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FINANCIAL CAPITAL FLOWS AND PORTFOLIO BEHAVIOR OF THAI COMMERCIAL BANKS}f

by Nimit Nontapunthawat

I. Introduction

It is well known among Thai economists that Thai commercial
banks have been relying on foreign sources of fund for the last two de-
cades, Despite an unprecedented effort to expand its loan and rediscount

2/

facilities to commercial banks during the last decade,-" the Bank of
Thailand remains less important to Thai commercial bank as a source of
additional fund in comparison to foreign commercial banks. A detailed
analysis of foreign borrowing of Thai commercial banks has been made by
this author in his Ph.D's Thesis.>’ This study is intended to iﬁvesti-;

gate another important aspect of financial capital inflows, the effect

of the inflows on portfolio behavior of Thai commercial banks.

Although a major portion of foreien borrowing of Thai commer-

cial banks has been reported as "import L.C. refinancing,’ where L.C.

" f i m e e ————— o ————

Y Financial suppdrt for this research from the Rockefeller Foundation
is gratefully acknowledged.

2/ A detailed discussion of this matter can be found in Nimit Nentapun-
thawat, "Financial Capital Flows in the Balance of Payments of Thai-
land,' Ph.D.'s Thesis, Purdue University 1973 (Appendix A), A Thai
version of this appendix is in "Foreign Borrowing of Thai Commercial
Banks', Essay in Honors of Professor Puey Ungphakorn.

3/ Nimit Nontapunthawat, Ibid. Essay in Honors of Professor Puey Ungphakesn.




s;ands for 'letters of credits, to the opinions of those who are well
familiar with the oneration of Thai commercial banks, foreign credits

had not been limited to import financing only.i/ How and in which ways
these foreign credits have been used. however, remain a mist, It is

the objective of this study to clear this mist., The author is well
awared of the data problem and the different financial structure within
which the Thai commercial banks have been operating compares.to financial
jnstitutions in a financially more developed economy. We hopes, never-
theleés, that in the procéss of this study; a model of portfolic behavior
suitable of explaining allocation of Thai commercial banks' resources
could be built and some answers could be given to the questions of how
and in which ways these foreign credits are utilized by the banks and

how useful are these foreign financial capital to the Thai economy.

A survey of deveiopments in'portfolio accounts of Thai commer-
cial banks from 1962 (the year'in which a modern era of the Thai commer-
cial banking starts) to 1973 are presented in Section IIE/ Section III
contains the theoretical framework for this study the empirical results
obtained from the application of the theoretical framework to data on

foreign borrowing and portfolio accounts of Thai commercial banks are

presented in Section IV. A summary section concludes the study.

——— e i ea b

& See, for example, Dan Usher, 'Thai Interest Rates,’ Journal of
 Development Study, April, 1967.

5/ The year 1962 is the year in which the "Commercial Banking Act B.E.
2505" was promulgated and is taken as the start of moderm banking
in Thailand,



I1I. A Survey of Developments in Portfolio Accounts of Thai Commercial

Banks.

The first part of this section explains major accounts in the
balance sheet of the Thai banking sector. The distribution of these
major accounts {especially on the asset side) is investigated in part 2.
Part 3 discusses differences in portfolio behaviors of banks incorporated
in Thailand and branches of foreign banks. A comparison between relative
shares in the total credit of different sectors in the economy and the

relative sizes of the secfors”in the economy concludes the section.
1. Major Accounts in the Balance Shset of the Thai Banking Sector.

The principal assets and liabilities of the Thai banking sector
are listed i; the hypothetical consolidated balance sheet shown in Tablé
11;1. The assets of the Thai banking sector are devided into, 7 categories:
required reserves (RR), cask and balance with banks (including cash on
hand, foreign currencies on hand, and balance with foreign bank and other
banks in Thailand} CAB, Loans and Overdrafts (LOV), discount (DIS), pri-
vate trust receipts (PRT), government sgcurities‘(GOS] and other assets’
(OA). The liabilities of these Thai banks include deposits(DEP), borrow-
ing from foreign banks (BOF), borrowing from the Bank of Thailand (BOT)
and capital account (CAP). The first three accounts.on the liability
side represents sources of loanable funds for the Thai banking sector,
The. capital account, is not directly related to the amount of money the

commercial banks could lend to their customers but it is an important



determinant of the ability to expand

because of the regulation set bty ths

credits of Thel commercial banks

Bank of Thailand that a bank must

maintain a capital account equal to a certain percentage of its risk

assets,
Table II-1
Consolidated Balance Sheet of Commercial Banks
| in Thailand
Assets Liabilities Plus Capital Account
Required Resetves RR Deposits DEP

