ownershipbetween banks and related commercial/industrial
of bank stocks as investment
also be factors in the relativeunattractiveness
vehicles. These factors raise doubts as to the accuracyof reportedbank
profits in that income could be divertedthroughbelow market pricing of
loans, above market pricing of deposits,and absorptionby banks of losses/
expenseswhich should legitimatelybe borne by the group related borrowers.
Such doubts and mistrust (whichmay be legitimateor wrongly perceived)can be
overcomeonly over a period of time and only at the initiativeof the banks
themselveswith the support of rigorouslyimposedaccountingand disclosure
standards. The banks need to be perceivedas professionallymanaged,with
arms length and transparentrelationshipswith their related group entities.
Impact of Fiscal Impositionson Capital Formation. Under the second
3.33
approach,the initiativewill have to come from the Government. It is suggested that the Governmentreview the fiscal impositionson financialintermediation. Annex 36 estimatesthe size of the direct and indirecttax overhead borne by the banking system. It indicates15/ that the governmentreceived, in total some 62? of the benefit of the domesticbanks' operations,
thus equivalentto a 62? tax rate. The underlyingearningscapacityof the
banking system, if this externaloverheadis totally removed,would be some
B 16.1 billion,representinga 2.3Z return on average assets in 1988 and a 402
return on equity. This is the theoreticalmaximum in that it assumes no taxes
at all.
Since bank capital formationthrough retainedearningsand through
3.34
new issues of stock is directlyrelated to after tax bank profitability,the
authoritiesmay wish to rethink the issue of what constitutesan acceptable
level of bank profits. The governmentshould review the taxationon financial
intermediationprimarilyfrom the point of view of rationalizingit and in the
context of domesticand internationalcompetitiveness.It is recommendedthat
the governmentshould considerto eliminates (a) all taxes on transactions
taxes such as
(b) transactions-related
between financialintermediaries,16/
provisionsto
loss
stamp duties, and (c) modifying the tax treatmentof loan
changes
These
6.32),
para.
also
(see
conform to BOT prudentialguidelines

15/ These estimatesare somewhatsimplistic,for example they do not take
into account overseasactivitiesthat may be exempt from some of the
direct and indirecttaxes shown in this table, and assume that the foreign exchange tax is calculatedon the net industryprofit, rather than
the gross profit in each institution. However,some of the imprecisions
appear to cancel each other, and the net result should be fairly indicative.
16/ This means applyingtaxes only at the edges of the financialsector where
it interactswith the real sector. This will favor the most efficient
reallocationof resourceswithin the financialsector.
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will strengthenfinancialintermediationand are desirableper se. The report
has separatelyrecommended,for other reasons,to (a) remove the 12-162
reserve requirementrelated to branch openings,and (b) eliminatebank subsidizationof agriculturallendingthrough the banking system. These changes
would also improvebank profitabilityand make investmentin bank capitalmore
attractive. Later, the Governmentmay also considerphasing out the 32
national and 0.3? local turnovertax, possiblyin conjunctionwith some modificationto the basic income tax rates to achieve a fair, uniform tax standard
for all financialintermediaries.
3.35
ComparisonWith Other Countries. Table 3.10 compareskey performance
ratios of the Thai commercialbanks against similar ratios for five other
countries.
Table 3.10t COMPARATIVEPERFORMANCERATIOS
(Incomeand Expense items to Average Total Assets, in percentages)
Interest Other
Staff
Profit
Income Capital /a
Margin Income Expense Before Tax
Tax Formation

Country

Year

Thailand

1988

2.72

0.59

0.98

0.91

0.34

0.50

Indonesia
Morocco
Pakistan
Philippines
Turkey

1987
1988
1988
1986
1986

2.13
3.23
2.35
2.39
2.81

3.37
1.55
1.02
2.76
4.81

1.21
1.42
2.05
1.37
1.87

1.32
1.68
0.58
1.40
1.79

0.10
0.78
0.23
0.15
0.22

1.22
0.90
0.28
0.92
1.56

2.58

2.70

1.58

1.35

0.30

0.98

Average

/a Net income after tax less dividend.
Source: Staff analysis.
The Thai interestmargin of 2.72Z is somewhatabove the comparatorgroup average of 2.58Z, while other income (generallyfee income)is far lower at 0.59?
comparedto the group average of 2.7?. Because of possibledifferencesin
classificationof income into interestand fees (other income),it is better
to compare total (interestand other income)margins. This total margin for
Thai banks was 3.312 of average total assets comparedto 5.28Z for the comparator group, indicatinglower core earningscapacityof Thai banks,
amountingto only 63? of the comparatorgroup average. Staff expenses,at 62Z
of the comparatorgroup average,indicatea relativelyhigh degree of operating efficiency;this obviouslyhelped profit before income tax but they still
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amountedto only 672 of the comparatorgroup.l71 Income taxes (withoutany
transferof gross receiptstax) were slightlyhigher than the comparatorgroup
average (and substantiallyhigher if Morocco is excludedfrom the group). As
a re: t, net nominal capital formationfor Thai banks was about half that of
the comparatorgroup average.
3.36
It is not certain to what extent any reductionsin direct and
indirecttaxes would result in lower intermediation
margins, i.e. the benefits
would be passed on to depositorsand borrowers (as a result of competitionin
the system) and how much of the *savings*would be retainedby the banks to
bolster their margins and profitability. in any case, a loweringof fiscal
impositionswould be a positivedevelopmentfor financialintermediationper
se that would also improvethe attractivenessof equity investmentsin banks
and improve the formal sector'sability to competewith the informalsector.
Form of Capital
3.37
Additionalimpetusto capital formationcould come by giving the
banks greater flexibilityin choosingthe form in which to raise capital. The
current definitionof acceptablecapitalmay be overly restrictive. The Cormercial BankingAct of 2505 (1962)defined Ocapitalfunds, as the sum of paid
up capital, statutoryreserves,general reserves(excludingvaluationreserves) and net retainedearnings. Some discussionis already occurringon
expanding this definition
to provide the banks with greater flexibility
in
raising new capital,
and it would be appropriate
for BOT to respond constructively.
3.38
While the definitionof capital should legitimatelyevolve with
changes in the financialinstrumentsavailablewithin the market, the key
objectiveof capital should be maintained,namely its 'abilityto absorb
losses'--it is the source of fundingthat should remain at greatest risk in
case of financialdifficultywithin the institution. It should thus, by definition, not include any provisionfor withdrawalor compensationthat is independentof the performanceof the institution,and should be subordinatedto
all other claims on the institutionexcept those of other shareholders. It
should thus be *permanent'unless the financialconditionof the institution
is so exceptionalas to allow a partial return of investedequity to shareholders without jeopardizingcapital adequacyrequirementsand the interests
or confidenceof creditors.
3.39
Within these definitionalparameters,there is scope for relaxingand
expanding the Thai definition
of 'capital
funds'
. It is recommended that BOT
favorably
consider any requestsfrom the banking communityfor modificationof
the definitionof capital,includingthe introductionof the concept of
primary and secondarycapital,provided that the conditionssuggestedin July

71 The Thai banks' profit before tax figure is after
which equaled 0.272 of average total assets.

the gross

receipts

tax
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1988 by the Basle Committee181 are met. This would allow inclusion in
primary capital of any categoryof resourcesthat are permanentin nature,
defined as (a) having no provisionfor repaymentof the originalfunds to the
source unless the financialconditionof the institution
is such that the
repaymentwould not prejudicethe interestsof any of the institutionscreditors or cause the institutionto violate statutorycapital adequacyrequirements, or (b) providingno specificcompensationto the source that is not
directly tied to the institution'sfinancialperformanceduring the specific
time period. As an example,non-cumulativeperpetualpreferred stock should
be acceptableto the authorities(if also to existingcommon stockholders).
3.40
In additionto primary capital,there is general recognitionthat
some other sources of financialstrengthmay representsecondarycapital that
should be acceptable,up to a point, in the calculationof capital adequacy.
These include:
o

Revaluationreserveson assets that can be readily liquidatedin case
of financialdifficulty,191providedthat (a) the revaluationreflects a partialwrite-up to market where the higher market value is
reasonablycertain to be permanentaccordingto rigoroustests established by regulatoryguidelines,and not the result of a temporary
Obubbleu,201and (b) the write-up is net of any relatedcapital gains
or income tax liability.

O

Disclosedreservesthat are not allocatedagainst specific,identified business risks. For example,general loan loss reservesbased
on many generallyacceptedconsiderationsthat a certainpercentage
of the loan portfoliowill eventuallyprove uncollectiblemay be
includedup to prescribedlimits. Specificloan loss provisionsthat
directlyadjust the value of specificallyidentifiedtroubledcredits
to market should not be eligible.

181 InternationalConvergenceof CapitalMeasurementsand Capital Standards
by the Basle Committeeon Banking Supervisionwhich meets under the auspices of the Bank for InternationalSettlementsin Basle, Switzerland.
191 Fixed assets owned by the institutionand that are used in the normal
course of businessare usually essentialto the functioningof the institution as a going concern,and thus cannot be liquidatedwithout impairing the viability of the institution. Normally revaluationof such
assets is not recommendedother than to correct significantdistortions
caused by a major depreciationof the value of the nation's currencyin a
highly inflationaryenvironment,which has not been the case in Thailand.
It should be noted, however,that this is an issue on which there is no
universal agreement.
20/ An argumentagainst even such restrictedwrite-ups is that the institution alreadyhas the option of selling those assets, thus recognizingthe
capital gain.
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3.41
It is also recommendedthat BOT ask the banks to discloseall hidden
or undisclosedreservesand allow their inclusionin capital to the extent
that their availabilityand valuation is verifiedby independentauditorsto
the satisfactionof BOT. Along the lines of the Basle Agreement,BOT may also
prescribe that the sum of paid in capital,free reserves,and retained
earnings (the primary,core or tier one capital)may not be less than a
certainpercentageof capital brought about by other means.
F. Bank Branching
3.42
Annexes 37-38 show the distributionof the 2,061 domesticbranchesas
of December 31, 1988 among the Thai commercialbanks by region, in absolute
numbers and in percentages. Peer groupingindicatesrelativesize, with the
exceptionof Krung Thai Bank, which is the second largestbank and would fit
into PG1 based on size, but has been separatelyclassifiedbecause of government ownership. It shows a greateremphasison branchingoutside of the main
Region 1, which includesBangkok,while the smallerbanks in PG4 that do not
have equivalenteconomiesof scale are also more heavily concentratedin
Region 1. This appears entirelyreasonable. Unfortunately,this analysis
does not indicatethe relativevalue of individualbranch locations--this
would requirea breakdownby branch profitability,which was not available.
3.43
The percentagedistributionof each bank's total domesticbranch
network (Annex 38) providesa more meaningfulpicture,and shows that the
larger, older banks in PG1 have a significantlyhigher concentrationof
branchesin the more desirableRegion 1 than the smallerinstitutionsin PG3
(exceptfor Bangkok MetropolitanBank). This lends credenceto many bankers'
complaintsthat the larger banks operate at a competitiveadvantage.
3.44
Table 3.11 shows that there is a generallygood correlationbetween
PG1 through PG3 banks, performanceand the concentrationof its branch network
in Region 1. PG4 shows inconsistencies,
indicatingthat other factorsoverwhelm the trend establishedby the sounderbanks. The BangkokMetropolitan
Bank has poor performancedespite a very high concentrationof branchesin
Region 1, while First BangkokCity Bank and The Bank of Asia results,as
previouslymentioned,are overstatedby the amount of under-provisioning
authorizedby the BOT.
3.45
In the absence of managementproblems,the geographicdistributionof
branch networksthus has a direct impact on a bank's operatingefficiencyand
on its ability to compete in the market. Until recentlybanks were required
to open branchesin uneconomicrural locationsbefore receivingauthorization
for more desirablecity locations. Perhaps not surprisingly,this effort to
use the banking system to lead rural economicdevelopment,rather than the
more businessorientedapproachof allowingthe banks to make their own decisions on followingbusinessopportunities,may have been a factor contributing
to the substandardperformanceof Bank of Asia, Bangkok Bank of Commerce,
Krung Thai Bank and Siam City Bank. This analysisalso appears to indicate
that the smallerbanks do not need help throughany policy of favoringthe
smallerbanks on branch approvals.
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Table 3.11s COMPARISONOF PERFORMANCEAND BRANCH DISTRIBUTION
Adjusted
Return on Assets

Z of Branches
in Region 1

Peer Groun 1
Bangkok Bank Ltd.
Thai Farmers Bank Ltd.
The Siam CommercialBank Ltd.
Bank of Ayudhya Ltd.
The Thai Military Bank Ltd.

0.46
0.71
0.78
1.21
0.48

33
39
42
49
32

Peer Group 2
Krung Thai Bank Ltd.

0.03

29

Peer Group 3
The Siam City Bank Ltd.
First BangkokCity Bank Ltd.
Bangkok MetropolitanBank Ltd.
The Bangkok Bank of CommerceLtd.
The Bank of Asia Ltd.

-0.22
1.62
0.32
0.12
1.00

30
32
52
21
28

Peer Group 4
The Union Bank of Bangkok Ltd.
The Thai Danu Bank Ltd.
NakornthonBank Ltd.
The Laem Thong Bank Ltd.

0.52
0.83
0.67
-8.92

46
67
72
70

Banks by Peer Group

3.46
In 1989, BOT approveda high proportionof new branch applications,
much to the surpriseof the banking system,which had routinelybeen inflating
its branch licence requestsin order to obtain the actual number of approvals
wanted. This willingnessto allow more branch openingsrepresentsa positive
step towards allowingthe banks to make their own branchingdecisions--BOT
could aid this process by requiringthat the banks submit brief branch level
loan, deposit and profitabilitydata, possiblyon an annual basis, so that
consolidateddemographicdata can be providedto assist the banks in making
rationalbranch opening (or closing)decisions. In any case, the general
economic boom is dragging up the non-Bangkokeconomy,so *rural"branchesare
becomingmore attractiveas sourcesof depositsand loans. In addition,
several banks have introducedmobile branches,21/some even equippedwith PC
accountingsystems,that may be significantlymore cost effectivein penetrating rural financialmarkets than expensivefixed branches. Since banks

211 An examplewould be mobile branchesaimed at touriststhat provide foreign currencyconversion,but the concept is equallyvalid for deposit
and lendingactivity.
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will normally follow businessopportunities,the need to force rural branching
to ensure general access to the banking system is diminilshing.
3.47
It is recommended,therefore,that BOT authorizebanks that meet
capital adequacyand liquidityrequirementsapplicableto banks, that are in
compliancewith all regulatoryrequirements,that receive satisfactoryinspection reports from BOT and that present a businessplan includingmarket
analysis in form and substanceacceptableto BOT, to open branchesat their
managements'discretion. The BOT should confine its role to ensuringthat
(a) the bank is making a consciousmanagementdecisionbased on adequatebackground informationon costing and businessopportunity(but without second
guessing that decision),and (b) the bank is financiallyable to support the
expenditureof resourcesinvolvedin market entry. The BOT should be informed
of the banks' branchingdecisionsin advance so that it can modify its inspection process accordingly.
3.48
An additionalsource of interferencewith the branch decisionmaking
process takes the form of a requirement
that banks wishing to open new
branches hold treasury
instruments
equivalent
to 162 of their total deposits.
Since August 1989, this requirement
has been relaxed so that effectively
the
banks are now required to hold treasury
instruments
equal to 122 of their
deposits. This requirementappears to have more to do with ensuringthat the
banks would finance governmentdeficitsthan as a rational
financial
performance relatedmarket entry hurdle, and the substantialgrowth of the banks'
deposit base and recent governmentsurpluseshave ensured that available
treasurydebt instrumentsare inadequateto meet this requirement. The net
effect has been an unavoidableerosion of enforcementof this 162 requirement
and an undesirableconcentrationof governmentdomesticdebt in the banks.
The relatedaspect of the use of reserverequirementsas monetary policy tool
was discussedearlier (para. 2.50). The recommendationmade there to
eliminate
this 162 branching reserve recuirement
is reiterated.
G.

Foreign

Banks

3.49
As listed
in Table 3.1, there are presentlyfourteenforeignbanks
operating
sixteen branches in Thailand.
Represented are major banks from the
U.S., Japan, Germany, Hong Kong, Britain and France; the two largest foreign
banks are both from Japan. Although the number of foreign banks is almost
equal to the number of domesticbanks and they were the first to be established, the market share of foreignbanks is small - the fourteen foreign
banks taken together
account for only 32 of the total assets of the financial
system and less than 42 of banking assets compared with domestic banks' 742,
as of December 31, 1988.
3.50
The foreign banks' small market share is the result of tight government restrictions
on their activities
to maximize the benefits
for, and minimize the impact on, the domestic banks.
The treatment of foreign banks vis-avis domestic banks is unequal in three important respectss
(a) foreign banks
are restricted
from generatingdepositsby a prohibitionon branching (only
two grandfathered
sub-branches
exist), (b) their tax rates are higher than for
domesticbanks, since the domestic banks' stocks are quoted on the SET, giving
eligibilityfor the 30t income tax rate, whereas the foreignbanks are subject
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to the 3SSZincome tax on non-quotedcompanies,and (c) they pay a 16.5Z witnholding tax on dividendstransferredoverseas.
3.51
The foreign banks focus mainly on financing
international
trade
transactions
where their branch networks in Thailand's
trading partner
countries
allow them to compete on fees while obtaining fee income from both
ends of the transaction. While they are active in the ioreignexchange
market, most of their businessrelates to trade transactionsof their own
clients,and the need to cover the steady foreignexchangelosses on their
unhedgedforeignborrowingsobliges them not to compete too aggressivelywith
the domesticbanks on spreads.
3.52
The unequal treatmentof foreignbanks mentioned in para. 3.50 above
restrictsthe foreignbanks' ability to competewith the domesticbanks for
business from the major economicgroups. Such competitioncould (a) lessen
the interdependencebetween these groups and their relatedbank, thus reducing
loan concentrations
and forcing the banks to diversify
their borrowing client
base, and (b) help strengthenaccountingstandardsthrough the impositionof
more rigorousrequirementson large corporateborrowers. At this stage in the
evolutionof the Thai financialsystem,both should be consideredpositive
steps.
3.53
The BOT should expect the foreignbanks to behave like good neighbors. In many countries,the high level of professionalism
and the wish to
avoid adverse publicity
ensures that the major foreign banks often behave more
responsibly
than domestic institutions.
Since they are not beholden to any
domesticindustrialor trade group, they may also be more willing than
domesticbanks to supportcapable but unconnectedentrepreneurs(without
equity kickers),
thus expanding the country's
economic diversity.
They take a
leading role in the development of rigorous accounting and lending standards,
public disclosure
of banking terms and conditions,
and introduction
of new
products and services.
Given these factors,
the Thai authorities
are to be
applauded for considering
authorizing
new foreign banks to operate in
Thailand.
However, benefits
to the country of the presence of foreign banks
are not being maximized because of the authorities'
continued reluctance
to
allow foreignbanks to competitivelychallengedomesticinstitutionson a
level playing field. The domesticbanks should not need the *protection*of
restrictionson foreignbanks' activitiesand unequal tax treatment,since
such protectionperpetuatescomplacencyon the part of the protected. While a
foreign bank will wish to operate its Thai operationsat a profit, and that it
will attempt to transfersuch profit back to its parent organization,the
current restrictionson their activitiesconstitutean unnecessaryhindrance
to a free and competitivemarket. It is recommended,therefore,that the
authoritiesplace the foreignbanks on a level playing field with domestic
institutionsbys (a) recognizingthe quotationof their shares on foreign
stock exchangesas achievingthe same objectiveof public access to stock
ownershipas quotationon SET of domesticshares - thus allowinga 30X tax
rate; (b) allowingthem to open branchesunder the same terms and conditions
as applied to domesticbanks (see also paras. 3.48), and (c) removingthe
double taxationof dividends. These measureswhen implementedcan be expected
to lead to system wide improvementsin cost-efficiencies
of banking services
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in the country,althoughit is recognizedthat this may involve some painful
adjustmentsby some of the weaker institutions.
H. Staffingand Trainina
Staffing
3.54
Personnelpolicieshave generallyfollowedin-housetrainingand
life-timeemployment. However, the recent surge in the growth rate of the
Thai financialsystem and the need for weaker institutionsto upgrade expertise is creating internaland market demandsfor staff that exceed past hiring
and trainingplans. As a result, some of the larger banks 221 are experiencing increasingturnoverrates in managementstaff,while weaker institutions
are having difficultyattractinggood quality staff. This is driving up
middle managementsalary levels. In addition,possiblelicensingof nine new
foreign banks is likely to furthertighten the labor market. This shortageof
'human capital may be as seriousas the shortageof financialcapital (see
paras. 3.29-3.42),and representsa potentiallycriticalconstrainton the
ability of the Thai banking system,and particularlyof its weaker members, to
keep up with market growth. To some extent this problem is being addressed,
at the clericallevel, through a high level of investmentin automation. But
managing this form of institutionalchange if anythingincreasesthe demands
on the managementlevel staff. The governmentmay wish to considerrelaxing
work permit rules for expatriatesas an effectiveand quick solutionto the
staff shortageproblem. In the longer term, staff trainingfacilitiesneed to
be substantiallystrengthenedand enlarged.
Training
3.55
InternalTraining. This problem is aggravatedby the traditional
approachof a relativelylong learningcurve for managers, in which expertise
is passed down through lengthy rotationalassignments,individualtrainingand
osmosis rather than through the applicationof standaraized,codifiedpolicies
and procedures. As a result,many of the banks have only limited ability to
accelerateformationof managementstaff by increasingrelianceon written
proceduresto complementbasic training. 'Whilethe major banks have training
centers and the capacityto expand throughputover time, this will not solve
the short term problem and particularlythe smaller institutionsshould be
expectedto have increasingdifficultyin this area, increasingthe risk of
mismanagementamong the weaker institutionsand a concentrationof resources
among the larger institutions.
3.56
ExternalTraining. The Thai Bankers Associationhas been providinga
two year evening course (90 minutes every week-night)with some 50 students
per class and some 1,000 graduates. This course is at the undergraduatelevel
and is relativelybasic. It was opened to foreignbanks since demand from the
domesticbanks was inadequate--Thai
employeesof the foreign banks now account
for some 502 of students,and these are generallybetter motivated than their

221 Apparentlyparticularlythe Bangkok Bank and the Thai Farmers Bank.
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counterpartsfrom the Thai banks. There is an effort to develop a Thai
Instituteof Banking examinationprocess modeled on the British system,but
this ia still in the formativestage. Clearly,an opportunityexists for
strengtheningof the role of outside trainingtargetedat those institutions
that have less internaltrainingcapacity,particularlyby expandinginto
middle and senior managementtraining. Some assistance,possiblythrough
foreign sources,may be appropriatein developinga program that targets the
brightestand most promisingcandidates. Such a program should provide enough
value to justify paid leaves of absence from the staff's normal bank duties
for off-sitetotal immersionprogramswhere rapid progresscan be achievedand
measured.
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IV. THE FINANCEANDSECURITIES COMPANIES

in the bankingsector
institutions
bank financial
The non-commercial
4.1
both finance
conduct
to
authorized
Companies
Securities
includeFinanceand
Companiesengagedsolelyin secubusiness,Securities
companyand securities
rities trading, Credit Foncier Companies which are predominantly involved in
SavingsBank.
and the Government
builder finance of realestatedevelopments
Companies(F&Scompanies).
This Studydealswith the Financeand Securities
and financialcondition,
performance
Apartfromanalyzingtheiroperational
the major issuesdiscussedrelateto theirrole in the financialsystemand
on theirownership.
the presentrestrictions
Companies
A. Oriainand Evolutionof Financeand Securities
Orizinand LesalFramework
in one of two ways:
The F&S companiesgenerallyoriginated

4.2
o

banks,in somecaseswith the participaof commercial
As affiliates
to provideserestablished
tionof foreignfinancialinstitutions,
directly;and
provide
vicesthat the parentbankcouldnot generally

•

engagedin quasibankingactivities,
smallinstitutions
As formalized
highmargin,high riskconsumerfinance.
generally

to underwere authorized
As of December31, 1988,93 F&S companies
4.3
take financecompanybusiness,almostthreequartersof whichwere alsoauthoCompanies
11 Securities
companybusiness;231
rizedto engagein securities
companybusinessonly;and 19 Credit
to undertakesecurities
were authorized
Foncier companies engaged predominantly in the financeof realestatedevelopare governed by
ment. The operations of these non-bank financial institutions
the Act on the Undertakina of Finance Business. Securities Businessand Credit
Foncier Business, dated May 8, B.E. 2522 (1979), as amended by the EmerQencv
December16, B.E. 2526 (1983) and the Second
Decreeof B.E.2526 effective
November27, B.E.2528 (1985).
EmergencyDecreeof B.E.2528effective
set out in the Act on
may engagein the activities
The F&S companies
4.4
and CreditFoncier
Business
of FinanceBusiness,Securities
the undertaking
4:
Section
CFO)
&
("F,S
Business
business'meansthe businessof procuringfundsand using
'Finance
whichmay be categorized
such fundsfor any kind of businessoperations,
as follows:

whethertherewere 93 or 94 F&S companiesas of
231 Thereis someconfusion
December31, 1988. The analysisin thischapteris basedon the dataon
whose namesand on whichdetaileddataare givenin Annexes
93 companies
wouldremainthe sameeven if one
and recommendations
39-42. Conclusions
firm (whichmust be very small)has beenmissed.
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Businessof finance for comuerce;
Businessof finance for development;
(3) Businessof finance for dispositionand consumption;
(4) Businessof finance for housing;
(5) Other types of financebusinessas prescribedin
ministerialregulation.
(1)
(2)

Securitiescompaniesmay operate as separatelegal entitiesor as departments
of finance companies,and may perform the followingactivitiesat set out in
F, S & CP Section 4s
"Securitiesbusiness"means securitiesbusinessof the followingtypess
(1)
(2)
(3)
(4)
(5)
(6)

Businessof brokeragefor buying and sellingof securities;
Businessof trading in securities;
Businessof providinginvestmentadvice;
Businessof managing sale of securities;
Businessof investmentmanagement;
Other types of businessconcerningsecurities,as prescribedin
ministerialregulations."

Thus the non-creditservicesgenerallyprovidedby stock brokeragecompanies
and in part by merchant and investmentbanks in other countriesare provided
by F&S companiesin Thailand.
4.5
The F&S companiescome under the supervisoryauthorityof BOT, as do
banks, but are subjectto a separatelegal frameworkand are prohibitedfrom
engagingin foreign exchangetransactions,from offeringcheckingaccountsand
from opening branches. Funding is obtained through the issuanceof promissory
notes under the Thai Civil and CommercialCode. The F&S companiesaccount for
13.3Z of the banking system assets.
4.6
An F&S company is requiredto have at least 100 shareholders,with no
single shareholderholding more than lOZ,241 and at least 75S of shares and
board seats must be held by Thai nationals. The company is requiredto verify
its lists of registeredshareholdersand notify BOT if these limits exceed,
notify the shareholdersinvolvedthat they must divest, and refrain from
paying dividendsor allowingvoting rights on any shareholdingin excess of
these limits.
Evolution of F&S Company Business
4.7
The specializedcharacteristicsof S&F companieshave evolved over a
period of time and reflect the historicaldevelopmentof the Thai financial
system. Hire purchase--principally
automobilefinance--hasbecome significant
in recent years as a result of general economicprosperity. This form of
finance requiresa statisticalapproach,high margins to reflect the

24! Unless specificallyexemptedby BOT (which is usually the result of a
financial supportoperation).
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relativelyhigh default rate, and an effectivecollateralrepossession
process. Companies engaged in hire purchase requirehighly specializedstaff
and procedures,which may not easily fit within the general staffingand
organizationalframeworkof a bank. In the absence of a reliableindividual
credit history and rating service in Thailand,this businessis profitable
only if effectiveannual interestrates are high. In Thailand,intereston
hire-purchasetransactionsis calculatedas an add on to the originalamount,
s0 12? p.a. nominal translatesinto some 21.52 p.a. This does not violate the
152 limitationon interestrates containedin the commercialcode, since the
code does not specify the method of calculation.
4.8
Corporatefinance servicesappear to have been developedto bypass
the cost of bark intermediation,
very much like the inter-companyfinancial
markets developmentin other countrieswhen large prime companiesfelt they
could bypass the banking system. This money brokeringactivityby definition
focussedon prime risk borrowers,but has now been displacedby improvements
in the banks' treasurymanagementservices. Next, a window of opportunity
arose in loan syndication,since the banks were not inclinedto cooperate
directlywith each other in syndicatedcredits. The leading financecompanies
undertookanalysis,advisoryand packagingfunctionsand brought the debt
issues to market, often taking ur a small share for their own account and syndicatingthe rest to banks. As the banks respondedto this competitionby
themselvesengagingin loan syndication,the nature of F&S companies'
corporatefinance businessprogressedfrom debt into equity involvingmerchant
banking and venture capital
like functions.
4.9
Stock brokerageactivitiesevolved in some F&S companiesas a logical
extensionof the corporatefinance activities. Given the limited size and
variable activityof the stockmarket, independentstock brokerageoperations
were difficultto cost justify until the recent boom. The ability to switch
staff between differentbusinesslines was quoted as the major reason for retaining this activitywithin the existingF&S companies.
4.10
The more dynamic F&S companieshave thus representedthe leading edge
of product developmentin the Thai financialsystem,and since they are typically smaller and more efficientthan the banks, they could attract some of
the best financialtalent available. However,given the number of players involved, the thin market, and the propensityof the banks to introduce
competingservicesonce these have been proven successfulat the S&F company
level, the servicemix providedby these S&F companieshas shifted,with existing practicesand margins constantlyunder pressure.
B. ODerationalPerformanceand FinancialCondition
OperationalPerformance
4.11
Annexes 39-42 provide financialdata for the F&S companiesfor 1988
plus ratio analysesgrouped by size of institution,capital adequacyand
return on assets. This data shows a wide disparitybetween institutions
within the market, and is summarizedin Table 4.1. On average,there is a direct correlationbetween capital adequacyand return on assets.
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Table 4.1s PERFORMANCE& STRENGTHOF F&S COMPANIES,DECEMBER31, 1988
Group

Number

Avg Total
Year End StaffingTo
Assets
Equity
Tot Assets
-----(billionbaht)---(Z)

Return on Avg
Total Assets
(?)

By Equity to Total Average Assets
8? +
7-7.9?
6-6.9Z
0-5.9?
Negative

57
$
12
6
10

86.7
23.1
28.0
13.0
16.3

12.58
1.98
2.01
0.44
-1.83

0.8
0.7
0.7
0.6
0.4

1.7
1.4
0.9
-1.6
-4.3

By Return on Equity
2? +
1-1.9?
0-0.9?
Loss

24
24
23
22

45.0
51.6
31.0
39.6

6.33
4.95
2.92
0.97

1.1
0.7
0.6
0.4

3.2
1.5
0.4
-3.1

Total

93

167.2

15.18

0.7

0.7

4.12
As shown in Table 4.1 by the 1.7Z return on assets of the 57 F&S companies that have capital adequacyin excess of 8?, it would appear that a well
structuredand well managed F&S company can substantiallyout-performa commercial bank. Unfortunately,the blending of financecompany and securities
brokerageactivitiesin many of these companiespreventsmeaningfulanalysis
beyond identifyinginstitutionsthat are clearly failing. For example,the
most successfulF&S companieshave, on average,the highest staffingexpense
to total average assets - yet this is more indicativeof a greater concentration in the securitiesbusinessthan on any direct relationshipbetween
resourcesapplied and earningscapacity.
4.13
Im2act of BusinessFocus. Analysisof the businessfocus of F&S companies shows that 58? of gross earnings came from lending business,
while 13?
came from hire purchase business,
12? from securities
trading,
10? from dividends on investmentsand 7? from other sources. Table 4.2 shows that the
institutionsthat have a dominantfocus on income derived from lendinghave,
on average,lower staffingcosts to to'.alaverage assets than the banks (0.7?
versus 1.02), and have higher returns on assets (0.8?versus 0.6?), and thus
appear somewhatmore efficientthan the banks. Table 4.2 also shows the hardly surprisingfact that hire-purchasebusiness is staff intensivebut provides
relativelyhigh returnson assets. While all F&S companieshave at least some
income from lending,65 (or 70? of institutions)showed dependencefor over
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5O0 of gross income on lendingbusiness,12 (or 13? of institutions)showed
dependenceon hire-purchasebusiness,while 4 showed dependenceon returns
from investmentswhich are inherentlyvolatile (all 4 showed substantial
losses in 1988), and 12 institutionsshowed no clear businessfocus, although
two had dependenceon other income for half of their total income. There is
also no discerniblecorrelationbetween businessfocus and profitabilityas
measured by return on equity. The quality of managementseems to be the most
important factor,with the lack of a clearly defined focus on one of the three
core businessesindicatinglack of directionand related poor results.
Table 4.2: BUSINESSFOCUS AND PROFITABILITYOF F&S COMPANIES,
DECEMBER31, 1988
Number
BusinessFocus /a
Lending
Hire-Purchase
investmentin Securities
No Focus
/a

65
12
4
12

Avg Total
Staffing
Return on Avg
Assets
To Tot Assets Total Assets
(billionbaht)
(1)
(S)
125.8
15.9
4.4
21.1

0.7
1.3
0.4
0.7

0.8
2.1
-6.1
0.3

Businessfocus means more than half gross earningswere derived from the
stated activity.

4.14
Impact of 'Blendinx"Institutions. The balance sheet and ratio
analysis of a finance company should in many respectsbe similarto that of a
bank. A stock brokeragecompany,on the other hand, should not be receiving
client funds beyond those directlyrelatedto current stock purchasesor
sales, and should not be engagingin general lendingbusiness in any significant fashion. Its balance sheet should thus look more like that of a service
company in any other industry,with limited gearing ratios and performance
measured more in terms of return on sales than on assets. Clearly,an F&S
company that is predominantlyinvolvedin the securitiesbusinessyet that
displaysa balance sheet and ratios more appropriatefor a finance company is
a cause for concern.
4.15
Imoact of Bank Affiliation. Twenty-sixF&S companiesare affiliated
12 with the government owned
with private
Thai commercial banks, and a further
Table 4.3
Krung Thai Bank as part of the April 4, 1986 rescue effort.
examines the comparativeperformanceof the three groups by ownership. Clearly, affiliation
with a strong private bank (as shown in Annex 41, page 6) generally translatesinto solid performance,although17 unaffiliatedF&S companies with average total assets of B 18.7 billion had returnson assets of 22
or more in 1988, indicatingthat affiliationwith a bank is not essential for
good financialperformance. The negativeperformanceof F&S companies aftheir bad financial
condition
filiatedwith Irung Thai Bank is no surprise;
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and performancein the first instancewas the reason they had to be rescued
and became affiliatedwith Krung Thai Bank.
4.16
SectoralDiversificationof Portfolio. The portfolioof F&S companies remainswell diversifiedsectorally. The top three sectors at the end
of 1988 were the same as at the end of 1980, althoughthe ranking between
these three sectnrsdid change. At the end of 1980, manufacturingaccounted
for 262 of the total portfolio,followedby personalconsumptionand construction and real estate with share of 17? and 142 respectively;at the end of
1988, loans for personalconsumptionaccountedfor the highest share (25ZY,
followedby manufacturing(21X) and constructionand real estate (18?). Sectoral diversificationof F&S companies'portfoliois given in Annex 43.