Cash and Balances
with banks CAB

Loans and Overdrafts LOV
Discounts , DiIs
Government Securities G0s

Other Assets . OA

Borrowing fromléhe Bank
of Thailand BOT

Borrowing from Foreign Banks BOF

Capital Account CAP

Level of deposits in the banking sector is not by itsclf a

good indicator of the extent to which the commercial banks can make use

of the fund. A certain percentage of deposits must be kept as required

reserves. Besides, total deposits comprises of demand deposits, saving

deposits, o-nd time deposits, each of which has different rates of turn-

over. To really capture the extent

to which the commercial banks can

make use of aggregate deposits in the banking sector, same variable must

be constructed to measure the lendability of deposits in the banking



ol

sector from the banks’ point of view. This variable may be defined as

DEP-RR ,
R
where LED = variable representing lendability of depcsits from
comnercial banks® point of view
RR = required reserves
and ADT = averape rate of deposit turn-over.

The average rate of deposit turn-over is defined as

ADT = GTT9 rop * G%%g

=T

Tgp * ‘sz TD?

where DEP, DD, SD and TD represent total deposits, demand denosits,

saving devosits and time denosits repectively and Tnps Tgp and T, Te-

TS

present the rates of deposit turn-over for demand depositsy saving de-

- posits and time deposits respectively, The rate of deposit turn-over

for each type of deposit is defined as debits to deposits to deposits

ratio,

Table II-2 shows the importance of deposits (as represented

1by the LED variable), borrowing from foreign banks (BOF) and borrowing -

1/

ifrom the Bank of Thailand (BOT)}~ as sources of commercial hanks' loan-

able fund from 1962-1973. As ekpeéted, the most important source of

Y Borrowing from the Bank of Thailand may be in the form of loans ob-
tained by advanced pleging of ‘government guaranteed securities or
rediscount.



Table II-2

Deposits, Borrowing From Foreign Bank, and
Borrowing From the BRank of Thailand 1962-1973
(in millicn baht)

End of Year Depositsl/ ggizggingaiiom gziiogén%hiiggnsheg;
1962 5,590 1,507 104
1963 7,013 1,766 98
1964 8,272 2,171 165
1965 9,467 2,481 244
1966 12,177 2,630 377
1967 13,799 2,564 299
1968 17,168 2,538 | 398
1969 19,763 2,942 297
1370 23,132 3,208 787
1971 30,209 3,284 1,286
1972 38,245 3,486 1,263
1973 39,624 6,899 2,882

1/

= as represented LED variable

2/

-~ sum of loan against government securities and rediscount.

Source: Bank of Thailand Monthly Bulletin.



fund for the Thai commercial banks is deposits. As shown in the Table,

the deposits adjusted for lendzability increased rapidly betwsen 1968 and
1972, The increase resuited from the actual increase in the level of
deposits in the banking sector as well as the reduction in the average

rate of deposit turn-over due mainly to the increasing share of time
deposits in the total. The slow down in the increment of deposits ad-
justed for lendability in 1973 is due mainly to the increass ir the average
rate of deposits turnover.g/ The increase in the rate may be induced by
high rate-of inflation and political instahility after the Cctober 14

Uprising.

Borrowing from foreign banks has been the second most important

source of fund for the Thai commercial banks throughout the 1962-1973,

The imolementation of the Voluntary. Foreign Credit Restraint Program
to.restrict Loans to foreigners by U.S. banks in February 1965 slowed
down the flows of this foreign fimd to the Thai commercizl banks up until
1972, The shortage of fund in the Thai banking sector in 1273 led to
rapid increases in the amounts borrowed from foreign banks as well as

from the Bank of Thailand as_shown by the approximately two-fold increases

in the amounts borrowed from these two sources in 1973 from 1972's level

- The average rate of deposits tuwrnover fell from 1.40 in 1957 to
1.16 in 1972 and then jumps to 1.40 again in 1973 probably as a re-
sult of high level of economic activities as the rate of growth of
real GNP jumped from4.0 percent in 1972 to 10.3 in 1973 and the
high rate of inflation as the consumer price index for urban area
increased by 15.5 and wholesale price index by 20.3 percent for the
year,



The amount borrowed from the Bank of Thailand was small prior
to 1970. After 1970, the amount borrowed from the Iank of Thailand was
substantial but still less than half of the amount borrowed from foreign
banks in the corresponding year. The liquidity shortage caused by a higs
increase in the average rate of turnover in 1973 led to more than two-
fold increase in the amount borrowed from the Bank of Thailand during

the year.