Table 4.3s COMPARATIVEPERFORHANCEOF F&S COMPANIES,1988

Number
Group

No.

?

Avg. Total Assets
Amount

X

Equity to
Return on
-----Total Assets----Z

Z

(bil.baht)
Bank affiliated
26 28
Krung Thai affiliated 12 13
Unaffiliated
55 59
Total

93 100

80.9
23.3
63.0

48
14
38

9.7
-5.0
10.8

1.6
-3.3
0.9

167.2

100

8.2

0.7

4.17
Performanceof SecuritiesCompanies. Of the eleven pure securities
companies,seven had healthy returnson equity in 1988 while two had minimal
returns and two losses,of which one lost 1.25 times its average equity,
moving it closer to insolvency. The conclusionis that high earningsare possible for a well managed securitiescompany in a relativelyfavorableenvironment; the risks are also high, underliningthe need for segregationof the
securitiesbusiness from that of banks and finance companies (see also
para. 4.29).
TroubledF&S Companies
4.18
If BOT capital adequacyrequirementfor F&S companies (62) is used as
the cut off point, there would be 22 companieswhich would be classifiedas
troubled. However,if a more conservative8? capital adequacycriteriais
used, and assumingthat loan loss provisionshave been appropriateand that
equity is fairly stated,then 34 F&S companieswould be judged as troubled,
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representing39S by number but accountingfor 482 of total average assets.25/
These F&S companiescan be classifiedinto three groups, as follows:
Group 1 Equity less than 8? of total averageassets but return on equity
above the inflationrate, thus a positivegrowth in equity base.
These institutionsmay be able to earn their way out of difficultyor
attract new equity. This group should not be consideredin serious
trouble. In fact, it includessome of the better known F&S companies
in Thailand. One may even argue that if an 8X capital requirement
had been mandatory,many F&S companiesin this group would be able to
manage it over time.
Group 2 Equity less than 8? of total average assets, still positivebut
eroding. Continuedoperationwith unchangedtrend lines .ikelyto
lead to failure.
Group 3 Negativeequity, thus insolvent,and for the most part with negative
earningsthat will cause further losses to creditors,since with loss
of equity the shareholders'funds have already been exhausted.
4.19
Table 4.4 summarizesF&S companiesinto these three categories. As
shown by the details in Annex 41 (page 5), the last three F&S companies in
group 2 had losses in 1988 significantly
higher than their total remaining
equity at year end--if these losses are repeatedin 1989, then they would move
from group 2 to group 3.
Table 4.4: TROUBLEDF&S COMPANIES,DECEMBER31, 1988
Group

Number

Avg. Total
Assets
(billionbaht)

Equity to
Total Assets
z

Net Income
After Tax
(billionbaht)

1
2
3

16
8
10

44.9
19.2
16.3

7.0
4.2
-10.9

0.63
-0.27
-0.71

Total

34

80.4

3.0

-0.35

4.20
The continuedfunctioningof the group 3 institutionsin 1988 added B
706 million to the losses that must ultimatelybe borne by creditors,(or by
BOT should it decide to bail them out). In addition,the continuedexistence
of so many institutionswhose balance sheets clearly show their precarious

25/ Since loan loss provisionsare unlikelyto be adequatein all cases,
given BOT's past flexibilityon requiringimmediaterecognitionof asset
values, the actual number of troubledF&S companiesis probablyhigher.
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financialconditioncould be destabilizingto the Thai financialsystem and
could lead to a *flightto quality' (oftenequated with size), thus impairing
the ability of even those smaller institutionswhich are soundlymanaged, and
encouragingfurther concentrationof economicresources.
4.21
Management Problem of Family Controlled
F&S Companies.
While most oz
the 45 'affiliated'F&S companieshave access to experiencedand capablemanagement,possibly even among the best availableto their relatedbanks, the 48
independent
institutions
face increasingly
serious difficulties
in obtaining
capable management.
This is due in part to the close family control that
blocks the career path of potentialmanagementcandidatesin small companies.
and because of the increasingneed of the major institutionsto attract the
best available
candidates
which is alreadycausing increasesin middle and
junior management salary levels.
While some of these institutions
(and some
of the banks) seek to grow their own management throughextensivetrainingof
family scions, institutionsthat limit themselvesto the resourcesof the
family may have difficultycompetingeffectivelyover the long term with
institutionsthat draw their human resourcesfrom the larger general labor
pool. The BOT should expect continuingfailuresamong these small, independent institutions,
if only because of inadequatemanagementresources.
4.22
Treatment of Failina
Institutions.
Consolidation
among the large
number of F&S companies may be advisable,
particularly
in view of the already
apparent shorta,64 in management staff.
However, any decisions
to consolidate
should be a management prerogative
based on a businessanalysisof the costs
and benefits
involved,
although BOT should exercise
its responsibilitytowards
the financial
system in generalby closing down or merging failing
institutions that also fail to develop a rational
action plan to deal with such
failure.
The BOT should ensure that no avoidable administrative
or legal
impediments exist to this process.
As indicatedabove, however, there are 34
companieswhich are in weak financialcondition,includingten which have
negativereturns on assets and equity. In respect of these companies,BOT
should seriouslyconsiderarrangingmergersiacquisitions;
alternativelythese
companies should be closed.
C. The Role of F&S Comnanies
FunctionalDemarcation
4.23
The functionsthat F&S companiescan and cannot performwere stated
in para. 4.4. The Thai banks are also barred from engaging in certain
activities(e.g., banks cannot undertakehire-purchasebusiness althoughthey
may lend to companiesthat engage in hire-purchasebusiness). As implied in
para. 4.2, this functionaldemarcationbegan when banks started to establish
F&S companiesfor activitiesthat they could not undertakethemselvesas
banks.
Since many such servicesform part of normal banking servicesin other
countries,the F&S companies, to a significantextent, owe their origin to
artificialconstraintson the Thai commercialbanks' activities. Later, the
continuedfunctionalsegregationwas justifiedin terms of preservingcertain
profitablebusinessesfor F&S companiesto ensure a base for overall operational profitability,and to ensure diversitywithin the Thai fianmcial
market. These argumentshave lost much of their validity, if they ever were
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valid, because of the tremendousgrowth in the volume of banking and near
banking businesswhich has also enabled the growth in the size of financial
institutions;some F&S companiesare now larger than the small commercial
banks.
4.24
Considerable
debate is currently
occurring
in Thailand on whether the
legally mandated functional
segregationbetween commercialbanks and F&S
companiesis appropriateor, more generally,what should be the role of F&S
companies in the financialsystem and particularlyin relationto the commercial banks. As is generallyknown and discussedin detail in para. 4.38, many
F&S companiesare *affiliates (more appropriatelyrecognizedas subsidiaries)
cf banks. As a practicalmatter, therefore,a captive F&S company can conduct
any financialactivitythat a bank may not engage in. In that sense, the
issue of functionaldemarcationis moot. It is examinedhere from the point
of view of rationalizationof the institutionalstructureof the Thai financial system to achieve operationalefficienciesand enhance competition,
rather than in terms of functionaliyspecializedinstitutionalstructureversus universalbanking.
DistinctionBetween Banks and Non-Banks
4.25
The elements that differentiatea non-bank financialinstitutionfrom
a bank should be the key issue in this debate. A common distinctionis based
on the degree of vulnerabilityto runs on deposits. Demand depositsthat
allow for immediate,without notice,withdrawalrepresentthe highest risk
funding source for a financial
intermediary,
particularly
if economic shocks
occur within the financialsystem. Institutionsthat accept such demand
depositsare rightly subject to more rigorousprudentialsupervisionmeasures,
includinga requirementto maintain liquidityreserves,than institutionsthat
take only the more stable term and savings deposits. Another importantaspect
of this distinctionis the potentialimpact on unrelated,non-clientholders
in due course of checks (or other instruments)that have been used by an
account holder as a medium of payment, should the institution(as opposed to
the drawer)be unable to cover checks presentedfor payment. Dishonorof payment media spreads the impact of an insolvencybeyond the institution'sdirect
client base, and thus increasesthe impact on the market and economy at large.
The rationaleunderlyingthis distinctionbased on funding risk is reflected
in the existing restrictionson deposit taking by the F&S companies,which
seek to ensure that the funds raised by them representsavings (even if short
term) rather than transitoryfunds circulatingin the payment system.
Differentiationon this basis appears entirelyappropriate. This is consistent with practicesin other countries,where nonbanksgenerallyfund themselves with stable savings and time deposits.
4.26
A secondarydistinctionmay also be made in terms of product specialization:
a finance company may focus on a narrowly defined service range
using higher priced staff and lower levels of internal
controls
than are
feasiblewithin the general purpose structureof a bank. This kind of differentiationis based on economicsand rationalbusinessobjectives(rather
than on risk considerations)
and should be left to be made by the managements
of the financialinstitutionscomprisingthe financialsystem; it should not
be made for them by regulation.
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4.27
Another distinctionmay be made in terms of business (as opposed to
funding)risk considerations. There is merit in a legal separationof certain
high risk business activitiesinto a separatelegal entity (a subsidiary)in
order to protect the parent from the impact of losses. In practice, such a
risk control separationmay have limitedeffect. An F&S companymust be
financiallysound to compete for fundingfrom the public. If its business
focus involveshigh risk, its providersof funds may be requiredto accept a
level of risk that the parent bank is unwilling to take itself (thus the
justificationfor the separation);they will require risk premia,which will
raise the institution'scost of funds and may make its businessuneconomic.
If the parent providesthe resourcesitself through direct funding,or is
implicatedthrough issuanceof formal guaranteesor indirectlythroughmanagement control,then the need to protect its reputationmay increasethe actual
risk far beyond its equity investment,thus negating the value of the separation.
4.28
In countrieswhere interestrates are administratively
controlled,
non-bankshave been used to circumventregulatoryrestrictionsto provide
higher risk financingthan the parent bank can economicallyjustifywithin its
interestrate, liquidityand capital adequacyconstraints. Non-banksthat are
used primarilyto circumventregulatoryrestrictionson the commercialbanks
provide uncertaineconomicbenefit to the country,since their businessfocus
may be more the result of distortionsin the environment,rather than of any
underlyingbusinessand managementefficiencyconsiderations. To the extent
that F&S companieswere created in Thailandbecausethe commercialbanks had
to operate under mandated interestrate ceilings,the result has been artificial institutionalfragmentation. As recommendedelsewhere (para. 2.39),
interestrate ceilingsshould be eliminated. There is no justificationfor
functionalspecializationof institutionsif it is based on factors such as
mandated interestrate ceilings.
Separationof SecuritiesCom_aniesBusiness
4.29
Certain activitiesmay Justifiablybe segregatedinto separatelegal
entitiesbased on transparencyand ease of supervision,the potential for conflicts of interestwere those activitieshandledwithin the parent bank, or
where no synergiesexist with the other normal businessof the institution.
These considerationsargue for a separationof securitiesrelatedbusiness
from the other businessof a typical F&S company: securitiesrelated business
should normally come under the supervisionof a stock exch-nge regulatory
agency rather than under bank supervisors,no synergy seems evident between
stock brokerage and hire-purchaseactivities,for example,and a risk of
conflictsof interestexists between securitiesrelated businessand credit
risk managementfunctions. Additionally,as indicatedin para. 4.14,
securitiesrelatedactivityrequiresa differentbalance sheet structurethan
that of a banking type institution,and deficienciesin the managementof the
securitiesbusinessthat would become evident in a separateorganizationmay
be masked by consolidationwith a financecompany.
4.30
The booming stock market has enabled the securitiesbusiness
activitiesto grow and to become very profitable. This has increaseddepen-
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deuce on brokeragebusinessof some 34 F&S companies;they now derive more
than 101 of their total income from stock trading. But it has also increased
the risk that 'deposits'from the public might be investedin speculative
stock purchases.261 In effect,purchasersof promissorynotes ("depositors*)
could unwittinglyinvest in a form of 'mutualfund" managed by the issuingF&S
companywithout the upside potentialof successfulinvestments,but with the
downsiderisk in case the institutionshould suffer losses on its portfolio
and fail. While a soundlymanaged institutionwill generallyavoid betting
its depositors'funds, the potentialgain could be tempting.
4.31
A securitiesbusinesscompany cannot easily avoid dealing in any
given issue of shares where it may have a conflictof interest,since it must
respond to externallygeneratedclient buy and sell orders. The initiative
taken by the Thai authoritiesto separatethe debt and equity functionsof the
existingF&S companiescorrectlyrespondsto the issues involvingsupervision,
non-synergyand conflictof interestindicatedabove. Stock trading is decidedly distinct from the debt or credit businessthat forms the core of banking
and financebusiness. The size of stock brokeragebusinesshas also grown
very rapidly in the last few years to a levelwhere it should now be considered a viable stand alone businesswithout the supportof finance company
business. It is recommended,therefore,that BOT not relent on its initiative
to segregatethe businessesof financeand securitiescompanies. The existing
F&S companiesshould be given a choice of opting for either the finance company businessor the securitiescompany business. A reasonableperiod should be
allowed to phase out one line of businessor, alternatively,to reorganizethe
combinedbusiness into two separatelegal entities,possiblyusing the device
of a holding company,as recommendedin para. 4.44. If a company is currently
engaged in one kind of businessbut v1shes also to undertakethe other
business, the same rules should apply. In other words, market entry and exit
rules should be uniform and appliedconsistently.
4.32
Merchant Bankint Business. A more difficultissue relates to the investment/merchant
banking activitiesof F&S companies,such as underwriting
new issues. There is obvious potentialfor conflictof interestif an underwriter has an existingcreditorrelationshipwith the firm whose issue is
being underwritten. On the other hand, it can be argued that the existing
creditor relationshipprovidescomfort to the underwriter. On balance, this
Study concludesthat the objectiveof avoidingconflictof interestshould
overrideother considerations. It is recommended,therefore,that an underwriter should avoid involvement(by disqualifyingitself) in any issue in
which it has pre-existingcredit exposureto the issuer,and thus avoid a
conflictof interest,while at the same time the new issue underwriting
functionshould be retainedas part of the authorizedmerchantbanking
activitiesof a finance company. It is furtherrecommendedthat BOT should
institutenew regulationsto prevent a financecompany (a) from underwriting
an issue for a client where a prior debt, equity or managementrelationship
exists, (b) from establishinga debt relationshipwith a client where an

261 Although there is certainlya generalmarket understandingthat this is
not prudent,institutionsthat are in financialdifficultyhave been
known to gamble on imprudent activities
that promise a high return.
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underwritingoperationwas undertakenwithin a prescribedperiod of timel and
(c) to introduceadequatecapitaladequacyrequirementsbased on the degree of
risk involved in this type of transaction. If the recomendation to bar a
finance company from underwritinga new issue where a creditor relationship
pre-existsis consideredtoo drastic,BOT should,as a minimum, require full
disclosureof the creditorrelationshipin the documentationused for the
underwritingoperation. The BOT may also consider requiringthat all stock
temporarilyacquiredduring a stock issuancemust be sold on the open market
or through private placementwithin a specific,limitedperiod of time so that
no speculativepositionscan be taken.
Foreign ExchangeBusiness
4.33
The F&S companiesare not permittedto engage in foreign exchange
business. This reflectsthe originalrole of F&S companiesas small, special
purpose, limited service institutionsthat did not have the economiesof
scale, specializedstaff resources,and internalsophisticationin policies
and proceduresrequiredto manage and control the risks involvedin trade
documentation
and foreign exchange exposure.
At this
stage in the development
of the Thai financial
system, some of the professionally
managed finance
companiesappear at least as capable as many of the banks, and significantly
more capable than some of the weaker banks. However,the Thai foreign
exchangemarket is thin, focussingon the settlementof trade transactions
with very little trading or hedging of currencies. Recent experienceof some
banks thst have tried to become more aggressivein this area has not been encouraging (Sayam Bank, for example),yet each bank is trying to improve its
market share of this highly lucrativebusinessin direct competitionwith the
foreignbanks, with the major emphasisbeing on securingexport clients that
will assure a steady stream of foreigncurrencyinflows. It is debatable
whethera finance company could achieve an adequatemarket penetrationwithout
a full trade documentationcapability,and whether such a capabilitycan be
cost effectivelyintroducedin many of the present F&S companies. On balance,
it is recommendedthat healthy financecompaniesthat meet BOT's criteria
should be authorizedto engage in foreign exchangeactivity,subject to withdrawal of such authorityif BOT later determinedthat the appropriateskills,
policies,proceduresand controlswere not being developedin a timely
fashion. Two factors underliethis recommendation(a) participationin foreign exchangebusiness in an open market should be an unregulatedinternal
managementdecisionof the financialsector institutionswithin the framework
of a uniform regulatoryenvironmentthat ensures that no segmentof the financial market receivesan unfair competitiveadvantage,and (b) finance
companieshave been the innovatorsin the financialsystem,have the demonstrated capabilityto attract the most competentstaff and, therefore,can be
expectedto provide effectivecompetitionto domesticand foreignbanks in
this segmentof banking business.
Branching
4.34
The F&S companies are restrictedfrom establishingbranchesexcept
for those that were establishedbefore the introductionof this restriction.
In practice,however,marketingcompaniesand commissionedsales agents have
sprung up in remote sites to provide access to F&S company services,effec-
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tively circumventingthe restrictionon branching. While the restrictionon
branchingmay make sense for small, unprofessionally
managed institutions,
many of the F&S companieshave now evolved into competentinstitutions
that
are providingvaluableservices,but most effectivelyto those who have ready
access to the institution'soffices. Since these institutionsare locatedin
Bangkok, the restrictionon branchingacts to discriminateagainst those
living outside of Bangkok. This does not seem in the national interest;in
fact it is against stated policiesand priorities. It is recommended,
therefore,that the F&S companiesthat are in compliancewith all regulatory
requirements,that receive satisfactoryinspectionreports from BOT and that
present a businessplan includingmarket analysisin form and substance
acceptableto BOT, should be authurizedto open branchesas their managements
decide.

4.35
In Thailand,nonbanks fund themselvesthrough the issuanceof promissory notes. Where these are payable at call in small denominations,they
have the liquiditycharacteristicsof demand deposit accountsbut not the risk
to holders in due course.27/ While a check may be presentedthrough the intermediaryof a holdir in due course,a promissorynote must be physically
presented to the financecompany itself before payment is received. These
promissorynotes thus have the characterof bank savingsdepos'its
and application of the principleof a level playing field would require that such promissory notes be subjectto the same liquidityand reserve requirementsas apply
to bank savings deposits. The issuanceof promissorynotes under the commercial code representsan anomaly resultingfrom the blendingof Napoleoniccode
concepts into a predominantlycommon law framework. In effect, the use of
prom.ssorynotes achievesthe same generalobjectivesas would be served by
the use of bank-typesavingsaccounts,except that dishonorsubjectsmanagement to criminalprosecution.28/
D. The Issue of Ownershipof F&S Companies
Restrictionson Ownershilof F&S Comoanies
4.36
Increaseddispersionof economicpower representsa central sociopolitical objectivein many developingcountries. One of the principalchosen
vehicles is normallya restrictionon the extent of ownershipof wealth or a
requirementfor wide distributionof share ownershipof joint stock companies.
In Thailand, in so far as the financialsystem is concerned,these objectives
are supposedto be achieved,inter-alia,by the applicationof the law which
prohibits financialinstitutionsfrom owningmore than lOZ of the stock of

27/ This assumes that these promissorynotee are not negotiable,or at least
not negotiated.
28/ It should be noted that one importantbenefit to the use of promissory
notes is that such use alerts a partiallyinformeddepositorthat he is
not dealingwith a full bank.
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other fianmcialinstitutions.291This legal restrictionon the extent of ownership by one financialinstitutionin other financialinstitutionshas
resultedin a complex network of multipleand cross ownershipsbetween commercial banks and S&F companies. The questionis whether this restrictionis
now proving to be counterproductive.
4.37
As stated in para. 4.2, the origin of F&S companiesprincipallylay
in the restrictionsplaced on commercialbanks. The commercialbanks were in
a way forced to create separate S&F companies to be able to undertake
functions that they could not undertakeas banks. Full control of S&F companies
by the commercialbanks establishingthem was, therefore,understandableand
.eely acknowledged. Ownershipwas anothermatter. Because of the 102 legal
restriction,the S&F companieswere establishedas "affiliates'but, to retain
vll control,it became necessaryto create stock holding relationships
t rough relatives,shareholdersof the "parent"bank, friends,officers of
tJ), owned/controlledinstitutions,and cross ownershipsbetween group
tr.t%tutions. These cross relationshipshave been so effectivelycreated and
maintainedthat the 1O0 restrictionhas been reducedto legal fiction and it
is generallyacknowledgedas such.
The extent of commercialbanks' control/ownership
of S&F companiesis
shoun in Table 4.5. It shows that domesticbanks effectivelycontrol 45 of
tLe 93 F&S companies.30/ These affiliatedinstitutionsaccount for 65Z of
The table also
total assets and 702 of total borrowings of all S&F companies.
shows that the larger banks have multiple affiliated
F&S companies.
These
bank affiliatedS&F companiesengage in specializedbusinessesthat either do
not fit cleanly into the relatedbank's structure,or that the parent bank is
barred from undertakingby prevailingregulations.

29/ Although this restrictionis waived by BOT in special situations,for
example to facilitate
a bail out of a failing
S&F companies.
30/ The 13 affiliatesof Krung Thai Bank representthe failed institutions
that were taken over on behalf of the Bank of Thailandduring the crisis
in 1986, and are referredto as the April 4 group (see para. 6.48).
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Table 4.5: S&F COMPANY AFFILIATIONWITH THAI BANKS, December 31, 1988
Bank
Krung Thai Bank Ltd
Thai Farmers Bank Ltd
Bangkok Bank Ltd.
BangkokMetropolitanBank Ltd.
Siam CommercialBank Ltd.
Thai MilitaryBank Ltd.
Bank of Asia Ltd.
Siam City Bank Ltd.
Bank of Ayudhya Ltd.
Nokornthon"ink Ltd.
First BangkokCity Bank Ltd.
Thai Danu Bank Ltd.

AffiliatedS&F Companies
13 la
7
5
4
4
4
2
2
1
1
1
1

Total

45

Independent

78

.laInclude twelve that were acquiredas a result of rescue operations.
Sources BOT.
4.39
The Thai authoritiesimplicitlyrecognizethe problem of continued
group controlover the ownershipof F&S companies'stock by holding the
latter'smanagements responsiblefor ensuringthat no single group owns more
than the allowable102 of their companies'stock. However,where the stock is
listed on the stock exchange,managementshave no direct control over trades
in their institution'sshares,and thus on stockholderconcentrations,and the
requirementbecomes impossibleto observe.
4.40
The restrictionson direct investmentby the parent bank limit the
pass through of a captive F&S company'searningsto the parent bank to 102
(exceptwhere the 102 rule has been waived by BOT). However, if an F&S
company becomes troubled,the parent may be implicatedthrough its management
control and thus obligatedto absorb 1002 of any losses incurred. The
restrictionon ownershipin F&S companies,therefore,acts to reduce the
benefitwithout a commensuratereductionin the risks to the parent bank, and
thus may act to weaken the parent bank.
4.41
The practical impact of the legislativerestrictionson ownerships
has been to hide cross-ownershipand connectedlendingbeyond what would have
been necessarywithout such legislation. Expressed in anotherway, the result
of this legal restrictionhas been a lack of transparency. On balance,such
legislationis doing more harm than good. Increaseddispersionof economic
power and isolationof any problemswithin the financialsystem are understan-
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dable and desirableobjectives,but achievingthese in Thailand is unlikely
through legislativerestrictions,since these are too easily circumvented.
4.42
This Study suggeststwo alternativemethods to oval 'Withthe
problem. One would work within the present legal frameworkwhile the other is
based on the holding company concept and might require some changes in the
basic legal framework. Both alternativesare based on the fundamentalprinciple that higher or uncertainrisk activitiesshould be limited and
segregatedin such a way that any significantrelated losses do not impair the
viabilityof a bank. This and other considerations
were discussedearlier in
para6. 4.25-4.28.
4.43
Under the first alternatives,banks would be requiredto segregate
all significant(as definedby BOT) financialintermediationactivitiesthat
entail above normal risks comparedto a bank's usual, prudent lendingactivity
into separatelegal entities. The bank's investment(s)in such separatelegal
entitieswould then be governedby the following:
o

The equity investedby a bank in any financialsubsidiaryor
affiliatesshould be consideredas no longer availableto the bank
to support its own financialposition,and thus should be deducted
from its own equity for capital adequacypurposes.31/

o

The lOS limit on bank ownershipof nonbanks should be repealedand
replacedwith ownershipdisclosurerequirementsthat would allow
BOT to better monitor ownershipinterlocksand potentialsources
of financialstrain. Strict and full disclosurewould also enable
investorsand clients to obtain an accuratepicture of the real
situation.

O

Loans made to financialsubsidiariesor affiliates32! should be
deductedfrom the parent'sequity for capital adequacypurposesto
the extent that such loans are not fully collateralizedby assets
with a determinablemarket value satisfactoryto BOT.

O

Parent bank financialsupportfor an insolventsubsidiaryor
affiliateshould not be permittedby BOT unless the cause of the
insolvencyis clearly identifiedas extraordinaryand is judged
correctableby the applicationof sound managementtechniques,
based on presentationto BOT of a detailedbusinessplan in form
and substanceacceptableto BOT.

31/

This eliminates;±s need for a specificlimit on the percentageof a
bank's capital that may be invested in financialsubsidiaries,although
many countriesdo set such a limit.

32/

These tend to be unsecured short-termloans or money market placements
that are unlikely
to be repaid on demand, should the parent bank or the
subsidiarylaffiliate
experience
financial
difficulty.
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The same principlesstated above should also apply when the parent io an F&S
company and questionsarise of the F&S company'sinvestmentsin or loans to
its subsidiaryor affiliate. The legal insulationonly works if problemsof a
failed institutionare not allowed to be transferredto the parent beyond the
extent of that parent's equity investment.
4.44
The Holding ComDanv Alternative. The above recommendationsassume
that the existing structureof a direct parent-subsidiary
relationshipbetween
banks and F&S companies would be maintained.
However, this structure
can
impair the public's
(and management's) perception
of the extent of the segregation between a bank and a failingF&S company,since the owners may be
legally or morally presumedto be Oresponsible"for their relatedF&S company,
and any failure to protect creditorsmay be improperlyperceivedas a sign of
financialweakness in the parent bank itself. The risk containmentobjectives
laid out in para. 4.27 can be better achievedthroughplacing the bank and its
related F&S company on an equal plane through the use of a common holding
company,which is essentiallya non-operatinglegal and tax entity that owns
the bank and each related F&S company. In this way, the balance sheet of each
individualfinancialentity is kept clean and unclutteredby other related
financialinstitutionsthat have differingbalance sheet structures(thus
improvingtransparencyfor regulators,investorsand clients). The issue of
double countingof capital is also avoided,since each institutionis a
separateentity requiringits own capital. Consolidationfor tax purposesat
the holding company level is essentialto ensure that the group is properly
motivated to innovate--thismay requiresome modernizationof the Thai tax
code (it is not examinedhere any furtherbecause it is outside of the scope
of the Study).
4.45
?rohibitionon ownershipin Non-FinancialCompanies. As a corollary to the risk containmentprinciple,investmentsin subsidiariesor
affiliatesthat are not involvedin financialintermediationbusinessshould
be prohibited (exceptmaybe venture capitalcompaniesand where the risks are
clearly isolated). The BOT should have the responsibilityfor definingthose
activitiesthat form part of the financialintermediationbusiness. Allowable
activitiesshould be uniformlydefined as publishedby BOT from time to time
in the Gazette.
4.46
Lending to Related Companies. Insulationof !nstitutionsfrom
difficultiesin related entitiesis a key concern of bank regulators. In
country after country,bank and nonbank failureshave been linked to lending
to relatedentities, since ownershipinterestscan easily subvertprudent
credit policiesand procedures,particularlycredit risk evaluationand
approvalstandards,loan concentrationlimits,documentationstandards,and
recoveryaction should the borrowerexperiencedifficulties. If decisionson
lending to relatedentitiesare controlledby the bank's owners on nonbanking
criteria,then such loans in effect representa removal from the financial
institutionof all or part of the equity cushionneeded to protect depositors

- 69

-

against unforseen impairmentof assets.33/ The Thai regulatoryenvironment
already recognizesthese dangers through strict limits on lending to related
entities. Unfortunately,these limits are largelyunenforceable--leaving
the
Thai banking systet%
vulnerableto abuse in comparisonto the systems in
countriesthat have moved from closely held organizationsto general stock
ownershipand professionalmanagementanswerableto diverse,balancedeconomic
interests. The BOT has been activelyseekingto identifylending to related
entities,but this is a difficulttask, and identificationof the problem does
not solve it. It is recommendedthat BOT activelypursue all availablelegal
measure to identifyrelatedlending and to force compliancewith the existing
is essen'ialthat individualmanagementsfeel that they run a
restrictions--it
serious risk of criminalpenalties for failureto disclosesuch loans and for
any unsound lendingpracticesto relatedentitiesthat put depositorand BOT
funds at risk.

33/

In a somewhat extreme example in another country, loans to shareholders
totaled
seven time paid up capital,and accumulatedlosses totaledfifteen time paid up capital.
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AND COMPETITIONIN THE FINANCIALSYSTEM
CONCENTRATION

Introduction
Thailand'stop four or five banks are widely perceived in the country
5.1
as holding a strong grip on the market and even, by some, to have an unfair
competitiveadvantagein the system. Althoughthis perceptionis not univerAn
shared by government authorities.
sally held, it is, significantly,
Bank report 341 did, in fact, identifyexcessiveconcertrationin the
earlier
banking system as a problem. Noncompetitivebehaviorin the banking sector is
generallyperceivedto result in the provisionof servicesof lower quality
and at higher price than warranted,to the detrimentof both the consumerand
efficientuse of economicresources. There is also the sociopoliticalconcern
that concentrationof power in a few financialinstitutionscan lead to undesirableconcentrationsof wealth. Given these concerns,this chapter
in the financialsysexaminesthe issues related to concentration/competition
tem in some detail.
conduct
is organized under three h adingst structure,
The analysis
5.2
are examined the opennessof the market
Under "structure"
and performance.
both to entry and to exit, the degree of concentrationand the regulatory
environment. 'Conduct'refers to the behaviorof the market participantsin
terms of pricing and quality of services. Under "performance'is considered
the profitabilityof the industryand its leading participants. To be set
against the aforementionedconcernsis the possibilitythat considerable
economiesof scale may exist in banking. If so, and this remains a very controversialissue worldwide,it may be desirableto toleratehigh concentration
in the banking system,with a few dominantbanks, ever if their pricing and
provision of servicesdisplay some elementsof oligopolisticbehavior.
A. Structureand Concentration
The institutionalstructureof the Thai financialsystemwas des5.3
cribed in Chapter III of the report. With some 15 domesticbanks, 14 foreign
banks 351 and scores of financecompanies,there is no absoluteshortageof
banks and near-banksin Thailand. There is no doubt, however, that banking in
Thailand is a highly concentratedindustry(see Table 5.1).

341 Thailand: Perspectivesfor FinancialReform,World Bank, Report No.
4085-TH,July 31, 1983.
351 The Governmentis expected soon to allow severalmore foreign banks to
operate in Thailand.
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Table 5.1s COMMERCIL BANK CONCENWTATION
(in percentageshares La)

Bank

----- Total Assets -----1980 1988
1962 1972

Deposits Branches
1988
1988

28.3
14.2
12.6
8.3
5.7
5.6
3.8
3.8
3.6
3.1
2.6
1.6
1.1
0.9
0.4

28.7
15.5
13.5
8.9
5.6
6.0
3.1
3.5
3.4
3.4
2.3
1.6
1.2
1.2
0.4

16.4
13.8
14.5
9.8
8.1
7.3
2.5
4.8
5.4
6.8
2.3
4.2
1.4

0.8

34.5
13.4
11.4
5.5
4.7
2.8
3.3
2.9
4.5
3.7
1.8
1.5
0.9
0.9
0.6

16.7

9.7

5.9

4.4

2.0

0.9

3-bank concentration
4-bank concentration
5-bank concentration

44.7
50.3
55.6

51.0
55.9
62.2

59.3
64.8
69.5

55.1
63.4
69.1

57.7
66.6
72.2

44.8
54.5
62.6

HerfindahlIndex

0.113 0.138 0.165 0.138

0.145

0.102

Bangkok Bank
Krung Thai Bank
Thai Farmers Bank
Siam CommercialBank
Bank of Ayudhya
Thai Military Bank
First Bangkok City Bank
Siam City Bank
BangkokMetropolitanBank
Bangkok Bank of Commerce
Bank of Asia
Union Bank of Bangkok
Thai Danu Bank
NokornthonBank
Laem Thong Bank

21.5
18.7
4.5
5.6
5.3
2.5
2.4
3.6
3.5
4.3
3.2
3.0
1.6

29.5
14.6
6.9
4.9
6.3
3.3
3.4
4.0
4.9
3.6
2.4
2.3
1.3

2.3

Foreign banks

0.5

ia Columns may not add to 100 because of rounding.
Between 1962 and 1980, the share of tobal assets held by the top three banks
grew from 452 to 592 and that of the top five banks grew from 562 to almost
with the top
reversed,
702. This trend has now been halted and slightly
three banks' holding decliningto 55Z of total assets at end-1988and the top
inverse of
five banks holding 69S of the total. Using the numbers-equivalent
the Herfindahlindes,36/the 1962 structurewas approximatelyequivalentto

361 The Herfindahlindex is a commonly-usedmeasure of concentrationin an
It uses informationabout the market share of each bank in the
industry.
system to give a single summarymeasure. The reciprocalof t a Herfinmeasure of concentration:it
dahl index is used as a numbers-equivalent
is the number of equally-sizedbanks which would result in the same level
of concentrationas is actuallyobserved. A refinementused in this
report is to adjust the Herfindahlindex for country size (para. 5.6).
This is computedby multiplyingthe Herfindahlindex by the square root
of GDP.
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1u8t under nine equally-sizedbanks, which fell to six equally-sizedbanks by
1980 but recoveredby 1988 to better than seven equally-sizedbanks. The
*hares of depositsheld by the banks follow a similarpattern.
5.4
The increasingshare of the top banks in the 19608 and 19709 reflected the decliningrole of the foreignbanks, whose share of total assets
shrank from 172 to nder 6S in 1980 and about 42 by 1988. This loss particularlybenefitedBangkok Bank, which increasedits market share from about
one fifth of total assets in 1962 to slightlymore than one third by 1980,
then fell to 282 by 1988. Bangkok Bank's lose of market share during the
1980s was to the gain of what are now the fourth- and sixth-rankedbanks, Siam
Commercial and Thai Military.
From being tenth-rankedin 1962, the latter is
now poised to replace the Bank of Ayudhya as the fifth largest
holder of total
assets and, as has already occurred,of deposits.
5.5
The high degree of concentrationin the banking industryin Thailand
is better assessed,however,in the contextof the industrystructurein other
developingcountries. As indicatedin the followingtable, in only one of 15
countries (otherthan Thailand) for which data have been collected is the
market share of the top four banks less than one half.371

371

In making internationalor historicalcomparisonsof concentration,it is
never clear whether to look at the three- four- or five-bankconcentration ratio. Differentchoicesamong these alternativesgive widely differing results. The four-bankconcentrationratio has been used here
simply because the data for other countrieswere availablein terms of
four-bankconcentration.
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Table 5.2: BANK CONCENTRATION,OPERATINGEXPENSESAND INTERESTMARGINS
SelectedDevelopingCountries,1986-88Various Years

Country
Thailand
Algeria
Bangladesh
Botswana
Cameroon
Chile
Cote d'Ivoire
Indonesia
Malaysia
Morocco
Nigeria
Pakistan
Philippines
Senegal
Tunisia
Turkey
/a
lb

4-Bank
Adjusted
ConcentrationHerfiudahlHerfindahl Operating
Ratio
Index
Index la Expenses lb
65
100
74
100
82
54
67
66
64
70
52
40
78
80
52

0.13
0.29
0.20
0.45
0.18
0.09
0.14
0.10

0.9
2.2
0.8
0.4
0.6
0.4
0.4
0.9

0.18
0.09
0.26
0.06
0.16
0.19
0.04

0.6
0.7
1.5
0.3
0.6
0.6
0.3

2.28
1.17
2.35
0.69
4.25
1.68

Interest
Margin lb

2.40
2.80
2.51
3.48
2.70
3.90

2.50
3.56
2.50
3.38
3.39
1.78
4.10
2.24
3.60
3.29
5.80
2.15
2.70

1.60
5.44

2.20
2.82

AdjustedHerfindahlig Herfindahlmultipliedby square root of GDP to
correct for market size.
These are expressedas percentagesof total assets.