According to section 19 of the Commercial Banking Act B.E. 2505,
a commercial bank shall maintain capital funds in proportion to total assets

at a ratio not less than that prescribed by the Bank of Thailand and

approved by the Minister (Minister of Finance); such ratio shall not be
less than five per centum and not more than fifteen per centum, Total
assets used to calculate the ratio shall not include cash deposits with
other banks inside or outside the Kingdom, Thai Government securities and

any other assets as the Minister may prescribe.

By virtue of the Commercial Banking Act B.E. 2505ﬁ Eank of
Thailand gave a notice on May 1, 1962 that a commercial baﬁk has to ﬁain-
tain capital fund at not less than 6 percent of its total assets.(as de-
fined above). This ratio has been revised to be at not 1355 than 7.5‘
nercent of its total assets as from October 1, 1970, at not less than 9
percent of its total assets as from October 1, 1971, On January 30, 1974,
the Ministry of Finance announced in Clause‘z of notification to commer-
cial banks excluding shares and debentﬁrcs isgued by the‘ﬁank for Agricul-

ture and Agricultural Co-operatives or Industrial Finance Corporation of



Thailand, loans secured from commercial btanks by customers using govern-
ment securities or government guaranteed securities or debentures or bends
issued by Ministry of Finance to guarantee the principal and interest,
bills of cxchange issued according to letter of credit opened with a com-
mercial bank for the cost of export of goods, certificates of buffer stock
issued according to the law on the control of tin, immovable pronerties
used as a place for business or used by officials and employec of the

bank in conducting banking business, total account balances between offices
of the éome‘juristic person, liabilities in the exchange of foreign cur-
rencies.in advance and many other small items from total assets used to
calculate capital account-risk assets ratio. This notification, however,
does not affect commercial bénks? portfolio behavior during the period

understudied.

The impact of this portfolio regulation on portfolio behavior
of commercial banks can be measured by the variable CAR* which is defined
as theldifferénce between actual capital account-rick assets ratio and
the caﬁital account-risk assets ratio, the commercial banks avre required

to maintain by law.

Table II-3 shows the actual capital account-risk assets ratio,
the capital account-risk assets ratio which commercial banks are required
to maintain by law and the difference between the two ratios as measured
by CAR* variable. The lower the value of this variable, the higher the
restrictiveness of this type of regulation would be on commercial banks'

ability to expand credits. As shown in column 1 of this table, with the
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Table 11-3

1/

Capital Account-Risk Assets Ratios—
1962-127%

(in percent)

(1) (2) (3) &

End of Period Actual Ratio Require Ratio CAR = (1)-(2)
1962 9.37 | 6.00 3.37
1963 §.44 6.00 2.44
1964 | 9.63 6.00 3.63
1965 10,00 6.00 4.00
1966 10.36 6.00 4.3
1967 10.48 6.00 A48
1968 10.45 6.00 4,45
1969 10.50 © 6.00 4.50
1970 10.45 7.5 2,95
1971 11,02 9.0 2.02
1972 11.48 9.0 " 2.48
1973 | 9.99 9.0 0.98

= Capital account used to calculate the ratio comprises paid up
capital, statutory reserves, other reserves, net profit after
distribution and assets reguired to be maintained in Thailand by

foreign bank branches.

Source: Bank of Thailand HMonthly Bullentin.
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excention of 1063 the actual capital account-risk assets ratio exhibits
an incressing trend throughout the 1962-1972 period. This together with
the fact that the required capital accoumt-risk assets ratio remained
constant at € percent from 1962 to 1569 made the value of the CAR* vari-
able incroased substantially during the 1962-1969 period. The rapid fall
in the value of the CAR* varistle in 1970 and 1971 is due gntirely to the
increase in the required ratio, The Thai tanking sector managed to raise
its capital account-risk assets ratic and thus the value of the CAR
variable in 1972. A substantiz] reduction in the actual ratic caused by
a drastic increase in commercial banks' credit expansion in 1973 led to
a more than two-fold reduction in the value of the CAR* variable in this