5.6
Whether the Thai banking industryis highly concentratedby international standardsis subjectto debate. Though the Herfindahlindex suggests
that Thai banking is more concentratedthan in the Philippinesor Indonesia,
for example,of the 15 developingcountriesfor vhich data are readily available, Thailandranked only tenth in banking concentrationin 1986, with a
Herfindahlindex of 0.13. This suggeststhat the degree of banking industry
concentrationis not unusual in Thailand. But if an adjustmentis made for
market size, consideringthat there is more scope for numerousbanks in large
economies,Thailandrises sharply in the ratskings.in particular,the
adjusted concentrationmeasure,which takes account of market size, pushes
Thailandup in the rankingsto third place out of the fifteen,along with
Indonesia. Thai banking thereforeseems to be rather highly concentratedwhen
account is taken of market size.
A particularaspect of possibleunfair competitivebehaviorrelates
5.7
to branchingactivity. Some observershave alleged that the large banks have
limited the smallerbanks' access to the most lucrativebranch locations,
though this is denied by local authorities. Although a high proportionof
branch requestswere granted in 1989, the small banks complainthat it was
those brancheswhich they mcst wanted that were denied. Taking a longer view,
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comparisoncan be made between the distributionof branches in 1978 and 1988,
respectively. Over this period, the total number of branches increasedby
some 70X. The largestnumber of new brancheswent to barngkok
Bank, and this
number representeda somewhathigher percentageincreasethan the average.
The second-largestbank, Krung Thai, receivedalmost as many new branches,
representingan even higher proportionateincrease,althcaghthe absorptionby
Krung Thai of some failed banks complicatesthe picture somewhat. Large
increasesin the number of branchesby some banks was accompaniedby an
increasein market share. The Thai Military Bank ar. the Siam CommercialBank
almost trebled and doubled,respectively,their branch network and, as has
already been noted, gained sharply in market share. On the other hand, the
BangkokMetropolitanBank also more than doubled its branch network,but with
a decline in market share. The distributionof branches is somewhatless
unequal than the distributionof market share (Table 5.1). For example,the
top four banks have only 552 of the branches,but about 632 of total assets.
However,there is no evidencethat the authoritieshave systematicallyfavored
smallerbanks in the allocationof new branchesover the decade,or succeeded
if such a policy were followed: the Herfindahlindex of branchesis the same
now as it was ten years ago. As discussedmore fully and recommendedin
paras. 3.42-3.48,BOT should restate its policy on branchingso that
ambiguitiesand misunderstandings
are removed and the objectivesof its policy
with respect to branchingare clearly understood.
5.8
One other aspect of the policy affectingthe share of the largest
banks is the requirementthat many state enterprisesmust give banking business to the government-owned
Krung Thai Bank. Continuationof this policy may
be due to the special considerationssurroundingthe Krung Thai's management
of failed banks, but it clearly contributesto the market power of the second
largestbank and helps perpetuateconcentrationof the industry.
B. Conducts Evidenceof Market Power
5.9
The aspect of conduct is examinedin terms of market power exercised by large banks individuallyvis-a-vissmall banks, possiblecollusive
behavioron the part of the largestbanks as a group, and market power of the
banks vis-a-vis
the non-bank financial
intermediaries.An importantpoint to
recognize here is that monopoly power in banking, if at all present,
is not
generally
observed across the whole range of banking services,but lies
chiefly
in some market segments.
Some segments, such as wholesale deposit
gathering
and lending to medium-scalecorporateclients,tend to have the
characteristics
of a contestable
market: even though only a few players are
active, the potential entry of others deters the incumbentsfrom monopolistic
behavior. In other segments,monopolyprofits can be sustainedbecause the
potentialentrantwould have to incur high sunk costs.
5.10
The Thai situationseems to confirm these general observations.
Large banks do appear to have size advantagesin certain types of business
such as money transmission,large loan syndicationsand retail deposit
gathering. At the same time, they also experiencesome competitive
disadvantagesof scale: for example,because of greater managerial
flexibility,the small banks may be able to operatemore effectivelyin the
newly deregulateddepositmarket. The large banks appear to use the
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advantagesof sise when they can, though concrete illustrationsof significant
abuses are not easily documentedseven the small banks are unable to point to
notable examples.
The small banks acknowledgethat the large banks are better
placed to effect money transmission
services,
but see this as having little
effect on their own ability
to provide the services
for which they have a
comparativeadvantage. Significantly.althoughlarge banks may attempt to tie
in other services
to those for which they have a comparative
advantage,
there
does not appear to be collusionamong the large banks in shuttingout smaller
banks from business. Furthermore,competition
among the large banks helps
limit margins on most lines of business,
5.11
One exceptionto this generalpracticeof fairly competitive
pricing is foreignexchangebusiness,which appears to be excessivelyprofitable and which the banks may be using to cross-subsidiseother lines of business in order to attract customersaway from the financecopanies, which are
not allowed to handle foreignexchangedealings. This is one examplewhere
banks as a group may have an undue compet' .ve advantage over non banks.
Tie
ia sales may be most important in this area.381
C.
5.1?
indicate
and small
out that
systematic

Performance

and Profitability

The publishedaccountsof Thai banks over the past few years.
some apparentdifferencesbetween the cost and performanceof large
banks.
However, the differences
are small, and it cannot be ruled
they reflect a chance coincidenceof random factors rather than a
pattern.

5.13
For this analysis,the same *peergrouping"has been used as discussed in Chapter nII.
Peer group 1 (PG1)comprises the Bangkok Bank, Thai
Farmers Bank, Siam Commercial Bank, Bank of Ayudhya and Thai Military
Bank,
being five of the six largest. Krung Thai Bank, also one of the six largest,
has been classifiedseparatelyas PG2 because of its specialcharacteristics
as a government-owned bank including its assumption of the business of some
failed banks. The data for P02 are not consideredin this analysis. PG3
representsthe next tiers five medium size banks. The four smallestbanks,
Union, Thai Danu, Nakornthon and Laem Thong, form PG4. The performancedata
are given in Table 5.3.

381 A recent Bank of Thailand study also showed that large
for letter
of credit
services
than did small banks.

banks charged

more
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Table S.Ss THAILANDBANKS: PERFOKMANCEDATA BY PEER GROUP

PG1

PG3

P04

FinCos

Pe1

9.93
8.54
6.32
6.32

10.06
9.65
6.68
6.61

10.89
9.55
7.01
6.74

OperatingExpenses*
1985
1986
1987
1988

2.11
2.15
2.16
2.10

1.97
1.90
1.98
1.84

2.02
2.22
2.37
2.43

7.68
7.14

13.25
11.40
9.62
9.94

0.54
0.41
0.61
0.69

0.16
-0.94
0.40
0.76

12.83
10.10
8.91
8.82

13.45
11.96
9 79
10.00

IntermediationCosts *
3.26
3.14
3.74
4.04

2.33
1.17
2.68
2.89

2.89
2.89
3.46
3.62

InterestMargin*

Profits*
1985
1986
1987
1988

PG4

Lending Rate (2)

Funding Cost (7)
1985
1986
1987
1988

P03

0.40
0.24
0.62
-0.42

3.32
2.86
3.30
3.62

2.78
0.46
2.24
2.21

2.56
2.41
2.79
3.25

Loan-Loss*
1985
1986
1987
1988

0.32
0.39
0.63
0.82

0.09
0.17
0.20
0.18

0.30
0.26
0.17
1.32

* As percentageof total assets.
Notes Intermediationcosts - operatingexpenses+ loan losses + taxes +
profits.
Interestmargin - lending rate - funding cost.
5.14
On the average cost of funds, an unambiguouspattern seems to emerge
from the accountsfor 1985-88. P¢1 banks have the lowest funding costs in
each year and P64 banks the highest. On average,the fundingcost for PG1
banks was 7.782, comparedwith 8.25Z for PG3 banks and 8.552 for PG4 banks.
One reason for the lower cost of funds for PG1 banks, especiallyin 1985 and
1986 whes baht interestrates were higher than US dollar rates, is probably
this group's greater recourse (and presumablyeasier access) to foreign
funding. Foreign depositsformed about 71 of the total liabilitiesof PG1
banks, but did not figure in the balance sheets of other banks. Another
reason could be the larger branch network of PG1 banks allowing them access to
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lower-costdeposits. However,the PG1 banks also had a smaller than average
share of interest-freedemand deposits. In terms of operatingexpensesand
intermediationcosts, too, there does not appear to be any consistentpattern
in favor of P61 banks; if at all, the P03 banks seem to have an edge.
5.15
The performancev7ithrespectto lendins rates was somewhatdifferent.
The lowest lending rateswere charged by PG3 banks--onaverage almost a full
percentage
point less than the rate charged by the PGI banks.
The ranking of
the groups was the same in each year (Figure5.1).
These lending rates are
not risk-adjusted,though some indicationof the relativedegree of risk might
be adduced from the provisionsmade against loans. In fact, P01 banks made
much larger provisionsthan PG3 banks though not enough to offset the interest
differentialcompletely. Taking this adjustmentat face value would indicate
that loan chargesby PG1 banks and PG3 banks were less differenton a riskadjustedbasis. (PG4 banks also made high provisions,but they were concentrated in 1988 and are attributableto the exceptionallevel of provisionmade
by a single bank.) At February1989, the rates in effect on the loan portfolio of the different groups of banks no longer showed a clear ranking. The
general conclusionshould be that, while individualbanks have had different
lendingpolicies,no competitiveadvantageof size is evident from the
interestyield of loans.
5.16
The lower funding costs of the PG1 banks is the main contributorto
that group's slightlyhigher recordedprofit margin, which everaged0.562 on
total assets during 1985-88,comparedwith 0.102 and 0.212, respectively,for
PG3 and PG4 banks. It should be noted tnat PG1 banks account for just under
two thirds of total bank assets and PG3 banks for about one fifth. An indication of the scale of the profit differentialbetween large and small banks is
that if all banks (includingboth PGl and PG3 banks) had earned the lowest
profit margin, i.e., only 0.102 on total assets, total bank profitswould have
been on average about B 3.5 billion less a year. The eeneral conclusionfrom
this analysisby peer groups is that the largestbanks may have a slight competitiveadvantagein raisingdeposits,but cannot commandhigher yields on
their loans. The advantageon the deposit side has translatedinto somewhat
higher profit
margins for the large banks.
5.17
Both intermediationmargins and bank profitabilityhave increasedin
the past two years since the loweringof depositorinterestrates between 1986
and 1987 was sharper than and precededthat in lendingrates. The difference
and the time lag allowed an improvementin profits despite tho.need to make
higher loan loss provisions. For instance,intermediationmargins of PG1
banks rose from 3.32 of total assets in 1986 to 4.02 in 1988. Over one half
of this increasewas absorbedin higher loan loss provisions,the remainder
being equally divided between additionalprofits and additionalincome tax
paid.
5.18
Oneratingexpenseshave been more stable, at just over 22 of total
assets per annum, except for PG4 banks which experiencedan increaseunder all
subheadings. In an internationalcomparisonof developingcountries
(Table 5.2), operatingexpensesin Thailandappear to be on the low side:
Thailand ranks fifth out of the sample of 15 countries. The same is true of
gross interestmargins (fifth out of the same 15). How2ver,such direct
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Flgure 6.1: Deposit and Lending Rates,by Sizeof Banks
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comparisonsare not always reliablebecause of the structural,accountingand
regulatorydifferencesamong banking systems. Furthermore,Thailandshould
now aspire to even greater efficiencythan is suggestedby a position in the
second quartileof developingcountries.
D. Concentrationin the Finance Comoanies
5.19
Finance companiesrepresenta heterogeneouscategoryof institutions.
Concentrationis relativelylow: the three largest firms account for about 18S
of total assets, the five largest for less than 27?. Neverthelces,each of
the two largest finance companieshas more assets than the two smallestcommercial banks.
5.20
Net interestincome as a percentageof year-endtotal assets varied
between 1.2? and 1.6? for the four largestcompaniesin 1988, with much higher
figureshaving been recordedin the previousyear. This fall in the share of
net interestincome reflectsthe rapid asset growth of the two largestcompaniess assets of TISCO, the market leade: in 1988, grew by 125? in a year.
For the finance companiesas a whole, net interestrepresented0.8? of assets,
up from 0.42 the previousyear.39/ This low net interestpercentagereflects
in part the higher funding costs experiencedby financecompaniescompared
with banks: in both 1987 and 1988, average fundingcosts for finance
companies,at 7.7? and 7.1?, respectively,exceededthose for the small (PG4)
banks (see

Table 5.3).

5.21
Net income for financecompaniesdependsheavily on income from securities trading. This is true both for large individualcompanies--TISCO's
gain from securitiestrading exceededits net income for 1988--andfor the
sector as a whole: trading gain amountedto 98? of net income for the total of
all finance companiesin 1988, and far exceedednet income in 1287.
5.22
The financecompaniesthus operate intermediationon very fine
margins; securitiestrading is the mainstay of their profitability. Their
survivalalongsidethe banks may depend on their privilegedpositionwith
regard to securitiestrading,40/and, to a lesser extent, on the hire-purchase
business. A relaxationof the restrictionswhich inhibit finance companies
from doing foreignexchangebusinessand from branching (as recommended
earlier
in paras. 4.33 and 4.34) might help some of the larger companiesnot
only to improvetbeir margins but also to provide greater competitionfor the
banks.

39,

Spreads for financecompanieswere a good deal higher in the early 1980s.

401

However, as so many finance companies are associated
witb commercial
banks, it is possible that a comparisonof their profitsand funding
costs may be marred by the existenceof transactionsbetween finance
companiesand their associatedbanks which may not always be at a fair
market price.
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E. Industrial-Financial
Grouns
5.23
Each of the major banks is associated,throughoverlappingownership
and control,with a variety of non financialcompaniesas well as with at
least one, and usually more than one, financecompany. Therefore,the potential anticompetitiverole of the overlappingownershipand control of banks,
finance companiesand nonfinancialenterprisesmust also be consideredin the
context of a discussionof competitionin the banking industry. This overlapping and common ownershipof financialand non-financialbusinessesby
individualgroups is not uncommon in developingcountrieswith predominantly
private-ownedbanking systems.
5.24
The first issue in this respect is that a bank's relationshipwith
enterpriseswhich are part of its industrial-financial
group may not be conducted at arm's length and fair market prices. If so, loans may be made which
would not be unambiguouslyin the interestof the minority shareholdersor the
depositorsof the bank. This issue is primarilya matter for prudentialregulations it is also discussedearlier in para. 4.46.
5.25
Second, there is the risk that, due to conflictsof interest,nongroup borrowersmay be unfairlytreated. Thus, for example,a client who is
the competitorof a nonfinancialcompany in the group may be denied access to
credit by the group's bank and financecompanies. In such a case the client
would have to turn to another group'sbank. No evidenceis availableto
indicatethat the differentgroups act in concert to shut out nongroup clients, but that is a theoreticalpossibility. The existencein the system of
at least some nongroupfinancialinstitutions(IFCTand a few finance
companies,for example)also mitigatesthis risk.
5.26
Third. banks may use their nonfinancialenterprisesto capture banking business. Reportedly,this does happen (for example,a joint venture
partner of a group concern is obliged to use the group'sbank).
5.27
Fourth, reportedbank profits may be misleadingto the extent that
transferpricing is practicedbetweenbanks and their nonfinancialassociates.
Banks might be more profitable
than shown in the accountsif they were passing
some of these profits
(resulting
from below market pricing of loans and
absorptionof costs) to nonfinancialassociates.
5.28
If there are significantmonopolisticabuses in the Thai banking system ,they may lie chiefly in these kinds of within-groupdealings. Though
little quantitativeevidenceof such practicesis available,and they are denied by the banks, it is generallybelievedthat relationsbetween banks and
their associatedcompaniesare not completelytransparent. It would requirea
separatestudy to measure quantitativelythe extent of uncompetitivebehavior
in these respectsand express a judgementauthoritatively.
F. GovernmentPolicy on Competition
5.29
On balance,the foregoingdiscussionbelies the view that the top
banks have establisheda stable and powerfulcartel. The top five banks have
been successfullychallengedby a second-tierbank. The market leader'sshare
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has been eroded (thoughit remainsabout twice as large as its nearest
competitor). Powerfulthough they are, the leadingbanks are not immune to
competition. Nevertheless,the absence,for a quarter of a century,of new
domesticentrantsand, perhapsmore importantly,the restrictionson branching
which continue to apply to foreignbanks mean that the system is not fully
open to competitiveforces. In summary,though concentrationindicatorsfor
Thailand remain on the high side for such a large country,and althoughentry
is extremelylimited,the reversalin the fortunesof some of the larger banks
suggeststhat their power is by no means absolute.
5.30
At the same time, the top five banks are widely (thoughnot universally) perceived as holding a strong grip on the market. How can these two
facts be reconciled? There are three possibleexplanations. First, the
concernmay be with size oer se rather that with competition. The fact that
Bangkok Bank alone accountsfor one third of the entire commercialbanking
system stands out and almost unavoidablyattractsfears and allegationof
unfair competition. Second, the concernmay be with the size and power of
'the groups' rather than with the banks, which are only one albeit the most
visible component in each group. No systematicstudy has been undertakenof
the concentrationof wealth in the hands of the various groups but it is
generallybelieved in the country to be substantial. Finally, "unfair
competition'may be a euphemismfor the resentmentagainst the social and
politicalpower that the groups commandbecause of their size and which they
do not hesitate to exercise.
5.31
Even if there is no clear evidenceof flagrantunfair competitive
behavior in the Thai financialsystem,it would still be desirableto make it
publiclyknown that the governmentauthoritieswill not tolerateanticompetitive practicesand to establisha 'bankingombudsman'to address grievances
brought forwardby the public. Such a complaintsprocedureneed not be costly
in terms of resourcesand might provide a useful channel of informationto the
authoritiesin their attemptsto improvethe competitivenessand efficiencyof
the banking system.
Policy with regard to competitionwould requireboth positive actions
5.32
and the removalof some existing interventions.Positiveactions could
includea more positive attitudeto licensingnew banks, domesticas well as
foreign. The authoritiesare alreadyconsideringto allow severalnew foreign
banks to operate in Thailand. This would be a step in the right direction
(see para. 5.2). While this might give foreign enterprisesa larger share in
the banking industry,the benefitsto both the consumerand the national
economy of more competitivebanking servicesshould easily outweighsuch a
concern. The arrival of foreignbanks is also likely to weaken the power of
existingindustrial-financial
groups more effectivelythan, say, anti-trust
legislation.
5.33
In addition,the authoritiesshould considerremovingcertain restrictionsand privilegeswhich help create niches of market power. Examples
include the restrictionof foreignexchangedealing to commercialbanks. The
securitiesmarket privilegesof financecompanieswould also need to be looked
at in this context. A relaxationof the restrictionson branchingby both
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foreignbanks and finance companieswould also help.41/ These aspectsare
discussed in more detail in relevantsectionsof the report. If, as proposed
elsewhere in the report, the regulatoryenvironmentfacing the larger and more
viable finance companieswere broughtmuch closer to that now facing banks,
there might be a considerableshake-downand rationalization
of the industry,
with the viable part of many of the finance companiesmerged into larger
entities.
5.34
Other examplesof regulationswhich tend to enhance the market power
of the larger banks are the restrictionon interestpayable on demand deposits
and the privilegesof the Krung Thai Bank witb respect to state enterprise
deposits.
5.35
An entirelydifferentroute to promotemore competitionfor banks
would be to encouragethe developmentof the capitalmarket, particularlythe
market in private debt securities. The banking sector has a practicalmonopoly on providing credit to the real sectors. There is a need to developing
an active market in notes and debentures. This is discussed in detail in
Chapter IX.
5.36
In conclusion,althoughlittle firm evidenceis availablesubstantiatingmonopolisticabuses in the banking system, and althoughthe magnitude
of any associatedinefficiencydoes not seem high comparedto the situationin
some other developingcountries,governmentauthoritiesshould take every
opportunityto ensure the maximum degree of competitionin the system.
Banking is potentiallyan importantexport industry,but only those banks
which have achieved a high degree of efficiencycan expect to compete internationally. Alr-eady,
market participantscomplainthat the more sophisticated
banking servicesare not being introducedas rapidly as they might be because
the market is not open to newcomers. A more open and competitivebanking
system would benefit the consumerof bank services,in additionto providinga
long-termstrengtheningof the industryitself.
5.37
Although the analysisof this chapter enabled the conclusionto be
drawn as stated above, there is also a need to look at competitionfrom the
perspectiveof differentcategoriesor classes of borrowers. This analysis
would require data on who borrows from where at what terms and conditions,and
the objectivewould be to disclosethe presenceof systemicbiases, if any.
Authoritiesmay wish to note this as an item on future work agenda.

411 It is not recommended,however,tnat the authoritiesgo beyond this by
restrictingbranchingby large banks while encouragingbranchingby small
banks.
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VI. REGULATIONANDSUPERVISIONOF FINANCIALINSTITUTIONS
A.
Organization

of Prudential

Sunervisionand Regulations
Suoervision

6.1
Thailand's
Commercial Banking Act empowers the Minister
of Finance to
appoint inspectorsto examine and report on the affairs of banks; however,in
practice, supervisionof financialinstitutionsin Thailand is delegatedto
BOT. The actual performanceof the supervisoryfunctionis carried out by the
Departmentsof Bank Supervisionand Examinationand FinancialInstitution
Supervisionand Examination. These departmentsreport to the same Assistant
Governor, togetherwith the Legal Departmentand the FinancialInstitutions
DevelonmentFund, thus assuringa certainamount of consistencyin the formulation, development,and applicationof supervisorypolicies and practices.
6.2
Approximately600 persons are employedwithin the two supervisory
units where they are assignedto the tasks of supervision,examination,
analysis,licensing,421and administration.Supervisorycoverageis extended
to commercial banks, finance companies, securities
companies, finance and
securities
companies, and credit foncier companies.
A small number of
specialized,government-owned
institutionsare under the direct control of the
Ministry of Finance. These includethe GovernmentSavings Bank, the Bank for
Agricultureand AgriculturalCooperatives,the IndustrialFinance Corporation
of Thailand, and the GovernmentHousing Bank.
6.3
The Departmentof Bank Supervisionand Examinationemploys approximately 350 persons in the supervisionof commercialbanks. Of this number,
slightlymore than 200 are involvedin the actual performanceof on-sitebank
examinations. At the end of September1989, there were 15 Thai banks operating a nationwidebranch system of 2,103 branchesin Thailandand 17 branches
and four agenciesabroad. In addition,there are 14 foreignbanks operating
16 offices in Thailand. To supervisethese institutions,the Departmentis
organized into severaldivisions. Three divisionsare devoted to the task of
on-site examinations. In addition,there are three regionalunits in the
north, south, and east responsiblefor the examinationof larger branch
offices. Another division,the Bank Supervisionand AnalysisDivision,is
responsiblefor off-sitesurveillanceof banks and the banking industry.
Lastly, the Special AssignmentsDivision is responsiblefor researchingnew
supervisorymethods, performingcomputeraudits, and implementingspecial
projects.
6.4
The Departmentof FinancialInstitutionSupervisionand Examination
employs approximately250 persons in the supervisionof the 123 nonbank financial institutions,i.e., the Finance and SecuritiesCompanies (F&S companies)
and credit fonciers. This departmentis organizedlike the Departmentof Bank
3upervisionand Examination,with three divisionscontainingapproximately150

421 The Bank of Thailand'srole in licensing
is that of providing a recommendation to the Minister of Finance who actuallygrants the license.
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persons, devoted to on-siteexaminationsof non-bank financialinstitutions.
In addition to their responsibilities
for on-site examination,these divisions
are also responsiblefor off-siteanalysisof the nonbankingfinancialinstitutions. Two other divisionscompletethe organizationalframework. The
FinancialInstitutionSupervisionand DevelopmentDivisionis responsiblefor
proposingand issuingnew regulations,promotingand developingthe business
of nonbank financialinstitutions,managing the Fourth of April Scheme,431and
commentingon applicationsfor new licenses. It also serves as a 'think tank'
on issues relatedto the nonbanks. The SpecialAssignmentsDivisionis
responsiblefor investigatingalleged illegalactivities,developingand
updating supervisorymethodologies,assistingin debt recoveryand liquidation
efforts under the Lifeboat Scheme (see para. 6.48), and performingspecJal
assignmentsas required.
6.5
There is a perceptionin the institutionssupervised(banks as well
as F&S companies)that the supervisionstandardsof the two separatesupervisory departmentsmight not be uniform. It is hard to express a definitive
judgementon this point. Absoluteuniform standardscan be assured only if
there were only one departmentunder a single director. But this is not a
practicalpropositionsince the total staff of 600 persons is too large for
effectivesupervision. If the total staff and work is to be divided into two
departments,organizingthem on the basis of the type of institutionssupervised is the most logicalbasis. The only suggestionoffered is for BOT to
adopt a policy of frequentstaff transfersbetween the two Departments. The
BOT should also always keep the two Departmentsunder the same Assistant
Governor,as 8sthe case at present.
-TheSunervisoryProcess
6.6
Bank supervisionin Thailandis correctlyviewed as being very
importantin ensuringthe stable developmentof the banking industry,with its
positivebenefits for economicgrowth and tne protectionof depositors.Thus,
the objectivesof bank supervisiontoday focus on monitoringthe changes
occurringwithin the banking industryand assessingtheir possible impact on
the health of the system and the monetarypoliciesbeing pursued by the
authorities.
6.7
To carry ovt this monitoringfunction,supervisoryactivitiesfor
banks as well as F&S companiesare performedboth on-site and off-site.
During the past decade, the emphasisof the on-siteexaminationprocess has
evolved from one of determiningcompliancewith laws and regulationsto one
designedto assess the financialconditionand solvencyof the institutions
supervised. The supervisoryauthoritieshad already begun to change their
examinationfocus by the time of the financecompany crisis in 1983. However,
the process was not yet mature and the legal powers necessary to enforce
correctiveactions on the financialinstitutionswere lacking. The Emergency
Decree Amending the CommercialBankingAct (1985) substantiallystrengthened

431 The Fourth of April Scheme refers to the take-overof insolvent finance
companieson April 4, 1984.
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the powers of supervisorsto act. Today, the overall frameworkfor bank
supervisionand examination(as distinctfrom the failure resolutionprocess)
is highly satisfactory,and the skills of individualexaminersrank high among
their peers from other countries.
6.8
On-Site Examinations. On-site examinationsare performedwith the
principalobjectiveof determininga bank's conditionand performance. To
accomplishthis, targetedon-siteexaminationsof all head officesare generally conductedonce a year. Branch offices are selectedfor examination
based on the bank's internalreportingprocessesand the importanceof the
branch to the overall health of the institution. In addition,other branches
are selectedfor on-sitevisits on a samplebasis. In planningexaminations,
known or suspectedproblem banks are given first priorityin the scheduling
and allocationof resources.
6.9
During the conduct of on-site examinations,the examinersattempt to
form opinionson the bank's overallconditionby evaluatingthe five CAMEL
components(capitaladequacy,asset quality,management,earnings,and
liquidity)through a process of verification,sampling,and inquiry. To make
the best use of its scarce resources,the areas to be examinedare targetedto
higher-riskactivities,e.g., loans and advances,foreignexchange,
speculativeactivities(for example,the recent condominiumtoom has been the
subject of special interest),and insidertransactions.
6.10
'Whilethe staff'son-site examinationwork is generallythoroughand
satisfactory,there is some concern that they may not yet be focusingenough
attentionand rigor on certain aspects of the institutions'internalmanagement systemsand processes,such as strategicplanningand formallyadopted
written policies.An emphasison the prudent developmentof these management
systemsis necessaryto ensure that financialinstitutionscontrol risks
within reasonabletolerancesand anticipateand prevent future problems. The
furtherdevelopmentof such an approachmoves supervisorsaway from simply
determiningan institution'sconditiontoday to reasonablyensuringan
institution'shealth in the future. In the process,the supervisorsbecome
positiveagents or catalysts for change in the way financialinstitutions
operate.
6.11
Off-Site Surveillance. The off-sitesurveillancefunctionis undertaken based on reports submittedby the institutions. For banks, these
includet (a) a quarterlysummary statementof assets and liabilities;(b) a
monthly financialconditionreport with attachments;(c) a monthly status
report listing the major debtorsand contingentliabilitiesfor large customers; (d) a semi-annualincome and expense statementwith attachments;(e) an
annual report of fixed assets; (f) a monthly report on inter-banktransactions; (g) a semi-annualreport on deposits; (h) a quarterlyreport on classified assets; (i) an Annual balance sheet and profit and loss statement;and
(j) semi-annualreportson overdue debts. In addition,a variety of statistical reportsare requiredat various intervals. These provide information
regardingthe amount of credit granted to differenteconomicsectors,types of
debtors or businesses,the public sector, etc.
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6.12
The appropriatereportsare compiledand analyzedversus trends,
peers, etc. Where appropriate,microcomputermodeling through simulationsand
forecastingis performed. Through this process,actual and potentialproblem
areas are identifiedand communicatedthrough the appropriatechannelsfor
follow-up. This process,as described,is relativelywell developedand
distinguishesthe supervisoryauthoritiesin Thailandfrom their colleaguesin
many other developingcountries.
The Legal Framework
6.13
The legal basis for bank supervisionand prudentialregulationof the
financialsystem is contained in a variety of laws and decrees. The most
importantof these are the Bank of ThailandAct, 1942, the CommercialBanking
Acts of 1962 and 1979, the EmergencyDecree Amending the CommercialBanking
Act, 1985, and the Act on the Undertakingof Finance Business,Securities
Businessand Credit Foncier Business,1979. The main featuresof these laws,
as they relate to prudentialaspects,are discussedbelow.
6.14
Licensing. Commercialbanks may be establishedonly in the form of a
limitedpublic company with a licensegranted by the Ministerof Finance. The
applicationfor a licenseis requiredto contain informationon: the number
and value of shares; the names and biographicalnotes of the organizers;the
proposedname of the commercialbank; the expecteddepositsat inceptionand
the sources of those deposits;the main businessactivitiesto be conducted;
the scope and powers of executiveofficers;and the names, work records,and
qualificationsof the persons to be appointedas executiveofficers. The
Ministermay also require such other informationor conditionsas he
determinesnecessary. After fulfillingall conditions,the bank obtains the
registrationas a limitedpublic company. It then submitscopies of the
certificateof registration,the Memorandumof Association,the minutes of the
statutorymeet,ingof the company, the Articlesof Association,and the
registerof shareholdersto the Minister for the issuanceof the banking
license. The informationrequirementsand the process of approvalare
thoroughand rigorous. However, in practice,all this seems irrelevantin
that no new bank has been licensedin the last quarter of a century. A
similar,but somewhatless complicatedprocedure,is requiredfor the
establishmentof branches. As discussedearlier in ChaptersIII and IV,
branch opening decisionsshould essentiallybe left to the judgementsof the
banks and F&S companiesconcerned.
6.15
Foreign banks wishing to establisha branch must maintain assets
(branchcapital)in Thailandof not less than B 5 million. This can take the
form of: (a) depositswith BOT (separateand distinctfrom requiredreserves);
(b) unencumberedgovernmentsecurities;tc) bonds issued by BOT; (d) shares,
debentures,or debt instrumentsissued by BAAC or IFCT, and debenturesor
bonds guaranteedby the Ministerof Finance;and/or (e) fixed assets in
Thailandused for bank premises or employeehousing. In addition,the
Minister of Financemay impose such other conditionsas deemed necessary
before grantinga branch license.
6.16
Finance companies,securitiescompanies,and credit foncier companies
must follow licensingprocedureswhich are similar to banks. The finance
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business and credit foncierbusinessmay only be undertakenby limited public
companiesafter a license has been obtainedfrom the Minister of Finance. The
securitiesbusinessmay be undertakenonly by a limitedcompany 441 after the
grant of license by the Minister.
6.17
The capital requirementsfor licensingof nonbank financialinstitutions differ based on the nature of the license grantedand the business
activity to be undertaken. For financecompanies,a minimum capital of B 60
million is required. Credit fonciercompaniesrequirecapital of B 30
million. Securitiescompanieswhich manage the sale of securitiesrequire
capital of B 10 million. Securitiescompanieswhich only engage in brokerage,
trading,investmentadvice, and investmentmanagementrequireminimum capital
of B 5 million. In every instance,the Ministerof Financemukyprescribea
higher level of capital.
PrudentialControlsand Limits
6.18
CapitalAdequacy. The Bank of Thailandis granted the power to
prescribecapital adequacyratios with the approvalof the Minister. The
ratios may be establishedwith regard to: total assets, subject to maximum and
minimum levels of 152 and 52, respectively;each type of asset; and contingent
liabilities. The followingassets are excludedfrom the computations:cash,
depositswith BOT, depositswith other banks, Thai governmentsecurities,and
such other assets as may be prescribedby BOT with the approvalof the
Minister of Finance.
6.19
Using the powers grantedunder the CommercialBankizig
Act, BOT has
establisheda minimum capital adequacyratio of 82 for banks. This minimum
level for capital is based on a narrow definitionof capitalwhich includes
only core capital items;45/however, it has permitted
31 exemptions (in
additionto those includedin the Act and discussedabove) for different
classes of assets, includingcertain categoriesof risky, prioritysector
loans. The total exemptionsfrom the capital adequacycomputationsaccount
for approximately402 of total assets. Approximately252 of the exempted
amount comprisesitems waived for policy reasons. By permittingthese exemptions, BOT has used capital adequacyas a tool of economicregulationto
encouragedirectedcredit, rather than as a buffer to absorb unusual losses.
This has had the effect of substantially
weakening the capital adequacy
requirements. (This aspect of capital adequacywas discussedin detail in
paras. 3.28-3.41.)
6.20
Additionally,because of the manner in which the Conmmercial
Banking
Act is drafted,two capital adequacystandardsexist: one for balance sheet
risks, as describedabove, and one for off-balancesheet contingencies. The