3/

year,-

It is clear fro» the above discussion that the sudden down turn
in thé value of the CAR* variable after 1969 was caused mainly by the
Bank of Thalland S actlon rpqu1r1n? commercial banks to maintain higher
capltal fund relatlve to thelr risk assets. The variation in the CAR
varlablc can not thus be taken as determined entirely by the endopenous
forces of demand for and supply of commercial bhanks® credits during the
nerlod wnderstudied., Durlng the later part of the period. exogensus
forces plaved a dominant“role in determining the value of the CAR* vari-

able. Therefore, it would not be surprised if the increase in the value

Tt was alleged that a large portion of the increase in commercial
banks' credit is used te finance speculative inventory aggraving fur-
thur the already serious inflationary pressure in the country.
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*
of the CAR variable coincide with the reduction in a particular tyne of
credit extended by the commercial banking system since commercial banks
may be forced to reduce some risk =nssets in order to raise capital account-

risk asset ratio to a desired level,

On the asset side of the nortfolio, the impact of chznges in
required reserves on portfolio behavior of Thai commercial banks has
already been accounted for in the construction of the varisble represent-
ing lendability of total deposits in the banking sector (the LED variable‘f/
Figure II-1 shows the cumulative graph of the remaining four important
assets of the Thoi banking sector nemely loans and overdrafts, discounts,
investments and cash and balances with banks. As shown in the Figure,
loans and overdrafts have been the most important assets of the Thai bank-
ing sector and accounted for approximately half of the total assets shown
in the Figure throughout the 1962-1273 neriod Figure I1-2 indicates that
nearly all of the assets classified as investments are government bonds
and treasury bills. (Other investment consists mainly of government guaran-
teed securities). Since in Thailand, commercial banks can borrow from
the Bank of Thailand by pledging government or government guaranteed ..
securities as guarantee in advance within the amount agreed upon by the
two sides, Thai government securities, including government guaranteed

securities government bonds and treasury bills, are thus considered to be

4/

~ Fixed assets accounts for nearly all of "Other Assets' and thus
will not be analyzed here.
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Figure II-1
. Advances § Investment of Commercial Banks
ion
A. Thai Banks
(Cumulative Graph)
A = Loans & Overdrafts
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Note: Monthly Average.
Source: Bank of Thailand Monthly Bulletin,



$1,000 million

6.5

[

4.5

2.5

1.5

- 14 -
Figure II-1
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very liquid assets. It is thus appropriate to treat the sum of cash on

>/

hand and balances with banks and investments as liquid assets.-
2. Distribution of Major Asset Accounts in Commercial Banks' Portfolio.

This part is devided into 3 subsections, The first subsection
explains the distribution of loans and overdrafts among varicus sectors
of the economy. The distribution of discounts credits to export, import
and domestic sectors is discussed in the second subsection. The third
subsection investigates the distribution of total commercial bapk credits

to facilitate domestic trade, foreign trade and for industrial undertakings.

A, Distribution of Loans and Overdrafts Among Various Sectors

of the Economy,

Among various types of credit extended by the commercial
banking sectors to the private sector, loans and overdrafts are considered
to be of longest in méturities and thus likely to have larger effect on
capital formation (including inventory) than any other types of credit
supplied by commercial banks. Figure II1-3 shows the distribution of this
type of credits among various sectors of the economy during the 1962-1973
period. It is clear from the cumulative graph in this figure:that with
the exception of agriculture, mining, export and imports sectors, loans
and overdrafts extended to all other sectors by the banking system have

shown substantial increases in volumes. The graph indicates that major

>/

- The Bank of Thailand defines liquid assets as the sum of government
(including government guaranteed, securities and cash and balances
with banks as used in this study),
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portions of this tvpe of credits has been used to finance trades, domestic
and foreign. Although credits extended to finance export and import trades
has been stagnant or shown some decreasing trend after 1970, the volume of
this type of credits received by the foreign trade sector remains substan-
tial being smaller in volumes only to that extended to finance retailed
and whole-sale trades. It is clear from the graphs that credits extended
to finance industrial undertskings, wholesale and retailed trades, personal
consumption, services and other business (mainly banking and other finan-
cial business) have shown substantial increasing trends throughout the

period understudied with rapid increase after 1970,

Figure II-4 shows the percentase distribution of icans and
overdrafts over different sectors of the economy. Tﬁé Figure confirms
what have already been said above. The relative shares of this type of
credits received by the import and export sectors fell almost consistently
throughout the 1962-1973 period. In 1962, these foreign trade sectors
received approximately 35 percent of loans and overdrafts extended by the
commercial banks. By 1968, the share was reduced to 25 percent of total
credits and was reduced further to approximately 15 percent of total cre-
dits by 1973. The share of the foreign trade sectors in total loans and
overdrafts extended by the bénking sector, thercfore, fell by approximately
20 percent over a twelve-year period. The fall in the share of the two
foreign trade sectors has been accounted for mainly by the gain in the
share of loans and overdrafts received by the wholesale and retailed trade

sector. In 1962, this domestic trade sector received approximately
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g
Figure II-4
) Loans and Overdrafts of Commercial Banks
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15 percent of this type of credits. The share of wholesale and retailed
trade sector in this type of credits rose to approximately 20 percent by
1968 and by 1973 it accounted for more than 25 percent of total loans and
overdrafts, It is clear from the above discussion that approkimately half
of the twenty percent fall in the share of loans and overdrafts received
by the foreign trade sectors has been offsetted by the increase in the
share of the domestic trade sector. Figure 1I-4 indicates that the re-
maining half has been offsetted mainly by the gains in the share of loans
and overdrafts extented to finance personal consumption, services and
industries. The shares in the total loans and overdrafts received by
agriculture, mining and construction industries show small decreasing
trends, Other industries, m2inly hanking and other financial business,

shows a small gain in relative share.

Several factors may he thought of as responsible for a drastic
fall in the relative share of total loans and overdrafts received by the

foreign trade sectors. Among them are:-

(1) A switch from a long term to a short term credits in the
finance of foreign trade,

(2) A fall in the relative size of foreign trade sectors to
domestic sector : -

(3) During thé 1962-1973‘period, the importénca of_branches of
foreign banks which concentrate mainly in financing foreign trades in the
Thai financial scene has been reduced to a reiatively insignificant role.

Banks incorporated in Thailand becomes the only dominant force in the Thai
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financial market and their operation has evolved gradually into a modern
line of commercial banking
(4) The appearance of the new important financier of foreign

trade, the finance company.

Figure II-5 shows the amount outstandings of domesiic, import,
export bills discounted by commercial banks and private trust receipts.é/
The cumulative graphs in this figure illustrates that total discounts of
import and export bills in 1975 was approximately 3,600 million baht, nearly
four times the amount discounted in 1962 and twice that of 197C. During

the 1962-1973 period, credits extended to importers in the form of private
trust receipts also increased tremendously, from approximately 700 million
baht to more than 3,600 million baht. A switch from long-term to shorter
term credits in the financing of imports must play some part in a reduction
in the relative share of total loans and overdrafts received by the im-
porters during the period as well a2s in a small reduction in the absolute
amount of this type of credits received by the importers from 1970 to 1972.
However, even in the case of private discounts, the relative share of im-
port and éxrort bills was falling after 1965, from a peak of approximately
65 percent of total bills discounted to merely 35 percent of the total in
1973. These evidences are presented in Figure II-6. The fall in the
relative shares of import bills in the total amount of bills discounted

is explained partly by the increase in credits received by the importers

6/

-~ Private trust receipts are short-term credits extended to importers
after the imported products have reached Thailand.
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Figure 1I-5

Private Discount of Commercial Banks
(Cumulative Graph)
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Source: Bank of Thailand Monthly Bulletin.
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Figuwe 11-6

Distribution ¢f Zonk Discounts

-
# 100}
90
Exports
8OJ - - -
704 me TR - s - __‘“.-/’
-—F"""-"_-/
60 | Imports
50
uhﬁﬁxn,’,f”
30 |
20 + bBomestic Sector
10 ¢
1362 63 ed 65 o &7 68 62 79 71 72 73
N Note: in percent
-+ Source:  Bank of Thailand Menthly Bulletin.
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in the form of private trust receipts and rising interest rates in the
important money markets abroad especially in the United States and the
Eurodollar markets after 1948 and restrictions on lending to foreigners

by banks in the United States under the Voluntary Foreign Cradit Restraint

7/

Program implemented by the U.S. government in 1965.-

Despite a strong measure taken by the Thai government to reduce
imports in order to correct balance of payments difficulties in mid }970,§/
and the subsequent de factor devaluation of the baht following the two
U.S. dollar devaluations, Thai import sector has maintained its relative
size compares to the other sectors of the economy. Figure II-7 confirms

this assertion. In case of export, Thai export had been stagnant and the

share of export sector in GNP had been falling for most of the period

7/ In an attempt to stem the outflows of U.S. financial capital to
foreign countries, the U.8. government asked each bank having substan-
tial foreign claims to impose a voluntary ceiling on the size of its
foreign assets in February 1965. For details of the Voluntary Credit
Restraint Program, see Nimit Nontapunthawat, 'Financial Capital Flows
in the Balance of Payments of Thailand,' an unpublished Ph.D,'s Thesis
Purdue University.