441 Note that the definitionof a limited company includes limited public
companies. Finance companies and credit foncier companies must be limited
public companies. Securities
companies may be limited public companies.
45/

The core capital
items includedin the definitionof capital are: paid-up
capital, share premium, retainedearnings,and statutoryreserves.
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latter requirescapital of 202 in relationto the amount of avals, acceptance
bills, and loan guaranteesoutstanding. Contingenciesin the form of letters
of credit, foreign exchangetransactions,and other types of guaranteesare
exempted.
6.21
Similar standardshave been prescribedfor nonbank financialinstitutions, where a minimum capital adequacyratio has been establishedat 62 of
risk assets for balance sheet risks and 252 for off-balancesheet contingent
liabilities.
6.22
Given the weaknessesdescribedabove and Thailand'sincreasingimportanceas a financialcenter, it is recommendedthat the authorities
consideramendmentsto the CommercialBankingAct that will move Thailand
closer to convergencewith internationalpracticesby adoptingthe capital
adequacystandardformulatedby the Basle Committeeon Banking Supervision.
This approachestablishesrisk weights for both balance sheet and off-balance
sheet items followinga single standardbased solely on prudentialconsiderations and broadensthe definitionof capital into core and secondarycomponents. Other actions, such as permittingthe tax deductibilityof loan loss
provisions (see para. 6.32), should also be taken to ensure that banks are
adequatelycapitalized.
5.23
Concentrationof Ownership. The CommercialBankingAct, as amended,
limits shareholdingby one person to not more than 52 of the total shares
outstanding. Further,a commercialbank should not have fewer than 250
persons as shareholders,each of whom holds not more than 1/2 of 1? of the
total shares sold, but who togetherhold shares not less than 5O0 of the total
shares outstanding. Three quartersof the shareholdersmust be Thai
nationals.
6.24
For financecompaniesand credit fonciers,limits on sha-reholding
by
one person are lOS of the shares outstanding. No fewer than 100 persons,each
holding not more than 6/10 of 12 of the total shares sold,must hold not less
than 502 of the total shares outstanding. As with banks, three quartersof
the shareholdersmust be Thai nationals. Although limits or.the ownershipof
finance companiesand credit fonciershave been established,it is commonly
assumed that the ownershiplimits have been exceededthroughnominees.
6.25
ExposureLimits. The total amount of credit that can be extendedto
a single borrower is limited to 252 of a bank's capital funds and 302 of the
capital of a finance company or credit foncier. In addition,a higher limit
of 40? of capital has been establishedfor finance companiesif contingent
liabilitiesare also included. For purposesof applyingthese limits, all
relatedborrowers in a group are combinedas if they are one person.
6.26
While the bank lending limit for a single borroweris within reanonable constraints,the additionallimit for contingentliabilitiesexceeds a
prudent level in that the bank may be forced to disbursecredit under those
contingentliabilitiesat an inopportunetime, with the result that the bank
may become overexposedto a borrower in distress. Given such risks, many
countrieshave combined such limits into one lending limit with a maximum
exposureof 252 of capital or less. Therefore,it is recommendedthat the
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authoritiesseek changes in the law which will establish such an exposure
limit not exceeding252 of capital.
6.27
Eauity ITnvestments.Banks, financecompaniesand credit fonciersmay
invest in the shares of a limited company in an amount up to 102 of the
company's shares outstandingor, in the case of banks and credit fonciers,202
of their capital funds. Securitiescompaniesneed only to notify BOT if they
acquire 20? or more of the shares of a limitedcompany. Banks and finance
companiesmay not hold shares of other banks and financecompaniesrespectively except where the shares are acquiredfor debts previouslycontracted. In
such cases, they have six months to disposeof the shares.
6.28
Loans to Insiders. Banks and nonbank financialinstitutionsare
prohibitedfrom extendingor guaranteeingcredit to or for their own directors. This prohibitionextends to the spouse or minor child of a director,an
ordinarypartnershipin which the directoris a partner,and limitedpartnerships or companiesin which the directorhas unlimitedliabilityand/or holds
more than a 302 beneficialinterest.
6.29
It is a known fact in Thailandthat banking groups also have investments in real sectors. It is unrealisticto believe that banks would not be
making loans in group-relatedcompanies. An absolutebar on loans to related
companies (insiders)in all probabilityhas led to circumventionof the law
insteadof strict adherenceto it (like the 102 limit on ownershipof F&S
companies,discussedin paras. 4.36-4.46). It is suggestedthat BOT consider
allowingloans to directorsand other related interestswithin well-defined
limits. At the same time, BOT should also provide for (a) strict full
disclosureof all such transactionsin the banks' publishedannual reports,
(b) abstentionof the concerneddirectors/officers
from the decisionmaking
process relatedto such transactions,and (c) sanctionsfor the violators of
the limits.
6.30
Asset Classification.Provisioning,and InterestSuspension. Banks
and nonbank financialinstitutionsare requiredto write off their worthless
or irrecoverableassets and make provisionsfor doubtfulaccountsat the end
of each semi-annualaccountingperiod. The BOT has prescribedguidelinesto
assist banks in determiningtheir worthless,irrecoverable,or doubtful
assets.
6.31
During their on-site examinations,the examinersclassifycredits
using a grading system similarto that used in the United States and many
other countries,althoughthe definitionshave been modified for the Thai
context. Classifiedasset categoriesare substandard,doubtful,and loss.
Assets classifiedin these categoriesexhibitwell-definedcreditweaknesses.
Another category,especiallymentioned,includesassets which possess potential weaknesses. While this system for asset classificationis ba6ed on sound
principles,loan loss provisionsare now requiredonly for assets classified
as doubtfulor loss. In most countries,a more conservativeview is taken
that loss potentialexists within the aggregateof substandardassets and this
loss potential should be providedagainst. In addition,general reserves
should be establishedfor the balance of the portfoliobased on historical
loan loss experience,economic trends,loan growth, changes in loan policies
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or lendingmanagement,concentrationsof credit, and the inherentriskinessin
differenttypes of loans. It is recommendedthat BOT adopt this more conservative approach.
6.32
Related to this topic is the tax deductibilityof provisions. At
present,the tax treatmentof provisionsacts as a disincentiveto adequate
;vovisioningsince an institutionmust have exhaustednearly all legal remedies before the tax authoritieswill considerthe loss a deductibleexpense.
As is known, resolutionof civil suits may take years. It is suggestedthat
the tax authoritiesconsidera more reasonablepolicy for permittingthe tax
deductibilityof provisionsso that banks are encouragedto set aside adequate
reservesfor losses.
6.33
Rules have been establishedfor the suspensionof intereston nonperformingassets. Based on these rules, the accrua' of interestshould cease
on loans which are 180 days in arrears. However, financialinstitutionsare
permittedto continueaccrual if adequatecollateralis pledged against the
indebtedness. Real estate, up to its assessedvalue, is consideredsuitable
collateralby the authoritiesfor this purpose. There is a concern that this
policy is overly generousin permittingfinancialinstitutionsto record profits by capitalizinginteresteven though its borroweris not performing.
Collateral,in all cases, should only be viewed as the ultimatesource of
repaymentin case the borrowerfails as a going concern,and not as a substitute for the borrower'sability to repay throughcash flow or the normal
businessasset conversioncycle. Further,real estate is illiquid,and liquidation and realizationof proceedsafter legal civil suit proceedingsmay take
an indeterminablylong time. Therefore,it is recommendedthat the decision
on suspensionof accrual of interestshould not take into account the aspect
of collateral. A possibleexceptionmay be where the collateralis liquid and
already in the process of collection.
6.34
Annual Accounts. Both banks and nonbank financialinstitutionsare
requiredto publish their annual balance sheet and profit and loss statement
within four months of the end of the accountingyear. The statementsmust be
in the form prescribedby BOT and must be audited by an auditor apnrovedby
BOT.
Sanctions
6.35
The EmergencyBankingDecree Amending the Bank of ThailandAct, 1985,
significantlystrengthenedthe sanctionsand other actionswhich could be
imposed by the Thai authorities. In additionto the traditionalsanctionsof
levyingmonetary fines, imposingpenalties,or withdrawingan institution's
license,the authoritiescan now exercisea full range of intermediatepowers.
These includethe powers to: (a) order a financialinstitutionto suspendall
or part of its operationsfor a temporaryperiod of time, in which case the
Minister of Finance may also prescriberules, procedures,or conditionsas
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deemed necessary;"j/(b) order the closure of a branch; (c) place the financial institutionunder control; (d) prohibitthe payment of dividendsor other
distributionsof profits; (e) prohibitor restrictthe lending of money or
making of investments;(f) requirea financialinstitutionto reduce or
increaseits capital; (g) remove and/or appoint directorsor other persons;
(h) require a financialinstitur
ion to take or omit certain actionswithin a
specifiedtime frame; and (i) impose any other conditionsnecessaryto rectify
the conditionor operation of a financialinstitution.
6.36
Despite the vast array of powers granted to the authoritiesunder the
EmergencyDecree. the use of sanctions,in practice,has been reasonableand
measured. In one respect,however,it is debatablewhether BOT has been too
lenient. It is known that BOT has permittedthose troubledfinancialinstitutions with reasonableprospectsfor recoveryto achievean adequatelevel of
loan loss reservesover a phased period subjectto conditionsit has prescribed. The result could be that at a given point in time, loan loss provisions may be underprovided,and this fact is not d closed to the depositors
or Investorsin the concernedbanks' stock. On ti--other hand, if banks were
requiredto make full provisionsat the time the provisionswere first determinedto be necessary,they would show reducedprofits or even operating
losses,which might affect their ability to attract and retain depositsor to
access the money and capitalmarkets. The BOT has been willing to pursue a
remedialprogram with such institutionsbecause it fears that the impact of
making full provisionsimmediatelycould prove destabilizing. If any financial institutiondoes not adhere to the remedialprogram agreed to with BOT,
it would be subject to further sanctionsand, dependingon its condition,even
intervention. The balancedapproachused thus far by BOT satisfiesboth the
financialinstitutionsinvolvedand BOT in trying to resolve a problematic
situation.
6.37
If the Minister of Finance determinesit is necessary to intervene
and take control of a financialinstitution,the Minister is granted the power
f
*-pointa control committeeconsistingof a chairmanand two others. This
committeehas the power and duty to manage the affairs of the institutionin
every respect,includingthe appointmentof officers. If it is determined
that the institutioncannot be returnedto health, the Ministermay order the
institutiondissolvedand appoint a receiverto oversee its liquidation.
B. Resolutionof Banking Insolvenciesand DenositorProtection
6.38
The experiencesof most countriessuggestthat the restructuringof
insolventfinancialinstitutionsis best handledwhen three criticalactions
are taken:

461 In general, if a financial institutionincurs losses which reduce its
registeredcapital by one quarter, it may no longer accept deposits. If
it loses one half of its registeredcapital,it is requiredto stop doing
businessand to submit a plan which addressesthe cause of the problemsand
propose correctiveactions to be undertaken.
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(a) The managementculture is changed through the replacementof the
bank's chief executiveofficer and other key decision-makers.
Frequently,this involvesthe replacementof several layers of
management. It is importantthat managerswho remain do not become
obstaclesto a successfulrestructuringof the institution;
(b) Shareholdersof the institutionare first to suffer the consequences
of the diminutionof capitalthrough provisions,write-offsand other
losses. When an institutionbecomes technicallyinsolvent,supervisors order its closure and the institutionceases to exist as a
corporatebody. Because time is of the essence in restoringthe
public'saccess to their monies on deposit,banks, unlike other
companies,should not go throughnormal bankruptcyproceedings. When
a bank is declaredinsolvent,shareholdersshould lose all rights and
claims to wlhichthey were previouslyentitled;and
(c) the non-performingassets are carved out of the balance sheet and
removedfrom the failed institution. This is facilitatedby the
purchaseof the bad assets by a restructuringmechanism,such as a
deposit protectionfund, or the governmentthrough cash or government
securitiesat market rates of interest. The use of securitiesmay be
preferablesince the initial outlaysof cash are limited to interest
payments,thus the monetaryeffects are minimized. The appointed
receiveris given the responsibilityof collectingthe non performing
assets so that the restructuredinstitutionwill not be unduly
burdenedby having to continuecollectionactivities. This process
of carving out bad assets creates a shell of a good institutionwhich
can then be recapitalizedby new investors,an acquiringinstitution,
or the government(in which case it would, ideally,be reprivatized
within a specifictime period). Importantly,the institutionwill be
able to operateprofitablysince performingassets have replacednonperformingones. Subsequentactions should involveoperational
restructuringto rationalizeredundantstaff, branch networks,
management information
systems, etc.
6.39
As will be discussedbelow, all these actionswere not taken in
Thailandwhen the need arose to deal with technicallyinsolventinstitutions.
Instead,insolventinstitutionswere assistedthrough a variety of support
mechanisms,includingsoft loans used to purchasegovernmentsecurities. The
result is that costs continueto mount, and problemsremain unsolved. The
followingprovidesa brief backgroundas to the crises of the early 1980s in
the financialsystem and the supportarrangementsdevised to deal with it.
The Finance CompanYCrisis
6.40
Startingin the late-1970s,Thailandfaced a financialcrisis which,
by the mid-1980s,affectednearly a third of Thailand'sdomesticbanks and

- 93

-

nonbank financialinstitutions.47/Twenty-fourfinancialinstitutionswere
closed during a three-yearperiod between late-1983and November1986.
Another 30 financialinstitutionswere intervened. As a consequenceof the
crisis, the legal frameworkwas substantiallystrengthenedthrough the
EmergencyDecree Amendingthe Bank of ThailandAct, 1985; the supervisory
process was also strengthenedby acceleratingits change in focus from
complianceto assessmentof risk. The FinancialInstitutionsDevelopmentFund
(FIDF)was created at the same time to deal with failingand failed financial
institutions,and as a means to spread the financialburden across the
financialsystem. While the actions taken by the Thai authoritiesstabilized
the problem,they did not resolve it. Today, many of the institutions
continue to be supportedthroughvarious subsidiessuch as soft loans at
substantialcost with no end in sight.
6.41
At the onset of the crisis, an appropriatearrangementfor handling
seriouslydistressedand/or insolventinstitutionsdid not exist and so these
institutionswere handled on an ad hoc basis. For many institutions,rather
than to close and liquidatethem or restructurethem using a purchaseand
assumptionmethod in which non-performingassets are carved out of the balance
sheet, the choice was simply to support them with soft loans under the Fourth
of April lifeboatsscheme. In retrospect,the authoritiesacted as they did
for a combinationof reasons: (a) they did not ask for or provide sufficient
resourcesto deal with the crisis, thus limitingthe actionswhich could be
taken; (b) in the minds of some, the problemswere initiallythought to be
ones of temporaryilliquidity,not insolvency,thus supportwas provided in
the form of liquiditythrough loans and other means, rather than substantive
restructuringand removal of the bad assets; (c) the actions taken were
expedientunder the existinglegal frameworkin which B0T powers were limited;
and (d) the legal frameworkhandicapped,and still does, the transferof
claims once legal action is commenced. The consequenceof this was to block a
purchaseand assumptiontransaction. Therefore,the troubledfinancial
institutionhad to remain in existencein order to forecloseon debtors or to
collect on bad assets.
FinancialAssistanceProvidedto TroubledInstitutions
6.42
To supportthe distressedand insolventinstitutions,BOT and other
financialinstitutions
provided financialassistancethrough a variety of
mechanisms. These are describedbelow.
6.43
SecurityPurchaseFund. Beginningin late-1979,short-termfinancial
assistancewas provided to finance and securitiescompaniesthrough a Security
PurchaseFund. The state-ownedKrung Thai Bank, acting in responseto
governmentpolicy, began purchasinglisted and authorizedsecuritiesof
financeand securitiescompaniesusing funds borrowedfrom BOT. On July 16,

47/ For a discussionof the causes of the financialsystem crisis, see R. Barry
Johnstons 'Distressed Financial Institutions in Thailand: Structural
Weaknesses, Support Operations and Economic Consequences,"IMF Working
Paper WP/89/4,January 13, 1989, pp. 12-25.
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1987 Krung Thai Rank sold securitiesfor B 1,655 million and repaid BOT loans
in the amount of B 1,067 million. The Fund ceased operationson December31,
1988, by transferring
accumulated net profits
of B 514 million to the Ministry
of Finance. for its services,Krung Thai Bank was compensated with a 1U
managementfee equal to B 65 million.48/
Note ExchanteProaram. This programwas used to
6.44
The P odmissory
assist the holders of promissorynotes of failed F&S companiesand credit
fonciers.
During the initial
phase of the program, four major F&S
companies49/ were chosen by the authoritiesto exchangea series of their own
promissorynotes for those of the failed companies. Althoughthe face amounts
of the notes given in exchangewere the same, the maturitieswere spread out
over a period of up to ten years and no interestwas paid, thus the note
holders sufferedlosses in present value terms.
6.45
For their participationin the exchangeprogram,the four selected
F&S companies were compensated with soft loans from BOT collateralized
by
(invested
in) goverrment bonds.
At the height of the program, the four F&S
companieshad outstanding
soft loans of B 7,690 million Invested in government
securities. As of mid-July 1989, the amount outstandinghad teen reduced to
5 4,330 million.
Altogether,
the promissory notes of 19 failed F&S companies
and credit foncierswere exchangedfor the notes of the four selectedFIS
companies. As of June 30, 1989, the promissorynote obligationsof these
companiestotalledB 5,633 million.
6.46
During the
1985 took over the
is the same, except
borne by FIDF. At
of promissory note

second phase of the program, FIDF which had been set up in
function of the four F&S companies.
The current procedure
that the cost of exchanging promissory notes is now fully
the beginning of September 1989, the PTDF had B 108 million
obligations
outstanding.

6.47
Liguiditv
Fund. A liquidity
fund was established
in late 1983 to
An amount of B 5 billion
provide liquidity
support to troubled F&S companies.
was contributed
by Thai commercial banks under the auspices of the Thai
Rankers' Association.
Of this amount, B 1 billion
w-as provided by Krung Thai
managed by SOT,
The Fund was jointly
Rank acting on behalf of the Government.
and the Ministry
the Thai Bankers' Association,
hrung Thai Bank representing
at the
Rates charged to financial
institutions
were adjustable
of Finance.
prevailingmarket rate. The rate paid by the Fund was set at the discount
rate of BOT. Loans were initiallygranted for periods of up to three years,
but have since been rolled over. As of December31, 1988, Krung Thai Bank had
extendedoverdraftsand other credit to the Fund in the amount of B 1,921
B 678 million had been disbursedto supportthe Fund.
million.
An additional

48/

Krung Thai Bank Limited,

491 Thai

Annual Report

1988, pp. 28-29.

Co., Ltd.,
Thai Financial
Trust Co., Ltd.,
Financial
Syndicate
Co., Ltd., and Thanasap Finance and
Thananant Finance and Securities
Securities
Co., Ltd.
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6.48
The Lifeboat Scheme. Under the Fourth of Aprll 1984 "Lifeboat
Scheme, the Ministry of Finance initiateda program to provide additional
financial
support to troubled financial
institutions.
However, unlike the
earlier
programs, this scheme enabled the authorities
to intervene
in the
troubled financial
institutions.
Twenty-five
finance and securities
companies
agreed to participatein the scheme. As a condition of participation,
each of
the participatingfinance and securitiescompanieshad to agree to write off
its losses and provide reservesfor doubtfulaccounts,strengthencredit and
collectionprocedures,suspenddividends,and submit a financialplan for
returningthe institutionto health. In addition,dependingupon the
conditionof the company,25Z of the outstandingsharee plus 502 of the voting
rights, to 902 of the outstandingshares were to be transferredto the
Ministryof Finance. The 50X voting rightswere to be transferred
back to the
originalowners within five years at a price to be determinedby the Ministry
of Finance. Thus, the existingshareholderswould see a dilution in their
share ownership.but would retain the hope of recoveryin the value of their
shares due to the government'sintervention.
6.49

Several forms of supportwere providedthrough the Lifeboat Scheme.
(a) Account 1. Account 1 was a program set up to provide liquidity
support through the Krung Thai Bank to companiesin the Lifeboat
Scheme. Krung Thai Bank, acting at the behest of the government,
establishedoverdraftfacilitiesfor the financialinstitutions
participatingin the scheme. In turn, BOT extendeda loan, with a
letter of comfort or aval from the Ministryof Finance,to the Krung
Thai Bank in the amount of the overdraftfacilitiesgranted.
In general,the overdraftfacilityextendedto each of the financial
institutionsin the LifeboatSchemewas establishedin an amount
equal to one half of the promissorynotes outstandingto the public.
The overdraft facilitieswere for the sole purpose of permitting
distressedF&S companiesto meet their promissorynote obligationsas
they came due. A rate of 14.52 was initiallychargedby the Krung
Thai Bank, but this rate was graduallyreduced and has been at 7.5?
since June 1988. As of June 30, 1989, B 2,420 million was outstandingunder the overdraftfacilitiesin a total credit line of
B 3,155 million.
(b) The Baht 4 Billion Credit Line. In an attempt to resolvethe
under the Lifeboat Scheme, the
problems of F&S companies still
authoritiesasked Krung Thai Bank to take over the management of
these companiesin January 1987. The Bank appointedits own staff to
the managementteams of the companiesand took actions to restructure
their activities,in some cases merging weaker institutionsinto new
companies. In addition,Krung Thai Bank made B 4 billion in demand
loans availableto the participatingcompanies. These loans carried
a subsidizedrate, initially8? (currentlyat the interbankrate),
and were used by the financialinstitutionsto reduce their funding
financialinstitutions,and to
costs, to pay back loans from othc.-r
expand their businessactivitiesin the normal course of business.
The BOT issued a letter of comfortto Krung Thai Bank to assure it
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that it would not suffer any losses from loans extendedto the
financialinstitutionsunder the scheme. As of June 30, 1989, the
distressedF&S companieshad B 3,467 million outstandingunder the
B 4 billion line.
(c) Capital Iniections. The BOT provideda sum of B 2.4 billion in
January 1986 in the form of soft loans to Krung Thai Bank (B 1.4
billion)and FIDF (B 1 billion)to be used for capital injectionsin
17 troubledcompanies. The loan to Krung Thai Bank carries a letter
of comfort or aval from the Ministryof Finance. By the close of
1988, Krung Thai Bank held more than 602 of the shares in six F&S
companies,more than 301 of the shares in two additionalcompanies,
and less than 20? in the remainder. As of June 30, 1989, Krung Thai
Bank had investeda total of B 1,381 million (B 71 million has since
been repaid from the sale cf shares) in these F&S companies. At the
same time, FIDP investedB 670 million in seven institutions.
(d) Soft Loans. Soft loans have been used as a supportmechanismin
Thailandfor many years. They were widely used in dealingwith the
institutionsin the LifeboatScheme. Soft loans, at interestrates
ranging from one tenth of 12 to 8X, were extendedby BOT to
distressedfinancialinstitutionsfor periods ranging from six months
to five-yearsand eight months (maximummaturity is five years but a
loan may be extended). The proceedsof these loans were used to
purchasegovernmentsecuritiesrequiredas collateral. The effect of
this arrangementwas to provide the institutionsa subsidy in the
form of the interestrate differentialbetween the interestearned on
tne securitiesand the interestpaid on the borrowings. This form of
assistancewas the most common used by BOT in dealing with the
financecompany crisis. As of June 30, 1989, soft loans of B 5,270
million were outstandingto 28 finance and securitiescompanies.
(e) Aval Credit Line. In additionto the other financialsupport
providedby it, the Krung Thai Bank made availablea B 3.5 billion
credit line for promissorynotes aval at an aval fee of 0.52. As of
June 30, 1989, B 2,754 million was in use under the line.
FinancialSupport for Ailing CommercialBanks
6.50
Support arrangementsfor commercialbanks in distressinclude soft
loans and fresh capital. Since 1984 through 1987. eight commercialbanks
receivedfinancialassistance. One of these, Sayam Bank TLimited(formerly
Asia Trust Bank) was taken over by the authoritiesin Aug.ist1984, although
its insolvencyhad been recognizedmuch earlier. In 1986, the authorities
injectedB 1.5 billion into Sayam Bank, of which B 1 billionwas used to
absorb loan losses. An additionalB 2 billion was providedas a soft loan.
The Sayam Bank was subsequentlymerged with Krung Thai Bank on August 17, 1987
at the government'sbehest. By the time of the merger, losseshad mounted to
the point that Sayam Bank had a negativecapital of B 7,372 million. Its
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liabilitiesof B 14,445 millionwere nearly twice the value of its assets.50/
The differencewas recordedon the books of Krung Thai Bank in "OtherAssets,
as a noninterest-bearing
account called 'Sayam Bank Limited debtor account."
The BOT providesa soft loan subsidy to Rrung Thai Bank in order to neutralize
the negative effect of its non-performingassets.
6.51
Seven other banks have also receivedfinancialsupport from BOT.
Bangkok Bank is the largestrecipientwith nearly B 6 billion in soft loans.
The First Bangkok City Bank, plaguedby bad loans and foreign exchangelosses,
receivedsoft loans of B 3.8 billion and fresh capital. The loans,which were
granted in May 1986, carry a ten-yearmaturity. The Bank of Asia receiveda
soft loan of B 1.7 billion in 1987. The Siam City Bank receivedsoft loans of
B 3.5 billion. The weight of managing the financecompanies in the Lifeboat
Scheme and the merged Sayam Bank took its toll on Krung Thai Bank and it, too,
needed assistancefrom the authorities. It currentlyhas soft loans of B 1.5
billion from BOT; in addition,the FIDF increasedits stake in the bank to
38.51S as of December31, 1988, comparedto 26.93X one year earlier. Thai
Military Bank and Siam CommercialBank have also receivedsoft loans of B 1.4
billion and B 0.3 billion respectively.
The FinancialInstitutionsDevelopmentFund
6.52
One outgrowthof the financialsystem crisiswas the establishmentof
the FinancialInstitutionsDevelopmentFund (FIDF). This Fund was established
as a separateand distinct legal entity in 1985 by the emergencyBanking
Decree Amending the Bank of ThailandAct. The Fund is managed by the Fund
ManagementCommitteecomprisedof the Governorof BOT as Chairman,the
Permanent Secretaryof Finance as Deputy Chairman,and five to nine other
committeemembers appointedby the Ministerof Finance. Staffingis provided
by BOT and currentlynumbers about 30. Capitalizationand operatingmonies
are provided throughassessmentsagainst banks and other financialinstitutions, resourcesprovidedby BOT, other monies and propertiesdevolvingon the
Fund, and earningsfrom investmentof the Fund's assets. In additionto B 1.2
billion in capital,BOT has providedsoft loans to the Fund, aggregatingB 8.5
billion as of September 5, 1989. A balance sheet of the Fund is given in
Annex 44.
6.53
The FIDF's powers are wide-rangingand includethe powers to lend or
borrow money, purchaseassets, invest in or hold shares,hold ownershipof or
possessoryrights to property,provide financialassistanceto depositorsor
creditorsof financialinstitutionswho sustain losses,and guaranteebills.
These powers are sufficientto enable the FIDF to carry out its objectives
which are, loosely stated, to reconstructand develop the financialinstitution system. Although FIDF collectspremiums from financialinstitutions,it
does not provide explicitdeposit insurance. However,it is widely assumed
that FIDF, and the Government,would not permit depositorsto sustaina loss
of their monies on deposit.

50/ Krung Thai Bank Limited,Annual Report 1988, p. 24.
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6.54
In practice,FIDF acts principallyas an arm of BOT to provide
assistanceto distressedfinancialinstitutionsthrough the provisionof soft
loans, capital iljections,and managementexpertise;it is run as a department
of BOT. It has no authorityto conductbank examinationsand, therefore,it
must rely solely on BOT for its information;however, it has no legal right to
receivethe examinationand supervisoryinformationpreparedby BOT. It has
no authorityto interveneor close banks. It is not expresslyauthorizedto
act as receiver;in any case it lacks specializedstaff skilled in workout
situations. The FIDF does not have the full-rangeof powers or functions
necessaryto be consideredan effectivemechanismfor restructuringfinancial
institutions. Nonetheless,it is thought that FIDF can play a greater role in
resolvingthe incidenceof financialdistresswhich now exists if certain
improvementswere to be made in its functioning. These are discussedin
para. 6.62 below.
Cost of SupDortArrangements
6.55
Quantificationof the costs incurredunder the severalprogramsproviding support to distressedfinancialinstitutionsis difficultbecause of
the pa.U4 ty of data. But since even a rough, order of magnitudeestimatehas
merit, it has been attempted. As a first step, the followingtable has been
constructedto show the amounts outstandingunder the various schemes.
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Table 6.1. AMOUNTS
OUTSTANDING
UNDERVARIOUSSUPPORTSCUUSS 1
Institution
Providing
Support
Bank of Thailand

Financial
Institutions
DevelopmentFund

Xrung Thai Bank

la

Beneficiary

Type of
Support

Outstanding
Balance
(MillionB)

Pour exchangers
FIDF
FIDF
Finance companies
Commercialbanks
Krung Thai Bank

Soft loans
Soft loans
Capital
Soft loans
Soft loans - est.
Soft loans

Finance companies
Finance companies
Couumercial
Banks
CommercialBanks

Exchange of P/Ns
Capital
Capital
Soft loans

Finance companies
Finance companies
Finance companies
Finance companies
Liquidity
Fund
LiquidityFund
Raja Finance

Account 1
Credit line
Aval line
Capital
Soft loans
Expenses
Pay-offPIN holders

2,420
3,467
2,754
1,222
735
678
54
11,330

Sub-Total
Less: Duplications
TOTAL

62,251
15,074
47,177

4,330
8,460
1,200
6,283
18,651
2,449
41,373
108
1,181
5,294
2.965
9,548

The BOT amounts are as of December1988 or June 1989; FIDF amounts are as
of September1989; and Krung Thai amounts are as of December1988.

6.56
The cost is then estimatedby using the differentialbetweenthe
interestrate actually
charged and the comparablemarket rate. On this basis,
the cost (in the sense of revenueslost) is roughlyestimatedto be about B 3
billion annually. This is not the total cost incurredto date but is an
estimateof the recurringannual cost on the assumptionthat the support
provided remainsabout B 48 billion. The cost in the future would be different if the outstandingamount increases (or declines)and if the market
rates change. The current boom in real estate has had a beneficialeffect in
redeemingsome non-performingassets that were secured by real estate, and DO?
has successfullyfound interestedparties to invest in many of the instLtu-
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tions in the scheme. If the process of rehabilitationand disposition
continues,the costs in the future could be lower.
6.57
Although details of the current status of financialassistance
providedto the financialsector are sketchy,it is clear that about 13 511
financeand securitiescompanieswere still receivingfinancialassistance
from Krung Thai Bank totallingB 8.6 billion as of the end of 1989 under the
Lifeboat Scheme. Seventeenof these companieshave also receivedcapital
injectionsfrom FIDF or Krung Thai Bank in the aggregateamount of B 2.4 billion. Soft loans provided to these F&S companiesand several others by BOT
total an additionalB 6.3 billion. In addition,soft loans outstandingto the
four companieswhich exchangedpromissorynotes for nineteendefunct F&S
companiestotal B 4.3 billion. An additionalamount of B 735 million in soft
loans is outstandingto finance and securitiescompaniesother than under the
schemesmentioned above. The direct exchangeor payoff of F&S company
promissorynotes totals B 162 million. Unremuneratedexpensesabsorbedby
Krung Thai Bank to support the LiquidityFund total B 678 million. Of the
fifteen Thai commercialbanks, eight are receivingfinancialassistancein the
form of soft loans amountingto B 18.6 billion and/or have receivedcapital
injectionstotallingB 5.3 billion.
Weaknessesin the SupportArrangements
6.58
The supportarrangementsdiscussedabove have shown several serious
weaknesses. Perhaps the most serious,the non-performingassets were not
removed from the institutions'balance sheets. Therefore,the problemsof
insolvencywere not resolved,only stabilized. Since the institutionswere
not closed, new chief executiveswere faced with the dual responsibilities
of
attemptingrescue operationswhile servicingexistingor new clients. Such a
task is extraordinarilydifficultfor even the most talentedbanker. It is
only now, through the economicboom and surge in the value of real estate held
as collateralfor non-performingassets, that some recoveriesare being made.
While this occurrenceis fortuitous,it should not be viewed as a failureresolutionmethodologyto be followedin the future.
6.59
Shareholdersinvest in equitiesexpectinga return on their investment. As a necessarycorollary,shareholdersalso bear the risk of investment. Under the supportarrangementsfollowedin Thailand so far, the
existinRshareholdersof insolventfinancialinstitutionsdid see a serious
dilutionof their investments,but they were not eliminatedcompletelyas
shareholders. To the extent that an institutionis rehabilitated,they will
benefit. The support arrangementshave, therefore,negated an essential

51/ Initiallythere were 25 F&S companiesjoining the Scheme. Since then six
institutionshave merged into ThananantFinance and SecurityCompany and
three others have merged into Capital DevelopmentFinance Co., Ltd. Five
other companiesexited the LifeboatScheme in 1989. Since the report was
prepared, one company has been sold to original investorsand one to new
investors. As of March 1990, there were 11 companies left under the
LifeboatScheme.
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element of disciplineby preservingshareholders'interestsat the public's
expense.
6.60
While, in most cases, the chief executiveofficersof the troubled
financialinstitutionswere removed,other managersat the senior level were
retained. These managers often proved to be obstaclesto rehabilitation
efforts and, in some instances,deliberatelysabotagedrehabilitationefforts.
The failure to remove managers resvonsiblefor oroblems often permittedthe
existingweak banking culture to remain intact,making rehabilitationeven
more difficult. It is clear that in some instances,changes in management
must reach deeper down into the ranks if substantivechange in the banking
culture is to occur.
6.61
As theseweaknessesand the foregoingdiscussiondemonstrate,the
support arrangementsonly stabilizedproblems,but did not resolve failures.
Host of the troubledinstitutionsremain troubledeven today. As a general
observation,the three most criticalcomponentsof a successfulfinancial
restructuringwere violated: (a) the bad assets remained; (b) the shareholders
were not eliminated;and (c) the managementculturewas not sufficiently
changedby eliminatingthe responsiblelayers of management.
Recommendationsfor Strengtheningthe FailureResolutionProcess
6.62
As discussedabove. the methodologieschosen in dealingwith the
financialcrises were ones of expediency. Sufficientresourceswere not
devoted to solving the problemsupfront,and the approachwas flawed. As a
result, the losses continueto mount at a rate estimatedat B 3 billion per
year. In retrospect,the more prudentmanner in dealingwith the crisis would
have been either to: (a) close the institution,pay off depositholders,and
liquidatethe institution'sassets;or, (b) restructurethe institutionby
removingbad assets, replacingmanagement,and eliminatingshareholders. In
the latter instance,the removalof bad assets would occur by using government
securitiesto purchase them. A shell of a bank would be createdwith good
assets matching liabilities. This shell would then be sold to new investors
and recapitalizedor merged with a healthy institution. The decisionbetween
liquidationor restructuring
would depend largelyon the estimateof the
relativeultimatecosts to be borne by the government. There may also be a
need to review the law to make sure that a receiveror another institutioncan
obtain a clean title to assets purchasedor acquiredfrom an insolventinstitution'sportfolio.
6.63
With the changes in the legal frameworkif necessary,the lessonsof
experience,and improvedsupervisorycapabilities,there is scope for
improvingthe manner in which bank insolvenciesare handled. Clearly,a more
formal approachto dealingwith insolvency
is requiredto resolveproblems
than the ad hoc approachesof the past. A formal approachwould have the
advantagesof dealingwith failuresin a way that is: (a) efficientand
consistentover time; (b) somewhatshieldedfrom political influencesince the
rules of the game would already have been established;and (c) prefunded
through periodicassessmentsagainst the institutions. It is recommendedthat
FIDF should be made a stronger,more independentand interventionistorganiza-
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tion so that it can play a leadingrole in dealingvith failing and failed
financialinstitutions. This can be accomplishedbys
(a) providingFIDF its own specializedand highly skilledstaff, preferably with a private-sectororientation:
(b) mandating the appointmentof FIDF as receiveras soon as B0T has
determineda financialinstitutioninsolvent.;
(c) providingFIDF the authorityto examine financialinstitutions,
although in practiceit would normallydefer to the authorityof B0S
to conduct examinationsas the primary supervisor;
(d) requiringBOT to routinelyinform FIDF of institutionsrated 4 or 5
on the CAMEL rating and to share examinationreportsof institutions
so rated;
(e) requiringFIDF to elaborateits policiesfor restructuringor liquidating financialinstitutions,using the principlesdiscussedabove
as guiding factors;and
(f) amendingthe laws which handicapthe transferof claims after legal
proceedingshave been instituted,so that FIDF could obtain a clean
title to assets acquiredin the process of restructuringfinancial
institutions.
DepositInsurance
6.64
Whether a financialsystem is better off with or without a formal
deposit insurance
arrangement is controversial,
and much literature
is
available
to support either viewpoint.
Even the actual experience of
countriesthat have deposit insurancearrangementscan be used to argue the
case either way, dependingon one's viewpoint. Given the controversialnature
of the subject,
no clear-cut
recommendation is being made regarding
formal
arrangements
for depositorprotectionin Thailand.
Instead,
the following
general observations
are being made in the hope that they would be helpful to
the authorities.
6.65
Deposit protectionarrangementsshouldnot be formalizedand institutionalizedunless the financialsystem as a whole has reached a high level of
stability. In a financialsystemwhere episodesof institutionaldistress
have occurred frequentlyin the recent past and where symptomsof distressare
continuing,it would be undesirableto introduce,or convert an informal
arrangementinto, a formal deposit protectionsystem. The cost of operatinga
formal deposit protectionarrangementwould under such conditionsbe prohibitively high. In the case of Thailand,the necessary level of financialsystem
stabilitywill be reached soon, if it does not already exist, given the
continuingoverall economicgrowth and the rapid appreciationin the value of
real as well as financialassets,and assumingthat most of the recommendations in this report are acceptedand implemented.

- 103 -

Any system of deposit insurance(formal or informal) ought not to
6.66
Financial sector discipline brought about by
seek to protect every depositor.
Large depositors are
players is the best kind of descipline.
discriminating
and be
expected to exercise due care in choosing the depository institution
able to obtain the required information to form their judgements. The
consequence of a failure on their part to choose a sound depository institutionshould be a loss on their account; it should not become a loss for the
system or economyas a whole. A formal system of deposit insurance could be
only if it is intended to protect small depositors only. As an
justified
in
indication of what might be considered 'small"in case the authorities
it is
Thailand opt to introduce a formal system of deposit protection,
suggested to consider B 100,000 or such smaller amount as would result in
covering about IOZ of the total amount on deposit in the system. A variation
of the proposal would be to provide for insurance of larger deposits also, but
at a steeply declining rate so that thp point of no protection is reached
Before a formal system were introduced, it wouldbe
quickly.
relatively
important to develop and reach a firm, explicit consensus that the limits
adhered to. If there were fears that, despite any such
would be strictly
consensus, the limits would be swept away by "exceptions' made whenever an
episode of distress occurred, it would be better not to introduce a formal
system. An informal system is inherently more flexible and generally better
able to handle "exceptions."
among
argument can be made for differentiating
Although a theoretical
6.67
in terms of the fee to be charged (based on riskiness of assets/
institutions
to implement a system which
in practice it would be very difficult
portfolio),
to try.
reflected the true risks and it might even be counterproductive
Therefore, if a formal system were to be introduced in Thailand, it should be
covered, and the coverage should be
applied uniformly to all institutions
compulsory.

in
Finally, it should be noted that the financial sector institutions
6.68
Thailand seem to favor a formal system of deposit insurance and more
disclosure of how the present informal system works if it is to be retained.
primary concern should be to improve the framework for
The Thai authorities'
as discussed earlier in this
and
failed institutions,
failing
with
dealing
the debate about formal vs the
In terms of relative importance,
chapter.
present informal arrangement for depositor protection is secondary.
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VII. INDUSTRIALSECTOR FINANCINGAND THE INDUSTRIALFINANCECORPORATION
OF THAILAND
7.1
Like typical developmentfinanceinstitutionsin many developing
countries,the IndustrialFinance Corporationof Thailand (IFCT) specialized
in long-termlending,funded its operationsprincipallyby borrowingin
foreign currencies,and has now run into problemsand faces an uncertain
future. The nature of and reasonsfor the problemsare however very different; its portfolioremains sound. Given its topicality.the scope of the
Study specificallyincludeda criticalexaminationof IFCT's future and role
in the financialsystem. This is the subject of this chapter. Since IFCT's
operationsrelate principallyto the industrialsector, the first part is
devoted to a brief discussionof the aspects of investmentand financingof
this sector.
A.

IndustrialInvestmentand Financing

IndustrialGrowth and Investment
7.2
Industry,and manufacturingin particular,has graduallybecome more
importantin the Thai economy. Manufacturingnow accountsfor about a quarter
of GDP (currentprices) and is its single largestcomponent. If construction
is included,the sharewould go up to 30Z. For 1987 and 1988, manufacturing
has grown at about 13? annually,the second highest sectoralgrowth rate
(after banking,insuranceand real estate) in the economy.
7.3
The high growth rate of the manufacturingsector has been sustained
by a correspondinghigh rate of investment. Industrialinvestmenthas
increasedrapidly as the followingtable shows.
Table 7.1s INDUSTRIALINVESTMENT,1981-89
(Billionbaht)
IndustrialMachinery
& Equipment
1981
1982
1983
1984
1985
1986
1987
1988
1989 la
/a

Estimate.

Sources NESDB.

30.2
36.9
34.3
41.9
47.1
42.2
39.7
57.0
90.6

Non-Residential
Construction
38.9
38.1
30.1
28.5
32.7
32.3
26.8
34.7
42.8

Total
69.1
75.0
64.4
70.4
79.8
74.5
66.5
91.7
133.4
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A breakdownof industrialinvestmentinto public and private sectors is not
available,but there is no doubt that the private sector has provided the main
thrust. This is clear from a public/pri4atebreakdownof total investment.
For example,in 1988 the overall investmentgrowth was 17.7S, with private
investmentexpandingby 23.4Z but public investmentby only 0.72.
Financingof IndustrialInvestment
7.4
The sourcesof financingindustrialinvestmentcan be broadly classified into two categoriess equity and debt. Equity is derived from retained
earningsand new capital;debt (or loan) sources are more varied. Both equity
and debt sources of capital are discussedin the followingparagraphs.
7.5
Equity Capital. Althoughdetailedand accuratedata on equity financing of industrialinvestmentare not available,there is sufficientindirect
evidenceand aggregatedata to indicateclearly that equity financinghas been
quite adequate. Corporateenterpriseshave increasedtheir capital at a rapid
rate as the followingtable shows:
Table 7.2: INCREASEIN AUTHORIZEDCAPITAL OF COMPANIES
(Billionbaht)
New Firms
1980
1981
1982
1983
1984
1985
1986
1987
1988

10.6
9.6
17.7
24.6
19.4
19.4
17.3
31.9
59.5

ExpansionFirms
4.9
5.6
6.0
14.3
22.0
29.0
23.2
44.6
54.0

Total
15.5
15.2
23.7
38.9
41.4
48.4
40.5
76.5
113.5

Source: SET.
It can be safely assumed that with such an increasein authorizedcapital,
actual paid-in capitalmust have also increasedat a significantrate. The
increasein equity through retainedearningscan be estimatedby comparingthe
level of profitabilityof nonfinancialfirms listed on the stock exchange
(data on nonlisted firms is not availablebut may be assumed to be generally
similar)and dividendpayout ratios. The figureson return on equity of
listed nonfinancialfirms are given in the followingtable:
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FIRMS
Table 7.3s RETURNON EQUITYOF LISTED NONFINANCIAL
(in percentages)
1983
1984
1985
1986
1987
1988

120.8
12.9
-15.1
11.2
34.S
28.6

Sourcet CMRI.
A comparisonof the profitabilitylevel Impliedby the above figureswith the
pay out ratio of less than 60S in 1987 and 1988 521 indicatesthat the equity
of nonfinancialfirms has increasedsubstantiallythrough retentionof
profits. Overall,the equity of Thai industrialfirms has increasedmore
rapidlythan their debt, as indicatedby the followingdata on the major
industrialsubsectors.
7.6
Availabilityof Medium- and Long-TermFinance. The choice of
industrialsector companiesin Thailandin need of borrowedcapital is essentially limited to the banking segment. The suitabilityand availabilityof a
given type of loan in any individualcase depends,in practice,on the amount
of the borrower,the purpose for which
required,the size and creditworthiness
the funds are required,and whether the borroweris a public sector agency or
is in the private secLor. As a generalization,there is no shortageof funds
and no constrainton lending or borrowing,other than that which is dictated
by prudentialconsiderations.The scale of medium- and long-termfinancehas
thus kept pace with the recent substantialgrowth of the Thai economy. As
discussedin detail in the chapter on capitalmarket, it should be noted,
however, that a great majorityof Thai firms are not allowed to issue debentures, with possibleimplicationsfor competitionand costs.

52/ Sources SET.
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Table 7.4: GEARING OF SELECTED MIDUSTRIAL
SUBSECTORS,1980, 1985-88
1980

1985

1986

1987

1988

0.69
3.82

1.28
5.05

0.52
4.03

0.30
3.37

0.19
2.52

0.26
1.21

0.14
1.14

0.11
1.52

0.12
1.24

0.06
1.59

1.32
2.23

0.95
1.93

0.79
1.54

0.51
1.35

0.53
0.92

0.20
1.40

0.09
0.86

0.21
0.96

0.20
1.08

0.12
1.04

0.19
1.56

0.30
1.37

0.19
1.23

0.11
1.26

0.35
1.51

0.81
2.10

1.08
4.01

0.64
2.64

0.19
1.43

0.09
1.01

Food & Beverage
Long-tenmdebt/Eqvi'ty
Total debt/Equity
Automotive
Long-termdebt/Equity
Total debt/Equity
ConstructionMaterials
Long-termdebt/Equity
Total debt/Equity
ElectricalEauipment
Long-termdebt/Equity
Total debt/Equity
Packatina
Long-termdebt/Equity
Total debt/Equity
Textiles
Long-termdebt/Equity
Total debt/Equity
Source: CMRI.
7.7
The principaltypes of medium- and long-termfinanceavailable
includes (a) bills discounted;(b) medium- and long-termloans extendedby
commercialbanks, finance companies,insurancecompanies,and IFCT; (c) bank
overdraftfacilitiesextendedby commercialbanks and routinelyrenewed;
(d) revolvingissuancefacilitiesfor underwrittennotes or bills of exchange;
(e) floatingrate note issues; (f) leasing finance;(g) bond issues;and
(h) issues of debentures.
(a) Bills Discounted. There is substantialactivityin discountedbills:
business-nd industrialfirms in need of funds may sell post-dated
checks,promissorynotes, or bills of exchangeto commercialbanks or
finance companies at a discount,
and with recourse.
As a category,
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theseinstrumentsare known as bills discounted. They represent

in
total about one third of total commercialbank credits. Their
maturity,however, is usuallyunder one year. Post-datedchecks in
particularare popularwith borrowers (becausethey offer the fastest
way to obtain funds without collateral)and with lenders (because
defaultingon checks is a violationof both the criminaland civil
codes. They representabout 102 of total commercialbank credits.
Apart from the amounts sold in the organizedfinancialsector (to
commercialbanks and financecompanies),post-datedchecks are also
sold in the informalfinancialvector.
(b) Kedium- and Long-termLoans. These are made directlyby various
financialinstitutions,mainly commercialbanks, to borrowers. The
pattern of lendinggenerallyfollowsthe close businessrelationship
that exists between banks and groups of companies,but large facilities are syndicatedbetween groups of lenders. Dependingon the
lender and the term of the facility,the interestrate may be fixed
or floating. Floatingrate facilitiesare based on short-term
interestrates, and the interestrate is reset at contractually
agreed intervalsduring the life of the loan. At end-1987, shortterm and long-termloans by commercialbanks accountedfor about
35.4? of total commercialbank credits.
(c) OverdraftFacilities. These are revolvingcredit commitmentsbacked
by some collateraland extendedby commercialbanks to their customers. The interestrate applied is floating. On May 1, 1985, BOT
limited overdraftsto B 50 million per customer. As a result, the
percentageshare of bank lending representedby overdraftcommitments
fell from 45.42 at end-April1985 to 33.4? at end-1987.
td) RevolvingIssuanceFacilities. These are a relativelynew instrument
in Thailand,and are becomingmore prominent. A recent example is a
B 975 million bill of exchangeissuancestandby credit facilityto
three members of the Charoen Pokphandgroup, which was arrangedin
July 1989 by one bank and underwrittenby two others.
(e) FloatingRate Notes. These are also a relativelynew instrumentin
Thailand. The first was issued by Thai Acrylic Fiber Co. in 1987.
In that year a total of B 1,825 billionwas raised this way by five
businessand industrialfirms. The longestmaturitywas 4.5 years.
The interestrate was in each case tied to other market rates, e.g.,
Citinote,time deposit,or repurchaserates. Despite a margin of
0.25? to 1.5?, such facilitieswere neverthelessless costly to blue
chip companiesat the time than borrowingat bank prime rates.
(f) Leasing Finance. Leasinghas been availablefor many years, generally for periods of up to seven years. The market has yet to gather
momentum,and has not done so because of the present lack of clarity
in respectof specificlegislationgoverningleasing transactions-the companiesthat may engage in leasingbusiness,the rights and
liabilitiesof the parties to a financiallease, transferof title,
etc. (see also paras. 9.49-9.52). The tax treatmentof leasing
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business and lease paymentsalso needs clarificationby the authorities.
(g) Bond Issues. Official statisticsdescribeall medium- and long-term
bonds, i.e., those with a maturity in excess of one year, as longterm bonds. Long-termbonds have been issued only by the Government,
by BOT and by some governmententerprises,e.g., the Electricity
GeneratingAuthority of Thailand,the NationalHousing Authority,the
TelephoneOrganizationof Thailand,etc.
(h) Debentures. Debentures,in Thai usage, are similar to bonds but are
not government-guaranteed
or backed by real assets or security. They
may be issued only by public companiesand companiesalready registered with SET. Debenturesmay be straight,guaranteed,convertible,
or guaranteedconvertible,with maturitiesranging from five years to
eleven years. They are registeredwith SET and trade on the
exchange.
7.8
Despite the many sources of debt financingand instrumentsused, the
principalproviders of credit to the industrialsector are the commercial
banks. financecompaniesand IFCT, and it is in the form of straightloans.
The amounts of outstandingcredit providedby these sources (1981-88)are
shown in Table 7.7.
7.9
Foreign Capital. Foreign capital (loansas well as equity investments) has also been an importantsource of financingfor the industrial
sector, as the followingfigures show:
Table 7.5: NET INFLOW OF FOREIGN CAPITALFOR MANUFACTURINGSECTOR, 1980-88
(Millionbaht)
1980

1981

1982

1983

1984

1985

1986

1987

1,014.8 2,526.0 1,231.0 2,567.5 3,167.0 1,358.1 2,123.8 4,749.2

1988
16,345.0

Source: BOT.

A breakdownof the above data into equity and loans is not available. However, total equity and loan inflow and outflow (withoutsectoralbreakdown)
are available,indicatingthat foreigncapital inflow in the form of equity
far exceeds that in the form of loans.
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B. The IndustrialFinanceCorporationof Thailand
Legal Framework and OwnershiD
7.10
The IndustrialFinance Corporationof Thailand (IFCT)was established
in 1960 under the IFCT Act of 1959 to take over the role of its failed predecessor, the IndustrialBank, which had been set up under the IndustrialBank
Act 1952 and which was liquidatedin 1959. The Act states that IFCT's main
objectivesare tog (a) assist in the establishment,expansionand modernization of industrialenterprisesin the private sector;and (b) encourageand
bring about the participationof private capital,both internaland external
in such private enterprises,mobilize and pool funds and assist in development
of the capitalmarket.
7.11
Unlike the IndustrialBank, which was government-owned,
IFCT was set
up as a privately-managedprivate sector corporationbecause the Government
wanted the private sector to play a bigger role in the developmentof private
industrialenterprises. Over the years, the structureof IFCT's shareholding
has changed substantially. In 1975, commercialbanks as a group held 7.32of
its shares. That percentagedeclinedto less than 502 by 1980, and now commercial banks hold only 332 of IFCT's shares. The Government,which became a
shareholderfor the first time in 1982 when it bought 20X of IFCT's shares,
now directlyholds only 152 but holds a further 9Z throughthe Krung Thai
Bank. The finance and securities
companies as a group now hold 13S, private
companies 242 and individuals
122 of IFCT's share capital.
Insurance companies have been static shareholdersat 2?. Foreign shareholders,now with
41?, are limited to a maximum of 49Z under the Articles of Associationof
IFCT. IFCT became a listed companywith SET in 1975.
7.12
The ten largest shareholdersin IFCT, and their percentageholdings
at end 1988, were as follows:
Thai State through Ministryof Finance
Thai State throughKrung Thai Bank Ltd.
Mitsui Bank Ltd.
Deutsche FinanzierungsGesellschaft
Bangkok Bank Ltd.
Chase NomineesLtd.
Bank of Tokyo Ltd.
InvestmentSiam Pte Ltd.
Banque Internationalea Luxembourga/c
Asian DevelopmentEquity Fund

15.48S
9.221
5.282
3.94?
2.57?
2.53?
2.01?
1.782
1.32?

IFCT Positionin Thai FinancialSystem
7.13
Althoughan active financialinstitution,IFCT is not governedby the
country'sBanking Act, and does not fall under the supervisoryjurisdictionof
BOT; it reportsdirectly to the Ministry of Finance. It is Thailand'sonly
specializedfinancialinstitutionprovidingproject-basedlong-termcapital,
and has an excellentreputationfor its professionalismin the financialcommunity.
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7.14
Despite rapid growth in IPCT's operations,IFCT remainsa relatively
small institutionin Thailand'sfinancialsystem, largelybecause the financial system itself has grown so rapidly. As the followingtable shows, IFCT's
share in system-wideassets has hovered slightlyabove 12, and IFCT's loans
outstandinghave been about 12 of total outstandingcredit of the financial
system as a whole.
Table 7.6: IFCT SHARE IN THAI FINANCIALSYSTEM ASSETS AND CREDIT, 1980-88
(In percentages)
Total Assets
1980
1981
1982
1983
1984
1985
1986
1987
1988

Total Credit Outstanding

0.7
N.A
N.A
N.A
N.A
1.2
1.3
1.4
1.2

1.0
1.1
1.1
0.9
1.0
1.1
1.1
1.0
1.0

N.A. Data not available.
Source: Calculatedfrom basic data suppliedby BOT.
7.15
Because of IFCT's emphasison the manufacturingsector, its share of
system-widefinancingfor this sector is considerablyhigher than its overall
share as indicatedabove. Still, IFCT accountson averageonly for about 42
(and declining in recent years) of the total credit to the manufacturing
sector provided by commercialbanks, financecompaniesand IFCT, as the following table shows.

-

112 -

Table 7.7: PRINCIPALSOURCESOF CREDIT TO MANUFACTURINGSECTOR, 1981-88
(Billionbaht)

Year

CommercialBanks
Amount
x

1981
1982
1983
1984
1985
1986
1987
1988

59.0
64.9
88.7
106.0
122.6
124.9
162.2
223.9

74.6
73.1
77.5
79.6
80.1
80.4
83.9
84.6

Finance Companies
Amount
S
16.7
20.1
21.9
22.1
23.5
23.4
24.1
33.6

21.1
22.6
19.1
16.6
15.4
15.1
12.5
12.7

IFCT
Amount
3.4
3.8
3.9
5.1
6.9
7.1
7.0
7.1

2
4.3
4.3
3.4
3.8
4.5
4.6
3.6
2.7

Source: Calculatedfrom basic data suppliedby BOT.
7.16
IFCT's share in total medium- and long-termcredit to the manufacturing sector is probablysomewhathigher than shown in the table, but this is
difficultto quantifysince a substantialpart of commercialbanks, term
financing is technicallyon a short-termbasis and recordedas such.
The Special Status of IFCT
7.17
Even before the Governmentbought a minority shareholdingin IFCT in
1982, IFCT has never been regardedas a fully private sector, commerciallyoriented,financialinstitution. Legally,it is a private sector institution
and its charter limits its lending to private sector enterprisesonly. However, it is regardedas a quasi-stateenterpriseand is accordedspecial
statuss it pays no corporateincome tax; it is exemptedfrom payment of
business taxes and revenue stamps; its debt securitiesare eligibleas commercial banks' secondaryreserveassets; no withholdingtax is payable on
interestfrom IFCT bonds; it is exemptedfrom the limitationon shareholdings
in other companies;and it is the only company outside the F&S company sector
which may underwritesecurities.
7.18
The Governmenthas guaranteedIFCT's foreignborrowingsfrom multilateral institutions(the World Bank and Asian DevelopmentBank) as well as
from the capital markets;its debenturesissued domesticallyare also guaranteed by the Government. The Governmentalso has an agreementto cover IFCT's
foreign exchangelosses, for a fee. But interpretationof the agreement
during the last decade has left IFCT with significantlosses (see paras. 2.327.40).
7.19
The special status of IFCT carrieswith it some substantialcosts and
burdens. Its charter,togetherwith other constraints,significantlylimits
its ability to adapt to changedeconomicand market conditions,and to respond
to substantiallyincreasedcompetitionfor profitablebusinessfrom commercial
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banks and F&S companies. For example,it is requiredto devote significant
staff resourcesto financingsmall- and medium-scaleenterprises;it is prohibited from taking deposits;it has restricteditself in the spreads it may
charge; it may not offer a wider range of servicesto clients than term loans
and working capital to its term loan clients;and it may not lend to parastatal agencies. Because it is supposedto focus on "developmental"
aspects
and has specialprivileges(e.g., exemptionfrom taxes), it is, by corollary,
not supposedto be a profit maximizinginstitution. IFCT, therefore,absorbs
considerablecosts from activitiessuch as undertakingspecificstudies,conducting trainingprogramsand seminars,and establishingand runningprograms
like the Capital Market DevelopmentFund, IndustrialDevelopmentFund and
Small IndustriesCredit GuaranteeFund.
7.20
Perhaps IFTC's most importantspecial featureis its lack of autonomy
in making policy decisionswithout prior approvalof the Government. The
Governmentalso appointsIFTC's Chairman,531and must approve its President,
the chief executiveofficer. The Chairmanhas for more than a decade been
either the current or a former FinanceMinister,and has always exercised
considerableinfluenceon major decisions.
Finally,in a financialsystem dominatedby a few large influential
7.21
professionally
groups,IFCT is one of the very few nongroup,ind.3pendent,
managed, institutions(subjectto the limitationnoted above). In fact, until
the commercialbanks' shareholdingin IFTC was abstantiallyreduced,IFCT was
in the anomaloussituationwhere its shareholdA.sat times might not have
acted in its best interests.
Operations.Resources.FinancialRecord
Operations. IFCT operationsconsistedalmost exclusivelyof long7.22
term loans until 1986, when it startedalso to make medium-termloans (three
to five years); in 1988, medium-termloans exceededlong-termloans for the
first time. Working capital loans, being limited to long-termloan clients
only, remain relativelysmall. IFCT's loan approvalshave grown steadily
(exceptin 1986) and peaked in 1988, as shown in the followingtable:

53/ The Governmenthas the right to nominateone directorwho is always by
traditionelected the Chairman.
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Table 7.8s IFCT LOAN APPROVALS,1980-88
(Millionbaht)
Long-term

Medium Term

1980
1981
1982

1,027.5
1,208.6
1,037.5

-

1983
1984
1985
1986
1987
1988

1,574.6
2,211.4
3,007.2
1,449.8
2,264.5
2,276.7

129.0
1,755.2
2,374.3

Working Capital
-

177.3
215.8
101.2
323.9
554.0
530.0

Total
1,027.5
1,208.6
1,037.5

1,751.9
2,427.2
3,108.4
1,902.7
4,573.7
5,181.0

Sources IFCT.
7.23
The portfolioof IFCT is well diversifiedwithin the broadly defined
industrialsector. The greatestproportionof its loans have gone to agroindustries (includingfood processing,and non-metallicmineral products,which
accountedfor about 192 and 182, respectively,of the total outstandingportfolio at end-1988;chemicalsand chemicalproductsaccountedfor the third
largest share at 92. Geographically,
Bangkok and its surroundingareas
account for about 352 of all loans.
7.24
Resources. As of end-1988,IFCT's total long-termresourcesamounted
to B 21.9 billion. These were derived from shareholders'funds (B 3.2 billion), foreign borrowings(B 9.2 billion),domesticborrowings(B 5.2 billion), and issuanceof debentures(B 4.3 billion). The share of domestic
borrowingshas increasedrapidly in the last two years as a result of a deliberate shift in policy (becauseof the foreignexchangerisk problem,see
para. 7.31-7.39). Most domesticborrowingsare in the form of debentures.
7.25
FinancialRecord and Condition. The most noteworthyfeature of
IFCT'r cperationalrecord is the decline in its interestmargin.541 As the
share of low-costforeignborrowingshas declined (ignoringthe exchange
losses) and emphasishas shifted to domesticborrowings,the interestmargins
have been squeezed,as the followingtable shows:

54/ Defined as interestincome minus interestcost, as a percentageof
earning assets.
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Table 7.9s IFCT INTERESTRATE MARGINS, 1980-88
1980

1981

1982

1983

1984

1985

1986

1987

19ea

3.22

3.24

2.35

2.54

1.25

0.43

0.43

0.64

0.47

Sources IFCT.
7.26
The IPCS has always been profitLblealthoughthe level of profitability has declinedappreciablysince 1984, reflectingthe interestmargin
squeeze.551 The return on equity has declinedfrom the historicpeak of 192
in 1984 to a range of 102 - 112 in the last three years.
The return on
earning assets has averaged32 during the last three years. For a comparative
perspective,all domesticbanks as a group had, in 1988, an interestmargin of
3.232, return on equity of 10.22, and return on risk assets of 0.66?. IFCT
has paid a dividend regularly;in 1988, the dividendrate was 6.8Z having been
reduced from 13.52 in the previoustwo years as a result of actual and potential foreignexchange losses. Summarizedbalance sheets and income statements

of IFCTare givenin Annexes45 and 46 respectively.
7.27
The totalassetsof IFCThave grownat an averageannualrateof
aboat272 during1960-88 and amountedto B 24.1billion(aboutUS$950million
equivalent)
at the end of 1988. Thesehavebeen financedby long-ternm
borrowings (B 14.8billion),issuanceof debentures(B 4.3 billion)and equity
(B 3.2 billion).IFCT is conservatively
capitalized
with a totaldebtto
equityratioof 6X1 as of the end of 1988. Theseratioswould,of course,
changesignificantly
if IFCT is itselfto meet all its actualand potential
foreignexchangelosses.
IFCT'sPioneering
Activities
7.28
By far the most successful
new activityundertaken
by IFCTwas the
establishment
of the MutualFundComnany(MFC)in 1975. The BankGroup's
International
FinanceCorporation
(IFC)has beena participant
in thiscompany
sinceits beginning.The MFC is stillthe onlymutualfundcompanyin
Thailandand is responsible
for attracting
largeamountsof foreigncapital
intoThailand.Up to the end of 1988,MFC had established
and manageda total
of 15 mutualfunds,both open-and closed-end
type,with totalfundsof almost
B 16 billionand nearly60,000subscribers.The MF- is also licensedto
manage provident funds and as of end-1988, it was managing 85 provident funds
amounting to B 427 million for more than 18,000 members.

55! Profitability
has been calculated,
and certified
by IFCT's auditors,
afterdue provisions
weremade for foreignexchangelossesas requiredby
an agreement
with the Government
but withoutoffsetting
totallosses,see
alsoparas.7.32-7.40.
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7.29
The Thai Factory DevelopmentCompany (TFD)was establishedby IFCT in
1977 in a joint venturewith the United Kingdom'sCommonwealthDevelopment
Corporation(DCD) and the Federal Republicof Germany'sState Development
Agency (DEG). It builds modern factoriesequippedwith basic utilities for
sale to investorson a deferredpayment basis or long-termlease. The TFD
operationshave been successfuland the company is profitable.
7.30
The IFCT was also the first to introduceequipmentleasing in
Thailand when in 1978 it set up Thai Orient Leasing (TOL) as a joint venture
with the Orient Leasing Company of Japan and IFC. By end-1988,TOL had 550
clients leasingmachinery and equipmentworth B 410 million,about 40Z of
which was in the industrialsector. The TOL is also a profitableoperation.
7.31
The IFCT also set up an industrialresearchand consultantservices
company,the IndustrialManaRementCompany (IMC),in 1977. The IMC's services
includethe conductingof project feasibilitystudies,marketing research,
system planning, researchto identifyproblemsor to improveproductionsystems and the organizationof staff trainingand recruitmentservicesfor
owners of industrialprojects.
ForeiRn ExchangeRisk Exposureand Losses
7.32
In earlier years, IFCT was used by the Governmentas a conduit for
channelinglow-costfunds from abroad into the private sector, because domestic funds were insufficientto financemany industrialprojects. Much of the
foreign debt of IFCT is in the form of concessionalloans made to Thailandby
foreign governmentsor their agencies. Half of it is formallyguaranteedby
the Governmentof Thailand. The Governmentwas always well aware of the possible harmful consequencesto IFCT of its foreigncurrencyexposure,and under
the ItCT Act of 1959, the Ministryof Finance entered into an exchangerisk
agreementwith IFCT, whereby the Ministryof Financewould shoulderany
realizedforeignexchange losses and also take over any realizedforeign
exchangegains. The way the agreementwas constructed,the Governmentobligation was, strictlyspeaking,to provide liquiditysupport to IFCT to enable it
to meet the losses and make the repaymentson foreign debt installmentsas
they became due. IFCT was to pay a substantialfee for this service.
7.33
At the end of 1988, ItCT's borrowingsstood at B 17.6 billion
(approximately
US$700 million). The distributionby currencywas as follows:
Baht
Yen
Swiss Franc
DeutscheMark
Other (negligibleUS$)