8/ Thailand faced with small balance of payments deficit of 914 million
baht in 1969. The deficit, however, grew guickly. During the first
six months of 1970, balance of payments deficit amounted to 683 million
baht which is more than 3 times of the deficit for the corresponding
period of 1969. This development caused great alarm among the authori-
ties concerned and subsequently led to the increases of import duties
on nearly 200 items.
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Figure II-7

Relative Sizes of Domzstic and Foreipn Sectors

(Cumulntive Graph)
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understudied except the last three years. The bumber crop in 1971 and
the commodity boom following the world wide crop failure and probably slso
the de facto devaluation of the baht stimulated exports and raised the

share of this sector in GNP bank to the 1962's level.

Figure II-7 indicates that the fall in the relative size of im-
port sector should not be used to explain the reduction in relative shares
of total loans and overdrafts received by this sector and stagnation of

-this type of credits extended to the importers but there are evidence that
export stagnation may be one of the factor accounting for the fall in the

share of bank credit received by this sector.

Table II-4 shows relative shares of Thai banks and foreign
brancﬁes in total deposits and total credits in 1962, 1965, 1968, 1971
and 1973, It is clear from this table that the relative shares of foreign
branches in both the total deposits and the total credits fell continuously
throughout the 1962-1973 period. The rclative share of foreign branches
in total deposits fell more repidly than their share in the total credits.
In 1962, the share of foreign branches in total deposits was 17 percent.
It fell to a mere 6.3 percent of total deposits in 1973 or nearly three
fold reduction. The fall in relative share of foreign branches was less
dramatic in case of relative share in total credits. In 1962, credits
extended by branches of the foreign banks accounted for 20.8 percent of
the total. It was, reduced to 10.5 percent of the total in 1973 or only
two-fold reduction. The other important feature of difference in portfolio

behaviors of Thai banks and foreign banks which can be derived from

"

»



- 27 -

Tabla II

il

Relative Positions of Thzi Banks ond Foreign Branches

As Measured by Their Relative Shares in

Total Deposits and Total Credits

(in millions of baht)

(numbers in parenthesis zre relative shares)

End of . Deposits . Credits o
Year Total : Thai Banks | Foreiga Total | Thai Banks 'Foreign Branches ?
; Branches : :

1962 7,789 6,464 1,325 8,733 6,917 1,816

(100) (83.0) (17.0) (100) (79.2) (20.8)

1965 13,437 11,827 1,610 15,520 12,480 3,040

(100) (88.1) (11.93 (100) (80.4) (19.6)

1968 23,738 21,367 2,371 25,972 22,084 3,888

(3100) (90.0) (10.0) (100 (85.0) (15.0)

1971 37,243 34,360 2,883 40,270 35,075 5,195

(100) (92.3) (7.7} (100) (87.1) (12.9)

1973 57,522 53,903 3,619 66,811 59,767 7,044

{100) (93.7) (6.3) (100) (89.5) (10.5)

i
Sources: Bank of Thailand Monthly Bulletin,
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Table TI-4 is that total credits-total deposits ratio of foreign branches
is always higher than that of Thai banks. In the opinion of the author,
this is due mainly to the fact that foreign branches, have higher accessi-
bility to foreign money markets than most of the Thai banks and thus can
afford to keep lower excess reserves than most of the Thai bank. Rozental,
however, believes that a relatively low total credits-total deposits ratio
in the case of Thai banks is due mainly to the fact that most of the Thai
bankers have other business besides being bankers, FHis reasoning is as
follow: -
"A banker who is at the same time the manu-

facturer of one product and the importer of yet another

could, for instance, feel that a vigorous expansion of

his earning assets, while possibly indicated from a

banking stand point, would ran counter to his manu-

facturing or trading interests. Even if a loan or

an advance were not made to a direct competitor, it

might be made to one who would eventually competing

with some of the non-B?nking activities of the
lenders....." (p.151)=

3. Differences in Portfolio Behaviors of Banks Incorporated in Thailand

and Branches of Foreign Ranks.

In the past commercial barks in foreign countries set up branches
in Thailand with the primary purpose of financing trades between Thailand

and their countries, virtually all of the credits extended by thcse branches

9/

Alek A, Rozental, 'Finance and Development in Thailand,” Praeger
Publishers, 1970, ‘
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were to importers and exporters. More recently, branches of foreign banks
have been extending credits to domestic sector as well but as late as 1970,
. there are evidences that more than half of total credits extended by

‘foreign branches were to the foreign trade sector.

Figure I11-8 shows the percentage distribution of total leans
and overdrafts extended by banks incorporated in Thailand from 1962-1973.
The similarity between the cumulative graphs in this figure and those in
Figure II-4 implies a complete domination of banks incorporated in Thailand

in the bank credit market.