48Z
l9Z
6Z
7Z
201

Most of the foreign currenciesin which IFCT borrowedduring the 1970s and
1980s have appreciatedrelativeto the baht, which is valued against a basket
of currenciesin which the US dollar representsa weighting of about 8O?. As
IFCT's assets and earningsare denominatedin baht, its foreigncurrency
exposurehas resultedin heavy actual and unrealizedlosses.
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At the end of 1988, unrealizedforeignexchangelosses amountedto
7.34
US$200 million). Foreign exchange losses (net of
B 4.8 billion (approximately
provisions)which have been realized,i.e., in which the underlyingliability
has crystallizedor matured,amountedto B 1.2 billion. Until 1984, there
were actual foreign exchangegains; these turned into losses beginningin 1985
and increaseddramaticallyafter 1986 when the US dollar declined. In 1987
and 1988 the losses amountedto B 705 million and B 885 million, respectively.
Since the beginningof 1989, the strengtheningof the US dollar has had the
effect of reducingthe extent of the unrealizedforeign exchangeloss (by well
over B 1 billion per 102 appreciationof the dollar),and has given IFCT the
opportunityto swap out of some of its foreign debt on relativelyattractive
terms.
Despite the provisionsand the intentionsof the exchangerisk agree7.35
ment entered into by the Ministry of Finance to protect IFCT from the potentially damaging consequencesof its foreignexchangeexposure,the Ministry
has acceptedliabilityto compensateIFCT for only the B 240 million of losses
to 1978, and not for the full amount of B 763 million which includesthe
losses incurredafter 1978, because of a technicality.
In 1972 when IFCT Act wrasbeing amended for other reasons,the phrase
7.36
'any change in the par value of the baht in relationto any of the borrowed
currencies'was substitutedfor the phrase many change in the valuationof the
baht in relationto any of the currencies'which was the expressionused both
in the originalArticle 25 of the IFCT Act of 1959 and in the amendmentto
Article 25 by the IFCT (No. 3) Act of 1963. This has meant that the original
intent and agreementcould not be followedfor losses and gains after 1978,
when the fixing of the par value of the baht (a legal term relatingto the
currency)was canceledvia a royal decree in accordancewith the law on currency.
This was the ruling of the Thai JuridicalCouncil in 1985, and again
7.37
in November 1988. Although the problemhas not yet been finally resolved,it
seems unlikelythat the Governmentwill fully compensateIFCT for the losses
actuallyincurred,althoughthe Ministry of Financehas reiteratedits support
for IFCT.
7.38
However,even if IFCT gets no furtherhelp from Government,it should
be able to survive as a result of a number of operationaland strategic
measures it has taken to manage its outstandingforeigncurrencydebt: a
currencyswap in 1983 from yen to Swiss francs, reducingthe unrealized
exchange loss by approximatelyB 200 million; a maturity swap in 1986 out of a
six-yearsterlingobligation,resultingin a gain of approximatelyB 53 million; prepaymentin 1987 of the counterpartfunds of the World Bank Structural
AdjustmentLoan; and defeasanceof part of its yen obligationsby the purchase
of yen at a favorablerate. In addition,it is looking at forward purchases,
refinancing,and the restructuringof repayments. In 1986, the reserve for
foreignexchange risk was also increasedfrom 1.12 to 1.62 of borrowings,
raisin; the reserve by approximatelyB 20 million per year. During 1985 to
1987 ths specialreservewas increasedby setting aside 5 of each year's
profit, amountingto approximatelyB 49 million. In 1988, IFCT increasedthe
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reserve for foreign exchangerisk from 1.6Z of all borrowingsto 2.5? of outstandingloans, thus raising the reserve by approximatelyB 80 million per
year.
7.39
A strengthening
US dollar would help IFCT, as nearly all of its
US$400 million equivalentof long-termforeigndebt is denominatedin currencies other than the US dollart the Japaneseyen, the Deutschemark and the
Swiss franc togetheraccount for 561 of the outstandingforeign debt. The
combinedeffect of the appreciationof the 'ISdollar and all the measures
taken by IFCT has been a steady reductionin unrealizedforeignexchange
losses from B 6.32 billion in 1987 to B 4.83 billion in 1988, B 3.43 billion
in June 1989, and B 3.39 billion on August 7, 1989.
7.40
With regard to new debt, IFCT's strategysince 1987 has been to
switch the emphasisto domesticfunds, raising approximatelyB 3.73 billion,
while only B 1.3 billion equivalentwas raised from foreign sources. Also, in
1988, IFCT borrowedpound sterling15 million which was immediatelyswapped
with local commercialbanks into baht, thus effectivelymobilizing
approximatelyB 692 million from foreign sources.
Key Issues. Future Role and Outlook
7.41
The outlook for the financialsystem as a whole is for increasing
liberalization,competitiveness
and efficiency. The major institutions,commercial banks as well as financecompanies,are alreadymultifunctionaland,
in an increasinglyrationaland liberalizedsystem,are expectedto fight
fiercelyfor all businessopportunities. Can IFCT survive in such an open
competitivefinancialsystem? The answer must considerIFCT's strengthsand
weaknesses,and take into account its short-termas well as long-term
problems. In the process of answeringthe question,the justificationof the
support the Governmentprovidesto it must also be questioned,and account
taken of the costs it incurs as a quid pro quo for such support.
7.42
The question of IFCT's survivalin a narrow sense of assets and
liabilitiesmust be settled at the outset becausewithout an assured shortterm future, the questionof long-termsurvivaland future does not arise.
The short-termaspect is particularlyimportantbecause of the overhangof the
foreign exchangerisk and loss problem. As stated earlier (para. 7.34),
actual foreignexchange losses are now running in the range of B 700-800million annually. The Governmentdid not dispute IFCT's claims for reimbursement
amountingto about B 240 million in 1989. This means that if the Government
and IFCT are unable to settle their dispute amicably,IPCT would have foreign
exchangelosses of about B 450-550million annually. IFCT's net profit in
1988 amountedto B 352 million after a piovisionof B 225 million for exchange
losses. On a rapidly increasingportfolio,IFCT's profitabilityin the future
should also improve over 1988. On a pre-provisionbasis, therefore,IFCT's
level of profits in the future can be expectedto be sufficientto meet the
entire burden of foreign exchangelosses if the Governmentis unable to help
IPCT.
7.43
The operationalcash flow aspect should also be considered,however.
In 1987 and 1988, IFCT's operationalcash flow amountedto more than B 460
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million annually. Therefore,from an operatingcash flow point of view, too.
IFCT should be able to survivewith small borrowingsor liquidationof assets
for the purpose of meeting the foreign exchangelosses. Sacrifices
will be
needed (e.g.,dividendswill need to be cut to conservecash) but IFCT would
be able to survive. It should be noted that the foregoing,effectively,
sketchesthe worst possiblescenario. If IFCT can survive this, in actual
practice it would in all probabilityfare better.
7.44
Still consideringthe narrow aspects of assets and liabilitiesbut
shiftingthe focus to the longer term, the situationis as follows. As of
January 1, 1989, total potential (inrealized)foreignexchangelosses were
estimatedat B 4,830 million, having declinedfrom B 6,320 million a year
earlier. A strengtheningUS dollar had the effect of reducingthe potential
loss to less than B 3,400 million by August 1989. Against these potential
losses, the book value of IFCT's total equitywas B 3,257 million as of
December 31, 1988. But it is understoodthat many of IWCT's assets--real
estate (i.e., its own office building)as well as financialassets (i.e.,many
of its equity investments,includingits affiliatedcompanies)--aresubstantially understated. While the potentialforeignexchangelosses weigh heavily
on IFCT's future, in actual practice,its long-termsolvencyis not really in
doubt because of its actions during 1989 to substantiallystrengthenits
capital resources. In any case, the foreign exchangelosseswi'llmaterialize
only graduallyas loan repaymentinstallmentsbecome due. Therefore,both
from a profitability
and operatingcash flow point of view, IFCT is likely to
be able to meet its obligations.
7.45
Perhaps the real question,then, is not about IFCT's solvencyor
viability in the narrow assets/liabilities
sense, but should be posed in terms
of its strengthsand weaknessesin a competitivefinncial system.
7.46
Its staff is its greatestasset. It is highly qualifiedand
experiencedin the techniquesof project-basedmedium- to long-termlending.
IFCT's reputationin the financialcommunityas a professionalinstitutionis
also an asset; in fact its reputationis now international. It is a well
respectedinstitutionin Thailandand abroad.
7.47
IFCT's record if almost 30 years is anothermajor asset. It has
operatedprudently,pro,;
itably and without scandal. The quality of its assets
is consideredgood (in fact there are substantialhidden reserves). A longunblemishedrecord for a financialinstitutionmust be considereda great
strength.
7.48
IFCT is among the very few large financialinstitutionsin Thailand
which are not owned/controlled
by a family group. This is both an advantage
and a disadvantage. It affords independence,autonomyand enables IFCT to
have truly professionalmanagementand staff. On the other hand, IFCT does
not possess the politicalclout that large family groups have; in fact IFCT
becomes vulnerablewhen its interestsclash with those of family group-related
financialinstitutionswhich have considerablepoliticalinfluence.
7.49
IFCT*s special relationshipwith the Governmenthas also proven to be
a double-edgedsword. Tax free status,governmentguaranteeof its foreign
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borrowings,use of its bonds as commercialbanks' reserveassets are by no
means small privileges. These have to be balancedby the constraintsand
costs discussedearlier in para. 7.18. It should also be noted that Government help has not been readily forthcomingin meeting the very substantial
foreignexchange losses being sustainedby IFCT. Quite a few foreign exchange
borrowings (in hard currencies)were government-to-government
credits for
which IFCT became the Thai Government'sdesignatedconduit. It is a moot
point now to speculatewhether IFCT would have contractedthese loans on its
own. But the most seriousnegativeaspect of IFCT's special relationshipwith
the Governmentis the risk of its politization. This risk is unfortunately
likely to increaseunless it is consciouslyrecognizedand steps are taken to
avoid it. If not, IFCT will have lost its major assets, i.e., independence,
autonomyand professionalism.
7.50
It is feared that if status quo is maintained,IFCT could drift
without a clear mandate or conceptionof its role and destiny,with a tendency
to graduallycome under increasinggovernmentcontrolwith resultantpolitization. This would inevitablyresult in a gradual decline in the morale of
managementand staff and ultimatelyin its professionalism
and autonomy.
7.51
Thailandis currentlycharacterizedas an emergingnewly industrialized country. Given the broader regionalpicture of East and SoutheastAsia,
the Thai economy is expectedto do well in the future which means the recent
high levels of investmentswill also be maintained. This in turn would result
in continuinghigh demand for capital,particularlylong-termfunds for fixed
investment. IFCT has the clear market niche of providinglong-terminvestment
capital. With the size of its market expanding,IFCT's future from this point
of view appears assured. It should try to build on this strength.
7.52
To make its future role and orientationclear, the Governmentand
IFCT should explicitlydecide on a number of measures. These relate to its
future activitiesand functions,and would have the effect of transforming
IFCT into a broad based financecompany. These measureswould also enhance
its autonomy. They are discussedin the followingparagraphs.
7.53
The "'arket'for IFCT may be divided into three segments: companies
that are affiliatedwith family groups controlledby large financialinstitutions, independentcompaniesnot affiliatedwith bank groups, and state or
quasi-stateenterprises. The second categoryof clients,the independents,is
the natural IFCT constituency.With the overall growth of the economy.this
group will also grow, and it may be that its size would be sufficientlylarge
to supportIFCT's own growth sufficiently. However,IFCT may alreadybe
losing some clients from this categorybecause IFCT does not offer a full
range of financialservices. So as not to lose its market share in this segment, IFCT should seek to offer a broad range of services,and not just longterm loans. This is discussedfurther in para. 7.56.
However, IFCT should not voluntarilyabandon the other two business
7.54
segments. While companiesaffiliatedwith bank groups will not easily become
IFCT clients,IFCT should fight for businesson a comparativeadvantagebasis
(in long-termlending). As for state and quasi-stateenterprises,these
constitutea sizeablesegment of the Thai economy and their investmentre-
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quirementsare huge. Most of them are well run, and lending to them would
representa safe and profitablebusiness. IFCT should seek to remove the
legal and policy restrictionon its lendingto state enterprises;the result
would be a substantialenlargementof its market.
7.55
IFCT should also seek the same objectiveof market enlargementby
broadeningthe sectoralcoverageof its activities. In its history so far,
IFCT has concentratedon the broadlydefined (manufacturing)
industrial
sector. In the future, IFCT should not neglect the industrialsector,but
there is no reason why it should ignore other sectors,e.g., power, transportation,etc; they are also "developmental*
and offer good lendingopportunities.
7.56
IFCT is also under legal and policy restrictionsto undertakemany
kinds of business activities. For example,it is not allowed to accept
depositsand does not make working capital loans (exceptto its long-termloan
clients). IFCT should seek to remove all legal restrictionson its business
activitiescontainedin its Act. It may decide, for policy reasons,to
refrainfrom undertakingcertain activities. It is suggestedthat it should
accept large time deposits (but not current depositswhere it would be at a
competitivedisadvantagewith commercialbanks because of their branch networks) from the generalpublic as well as from corporations;it should also
issue large denominationcertificatesof depositand promissorynotes. On the
lending side, it should offer a broad range of services,certainlyincluding
working capital loans.
7.57
IFCT should offer to give up its tax exempt status. It should at the
same time also discontinuethose activitieswhich are clearly loss-making.
Should the Governmentconsiderany such activityto be of very high priority
from a social point of view and would wish IFCT to continueit, IFCT should
offer to do so on behalf of the Governmenton payment of a fee (includinga
reasonableprofit margin) and on an off-balancesheet basis.
7.58
It is suggestedthat the Governmentmaintain its shareholdingin
IFCT. However, it would be better to consolidateits holdingsinto all direct
investmentby the Ministry of Finance. This would imply that the Ministry
would buy out the Krung Thai Bank. This is suggestedto avoid potential
conflictof interestbetween IFCT and the Krung Thai Bank, as IFCT expands its
activitiesto includemany new banking activitiesnot now undertaken. IFCT
should at the same time seek to reduce the shareholdingby commercialbanks as
a group. As stated in para. 7.6, commercialbanks' holdingshave already
declinedfrom 70Z of total share capital in 1975 to 33? at the end of 1988;
this decline is welcome and should continue. This implies that when new
capital is issued in the future,IFCT should seek to pre-empta more than
proportionateshare for new and existingnonbank shareholders.A shareholding
by the Governmentof up to 25? is expectedto prove a stabilizinginfluence
and safeguardIFCT's status as an independentnon-group-dominated
financial
institution. The governmentinvestmentwould continueto be justifiedon a
financialyield basis as IFCT is a profitableand dividend-payinginstitution.
7.59
While the governmentmay continueto appoint one directorand the
traditionof electingthe governmentnominateddirectoras the Chairmanof the
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Board of Directorsmay also be continued,the electionof the Presidentby the
Board should not be subjectto subsequentapprovaland confirmationof the
government. Such a change would be a strong signal of the government'sintention to let IFCT operatewith more autonomy.
7.60
Since the Governmentwill continueto hold 25? of ZFCT share capital,
it could offer to guaranteeIFCT's borrowings,in domesticas vell as in
internationalmarkets. However,this should not be for free; the Government
should charge an appropriate,mutuallynegotiatedfee for assuminga contingent liability.
7.61
Once a settlementhas been reachedbetween IFCT and Governmenton the
foreignexchange risk agreementin respect of past foreigncurrencyborrowings, the agreementshould be terminated. This arrangementhas not worked and
may have proved more harmful (by giving IFCT a sense of protectionwhich it
now finds does not exist) than helpful. Better techniquesto manage foreign
exchangerisk are now available,and IFCT itself has recentlydemonstratedits
adeptnessin using them.
7.62
More researchand legal opinionswill be needed to ascertainwhether
the new course suggestedby the foregoingrecommendationscan be effected
within IFCT's present corporateset up, by amendmentsto the IFCT Act. If
not, it may be necessaryto abrogatethe IFCT Act, and reincorporateIFCT as a
finance companywith license(s)to engage in broad-basedactivities.
7.63
Once basic decisionshave been made along lines suggestedabove, IFCT
would need to prepare a two to three year phased plan to 'Implement
changes.
The most challengingpart would be to change the corpo.ateculture. Fortuitously, both the Chairmanand Presidenthave recentlyresignedso that the new
managementwould have the opportunityto make a fresh start.56/ It may be
necessary to reduce the total staff substantially(when such activitiesas
small-scalelending are given up). At the same time, it may also be necessary
to recruit some new persons at senior levels to oversee the expansion into new
activities.
7.64
It should be possiblefor IFCT to grow from within to become a
broader-basedfinancialservicesinstitution. This would be a phased, gradual
approach. Alternatively,IFCT may consideracquiring/merging
with an existing
finance company to hasten the transformation.

56/ A new Presidentof IFCT was appointedin March 1990.

- 123 -

VIII. AGRICULTURAL/RURAL
CREDIT AND THE BANK FOR AGRICULTURE
ANDAGRICULTURAL
COOPERATIVES
A.

Airicultural

Credit

Sector

ARricultureSector in the Thai Economy 571
8.1
About 44 million of Thailand's55 million populationlives in the
rural areas, of which nearly 35 million are involvedin agriculture. Agricultural GDP (in constantprices) averagedan impressive6.32 p.a. during the
period of the first three Five-YearDevelopmentPlans (1961-1976)compared
with 7.92 for the overall economy. The main factors responsiblefor the
growth of agriculturewere the presenceof surplus land, extensiveroad
construction,and a dynamic private sector which was responsiveto opportunitiesfor productionof, and world trade in, primary commodities. The
constructionof multi-purposedams and irrigationfacilitiesin the 1950s and
1960a also helped. However,by the late 1970s, as expansionneared the limits
of the land frontier,agriculturalgrowth slowed to an average of 3.52 p.a.
and furtherto 2.62 p.a. in the early 1980s. Nevertheless,as agriculture
began to switch from extensiveto intensiveagriculture,the 19809 saw
fertilizeruse expand by 132 p.a., sprayersby 23Z p.a. and tractorsby 122
p.a., reflectingthe fast rate agriculturewas being commercialized.
8.2
In addition to increasedcommercialization,
the growth of Thai agriculture and the relativelyeven distributionof its holdings also reduced the
incidenceof poverty and providedthe basis for rural industryand employment
growth. Absolute rural poverty declinedfrom 611 in 1962/63 to 362 in 1975/76
and then to 272 in 1980/81. In 1985/86,however,poverty incidenceincreased
to 35Z. Although, agriculturenow contributesonly 172 to GDP, it accounts
for nearly 552 of total export earningsand 612 of total employment. For the
agriculturalhousehold family, income from non-farmsources is now growing at
a faster rate than agriculturalincome;non-farm income now accountsfor about
602 of total cash income of farm familiescomparedwith about 552 in 1975.
Trends in Rural Finance
8.3
The formal sector providingcredit to the agriculturaland rural
economy consistsessentiallyof the commercialbanks, the Bank for Agriculture
and AgriculturalCooperatives(BAAC)and some financecompanies. Most of the
agriculturalcooperativeswhich provide credit to their members obtain their
loans from BAAC. Agriculturallending increasedrapidly after the mid-1970s
when the new governmenttook over and wanted, for socio-politicalreasons,to

57/ For more detailson Thai agriculture,see (a)World Bank Report No. 3705TH, Programand Policy Prioritiesfor an AgriculturalSector in Transition,
Volume I, December 3, 1982; (b) World Bank Report No. 3847-TH, Thailand
IrrigationSubsectorReview,April 25, 1986; and (c) KajonwanItharattana,
Review of AariculturalEconomicSituationin Thailand;ASEAN Agricultural
DevelopmentPlanningCenter, 1988.
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substantiallyincreaseresourcetransferto rural areas. To achieve its
objectives,it adopted the followingpolicieswhich are essentiallystill in
effects
(a) commercialbanks were subjectedto various mandatoryagricultural
lending targets (see paras. 8.11-8.14below), and rural branchingwas
'encouraged';
(b) interest rates on commercialbank credit to agriculturewere
controlledat levels equivalentto the market rates for urban
borrowers,and far below informalmarket rates in rural areas (see
paras. 8.15-8.17 below);
(c) The B0T expanded its rediscountfacilitiesdirectedtoward agriculture (see paras. 8.18-8.19 below); and
(d) BAAC was given the mandate to substantiallyexpand its lending (see
paras. 8.23-8.29).
As a result of the above-mentionedpolicies,agriculturalcredit from institutional sources increasedrapidly,as shown in Annex 47 and summarizedin
Table 8.1 belows
Table 8.1:

AGRICULTURAL(FARM) CREDIT, BY INSTITUTIONALSOURCE

Volume (MillionBaht) Lending Share (Z) Z Av. Annual Growth
1978
1980
1988
1978 1980 1988
1978-80 1980-88
CommercialBanks
BAAC
Other
TOTAL

8,657
12,588 57,184
9,703 12,464 26,400
394
638 1,306
18,754

25,689

84,890

46.2
51.7
2.1

49.0 67.4
48.5
31.1
2.5 1.5

100.0 100.0

100.0

20.6
13.3
27.2

20.8
9.8
9.4

17.0

16.1

Sources BOT.
8.4
The growth in commercialbanks' agriculturallendingbetween 1980-88
(21? p.a.) was even higher than the rate of growth in their overall lending
(18? p.a.) and nearly twice the 10? p.a. rate for BAAC. These trends reflect
the greater participationof the large farmers (the commercialbank clientele)
in the commercialization
process comparedwith BAAC's clientswho were (and
still are) the medium and small farmers. Although quite dynamic in the financial system,other institutionalsources (essentiallythe Finance Companies)
remain rather insignificantas agriculturalcredit lenders.
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8.5
A remarkablefeature of the Thai rural credit scene is the demarcation of total clientelein terms of who meets their credit requirements.58/
There is hardly any overlap between the borrowersfrom formal (BAAC, commercial banks) and informalcredit sources. Even between BAAC and the commercial
banks, there is a clear demarcationof clientele;only about 52 of the 500,000
clients of commercialbanks (with loans averagingB 106,000per client) also
borrow from BAAC (whose clients borrow an average of about B 14,000 each).
The informalcredit sector (largelycomprisingof individualtraders,millers,
other farmers and relatives)typicallylends smaller amountsper client (about
half that of BAMC) and does not typicallycompetewith the formal sector.
Various estimatesalso exist in terms of the outreachof the various credit
sources (see Table 8.2 below).
Table 8.2: SHARE OF FORMAL AND INFORMALCREDIT FOR AGRICULTURE
(in percent)
Credit Source

Loan Value
No. of Clients
1988
1985
1988

No. of Loans
1980/81 1986/87

Informal

20.0 la

49.0 /a

41.4 la

42.1

29.6

Formal
Comprising:
CommercialBanks
BAAC
- Individuals
- Coops/Assocs.
Other

80.0

51.0

58.6

57.9

70.4

7.5
43.5
(26.1)
(17.4)
n.a.

9.8
48.8
(31.7)
(17.1)
n.a.

11.5
46.0
(26.7)
(19.3)
0.4

10.5
59.2
(45.5)
(13.7)
0.7

/a

53.9
24.0
(n.a.)
(n.a.)
1.2

Imputed from total number of farmersand assumingno leakage in the
volume and coverageof the loans to commercialbanks.

Source: Annexes 48 and 49.
8.6
Among the institutional(formal)c.ddit sources,commercialbanks
account for two-thirdsof the total agriculturalcredit volume (1988). But in
terms of farm families reachedby the lending institutions,commercialbanks
account for only 17? of the 3.1 million familieswho borrow from institutional

58/ This is brought out by studiesundertakenin six regions of Thailandwith
emphasis on the Northeast,and are containedin Ammar Siamwallaet.al, The
Thai Rural Credit System: A Descrivtionand Elementsof a Theory, a paper
presentedat the World Bank Conferenceon AgriculturalDevelopmentPolicies
and the Theory of Rural Organization, June 14-16, 1989 (Annapolis,
Maryland). Field work (in September 1989) by the mission preparing this
report confirmedthese findings.
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sources. The BAAC, on the other hand, accounts for less than one-third
of
institutionalcredit by volume but reachesmore than 802 of institutional
clients in agriculture(abouthalf of all 5.3 million agriculturalborrowers).
The informalsector is estimatedto account for about 402 of all agricultural
clients but only 15Z of total loan volume. Both the share of clients and
especiallythe share of total number of loans accountedfor by the formal
sector, have increasedsubstantiallyover the years. Compared to an outreach
of only about 152-202 for institutionalcredit prior to 1975, the formal
sector now lends to nearly 602 of all agriculturalfamilies. In effect, since
the late 19708, the informal sector has lost ground to the formal sector,
essentially
because of the increasing
competitiveness
of BAAC.
8.7
Even with rapid commercialization
of agriculture
in Thailand,
the
cost of providing
rural credit
remains higher than lending for other sectors.
Average loan amounts are generally much smaller because farm holdings are
small and the clients
are also more geographicallyscatteredthan those for
the industrial
or service sectors.
Furthermore,
given the typical
farm enterprise (rice farming),agriculturalsector incomelcapitais only about onetenth that for non-agriculturein 1986. Lending risks are also higher because
of agriculture's
dependance on the vagaries of nature (drought, floods) and
the greater volatility
associated
with its prices.
8.8
But the strongest
contributor
to the high cost of lending to agriculture in Thailand is probably the lack of legal rights to land attachable
by
the lender in the event of loan default. Generallyall long-termlenders use
land as collateral. However,land titles and land documentsacceptedby
credit institutions(NS-3 or NS-30) have so far been issued to only about 571
of the area under agriculturalholdings. Loan recoveryrisks, therefore,have
to be minimizedeither through the control of borrowers'output or by lending
through groups where joint liabilitycan be arranged. Given this collateral
related problem,the informalsector normallyopts for controllingoutput as
the main alternative(especiallysince they are often traderswho also supply
the farmers'inputs). Commercialbanks, on the other hand, opt for lending to
large farmers who can offer clean collateral,
or to farmers whose primary
source of income is non-agricultural.591
The BMAChas focused the bulk of its
lending efforts on joint liabilitygroups of medium to small farmers (whose
primary source of income is agricultural)rather than lending to single
individualsor through cooperativesor farmers associations.
8.9
Partly as a reflectionof the costs and risks, the purpose for
borrowingand, in the far outlyingareas, credit monopoly, the interestrates
charged by informalsector lenders tend to be the highest (typically52 per
month). Interest rates charged by BMAC range between 11.52 (long term loans)
and 12.5? p.a. (short term) comparedwith the 132-14.5Zrate for commercial
banks. Surveys of the informalsector also indicatea partial market failure
in the system: working-capitalfor crop productionis not available fror 'he
informal sector during low-rainfallor potentiallybad harvest years. T.
is

59/ See: Siamwalla,Ammar, et al, OD cit; and SatsanguanPloenpit,The Role of
the CommercialBanks in the Provisionof AgriculturalCredit, TDRI Discussion Paper, ARD 4, 1988 (In Thai).
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partly why BAAC, which also lends without land collateralthrough joint liability groups and does not withholdcredit during adverseweather years, is
preferredby its clientswho try to maintaina good repaymentperformancewith
it.
Distortionarvand AllocativeEffects of GovernmentCredit Policies
8.10
The sources of distortionsor policy issues in agriculturallrural
credit revolve around three broad areas:
(a) mandated lendingfor commercialbanks;
(b) interestrate structure,subsidiesand target group programs;and
(c) rediscountfacilitiesof BOT.
8.11
MandatedLendina for CommercialBanks. The most prominentvehicle to
achieve government'sgoal of expandingcredit for the agrtculturalsector is
to require commercialbanks to lend a percentageof their depositsto this
sector. It began in 1975, when banks were mandated to allocatefive percent
of their previousyear's lending;shortfallswere to be depositedwith BAAC.
Changed to 71 of the previousyear's total deposit in 1976, the rate gradually
increasedto llZ by 1978 when an additional21 lending for agribusiness/agroindustrieswas also mandated. These mandated rates remainedunchangeduntil
1987, when they were increasedto 201 (14Z for direct lendingto the rural
sector and 61 for agribusiness). The new definitionof directedlending"to
the rural sector allowed the commercialbanks to include in the quota loans to
small scale rural industries(SSRI's)and to finance the cost of rural
inhabitants'job search (and installation)in the Middle East.
Table 8.3:

BANKS
MANDATED
TARGETSANDACTUALLENDINGOF COMMERCTAL
FOR AGRICULTURAL
SECTOR, 1975-88
(Amountsin million iht)

Actual Lending
Amt.
Z of Dep.
1975
1978
Av.1979-81
Av.1982-84
Av.1985-86
1987
1988
1989 bl

2,234
8,100
12,029
28,233
38,907
55,864
73,211
74,752

Mandated
Tarset
Amt.
Z of Dep.

3.2
4,333
6.2
11,771
6.6
20,060
8.5
35,988
7.5
57,084
9.0
86,932
9.8
104,111
n.a. 123,809

6.2 a/
9.0
11.0
11.0
11.0
14.0
14.0
14.0

Lending
Shortfall
Amt. S of Dep.
2,099
3,671
8,031
7,755
18,177
31,068
30,900
49,057

3.0
2.8
4.4
2.5
3.5
5.0
4.2
n.a.

Deposit
with BAAC
Amt. I of Dep.
1,682
5,511
7,045
8,915
10,899
12,340
14,119
14,397

2.4
4.2
3.9
2.8
2.1
2.0
1.9
n.a.

la Target was 5Z of previousyear's loans rather than of previousyear's deposit.
/b As of August 31, 1989.
Source: BOT.
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8.12
Since the inceptionof mandatory lending,commercialbanks' "directed
lending'has always fallen short of government'stargets (see Table 8.3); they
have always achieved,on the other hand, the target for lending to agribusiness (see Annexes 50 and 51). Despite the measures taken to broaden the
definitionof direct lending in 1987, the shortfall(as a proportionof previous year's total deposits)has continuedto increasebecause the contribution of SSRI lending and financialsupport for Middle East employmenthave not
been able to keep up with the increaseddepositsand consequentlythe ever
increasinglevel of mandated targets.
8.13
The basic reason for the shortfallsis the fact that many of the
smallercommercialbanks have very few branchesin rural areas. However,even
where banks have such branches,other mandatoryrequirementsof BOT have compounded the problem. First, 602 of the depositsmobilizedat each branch has
to be lent in the local area. Second,a third within this 60? (i.e. 20X) has
to be for direct lending to agriculture. If these conditionsare not met, all
shortfallshave to be depositedat BOT without interest. Because the
establishmentof full service branchesin the more outlyingprovincesis a
costly business,many brancheshave been primarilyset up as deposit-taking
offices even if it meant, in effect, that they were mobilizingfunds for BOT.
The commercialbanks see this as the price they have to pay to be permitted to
set up other branchesin the more lucrativeurban areas.
8.14
The impact of the mandatorylendingpolicy is hard to quantify (see
also para. 8.17). While such lendingmay have resultedin a number of agriculturalor rural investmentswhich might not have otherwisematerialized,it
is questionablewhether such high mandated rates are presentlyneeded. First,
agribusinesstargetsmandated for commercialbanks, having been always
exceeded,should be eliminated. Second,permi'tingSSRIs to be counted as
part of the 'directlendingwquota may not necessarilyresult in substantial
expansionof such lending because reclassification
of existingloans into this
category is permitted. In any case, the availabilityof good SSRI projects
has been decliningthus limitingthe scope for such loans. The risk is that
commercialbanks may be pushed into fundingmarginal SSRIs. Third, with
relativescarcityof credit for urban investments,the opportunitycost of
forced lending in agriculturelrural
sectorwill be even higher. A better
policy stancewould be to encouragethe commercialbanks to expand their rural
lending in as cost efficienta manner as possiblebut without settingmandated
targets. In any case, the 202 mandateduse of locallymobilizeddeposits for
agriculture(para. 8.13) should be eliminatedor at least definedmore flexibly. Such a move would, for instance,enable the branchesin the Bangkok
MetropolitanRegion (where agricultureconstitutesa very small proportionof
value added) to make more efiectiveuse of their loanablefunds.
8.15
InterestRate Structureand Subsidies. Since 1975, there are no
restrictionson the rate commercialbanks may charge on their agricultural
loans except that the rate has to be within the overall ceiling (presently15Z
p.a.). Interestrate ceilingsfor BAMC loans are establishedby its Board and
the current ceiling is 12.5? p.a. for short term and 11.52 for long term
loans. It charges lower interestrates on loans for specialprojects (usually
sponsoredby the government). In practice,commercialbanks presentlylend at
below-ceilingrates of between 13Z - 14.52 p.a. (differentiating
the rates by
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size of customeror loan rather than by the sector). Given the high risks and
costs of agriculturallending (para.8.7), maintaininguniform rates for all
borrowers/sectors
has meant, in effect, that commercialbanks have cross-subsidized their agriculturalloans.
BAAC, on the other hand, receivesabout 182
of its sources (1988)at subsidizedrates and can thus afford financiallyto
charge lower interestrates than commercialbanks and still remain at least
marginallyprofitable. Economically,it is hard to justify BMAC's lower
rates.
8.16
Interestrate ceilingsfor the commercialbanks have served to
restrictthe coverageof their clients in the sector. They have essentially
penalizedpotentialclientswho may be willing and able to pay higher rates
(althoughnot at the 52 per month rate generallycharged by the informal
sector) for riskier,but potentiallyviable, investments. In the non-agricultural sectors,higher risk investmentshave been able to obtain loans from
Finance Companieswhich can lend at an interestrate of up to 181, but such
options are practicallynon-existentfor agriculturalborrowers.
8.17
The quantificationof explicitand implicitsubsidiesaccompanying
the substantialexpansionin institutionalcredit to agricultureover the past
decade,has to be indicativeat best. It is still useful, however,to do so.
If the commercialbank rate (14.5Z)were to be taken as the unsubsidizedrate,
the subsidyvalue (basedon a 2.64Z differencewith its weighted average
interestrate charged)would have been B 875 million in 1988. Anotherway of
lookingat the subsidiesfor BAAC's lendingwould be to separatelyexamine the
cost of subsidiesposed byt (a) the mandatory requirement--which
impliesan
opportunitycost for higher earningsfrom alternatelending (paras.8.11 and
8.14); and (b) the use by BAAC of an average-costpricing rule based on the
average rate of all its sourcesof funds (includingsubsidies)in setting its
lending rate instead of a marginalcost pricing rule based on an incremental
source of funds at the market rate (e.g., 12 month deposit rate). The results
are given in Annexes 52, 53 and 54, and summarizedin Table 8.4.
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Table 8.4s ESTIMATIONOF SUBSIDIESIN AGRICUALTURALLENDING,1983-87
(millionbaht)
Type of Subsidy

1983

1984

1985

1986

1987

Av.1983-87

Mandated lending /a
Implicitsubsidy from
average pricing rule
of BAAC lb

61

75

80

67

88

74

1.155

1.157

668

390

507

775

Total

1,216

1,232

748

457

595

849

Ls
Lb

Assuming 502 leakage (i.e., only half actuallyreach the agricultural
sector).
Assuming the administrativecost of deposit-takingto be 0.75Z.

The average annual subsidy for 1983-87 (B 849 million) is little different
from the initialmethod of subsidy computation,but it illustratesthe relatively minor interest-ratedistortionimpact of mandated lending (averageB 74
million)comparedwith that arising from BAAC's averagepricing policy (B 775
million, includingthe implied subsidiesfrom commercialbanks' depositswith
BAAC). Expressedin terms of subsidyamounts per client (B 298 or US$12) the
interestrate subsidiesmay be consideredsmall.
8.18
RediscountFacilitiesof BOT. Since 1967, BOT has been authorizedto
rediscountpromissorynotes arising out of agriculturaltransactions.
Althoughother rediscountfacilitiesalso affect agriculture(eg. export
promotion),from the total allocationof about B 42 billion in 1989, about 25S
has directlybenefittedagriculture. The rediscountedloans were for
(a) agriculturalproduction/husbandry,
(b) agriculturalproduct trading,and
(c) Rural Developmentcredit refinancing. The first two rediscountcredit
facilitiesare usually short term and the third is medium to long term in
nature. For agriculturalproduction,the banking system (includingBAAC) may
have 50? of their loans rediscountedat 5? p.a. and the maximum rate the
banking systemmay charge the subborrowersis 102 p.a. For loans for agricultural product trading,the rediscountrate is 4? but the maximum lending rate
remains 10?. For these two facilities,a maximum limit per banking institution is reviewedevery six months. The rural developmentfacility,started in
FY 1988189,is essentiallyan investmentproject financingfacilitywith 50?
of the promissorynotes (up to five years) drawn by the project owner to be
rediscountedat a maximum rate of 32 p.a. and relent at a maximum rate of 10?
p.a. Details of BOT rediscountfacilityare given in Table 8.5.
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Table 8.5:

OT RDISCOUNT FACILITIESFOR AGRICULTUREIURAL DEVELOPMENT
(Amountsin billion baht)

1980

Annual Disbursement
1985
1986
1988

1989

Type of Facility
Ag. Production

0.88

0.51

0.68

1.24

1.72

1989 PacilityAllocation
Total Amt. Amount per
Client la
1.50

1.61

- Animal

Husbandry
- Sugar cane

(0.88) (0.51) (0.58) (0.63) (0.82)
l_)
C-)
(0.10) (0.61) (0.90)

(0.60)
(0.90)

Ag. Product
Trading
- Paddy
- Others

6.62
(n.a.)
(n.a.)

n.a.
(5.00)
(n.a.)

Rural Development

la

-

(-)

(-)
C-)
-

1.00
6.09
4.22
(n.a.) (6.09) (4.22)
C-)
C-)
(n-a)
-

-

-

2.00

(4.0)
(0.012)
11.0
(11.0)
1-)
n.a.

In million baht.