Figure T1-9 shows the percentage distribution of loans and
overdrafts extended by banks incorporated abroad (foreign.banks). It is
clear from the cumulative graphs in this fipure that in case of foreign
banks, credits extended to importers and exporters, although shows a de-
clining trend in the relative share of the total, continue to account for
a very large nortion of the total even in 1973. In 1962, loans and over-
drafts extended to importers and exporters together accounted for approxi-
mately 75 percent of the total in the case foreign branches. fIn the same
year, banks incorporated in Thailand gave importers and exporters less
than 25 percent of total loans and overdrafts extended. Tmporters and
exporters received nearly 40 percent of total loans and overdféfts'éx-
tended by branches of foreign baﬁks in 1973. This, however, is very high
in comparison to a share of approximately 15 percent in the case of banks

incorporated in Thailand.
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%
Figure I1I-9
Loans and Overdrafts Classified by Purposes
of Banks Incorporated Abroad
(Cumulative Graph) .
—~—
—_
—__""“‘H«\M\\ Othor
\\\vd_.-‘_-r\
N ' ﬁ\\\\\
™~
b ~. Manufacturing |
AY
*
A\
\
\
N -
~ - - -
-
\
N
Imports
Expoiis .,//
e —— e — ’_‘/—- *—n.._,_._._‘_‘_. P - -
— T Wholgsale and
i - _ Retail Trades
1962 63 64 65 66 67 68 69 70 71 72 1973
(2505) (2516)
Note: in percent

Source: Bank of Thziland Monthly Bulletin



- 32 -

The distribution of total discounts of domestic and foreign bills
between Thai banks and foreign bianches has not been compiled, but theve
are evidences that relative share of foreign bills in total discounts is

higher in the case of foreign branchss than in the case of Thai banks.

Figure II-? also indicates that in case of foreign branches loans
and overdrafts are extended mostly for the purpose of financing imports,
exports, and industrial under takings, and among the three, financing of

import trade is dominant,

The above discussion suggests that the declining role of foreign
branches in the Thai financial market must be one of the important factors,
besides a switch to a shorter term financing, behind the drastic fall in
relative share in total loans and overdrafts received by importers and
exporters as well as a small raduction in the absolute amounts of this

type of credits received by the foreign trade sectors after 1970.

4. PRelative Shares in the Totzl Zredits and Relative Sizes of Various

Sectors in the Economy.

Distribution of total bank credits among various sectors of the
economy has not been compiled until 1962 even though distribution of the
major type of bank credits, loans and overdrafts, can be traced back to
as early as 1962. Morecover, classification of.the eﬁonomy into various
sectors in the compilation of GDP and GNP and in the distribution of

bank credits are not exactly matched. The purpose of the discussion on
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relative shares in the total credits as compare to the relative sizes of
various sectors in the economy is to point out some important characteris-

tics of commercial banks®' credit expansion in the 19€2-1873 period.

Figure II-10 illustrates relative sizes of various sectors of
the Thai economy. As can be seen from the cumulative graphs in this
figure,'the agricultural sector continues to be the biggest sector of the
Thai economy, although its relative size established a declining trend
throughout the period. It is also clear from the graph that the fall in
the relative size of the agricultural sector has been.offsetted largely
by the increase in the relative size of the manufacturing sector. The

rclative sizes of all other sectors do not establish any apparent trends.

A visual comparison of reclative sizes of various sectors of the
economy in Figure IT-10 with the relative shares of these sectors in the
total amount of total loans and overdrafts extended by the Thai banking

sactors reveals several interesting features.

Firstly, the agricultural sector which accounts for more than
30 percent of the economy for most of the years during the period has
never received more than 5 percent of this major type of bank credits.
From the graphs, it is pretty clear that a fall in the relative size of
the agricultural sectors induced a decline in the share of agricultural

sector in total loans and overdrafts as well.

Secondly, the increase in the relative size of the manufac-

turing sector induced an increase in the relative share in total credits
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received by this sector less than proportionally.

Thirdly, the relative shares in the total credits of manufac-
turing, construction and services sectors have been greater than their

relative sizes in G.D.P.

Fourthly, a declining trend in the relative sizec of wholesale
and retail trade sector during the 1962-1966 period coincides with a
period of stagnation in the relative share of this sector and the expan-
sion of this domestic trade scctor from 1967 to 1973 leads to drastic
increase in the relative share of this sector in total loans and overdrafts

extended by the banking sector.