Source: BOT.
8.19
The objectivesof these facilitiesvary from improvingagricultural
production (sugarcane), providingcheap sources of animal protein for the
general population (animalhusbandry),product price and income stabilization
to rural development. The need for the facilityto provide about B 4.0 million per client for animal husbandry support,now that low cost meat (primarily broiler chicken)is widely available,is questionable. Similarly,shortterm price stabilizationof fresh oil palm (under agriculturalproduct trading
support) runs the risk of being a long-termprice supportprogram because most
investmentsassumed they would receive the high aomesticprices rather than
the lower world market price which would prevail once domestic demand has been
catered for.
The need for a new rediscount
facility
for rural development
The BOT appears, more and more, to be
operated by BOT is also questionable.
assuming the functionsof a direct lender or that of the Ministry of Agriculture and CooperativeJNESDBin its mobilizationof staff to undertake the feasibilityassessmentof the projectssubmittedfor financingunder this facility. The projectsbeing considered(eg. productionof dairy production,
chicken,tiger prawns, rice, baby corn and cashew nuts) are the usual projects
and
which can be handled by the commercial banks and BMACindependently
should, in any case, not be singledfor additionalsubsidy support. Given
these concerns,BOT should re-examinethe objectivesand performanceof agricultural rediscountfacilitiesand its appropriaterole in their operation.
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B. The Role and Performanceof MAAC
Functions,Organizationand Management
8.20
BAAC was establishedin 1966 under the Bank for Agricultureand
AgriculturalCooperativesAct (1966) as a government-owned
bank to provide
financialassistanceto the agriculturalproducer,either directlyor through
agriculturalcooperativesand farmers'associations. Loans are based on regulationswhich specify inter alia, the type of borrowers,the purposesof the
loans, repaymentperiods,loan ceilingsand interestrates. Authorizedshare
capital of BAAC is presentlyB 4.0 billion of which the amount paid in is
B 2.1 billion (aboutUS$82.2million). Under the BAAC Act, individual
farmers,agriculturalcooperatives,farmers'association,and other financial
institutionsare allowed to hold up to 102 of the capital;in practice,the
Ministry of Financeholds 1002. The policiesand activitiesof BMAC are controlled largely by the Minister of Finance through a Board of Directorsconsistingof eleven members appointedby the Council of Ministers. The Chairman
is the Minister of Finance,who is in charge of implementingthe BAAC Act.
The Vice Chairmanis usually a representativeof the Ministryof Agriculture
and Cooperativesand the BMAC Presidentis the Secretaryof the Board. The
main responsibilityof the Board is to formulatethe operatingpolicies of
BAAC and to control and superviseits activities.
8.21
In additionto its head office in Bangkok (withnearly 171 of its
6,900 staff),MAC has 71 branches,23 subbranchesand 584 field units all
over the 73 provincesin the country--themost widespreadamong banking
institutions. The staff are generallywell qualified,and of good caliber.
The BAAC is free to establishits own staffingpoliciesincludingrecruitment,
salary structure,staff promotion,and discharge. The salariesand allowances
of BMC staff are somewhatabove those of the regular civil service but below
the commercialbanks' levels. Promotionsare dependentupon yearly performance evaluationof branch personnelon the basis of their contributionto
profit, deposit mobilization,loan disbursements,loan repaymentsand operating costs. On the whole BMAC staff are generallydedicatedand hardworking.
8.22
Overall,BAAC is organizationally
sound, and well managed. However,
as BAAC has expandedand is further expandingits activitiesin terms of
number of branchesand field units and the volume and breadth of its banking
activities,it should considersubstantialdecentralization
of its organizational and decision-makingstructurein order to provide better service to its
clients. More specifically,BAAC should considertos (a) upgrade the field
offices, (particularlythose which are remote from their supervisorybranches)
by permittingthem, within certain limits, to handle certain cash transaction
activities;and (b) establishas a first step, four to six regionalmanagement
officeswith the responsibilityto manage the branchesin their respective
areas. These steps and a reorganizationof the Head Office are already under
BAAC managementconsideration.
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ODerations
8.23
The BAAClends to: (a) farmers directly
(about 872 of total disbursements in FY88), and (b) cooperatives
and farmers' associations
mostly for
onlending to their members (132).
Farmers who are members of the coope:atives
or farmers' associations
are not entitled
to borrow directly
from BMC. The
share of farmers' associations
in BAAC's disbursements has now declined to
insignificant
amounts (see Table 8.6).
Table 8.6:
Fiscal
Years

Short
(Amt)

Direct Lending. By Term
Medium
Long
Subtotal
(Amt)
(Amt)
(Amt) 2

1,951
4,136
10,919
13,988
15,010
15, 4 9 51a

1976
1980
1985
1986
1987
1988

Av. Annual Growth
1976-80
20.72
1980-88
18.0S
Source:

DISBURSEMENT
OF BAACLOANS, 1976-88
(Amounts in millionbaht)

1,160
1,254
1,222
83
4
1.204

123
560
1,984
1,746
2,085
3,364

3,234
5,950
14,125
15,817
17,099
20,063/b

2.OZ
-0.5S

46.1Z
25.12

16.52
16.4Z

77
77
82
82
82
83

Onlendina Throuah
Total
Cooperatives
Farmers Assoc. Disbursement
(Amt)
(2) (Amt)
(Z) (Amt)
(Z)
691
1,700
3,113
3,565
3,808
4,054
25.2Z
11.52

16
22
18
18
18
17

282
88
25
23
21
21
-25.32
-16.4Z

7
1
-

4,207
7,738
17,263
19,405
20,928
24,138
16.52
15.32

BAAC.
8.24
Short Term Loans. Short-term loans account for more than 702 of
BAAC's portfolio.
They fall under three main categoriest
(a) production
loans, which now account for about 952 of BMACshort-term lending (particularly for rice, 60Z); (b) storage loans for assisting
farmers with their cashflow in the event that they are unwilling to sell their products in a
depressed market; aad (c) cash credit lines.
Individual
borrowers who are
unable to provide collateral
are required to join the joint liability
groups,
to ensure favorable repayments through socio-economic pressure from its
members. The minimum group size is five and the maximum is 30. The maximum
loan amount per group member is B 60,000 (US$2,350).
Most of BAAC's shortterm loans are unsecured relying mainly on the collective
guarantee of the
farmers' groups, a system which enabled it to expand its outreach without
significantly
jeopardizing
its repayment record.

8.25
Term Loans. Medium- and long-term loans are mainly for purchase of
farm machinery and equipment, draught animal, planting materials
for tree
crops, and land development.
Some refinancing
loans are also made (less than
12 in 1987-88) to enable farmers to repurchase or redeem previously
owned land
mortgaged to (or forfeited
by) private money lenders.
Term loans represent

100
100
100
100
100
100
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about 302 of BMAC's portfolio. The share of long-termcredit (over five
years) has been growingover the years with disbursementsgrowing Lt 252 p.a.
in the 1980s (Table 8.6). Medium-termlendinghas declined sharply and now
accounts for less than 52 of BAAC total lending,primarilyas a result of the
availabilityof BAAC's credit line.
8.26
"Credit-in-Kind"
Program. Essentiallyan input deliverycredit
scheme. this program was initiatedin 1980 with the objectiveof providing
quality inputs directly from wholesalersto farmersat reasonableprices and,
in the process,provide competitionto the local private sector suppliers.
The principal input financedis fertilizer. Started to counter adulteration
by certain private dealers, lendingfor fertilizerincreasedat 442 annually,
from 33,000 tons in 1980-81 to 290,000 tons in 1986-88. The program now also
covers other inputs,machinery and equipment,breedingstock, and agricultural
services. Fertilizerand agro-chemicalsnow account for about 502 of a total
lendingvalue of nearly B 2.9 billion in 1987-88with equipmentmachinery and
tools accountingfor another 402.
8.27
A recent independentevaluationof the credit-in-kindprogram 601
found that 932 of the farmer beneficiarieswanted the program to continuewith
the reasons given validatingthe originalobjectivesof fair price, good
quality, timeliness/convenience
and keeping private trader explcitationunder
control. Recipient farmers in less accessibleareas have benefittedmost.
From a banking point of view, the program ensures that loans are used for the
purposes for which they were granted and thus improve loan repaymentperformance. However,care has to be taken to ensure that the program does not
stifle private sector competition. The BAMC should considerphasing out the
credit in kind program from areas where competitionfor certain inputs is
already at a high level. There is also scope for reducingthe administrative
costs by transferringsome of the logisticalburdens to the clients after
giving them proper training.
8.28
Special DevelopmentProiects. The special projectsactivitywas
started in 1977 in responseto government'srequeststo provide credit on
concessionalterms to farmersparticipatingin various governmentsponsored
projects. With total loan outstandingat the end of FY88, amountingto B 2.4
billion for about 148 projects,they may be divided into three broad categories:
(a) projects in responseto natural calamities(e.g. flood disasterin
the South, Paddy Pledging)or widespreaddistress (e.g. depressed
prices) among farm producers--54Zof special projectsoutstanding
loans;
(b) agriculturaldevelopmentprojectsprimarilyinvolvingtechnology
transferto diversifythe farm enterpriseand/or improve yields
(382);and

601 See Khamphon Puapanich, "Evaluationof the Need for the Credit-In-Kind
providedby BAAC (in Thai), September1989, KasetsartUniversity.

-

(c) integrated
goverment

135 -

projects formulated and implemented jointly
agencies and private companies (82).

with relevant

Except possibly for the integrated projects (at regular BAACterms) and the
Paddy Pledging Scheme (subsidized),
both of which have loan repayment rates in
excess of 901, repayment for the rest were rather poor (averaging about 402).
Many of these initiatives,
which are primarily medium-to-long-term investment
loans, were poorly planned and received inadequate technical and marketing
support.
Even for the high repayment Paddy Pledaina Scheme (begun in PY86),
Government's objective of raising prices early in the harvesting season does
not appear to have been fulfilled.
Greater storage capacity on the farm was
not encouraged and whatever price increases which resulted later in the
harvesting season were essentially
due to world market trends.
Those able to
avail themselves of the 3Z p.s. Paddy Pledging loans normally do so to benefit
from the subsidy rather than to explicitly
take advantage of higher intracropping year prices.
In any case, the favored farmers stand to gain by using
Paddy Pledging loan proceeds to prepay their short-term production loans
(borrowed at 12.51 p.a.).
The integrated projects have been the most successful and should be the primary focus of future special project activities.
8.29
Other Activities.
BAAC,in trying to meet what it perceives to be
major gaps in the agricultural
sector's needs, has developed new programs
whichmay be considered to be departures from traditional
banking activities
and possibly marginal to 8MC's omn mandate. The New Generation Farmers'
Settlement Proiect is an example. This project was established as a pilot
(benefiting 80 farm families in FY87) to demonstrate that, with proper
planning, effective commercial cooperatives can be established using "new
generation* farmers (former graduates) to produce a range of export-oriented
fruit and vegetable products.
Because of its newness, these projects cannot
be evaluated.
However, even if the projects were viable and worthwhile, the
involvement of BMACin a primarilv non-banking activity like land settlement
is questionable.
The task is particularly
staff and skill intensive and heavy
involvement of BMAC
would be difficult
to justify,
especially since it does
not have the required knowledge and staff to undertake more than a few pilot
projects.
Another new program is the Central Paddy/Alricultural
Produce
Marketing Scheme. Based on the apparently successful Paddy Warehouse Scheme
(implemented in FY85 and FY86), BMC initiated
this marketing support scheme
in FY87 to complement its Government-sponsored Paddy Pledging Scheme by
providing farmers with the opportunity to sell their paddy directly to buyers
in an open and more competitive trading environment and to .-educe the control
of local traders.
The BAAChas opened two trading centers and plans to
construct more. The arguments made by BMC for supporting this non-banking
activity are the fairer prices accorded to farmers and the improvement of its
loan collections.
However, these types of activities,
like the settlements,
require knowledgeable and experienced staff whichBMC might have only for a
few pilot projects.
Financial

Performance

8.30
Key financial indicators are given in Table 8.6 and more details are
provided in Annexes 55 and 56. In the last ten years, BAAC's gross income
increased at an average annual rate of 11.51,from about B 1.5 billion in FY79
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to about B 4.9 billion
in FY88. The cost of funds during the same period
increased at about the same rate from B 865 million (582 of gross income) to
about B 2,345 million
(592 of gross income).
Operating costs as a percentage
of total lons outstanding
appears to be relatively
stable (4.52 to 5.02).
Interest
margins, about 52 on average, appear adequate.
Net income has grown
at an average rate of 5.72 p.a. during the last six years, from B 167.5 million in 1983 to B 221 million in 1988. It has never incurred a loss, and it
does not pay a dividend.
In addition,
BAAC is not subject to institutional
taxes and reserve requirements
(imposed on commercial banks).
Table 8.7: BAAC'S INTEREST, COST ANDPROFIT MARGINS, 1983-88
(Percentages
to average total assets)

Interest
income
other income
Total Income
Interest
Interest
Operating
Bad debt
Exchange

expenses
margin
cost
allowances
losses

Total ExPenses
Net profit
Source:

before

taxes

1983

1984

1985

13.8
1.0
14.8

13.8
1.0
14.8

14.3
0.9
15.2

13.8
0.5
14.3

9.2
5.1
3.9
1.1
0.4

8.6
5.2
3.6
1.4
0.2

8.5
5.3
3.9
1.4
0.1

8.3
5.5
3.4
2.0
0.1

1986

1987
11.9
0.6
12.5
6.8
5.1
3.4
1.2
0.5

1988
10.0
1.7
11.7
6.5
3.5
3.4
0.8
0.4

13.9

13.8

14.6

13.8

11.9

11.1

0.9

1.0

0.6

0.5

0.6

0.6

BAAC.

8.31
Compared with commercial banks in Thailand, BAAC's operating costs
(at 3.8? of total assets in 1988, including provisions
of 0.72 and 0.42 for
doubtful debts and foreign exchange loss respectively)
are undoubtedly high.
However, this comparison should not be interpreted
to mean that BMC is an
inefficient
organization.
By and large the high operating
cost of BAACis the
result
of the nature of its operation.
BAAC essentially
finances farming
activities
of small and medium size farmers all over the country.
It has to
maintain a large number of branches and field offices
(particularly
in remote
areas),
its average loan size is quite small (only B 14,000/client),
and it is
involved in relatively
high credit risk activities
innate to agriculture.
In
fact, compared to similar institutions
in other countries,
BAAC's operating
costs, adjusted
for recovery performance (822 overall in 1987-88), are on the
low side.
8.32
projects

A feature of BAAC's financial
performance is that most of its special
are handled on a cost plus basis, and includes margin to cover poor
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repayment. This arrangementpartly explainswhy even with the low repayment
rates of specialprojects (averaging47-502),BAAC has been, albeit marginally, profitable. Relatively,the collectionrate for short-termcredit (85882) is better than that for term loans (69Z). The repaymentperformanceof
cooperativesand farmers'association(taken together)is among the poorest
(about 402), but such a poor performancehas also not been reflectedin
adverseprofit rates for BAAC because deferredpaymentsare rolled-overby
reducingfuture loans to individualborrowersof the cooperatives(i.e., the
repaymentlosses are not yet tin the books"). Thus, a major crisis could
result when members' individualloan limits are exhaustedand repayments
cease. While BAAC has prudently reducedthe share of farm institutions'loans
in its total lendingportfoliofrom 402 in FY79 to 132 in FY88, increased
governmentpressureto lend to small farmersvia these institutionsrequirea
thoroughreassessmentof the problem.
8.33
The profitabilityof BMC is, not surprisingly,quite low. Its
return on equity (beforetax because it does not pay any taxes) has ranged
between 72-92 since 1983, comparedwith commercialbanks' (after tax) return
of about 102. Its total debt to equity-ratioreached its highest level in
1986 (17.4 times) but has since declinedto 11.5 times (1988). Its loan to
deposit ratio was a low 712 (1988) indicatingexcess liquidity.
Resources
8.34
The sourcesof funds for BAAC's operationsare summarizedin
Table 8.8 below;
Table 8.8: 8AAC'S SOURCES
OF FUNDS,1983-88
Am-ounts in mil ion baht)
1983
Amount

Source

Shareholders'

Equity

Deposits fromthe
genoral public

2,428

X

1984
K*ount

10.58 2,381

4,785 20.75 4,498

1985
lrun-

1988
1987
1988
Amount 7
Eunt-Iount

2,665

1,849

1,978

5,548

7,118

10,685

11,113

X

3,218

0.04

5.80

8,812

11,459

20.62

19.08

18,640

14,895

35.95

9.80

Deposito from
Comercial banks

9,018

Borrowings

8,832 14.45

5,382

6,869

7,808

7,183

7,048

Bank of Thailand

8,000 13.01

8,000

8,500

6,848

8,000

8,000 7.49

Others
Total

497

89.11

2.16

28.060 100.03

9,847

601
26,429

600
29.35t

Average
Growth
Rate (X)
1983-88

687

826

84.923

36.089

927

17.69

16.15
0.00

2.82

18.28

40.042 100.00

11.87

-

8.35
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BAAC's fundingcomes from four main sources:

(a)
Denosits from CommercialBanks. A benefit (for BAMC) of mandated
lending (see para. 11), such depositsprovided36? of BAAC's source of funds.
Although these depositswith BAAC pays the prevailingmarket interestrate for
these deposits,there is an element of subsidy in that BMAC does not have to
incur any costs in raising these deposits.
(b)
Deposits from the General Public. One of the highlightsof BA_^'
developmentis that public depositshave grown at 192 p.a. since PY83, faster
than any other source of funds. From 212 of BMAC total resourcesin FY83, to
about 292 in FY88, this impressivedevelopmentis the outcome of a rural
savings mobilization
campaign launched by BMACback in 1981 complemented later
by a salary incentive
system which assigned it the highest points (weight)to
branch merit increases.
(c)
Borrowings(Mainlyfrom Foreisn Sources). This is another source of
fund which has grown quite rapidly,at an annual average rate of about 16?.
At the end of FY88, borrowingstood at about B 7.0 billion,of which OECF
provided45?; IBRD, 42?; IFAD, 6?; ADB, USAID and KfW together,32; and domestic sources (excludingcommercialbanks, SOT and public deposits),4?.
(d)
BAMC equity and BOT soft loans. These representsubsidizedsources
of funding for BMAC. Its equity is a subsidizedsource because it is not
requiredto pay any dividendsand includesgrants of B 957 million and B 34
million made by EEC and the governmentrespectively. The BOT preferential
interestrate loans to BMC, made to finance its specialprograms,have
declinedfrom about B 4.5 billion to about B 3.0 billion or 24.52 of BAAC's
total resources in FY80 to about 7.5S in PY88.
Kev Issues and Outlook
8.36
To date, BAAC has tried to undertakethe very difficulttask of being
both a governmentdevelopmentagency and a commerciallyviable specialized
institutionfor medium to small scale farmers. Overall it has handled this
delicatelybalancedact quite well. The overridingissue for BAAC is how it
should face the trade-offsbetween expandingits businessto still smaller
farmers (the priority target group of government)and maintainingits
integrityand effectivenessas a commerciallending institution. It is recommended that BAAC should not only be permittedbut encouragedto increaseits
effectivenessas a specializedcommerciallending institutionin a broader
capacitythan at present. Restrictionson its operationsshould be reduced if
not eliminated. The long term goal should, therefore,be to afford it the
opportunityto expand its comparativeadvantageto its fullest as an effective
rural banking institution;at the same time BAAC should be expected to compete
on a more equal footingwith commercialbanks. Such a correctionof course in
BAAC's future, requiresa reevaluationof the followingissues:
(a) expansionof BAAC's scope of activities;
(b) interestrate and financialpolicies;
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(c) the framework and ground rules for BMAC'sspecial
(d) options for reaching the poor farmers;
(e) implications

for BAAC's corporate

project

operations;

and

plan.

8.37
Exiransion of BAAC's Scove of Activities.
With the decline in
relative importance of agricultural
production activities
(associated with the
gradual maturing of the Thai economy) and the comparative advantage of BAACin
the rural sector, the case for allowing BMAC
to lend for all rural development
activities
is compelling.
First, since total farm family income should be the
main concern, supporting feasible options for improving their non-farm income
(now accounting for 422 of their total family income) would make eminent
sense. Second, because the clientele of BAAC and commercial banks are essentially different,
the non-production credit needs of BAAC's clients are not
being met by commercial banks--a large opportunity unnecessarily foregone for
BMAC. Third, because its creditworthiness
assessments already take into
account the overall family status of its clients, permitting BAACto lend for
the farmers' non production needs would be the most effective means to reduce
its unit operating costs and, concurrent with the upgrading of its field
offices, also permit more efficient
financial resource mobilization.
Fourth,
credit riskwould be reduced for BMAC
because farmers would be able to pledge
all their available collateral
to one financial institution;
and, for the
farmer, his overall source of income would be less dependent on natural conditions.
Fifth, by permitting BAACto extend its rural mandate, it can more
successfully cater to the two extremes of its spectrum of clients.
At the
high-income farmer end, for example, it will prevent BAACfrom losing such
clients to commercial banks and provide the needed competition with them. At
the small farmer end, it will permit BAACto better reach the near-landless
farmer whose income generating options in agricultural
production are likely
to be limited, but whose earning potential would be substantially
brighter in
the service and manufacturing sectors at the provincial level.
Thus, expansion of BMAC'sscope of activities
would result int
(i) greater overlap of
market segments with commercial banks, leading to more competition and
efficiencies;
azLd, more importantly, (ii) the small and medium size farmers'
total credit needs would be met more comprehensively, more convenientely and
at a lower cost.
8.38
Interest Rate and Financial Policies.
BAAC's commercial viability
is
constrained by limitations
imposed by the Government on its lending rates,
although these rates are officially
set by its own Board. The BMAC
would not
have operated profitably under its prevailing interest rates (12.5? on short
and medium term loans, 11.5? on long term loans and between 3? to 11.5?on
special projects) without the following indirect subsidies:
(a) soft loans
from BOTand specially constituted development lending funds provided at subsidized interest rates; (b) exemption from corporate taxes and other impositions on commercial banks; (c) no mobilization cost on the substantial
deposits that it receives from commercial banks; and (d) the non-payment of
dividends from its profits.
Interest rate ceilings for BAAChave not only
restricted
the coverage of its clients but, because they are also below commercial bank rates, have created distortions
detrimental to the commercial
credit sector.
While not large, they are not needed. If BAACwere allowed to
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charge the rates commercial banks do, it would not need the tax exemption and
most of the other subsidies
that are currently
provided to it (see Annex 57
for details).
At the current,
below commercial bank lending rates,
net income
would have been negative had commercial banking taxes and charges been applied
to BAAC's gross income.
If BMC had been permitted
to charge 14.52 on its
direct
lending to farmers in FY86-88, its net income would have been positive
(ranging from B 203 million to B 470 million)
and its return on equity would
have increased
(ranging from 10.3Z to 15.62).
These results
also illustrate
the leeway available
to incur the necessary costs for self-mobilization
of
domestic savings and to substantially
reduce the subsidies
on its sources of
funds (e.g. BOT soft loans).
8.39
A Framework for BAAC's Special Proiects.
Given the fact that there
will inevitably
be some trade-offs
in the use of BMC's scarce staff (and
financial,
resources,
certain
conditions
should be set to permit the screening
out of non-viable
socio-politically
imposed programs or projects.
First,
it
should clearly
be understood that BMACwould act strictly
as an agent without
assuming the credit risk and procedures
should be established
accordingly
for
compensating/reimbursing
BAC. Second, account should be taken of the adverse
impact ons (a) BAAC's farmer client
income and the undermining of financial
discipline
through their poor repayment habit;
and (b) BAAC staff morale and
attitude,
particularly
those in the branches and field units (as the
experience with the Paddy Pledging Scheme has shown).
Conditions
should,
therefore,
be set which stipulate
the expected minimum viability
of the
special projects
to be undertaken.
The criteria
to be used, which could
include internal
rates of return,
expected repayment performance,
employment
and income effects
relative
to cost, should be tailored
to whether the project
would be of a pilot nature or would be undertaken on a large scale.
BAAC's
progressiveness
in this area should not be stifled
by over-stringent
conditions;
but, at the same time, it should not be encouraged to start pilot
initiatives
which cannot be replicated.
Or even if it can be replicable,
explicit
account should be taken to phase out BMC involvement to other, more
appropriate,
developmental
agencies or the private sector (e.g. lending-inkind program).
8.40
Reaching the Small/Poorer
Farmers.
In 1989, BMACinitiated
a fiveyear Small Farmer Lending Program (FY89-FY94) with financial
support from a
special Small Farmer Fund (contributed
by BOT, Government budget, Government
Savings Bank and commercial banks at a blended cost of 6.1Z).
About one billion baht will be available
annually from this fund for lending to new small
farmer clients
(defined as those with a net farm income of less than B 10,000/
year) at an interest
rate of 12.52.
This implies that (assuming an average
loan size of B 7,000) nearly 145,000 new clients
annually,
or a total of 3.3
million
farm families
by 1994, would have to be reached by BMC. Given a
total client
expansion rate of 96,000/year
between 1983 to 1987, such a target
seems unrealistic
unless client
creditworthiness
and project viability
criteria are to be seriously
compromised.
Instead of being target oriented,
BAAC
should concentrate
on improving the quality of its financial
support services
to all its clients
and simultaneously
expand its outreach.
Three promising
and connected avenues should be exploited
with the requisite
staff support:
(a) expansion of new as well as existing
joint liability
groups with emphasis
on: (i) identifying
new income generating
opportunities,
(ii) complementary
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line agency support,and (iii) maintaininggood repaymentincentives;
(b) branch field office expansion,especiallyin small-farmerconcentrated
areast and (c) expansionof the scope of activitiesto cover non-agricultural
investmentor working capital needs.
8.41
Iamlicationsfor BAAC. The push for BAAC to expand the extent of its
specialprojects and to reach the smaller farmers (partlythrough cooperatives) is reflected in its corporateplan for 1989-94 (October,1989). For
example,the share of specialprojects in total loan outstanding(year-end)
would increasefrom 4.3? in 1988 to 12.22 in 1994 and cooperativessharewould
increaseslightly (from 12.22 to 13.6Z). Such a trend which would be counter
to the orientationsuggestedabove, also reflectsan overambitiousincreasein
lendingvolume (16.7?p.a. versus 10.7Z historically). From the financing
side, BAAC would be relyingmore on direct governmentfunding (2.3? p.a. in
the past six years to 10.4Z p.a. by 1994) rather than comercial banks' deposits (9.9? to 2.22) and embark on no new externalborrowing. Despite
increasedeffort to mobilizepublic deposits,BAAC expects a slower rate of
growth in this activitythan in the past, which means that it would be faced
with a resourcegap of B 22.3 billion or US$871 million from 1989 to 1994. It
is unrealisticto expect that BAAC could borrow this amount. It needs to
reexamineits corporateplan after taking into account the suggestionsmade in
the foregoing.

-

142-

IX. THE CAPITAL AND MONEY AURT5
9.1
The cap.tri,
and money markets are both networks of providersand
users of fundes tlhdyare distinguishedin temss of maturities
and therefore
the underlyinglnstrumentsof debt. The money market providesfunds for up to
one year; the capitalmarket for maturitiesof more than one year. The
capitalmarket includesthe market in equity securLties(i.e.common and other
kinds of stocks);the money market comprisesdebt Instrumentsonly. both
markets deal in public sector (i.e. governmentand quasi government)as well
as private sector securities. The instrumentstraded In the Thai money market
include governmenttreasurybills, notes issued by commercialbanks and IFCT,
transferablecertificateof deposits (CDs),and comercial paper or billst the
capitalmarket instrumentscurrentlytraded are government,state enterprise
and BOT bondst debenturesissued by private sector firms floatingrate notess
common and preferredshares, and convertibledebentures.
9.2
This Chapter is divided into five parts. The first three provide
details about development,size and characteristicsof the money market, the
market in equitiesand the market in long term debt securities. The fourth
part discusses
the problems and constraints
to development of the money and
capital
markets.
The final section discusses
how threo now methods of financing may be introduced
in Thailand;these are financialleasing,factoringand
trust receipt
financing.
A.

The Thai :Monev Market

Primary Market Size
9.3
The size
development since

of the primary money market in terms of Instruments,
1980 is shown in Table 1 belows

and its

Table 9.1: PRIMARY MONEY MARKET INSTRUMSNTS,1980-88
(million baht)
1980
Treasury bills
8,400
Commercial paper
Transferable CDs
Notess
CitiNotes
Chase Notes
IPCT Notes
Sources

BOT.

1981

1982

8,400
-

9,900

-

-

-

-

1983

1984

11,000

12,000

1,284
-

1985

-

19,484

.

.

-

-

12,000
2,382
18,858
.
-

1986

1987

1988

12,000 11,500 2,000
8,423 11,196 16,685
1,917
950
301
325
-

650
200
-

650
200
400
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The relativesize of the Thai money market in the financialsystemas a whole
is quite small. Comparedwith the amountsshownabove for money market
instruments,total credit extendedby financialinstitutionsand outstanding
as of the end of 1988, for example,amountedto B 1,116 billion.
9.4
TreasuryBills. As Table 9.1 indicates,treasurybills are no longer
an importanttradinginstrument. Not only have the amountsissueddeclined,
but all the amountsoutstandingare held by BOT and ExchangeEqualization
Fund. In the past, treasurybill auctionswould be held on a weekly basis and
commercialbanks were also activeplayers. But since 1987, commercialbanks
do not hold any treasurybills, as the followingtable showss
Table 9.2: HOLDERSOF TREASURYBILLS, 1980-88
(millionbaht)
1980

1981

1982

Bank of Thailand
6,258 3.385 5,756
ExchangeEqualization
Fund La
1,409 1,240 1,568
CommercialBanks
330 3,335 2,197
Others
403
440
379
/a

1983

1984

1985

1986

1987

8,154

4,850

9,709

4,486

9,460

1,570
935
341

1,000
5,260
890

1,800
35
446

2,067
1,850
3,597

2,000 1,960
40
40

1988
-

This is a government-owned
accountwhich holds a portionof the country'sforeign
exchangereserves.

Source: BOT.
The last treasurybill auctionwas held in February1989; therehas been no need to issue
any bills since then.
9.5
RepurchaseAgreements. The governmentbond repurchasemarketwas
establishedin 1979 as part of the MoneyMarket DevelopmentProjectinitiated
by BOT. Althoughthe primarymarket and the secondarymarket in government
bonds are both capitalmarket activities,the bond repurchasemarket is a
money market activity. Followingits introduction,
the repurchasemarket
rapidlybecame the principalinstrumentby which BOT intervenedin the money
market,to provideor to mop up liquidity. One to three day transactionsare
the most usual, but up to 180 days is possible.
9.6
Followingthe relaxationin August 1989 in commercialbanks' reserve
requirementfor branch openingsfrom 162 to 122, the differenceof 4Z has been
used in the repurchasemarket,and has boostedthe market'sliquidityby
B 8 billion to B 18.5 billion. The relaxationitself reflectsthe inadequate
supplyof bonds for banks to hold to satisfythe primaryand secondaryreserve
requirements,
which in absoluteamountshave grown rapidlyin recentyears in

-

144 -

line with the growth in their deposits. The new issues of bonds have also
been decliningbecause of the government'sbudget surplusand cash rese.ves.
In 1988 the goverAmentissued bonds equivalentto 14.92 of banks' total deposits, 1.12 lower than the regulatedlevel at the time. In the first half of
1989, the proportionfell to 132 as total outstandingdepositsof banks rose
11.42 to B 950.3 billion. It has been recommendedearlier (in part B of Chapter II) to eliminatecompletelythe secondaryreserve requirementsfor
branchingand also to drop the bond portion of the primary reserve;this would
free the supply of bonds and help develop the secondarymarket.
9.7
InterbankLoans. The interbankloan market involveslendingbetween
banks at call and for fixed periods ranging from overnight to six months or
longer. The market has tended to be one way, with the largest Thai banks as
the lenders and the smaller Thai banks, foreignbank branches,and finance
companiesas the borrowers. In 1985 commercialbanks introducedBIBOR, the
Bangkok InterbankOffered Rate, which is the average of the rate at which
several large banks offer depositsto each other. Interbankrates tend to be
more responsiveto money market conditionsthan other market rates. At
present,the seven day, one month, and three month BIBOR are quoted daily, as
are the bid rates at which the banks bid for deposits from each other.
Besides direct lending.interbankdepositsare sometimesused as a means to
adjust liquiditypositionsbetween banks.
9.8
TransferableCertificatesof Deposit. Transferablecertificatesof
deposit were first introducedin Thailand in 1984, but only three banks have
so far issued them, with maturitiesranging from three months to a year.
Their attractivenessto investorshas declinedwith the disappearanceof the
interestpremium they originallyoffered to large depositorsover other types
of fixed deposit. With the recent liftingof ceilingson long term deposits,
the opportunitymay return for their pricing to become more attractive.
9.9
CommercialBills. Commercialbills are the categoryof short term
financialinstrumentswhich includespromissorynotes, bills of exchange,and
bankers' acceptances. They have been issued,either directlyor through
underwriters,by business and industrialcompaniesof high creditworthiness;
by certain foreignbanks' branchese.g. the Citinotesand Chase notes which
are transferablebills of exchangeissued by Citibankand the Chase Manhattan
Bank; and by certain other financialinstitutionse.g. the IFCT notes which
are transferablebills of exchangeissued by IFCT. Maturitiesof commercial
bills are mostly between three months and six months. The market for commercial bills, though still small, has been growing rapidly.
9.10
The IntercompanyMarket. There is also an intercompanymarket for
liquid funds, but this is mainly between affiliatedcompanies. Intercompany
trading in short term promissorynotes is not goverredby any regulations.
There is an informalcommercialpaper market for issuerswith first class
names.

_ 145 -

The SecondarvMarket
9.11
TreasuryBills. In additionto its role as the sole underwriterin
the issuingmarket for treasurybills, BOT also makes a secondarymarket by
selling treasurybills from its own portfolioand purchasingtreasurybills
before maturity.
This secondary market has been limited because returns on
treasury
bills
are low in comparison to the returns on other securities,
and
because the Initial
buyers of treasury
bills
tend to hold them to maturity.
In recent years it has also declined sharply in line vith the decline in total
primary issues, and as stated in para. 9.4, all outstau.ding amounts of
treasurybills are held by BOT and the ExchangeEqualizationFund. The
amounts traded in the secondarymarket are shown in the followingtable.
Table 9.3. SECONDARYMARRET IN TREASURYBILLS, 1980-88
(Millionbaht)
1980
Repurchases
Sales

1981

1982

1983

1984

1985

1986

22,408 25,759 52,967 62,956 58,403 5,998 9,348
39,327 45,257 84,262 91,875 89,469 38,147 42,271

1987

1988

5
1,998

1,004
3,673

Source: BOT.
9.12
TransferableCertificatesof Degosit. The decline in the outstanding
amount of CDs (from B 19.5 billion at end 1984 to B 950 million at and 1987)
has caused a similar decline In secondarymarket activity. At present,only
three finance and securitiescompaniesdeal in the secondarymarket for transferableCDs.
9.13
RenurchaseAnreements. The activity in the secondarymarket, assumed
to be mainly in repurchase agreements,
in government bonds and the trends
since 1980 have been as shown in Table 9.4.
B.
The Securities

Exchanae

The Equities

Market

of Thailand

9.14
The Securities
Exchange of Thailand (SET) commenced operations
in April
1975, following the enactment in May 1974 of enabling legislation
(the SET Act
BE 2517) which establishedthe exchange and provided a regulatory
framework for the
securitiesmarket. An earlier stock exchange,the Bangkok Stock Exchange,had been
formed in 1962 but becam moribundafter a troubledearly life and as a result of a
lack of both supply and demand for shares.
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Table 9 4; SECONDARYMARKET IN BOND REPURCRASEAKERENTS,
(Million bait)

Government bond
State Enterprises bonds

1980-88

1980

1981

1982

1983

1984

1985

1986

1987

77.2

88.8

109.5

134.5

151.4

179.0

200.9

204.6 184.6

0.9

0.9

0.9

1.4

1.4

1.4

1.4

2.3

1988

2.4/a

/a Up to September1988.
Source: BOT.

9.15
Membershipof SET is limitedto socurities
companLes licensedby the
Ministry of Finance to engage in the securitiesbusinessas stock brokers.
Towards the end of 1989, SET had 35 members; all members are Thai nationals as
foreign brokers are not yet allowed to be members.
9.14
Listingsof companieson SESTare either on the Main Board (listad
companies)or the Second Board (authorizedcompanies). Securitiesregistered
in the name of, and eligibleto be traded by, foreign investorscan be traded
only on the Special Section (Alien)Board when foreignholdings in such
securitiesreach the maximum permittedby law or by the companies'Articles of
Association. The same rule applies to the offshorefunds. The scale of
demand and limLted supply of shares have pushed prices on the Special Section
way above those on the Main Board. This is reflectedIn the high premiums for
offshorefunds above net asset values.
9.17
Overall control of SET and the securitiesindustryrests with the
Ministry of Finance, which has delegated certain
powers and duties to BOT.
The BOT is, for example, responsible
for the supervision
of the securities
companies. In 1989, the Ministry of Finance established
a new Division in the
Fiscal Policy Office, to exercisethe functionsof a securitiesexchangecommission. The Division is still in its early developmentalstage, and had a
five member staff only at the end of September1989. Since the supervision
and regulationof securitiesindustryis a highly technicaljob, the Ministry
of Finance would be well advised to staff the new Division with skilled
technical persons.
If the new Division is staffed principally
with civil servants
transferred
from other parts of the government, it may simply become a bureaucratic
bottleneckand not be helpful to the healthy developmentof the capital
market. In the long term, the governmentshould considerestablishingan
autonomous Securities
and Exchange Commission, and move the securities
industry
towards self regulation.
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Market Size and Characteristics
9.18
The market capitalizationof SET listed equitieshas increased
steadilysince 19811 the rate.of increasejumped after 1986, as the following
table showst
Table 9.S

1980

MARRET CAPITALIZATIONOF SET LISTED EQJITIES,1980-89
(Billionbaht)

1981

1982

Covoon
shares
28.8 23.0 28.9
Preferred
shares
0.06 0.05 0.05
Unit
Trusts
0.43 0.33 0.44

1983

34.2

1984

46.7

1985

1986

48.8

74.2

0.16

0.18

0.17

0.21

0.40

0.54

0.51

0.70

1987

1988

1989

135.0 218.1 659.50
0.37

0.55

2.04 3.34

Source: BOT.
In 1989, the values of the listed equitiesfurther increasedsubstantially.
As of mid-1989, the market capitalizationhad increasedto B 367.3 billion.
9.19
As of June 30, 1989, the sectoralbreakdownof the total market
capitalizationwas as shown in Table 9.6.

NI/A
NIA
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Table 9.6: MARKET CAPITALIZATIONBY SECTORS,DECEMBER31, 1989
Sector

Companies

Banking
Finance & Securities
Insurance
Commerce
Services
Warehouse & Silo
Hotel
Packaging
Construction
Automotive
Textiles
mining
Food & Beverage
Electrical
Others

Market Capitalization
(billionbaht)

I

15
23
10
16
7
3
6
9
12
3
21
4
14
5
70

88.32
56.65
28.94
37.78
9.90
2.36
30.05
15.15
210.05
8.04
30.55
17.62
21.54
17.92
84.63

13.4
8.6
4.4
5.7
1.5
0.4
4.6
2.3
31.8
1.2
4.6
2.7
3.7
2.7
12.8

218

659.50

100.0

Source: Phatra ResearchInstitute,Stock Market Mid Year Review, 1989.
9.20
Foreign Participation. The SET has been open to foreign investment
since its inceptionbut the Thai market has become popularwith foreign investors only since 1985. Since then, however, foreign investmentin Thai securities has been increasingrapidly. Details of foreigncapital inflow and
outflow are given in Annex 58; portfolioinvestmentsare summarizedin the
followingtable.
Table 9.7: FOREIGNPORTFOLIOINVESTMENT,1982-89
(Billionbaht)

Inflow
Outflow
Source: BOT.

1980

1981

1982

1983

1.1
0.1

0.3
0.2

0.6
-

0.4
0.1

1984
2.4
2.5

1985
4.1
0.2

1986

1987

1988

3.0
0.5

17.1
4.3

27.8
16.6
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Of the total capitalizationof the Thai stock market, it is estimatedthat
roughly 601 is closelyheld by the foundingfamiliesor groups. Foreign participationis in general legallylimited to 492; in fact direct foreignownership is virtuallyat the standardlimit establishedin a company'sarticlesof
incorporationof 25Z for almost every issue. Such direct ownershipaccounts
for roughly 602 of the estimatedfloat. In addition,foreignersalso own Thai
shares indirectlythrough funds (almostall of which are closed end in character). Inclusiveof such indirectholdings,overall foreignownership is
estimatedto amount to roughly three-quartersof the floatingsupply. Domestic householdsare believed to be holding only 102 of the market's total capitalization. The ratio of the market value of shares held by Thai households
(excludingcontrollinggroups) and institutionsto GDP is estimated to be very
low, around 2.0Z, and it would be even lower if foreigndemand had not raised
valuationsin recent years. It has been furtherestimatedthat less than 12
of all Thai householdsdirectlyown any listet Thai shares.
9.21
Much of the foreignportfolio investmentis institutionalmoney
looking to diversifyglobally;it is probablyconcentratedin a fairly limited
number of institutions. Foreign institutionalportfoliofunds are quite
mobile, and there tends to be strong consensusbehaviorin the international
institutionalcommmuity. Therefore,if for whatever reason, foreign portfolio
investorswere to decide to reduce their exposureat the same time, wholesale
liquidationsby foreigners(closedend fund managerscould in principle switch
and debt instruments)who dominatethe float could have an
to monev =r;,ret
extremelydestabilizingeffect on market valuations.
9.22
Comparisonwith Other Asian Markets. In a seven-countrycomparison
(excludingJapanand Singapore)
the Thaimarketas of the end of September

The relativesizeof the
1989had the thirdlowestmarketcapitalization.
Thaimarketand its valuationis shownin Table9.8.
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Table 9.8s RELATIVESIZE AND VALUATIONOF THAI STOCK MARIET,
September30, 1989

Market Capitalization
Amount
2 of
US$ million
GDP la
Taiwan, China
Korea
Malaysia
India
Thailand
Phillippines
Pakistan
la

243,768
139.676
33,851
24,908
17,787
11,960
2,425

_Valuation
Price
Price/ Dividendl
Earnings
Book
Yield
(Times)
(Times)
(2)

118
71
69
9
17
11
7

49.6
39.7
31.6
16.8
18.2
19.6
8.9

7.4
2.7
3.3
3.1
5.7
4.7
1.8

0.6
1.2
2.2
1.9
2.5
1.1
7.0

Based on data as of December31, 1988.

Sources IFC: Zmerging Stock Markets Factbook.
9.23
PreferredStock and Warrants. As is clear from Table 9.5, the great
majorityof stocks listed and traded on SET is common stock, but there are
also four issues of preferredstock and five of unit trusts. Warrantshave
been issued,attachedto common shares and/or to debentures(warrantscannot
be issued on their own). New rules apply from September1989s a listing
of
not less than three years, not over 302 of the outstanding,and warrantsnot
exceeding five years. Warrants are interestinglyseen as delayed subscriptions insteadof as options to buy shares. Local practice is unfamiliarwith
covered warrants,and SET has not made its positionclear on them.
C. Lons Term Debt SecuritiesMarket
Primary Market

Size

9.24
The size
develoument since

of the primary market in long term debt
1980 is shown in Table 9.9.

securities,

and its
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Table 9.9: PRIMARY DEBT SECURITIESMARKET, 1980-88
(Billionbaht)
1980 1981 1982 1983 1984 1985 1986 1987 1988
Governmentbonds
14.0 23.2 24.5 18.7 35.0 26.3 40.8 29.2 20.5
State enterprisebonds 1.5 2.6 0.5 0.1 3.4 3.9 1.7 2.2
BOT bonds

-

-

-

-

-

0.1

0.05

-

-

-

-

-

-

0.8
-

2.5
-

0.5

-

-

-

-

-

-

-

-

Debentures(by
private firms)
Floating rate notes

1.2

Source: BOT.
9.25
Bonds ("Pantabat').Long term bonds with maturitiesof over one year
have been issued only by the Thai Governmentand by certain governmententerprises e.g. the ElectricityGeneratingAuthorityof Thailand,the National
Housing Authority,and the TelephoneOrganizationof Thailasd. Their
effectiveinterestrate is fixed slightlyhigher than commercialbanks' one
year fixed time deposit rate. Tax on intereston governmentbonds is levied
at the rate of 15? on the amount of interestthat is in excess of 7.252 p.a.;
the full amount of intereston state enterprisebonds is taxed at 15Z.
9.26
The Thai Governmenthas issued governmentbonds since 1933 as a means
of financingbudget deficits. The progressivereductionin fiscal deficits,
culminatingin the surplus recordedin 1988 for the first time since 1974, had
reduced the need for bond issues and has led to a shortagein the supply of
bonds for reserve requirements. Becauseof this shortage,banks typically
hold bonds to maturity. Earlier (ChapterII) in discussingthe monetary
policy control instruments,it was recommendedto eliminatesecondaryreserve
requirementsand the bond portion of primary reserve requirementas well.
This should improve the availabilityof bonds for tradingpurposes. Otherwise
tta present shortagewould continue,becauseof the expectationthat the
budget surplus in 1989 will be larger than in 1988, and that budget surpluses
may continuefor severalyears.
9.27
Governmententerprisebonds have been issued since 1972, with
maturitiesranging from three to ten years. They have been underwrittenby
certain finance companies. Most but not all governmententerprisebonds are
registeredat SET.
9.28
Debentures(AHoonkoo"). Debentureshave most of the featuresof long
term bonds, but are not guaranteedby the government,and are not backed by
any real assets or security. They may be straightdebentures,guaranteed
debentures,convertibledebentures,or guaranteedconvertibledebentures.
They are issued by companiesof high reputationand high creditworthiness,
which must either be public companiesor companiesthat are registeredwith
SET. Maturitiesrange from five to eleven years. Debenturesplaced with
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insurance
collateral.

companies must be guaranteed

by commercial

banks or secured

by land

9.29
Issuanceof debentures
by private firms is the weakest feature of the
Thai capitalmarket. Table 9.9 shows that debentureshave been issued only in
four of the nine year 1980-88 period and then, too, in very small amounts. In
fact there are only eight issues of debenturesregisteredat SET. Why the
market in private
long term debt securities
is so limited is examined in
detail in Section D below.
D. Problemsand Constraints
9.30
The regulatoryframeworkcontainsthe legal basis under which constraintsare imposedon financialintermediariesand market participantsin
order that prudentialbehavior is ensured,that monetary policy may be exercised, that the investorsare assured of due protection,and that an optimum
level of liquidityis maintainedin individualfirms and in the system as a
whole. Ideally,it should do all these without impedingthe evolutionof the
financialintermediaries'role of fulfillingthe needs of societyand the
economy,by developingthe necessaryinstrumentsand performingthe necessary
functionsof an efficientmarket. In pr A:ice
some seeminglyharsh constraint
may be needed at times in the interestsof maintainingstabilityin the system
as a whole. However,apart from such exceptions,distortionssuch as those
caused by detailedregulationsthat have become out of date, and constraints
imposedby legal restrictionsand too-stringentrequirementswhich have sideeffects that may not have been intended,cause uncertaintyand impede the
developmentof an efficient,thrivingand growingmarket in financialservices
and instruments. Discussedbelow are a number of specificconstraintsthat
have been identifiedas impedingthe developmentof the capitalmarket in
general and a market in private sector fixed income securitiesin particular.
Developinga Market in GovernmentBonds
9.31
An active market in governmentbonds normallyprecedesthe development of a market in corporateissues. It is because individualcorporate
issues are inherentlytoo small around which to develop active secondary
markets large enough to support the institutionalinfrastructure
needed for
active markets. The developmentof an active secondarymarket in government
bonds has been inhibitedprincipallyby two factors: short supply relativeto
demand arising out of reserve requirementsimposedon commercialbanks
(resultingin most bonds being held by them and to maturity),and lower than
market coupon rate. As discussedearlier in the context of interestrate and
reservespolicies and recommendedthere, secondaryreserve requirementsshould
be eliminatedand the bond portion of primary reserve requirementshould also
be dropped. Also, as already recommendedthere, the interestrate should be
raised to bring about a positiveyield curve until an active market develops
at which point the market itself can be dependedupon to determinethe rates.
Once these two major recommendations
have been implemented,adequatesupply of
bonds would be freed for tradingand they would also become attractivefor
investorsto buy rather than for banks to hold them simply to meet reserve
requirements. An actively functioningbond market would also prove very useful to the authoritiesto sterilizeexcess liquidity,when and if in the
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medium to long term, Thailand achieves balance of payment surplus,
thus
avoiding the kind of problem faced by Korea. After the market in government
bonds has been reasonablywell developed,the stage will be set to make a
serious attempt to develop a market in private sector fixed Income securities
market.
That attempt should take into account the constraints
discussed
in
the following paragraphs.
StatutoryRestrictionson Who May Issue Debt Obli$ations
9.32
Most Thai firms rely for their expansionand even for current operations on (i) funds generatedby their business,or (ii) bank loans; more
recentlynew equity issues are also being made. They do not normally issue
debt to the public. This is the result of the enactmentof a statute that
sought to encouragethe conversionof private companiesInto public companies.
Public companieswere defined as companieswhose ownershipwas broadlyheld.
The privilegeof issuing debentureswas limitedto such companiesso as to
create an incentivefor the transformationof privatecompaniesinto public
companies.
In practice,however,most pr$vate companieshave chosen to remain
private,
finding the burden of going public,
dispersing
ownership and meeting
disclosureand other requirementsof the Law on Limited Public Corporations,
enacted in 1979,611 onerous.
To reinforce
the objectivesof this law, the
Thai Civil and CommercialCode (CCC)was also amended to proviee categorically
that private companiescannot issue debentures. In 1984, the amended SET Act
permittedthe issuanceof debenturesby corporations
registered
at or approved
by SET or whose registration/approval
was being considered.
9.33
Companieswhich have chosen to remain private and have not otherwise
compliedwith the requirementsof SET Act are prohibitedfrom issuingdebentures, and have consideredissuingother kinds of debt $nstruments. They have
hesitatedto issue to the generalpublic short term commercialDaDer In the
form of vromissorynotes for fear that DOT would charge them with doing
finance company business without a license.
Accordingly,
while some companies
have issued promissorynotes, they have avoided issuing them to the general
public and have limited their issuanceto private placements.
9.34
Another method that a few companieshave exploredis the issuanceof
bills of exchange. These are thoughtto be sufficientlydifferentfrom debentures and promissorynotes so as to escape their vices in the eyes of the
supervisoryauthorities. Two rather cumbersomeapproacheshave been tried.
In the first mechanism,a company draws a bill of exchangeon itself, accepts
it and then sells it to the public througha bank. Some investorsInsist on a
bank guaranteeor an aval of the acceptedbill before purchasingit. The
second mechanism that has been used is for a company to draw a bill of
exchangeon a bank which then accepts the bill. Thereafterthe drawer company
sells the bill to the public through the bank. It is clear that these cumbersome mechanismsinvolvingthe use of a bill of exchangeare resortedto In

61/ It is understoodthat only about 28 companieswent public under this law
and of these the majoritywere breweriesor distillerieswhich complied
only in order to obtain a liquor license.
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the absence of more tr!ditionalmethods for a corporationto borrow from the
public.
9.35
What is the explanationfor this unusual state of affairswhere most
firms are in effect preventedfrom borrowingfrom the public? It is difficult
to provide a definitiveanswer. It is possible that the framers of the Law on
Limited Public Corporations
simply misjudgedthe power of the positive
and
negative
incentivethe law was providingfor companiesto go public or to get
listed i.e. that only public companiescould issue debenturesand non-public
companiescould not. Experiencehas proven the incentiveto be ineffective.
In fact whether a firm is a public or a non-publiccompany should be
irrelevantin the considerationof whether it may borrow from the public.
Incentivesfor firms to go public or for them to be listed should take different forms from the prohibitionsagainst issuingdebenturesor commercial
paper in the form of promissorynotes. The present law also has the unintended effect
of perpetuating
the strong hold of the commercial banks on
credit business,
and of denying most firms of legitimateand may be less
expensive ways of raising capital.
It is recommendedthat the Law on Limited
Public Corporations
and CCC should be changed so as to allow all corporations
(whether public or private)to issue debentures.
9.36
There is nothing intrinsically
wrong with a corporation
issuing
debentures to the public. From the corporation's
standpoint,
it allows the
corporation
to supplement its capital
funds with borrowed funds.
It permits
corporations
to go to the market if bank funds are unavailable
or too expensive.
From the investingpublic'sstandpoint,debenturesprovide another
instrumentof investmentand one which they may prefer since, unlike the case
of dividendson stock, interestpaymentsmust be made on debentureswhether or
not the corporationearns a profit. Opening up another avenue for the users
for the commerand providers
of capital
would also result
in more competition
cial banks in the business of credit.
9.37
It would be instructive
for Thai authorities
to review the Japanese
were not allowed to
experiencein this regard.
In Japan, too, corporations
issue debenturesuntil 1979. Commercialbanks opposed it for fear of losing
business. But gradually,respondingto internationalliberalizationand
integrationof financialsystems,commercialbanks' oppositionwas overcome
and ultimatelythey joined in; Japanesecorporationsare now permittedto
issue both debenturesand promissorynotes.
Law on Trusts
Related to issuanceof corporatedebentureand other debt instruments
9.38
is the subjectof trusts. Althoughnot absolutelyclear, it appears that the
Thai CommercialCode makes trusts invalid. One interpretationis that this
prohibitionapplies to non-commercialsituationsonly. Nevertheless,the
prohibitionappears to have been given a broader constructionso that it is
believed to apply to commercialsituationsas well. It is in these latter
situationsthat the prohibitionagainst trusts may impinge negativelyon corporate debt issues because debt instrumentsare commonly issued under the
provisionsof a trust agreementbetween the issuingcorporationaud a trustee
who representsthe holders of the obligations. A trust agreementnormally
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sets out a form of the obligations,provides for the authenticationand
issuanceof the obligations,containsvarious covenants,provides for the
redemptionof the obligationsbefore maturitypursuantto a sinking fund, and
for the accelerationof principal repaymentupon the happeningof certain
events. The agreementmay also authorizethe trusteeto take other actions on
behalf of the holders of the obligationsin the event of default by the
corporation. If the Thai law does make trusts invalid,it would amount to
denying debt instrumentholders useful protection,thus making debt obligations less attractive.
9.39
The existenceof a corporatetrustee is not indispensablefor the
corporateissuanceof debt obligations. Thus, various countrieshave dealt
with the matters incidentto such issuancethrough other devices. It is possible, for example,to envisagethe holders of the obligationspursuingtheir
remediesindividuallyagainst the corporateissuer or even togetheras a
class. But such techniqueswould probablybe less practicablein the Thai
context. The authoritiesshould, therefore,considerto amend the law to make
clear beyond any doubt the validityof trust agreements.
Reaistrationand Listina Related Constraints
9.40
The process of listing involvesnot only SET but also the Ministries
of Commerce and Finance. It normallytakes four months and may take longer.
The governmentcontendsthat delays occur because the applicantstake a long
time to comply with the requirementsand provide the necessary information.
But the effect of delays, irrespectiveof the reasons thereof,is that an
underwriteris left totallyexposed unless he resorts to grey market operations. Either way the result is undesirable. It would be of great help if
all the overseerfunctionscan be centralizedat one place. Could it be possible for the Ministriesof Finance and Commerceto delegatetheir roles to
SET? Alternativelythe new Divisionrecentlyset up in the Ministryof
Finance,with some delegatedstaff from SET, may be made the focal point for
reviewingand approvingall listingapplications.
9.41
The registrationand listingproceduresat SET are in themselvesslow
and cumbersome,and have not kept pace with the developmentof new financial
instrumentsand with increasedmarket activity. The conversionto equity of a
convertibledebenture,for example,requiresit first to be exchangedfor cash
which is then used to purchaseequity which is then registered. A somewhat
relatednegative is the requirementin underwritingof new issues to provide
five year forecasts,which is impossiblewith any degree of accuracy,and
meaninglessif done with large assumptionsor merely as an extrapolation.
Divergenceof actuals from such forecastsmay bring unwarrantedcriticismof
the underwriterand the issuer.
Tax Related Issues
9.42
As an inducementto go public, the tax rate for listed companiesis
30? against 35? for unlistedcompanies. In reality,this concessionacts as a
disincentivefor many owner managed private companiesto seeka listing at
SET. It is in the nature of many small owner-managedcompaniesthat the effective tax :ate at which they actuallypay taxes is likely to be lower than
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the concessionalrate of 30a on the rather better audited results they would
have to show as listed companies. It is not being implied that to make
listingmore attractive,the tax rate for all listed companiesbe reduced
further;that would have serious fiscal impact. It is however, suggestedfor
authorities'considerationthat the tax rate for newly listed companiesbe
reduced to say 25Z for a limited period of time after listing,say for five
years. Such an inducementfor listingmay prove to be an effectiveattraction, but may not adverselyaffect total tax receipts.
9.43
The 3Z businesstax (increasedto 3.3Z because of 102 municipal tax)
is a disincentiveto active trading. When VAT is introduced,it is proposed
to retain the specialbusinesstax as a tax on gross interestreceived.
Similarlythe 1? stamp duty on bond sale transactionsmay be inhibiting
trading activity. Given the small size of secondarymarket in bonds, the
yield of this tax is probablysmall; on balance it may be desirable to
eliminatethis tax. Also tax concessionsthat requireyearly renewal should
either be permanentor cancelledaltogether,to avoid uncertainty. Finally,
the point at which a tax is levied and the basis on which the liabilityis
calculatedare also importantconsiderations.It is preferablefor tax (if it
cannot be eliminatedaltogether)to be levied at the "bottom line', leaving
actual transactionsin the secondarymarkets to developmore freely.
Constraintson InsuranceCompaniesand Other InstitutionalInvestors
9.44
The rules governinginvestmentsby insurancecompaniesand other
similar institutionalinvestorsshould be reviewedso that undue restrictions
on their investmentsthat act as constraintsto trading could be removed. For
example, there is a limit of 22 maximum holding in each security,or that
stock be valued at book value. The restrictionon governmentbodies to invest
at par only is another example. While investmentrules should always be
prudent, they should not be so conservativeas to become unduly restrictive.
Given the significantdevelopmentsin the financialmarket since those investment rules were formulated,it is now desirableto have a second look.
Absence of a Rating Agency
9.45
At present there is no rating agency in Thailand. It is not practicable for investors,particularlysmall investors,to evaluateindividual
debt securities. A rating agency to provide credit rating on new issues as
well as current rating on existingissues would be extremelyhelpful both to
issuersand to investors,and should result in efficientpricing. it is
necessary,however,that the rating agency itself be highly credible. To
achieve this, it would be highly desirablethat, initially,the rating agency
is set up as a joint venture with, or at least with technicalassistancefrom,
an internationallyreputablefirm such as Standardand Poor or Moody's. It is
recommendedthat the establishmentof an inuependentrating agency be considered seriouslyand expedited.
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Availabilityof FinancialServices
9.46
The developmentof financialservicessector is still at an early
stage in Thailand. A truly discriminatingfinancialmarket must provide
savers with informationof quality and quantitynecessaryto evaluatethe
prospectiverisk adjustedreturnsof many competinginvestments;it must
mobilize funds from a broad array of savers, and it must allocatethem within
a decentralizedmarket domain of competinginvestments. This requiresan
extensiveservice sector in the economy: one that generatesand processes
quality informationon numerousissues and makes the financialmarket transparent; one that solicitsfunds from a wide array of prospectivesavers,utilizing a varied menu of instrumentsthat cover the entire risk/rewardspectrum;
one that conductscompetitiveauctionsthat price the financialissues of
prospectiveusers appropriately. Such market transparencycalls for vendors
of securitieswith analyticalskills and buyers that are able to discriminate
on the basis of such information,and an infrastructureof communicationsand
informationdisseminationthat brings them together. The distributionof
securitiesrequireswell staffed institutionsthat sell securitiesto savers
and institutionsthat act as portfolio intermediaries.Additionally,competitive auctionsneed well informedrules of fair play and a respect for them by
market participants. It should be noted that this type of elaborationtakes
time. Unlike the basic industrywhere developmentcan occur in quantum leaps
with the constructionoS each plant or facility,financialservicesdevelopment is incremental,gradual,and evolutionary.
Other Suggestions
9.47
The followingother suggestionsare being offered for consideration
of Thai authorities:
o

Traded rights issues would provide flexibilityin raising additional
equity. Trading in rights should thereforebe allowed. Similarly,
trading freely in warrants should also be allowed.

O

Only ten companies are allowed to manage provident
funds. The SET
has requestedthe Ministryof Finance to amend the governingregulations. The rules should be reviewedand the necessarychanges made
expeditiously.

O

The Mutual Fund Company is currentlythe only holder of a licenseto
manage mutual funds. The governmentshould consider issuanceof
additionalsuch licensesthereby promotingcompetitionand
efficiency.

O

The OTC market operateswithout effectivesupervision. It would be
better to bring it under SET as a Third Board or Third Tier market.
The responsibilityplaced on the introducingstock broker as the
sponsor should counterbalancethe lack of detaileddisclosureand
track record, and ensure smooth progresstowards eventualauthorization or listing.
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o

Present regulationsrequire that share certificatesbe signed
individually. This should be reviewed.

O

The law does not prohibitpreferredshareholdersfrom having voting
rights althoughin practicethey are not usually given this right.
It would be preferableto amend the law to make clear the distinction
between the two kinds of shares in terms of risk taking and assurance
of a financialreturn.

o

There are currentlyno rules governingtake over activities. 'While
mergers and acquisitionsare not importantyet, the authorities
should develop principlesand detailedsafeguardsand rules/procedures now so that such activitiesmay evolve in an orderly fashion.

O

The number of brokers is very small in relationto the size of market
and trading activity. The SET should plan to increasethe number of
brokers substantially.

o

Stock analystsare not allowedto make buy/sell/holdrecommendations.
This restrictionshould be reconsidered.

o

The tradingmethods on the floor of the exchangeare badly in need of
modernization. The SET should aim at fully electronictrading
methods in a phased manner within a reasonabletime frame.
E. New FinancingMethods

9.48
Thailandhas reached the stage in its economicdevelopmentwhere the
needs of businesswould be better served by more varied and sophisticated
means of financingthan are availableat the present time. The basic commercial codes must be adapted or supplementedby additionallegislationto enable
the introductionof new financingmethods and to establishclear rules to
govern their application. The followingparagraphsdiscuss three specific
financingtechniqueswhere the elaborationof clear rules would assist the
needs of Thai businessat this time and where by the same token, the current
inadequacyof the law makes for uncertaintyand acts as a disincentivefor
financialinstitutionsto engage in these methods of financing. These are:
(a) financialleasing, (b) factoringaccountsreceivable,and (c) trust
receipt financing.
FinancialLeasing
9.49
Financialleasing,which began in the United States, is now a multibillion dollar worldwide phenomenon. Offered by banks and other institutions,
it is the functionalequivalentof lending. It may give rise to advantages
for both the lessor and the lessee over lending. Thus, the lessor (creditor)
may enjoy certain tax benefits relatedto depreciationand investmenttax
credits,if providedby local law. From the point of view of the lessee
(borrower),leasingmay eliminatethe need for a downpaymenton the initial
purchaseof goods and offer better balance sheet treatmentthan a loan. While
financialleasingmay be applied to such items as automobiles,it is of par-
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of economicdevelopmentwhen applied to soticular interestin the conte3:t
called Obig ticket" items (ships,locomotives,airplanes,etc.) and equipment
leasing. In this context,the followingfeaturesof the financiallease are
typical:
(i)

There are three parties to the transaction: the supplier,the lessor
(creditor)and the lessee (debtor);

(ii)

The lessor does not acquirethe equipmentthat is to be the subject
of the lease with a view to offeringit to a class of undetermined
customers,but rather purchasesthe equipmentat the express request
of a specificcustomer. It is the latter (whowill become the
lessee)who chooses the propertyhe wishes to lease, selects the
supplierand negotiateswith the supplierthe terms of purchase. If
the bank (or other creditor)finds the customeLan acceptablecredit
risk, it then purchasesthe propertyspecifiedby the customerand
leases it to him. Deliveryby the supplieris made directlyto the
customer (lessee)who then makes lease paymentsto the creditor
(lessor);

(iii)

The lease

is irrevocable during the period of the lease.

The period

of the lease is calculatedto approximatethe economiclife of the
property. It follows that it is of importanceto the lessor that it
has the assurance,after it has paid the supplierat the lessee's
request,that the lessee will have no right to eject, terminateor
otherwiseclaim against the lessor on account of the equipmentor
other propertywhich has been purchased;and
(iv)

The burdens of operatingcosts and risks are borne by the lessee who
agrees to maintain insurance,pay for maintenanceand assume the risk
of loss or damage.

These characteristicsof a financiallease differentiateit from the
9.50
more familiaroperatinglease in which all or most of these burdens are the
responsibilityof the lessor. In a financiallease the lessor remains a
creditorand does not hold himselfout as expert in the maintenanceof equipment or other property. Such expertisefalls in the purview of trade, from
excluded by law.
which banks and others are ordinarily
in Thai CCC that arguably might apply to a
There are provisions
9.51
to the hire of property
relating
These are the provisions
lease.
financial
However, they are inadequate to cover financial
set out at sections537-571.
leases. Thus, section 546 providesthat the lessor is responsiblefor
deliveringthe property in a good state of care, while Section 548 provides
that if the propertydelivered is not in conditionor suitablefor the purpose
for which it is let, the lessee may terminatethe lease. Accordingto Section
550, the lessor is responsiblefor any defectswhich arise during the lease
and must make necessary repairs. If the lessor fails to make such repairs
within a reasonabletime. Section 551 permits the lessee to'terminatethe
contract. None of these provisionswould be consistentwith the featuresof a
financiallease, as set out above.
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9.52
As a consequenceof the inadequacyof these laws, financialleasing
has not developedin Thailand. A number of countrieshave adopted specific
financialleasing laws to govern the rights and liabilitiescontemplatedby
that activity. It is recommendedthat Thai authoritiesalso do so. In
addition,UNIDROIT, an internationalorganizationbased in Rome, Italy, has
produceda Conventionon InternationalFinancialLeasingwhich was signed by
55 countriesat Ottawa in 1988. While the conventionis intendedto cover
internationalleases, it may readilybe adapted for domesticuse. Accordingly, the Thai authoritiesmay wish to considersuch adaptationin order to
produce a set of rules that, by clarifyingthe rights and responsibilities
in
this area, would encourageits developmentand use by banks and other financial institutionsto meet the increasingneeds of Thai business.
Factoring
9.53
Factoring,as a concept and an activity,has evolvedover the years.
Originallya factor was a selling agent and often he came to guaranteeto his
principal,the seller,the accountsof the purchasersto whom he made sales.
Gradually,the financingfunctionof the factor gained ascendanceover his
selling function. In order to safeguardtheir interests,factorsoften sought
and obtainedclarificationof the law of securitywhere they were doing business. It was importantfor the law to allow a factor to obtain a nonpossessory lien on merchandiseand its proceedsand for that lien to cover afteracquiredmerchandise (that is to say, merchandiseacquiredin the future as
well as that which was already the subject of the lien) so that businesscould
flow smoothlywithout the necessityof repetitiveformalitieswith respectto
each new batch of goods and associatedaccounts. The nature of facto.ing
continuedto evolve and its practitioner2,once individuals,came to include
banks and finance companies. Today the activityusually encompasses
purchasingthe accountsreceivableof a supplierfor cash by a financial
institution.
9.54
In the typical accountsreceivablesituation,a supplierwill sell
merchandiseto this customerson time and will acquire an inventoryof
accountsreceivablefrom them evidencingthe sales. Insteadof tying up his
own funds while awaitingmaturity of the accounts,the supplierwill sell the
accountsreceivableat a discountfrom their face value to a factor. The
advantagethat occurs to the supplierthrough the factoringof his accounts
receivableis an augmentationof the supply of operatingcash through the
increasedturnoverof working capital. At this point alternativeprocedures
may be used.
9.55
The factor or the suppliermay notify the supplier'scustomersof the
assignmentof their debts and the customersmay then make payment directlyto
.he factor as the accountsbecome due. Alternatively,there may be no notice
of the assignmentand the customermay continueto make paymentsto the supplier who will accept such paymentsas agent of the factor and forward them to
him. Another set of alternativesinvolveswhether or not the arrangement
between the supplierand the factor contemplatesthat, in the event of nonpayment by a customer,the factor may have recourseagainst the supplier. If the
answer is in the affirmative,the supplierwould in such case guaranteepayment of the accounts.
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9.56
In Thailand,factoringof accountsreceivableis done by a few
financecompanies. It is done on a notificationto the debtorsbasis in which
the supplierstands guarantorof the accounts. In effect the accounts
receivableserve as collateralto a loan made to the supplier. The legal
situationis, however,unclear and the activity is consequentlylimited.
There is some thought that factoringmight be accommodatedunder the provisions of the Thai CCC (Section229 and Section 306). It is unclear,however,
whether these provisionswould be adequateto cover factoring.
9.57
UNIDROIThas also produceda Conventionon InternationalFactoring
which was signed in Ottawa in 1988. As with the Conventionon International
FinancialLeasing,the provisionsof the factoringconventionmay be
consideredas a basis for a domesticlegal frameworkwhich could remove uncertaintiesand encourageexpansionof financingtechniquesfor Thai business.
Trust Receipt FinancinR
9.58
The Thai CCC contemplatestwo bazic forms of sscurityfor a creditor.
It provides for a pledge and a mortgage. A pledge is a possessorylien, while
a mortgage does not requirethe debtor to transferthe subject propertyto the
possessionof another. However, the mortgagemust be registeredwith a
competentofficial. Thai law, however,only providesfor the registrationof
mortgages on real estate and certain specifieditems such as ships, floating
houses, beasts of burden and machinery fixed in place. Ordinarily,the registration requirementsof a mortgagelaw stipulatethat the propertymust be
describedin specificdetail. This requirement,togetherwith other formalities, makes the mortgageprocedurecumbersomewith respectto some types of
collateral,such as inventory,which are vital for the financingof business.
Moreover, the express limitationson the types of items subject to registration describedabove would appear to exclude inventory.62/
9.59
In order to deal with the problemsof financinginventory,banks in
the United States developeda new securitydevice in the nineteenthcentury
which was subsequentlygiven statutoryexpression. This is the trust receipt.
The statutewhich was passed to validatetrust receipt financingprovidedfor
the bank to file notices in order to secure its interestsagainst other
creditorsof the buyer. The notices,however,did not requirethe formalities
involvedwith chattel mortgages. Moreover,it was not necessaryto describe
the subject of them with great particularity. A simple descriptionof the
kind of goods coveredwas sufficientsuch as 'coffeel,*silk*,or 'automobiles'. Thus the arrangementcould contemplatea moving series of transactions based on a changinginventory. As a result of the developmentof
trust receipts,banks could remain assured of a valid securityinterestand
businesscould receiveneeded financingof inventory.
9.60
Trust receipt financingis not unknown in Thailand. However, it is
practicedto finance import trade only, by includingthe outstandingamount in

62/ Other securitiesdevices used in Thailandinclude the use of warehouse
receipts,hire purchaseand assignment.
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the reportedbills discounteditem. There is no express recognitionof trust
receipt financingin Thai statutes. In order to providea generallyaccepted
means of financinginventoryfor Thai business,it is recommendedthat considerationbe given to draftingnew legislationthat would expresslyvalidate
this or a similar securityinterest.