A comparison of Figure II-10 and Figure 1I-4 uncovers one strik-
ing feature, relative share of the sector in the total credits and its
trendseem to move in the same dircction with relative size and changes
in the relative size of that sector in the G.D.P. A demand determined
model of bank portfolio behavior seems to be appropriate in explaining the

distribution of bank credits among various sectors of the economy,

A drastic contrast between the relative size of the agricultural
sector in the G.D.P. and the relative share of total loans and overdrafts
received by this sector seems to support the accusation that Thai commer-
cial bank has been reducing or making little attempt to extend credit to
the agricultural sector especially the farmers, leaving them at the merey
of money lenders in the village. The blame, however, should not be put

entirely on the shoulder of commercial banks. There are many factors
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which may be responsible for small share in the total banking credits
received by the agricultural sector besides little effort taken by com-
mercial banks to give credits to the farmers. 'Ambng them are the small
prodﬁcer or sméll—holder type of-agricultural §ector in Thailand and the
negligence on the part of government itself to provide facilities for
commercial banks to make it feasible for banks to extend credits to the
farmers without incuring unréasonably high administrative cost and un-
acceptably high risk by commercial banks’ standard.: Moreover, it is true
in any country that agripultural sector received less thaﬁ probortiohal
share of total banking cfedits in comﬁarison to credits feceived by the
other sectors. In most countries credits to farmers aré usually extended
by the institutions set up by the government for this particular purpose

rather than private institutions like commercial banks.

Finally, the above analysis seems to suggest that in this so
called "Modern Phase" of the commercial banking in Thailand, Thai commer-
cial banks, especially the domestically incorporated banks, have expanded
their activities beyond providing accommodation to exporters, importers
and wholesale traders. It is true that in case of short-term credits,
classified in the balance sheet as discounts and private trust receipts,

the credits are used mainly to finance foreign and domestic trades but



- 37 -

this is the case even for commercial banks in the most advanced countries
of the world. In the case of longer-term credits, ioans and overdrafts,
less than So-percent of the total is extended for trade financing purpose
throughout the 1962-1973 period. The share of the foreign and domestic
trade sectors fell from approximately 50 percent of the total in 1962 to
less than 40 percent of the total in 1973, (See figure I1-4). However,
even at the end of 1973, more than 50 percent of total bank credits are
used to finance trade both domestic and foreign trades. This, however

is not unexpected since the name of the institution "'commercial bank

suggests that its main function is to finance "commerce'’.
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111. The Theoretical Framework

The purpose of this chapter is io construct a portfolio behavior
model which can be.used fo explain credit expansion of the Thai banking
sector and the effect of fioancial capital flows on the credit expansion
behavior. There afe two compoting hypotheses regarding bank portfolio
behavior, They are the accommodation principle implied in the commercial
loan théory of banking and the profit maximizing principle which under-
lined recent developments in bank portfolio theory and research. Under
the profit maximizing principle, the individual commercial bank is viewed
as an economic unit whose goal is to maximize (long-run) profit. Given
its net-worth, its utility function and characteristics and distribution
of its liabilities, the commercial bank would try to structure its portfolio
of assets in such a way as to yield.the maximum return subject to the
above constraints. The distribution of its asset portfolio will depend,
among other thiogs,‘on the costs of ljabilities and returns on assets,

The accommodation principle of commercial bank behavior holds that proper
banking practice is to accommodatc the legitimate demands of business,
commerce and production. The accommodation principle implies that the de-
mand for bank loans determines.bank portfolio behavior more than any things

else,

The model to be constructed in this study will be based on the
demand determined criterion of bank portfolio behavior as specified in
the accommodation principle. Several reasons may be cited in support of

basing the model on this principle.
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Firstly, Thai commercial banks are subjected to ceiling rate
reguiatidns on bofh fﬁe'earning aéset’instrumenté and deposit liabilities
and the ceiling rates are binding on both sides of the portfolio for al-
most all times. This makes it almost impossible for commercial banks to
adjust the rates they charge their customers according to the demand and
supply of loanable funds as well as adjusting the rates paid tc their
depositors on various types of deposits to achieve the desired level of
deposits. The only action, the comrmercial banks can take to affect the
size or the composition of their portfolios is to turn down applicant for
loans when they are in short of reserves or to go out soliciting loans
from prospective credit-worthy customers when they have excessive reserves.
They can not vary their lending rates on various types of credits to at-
tract prospective borrowers or to discourage them from borrowing. Varia-
tion of lending rates on various tvpes of bank credits can not also be
used to affect the distribution of totdl credits. Moreover, there is
question on the viability of turning down applicants for loans from prime
customers and the banké can go after the prospective borrowers only when
demand for loans already exists. In casé of deposits, an inaividual bank
can improve its servige to attract more deposité ffom othef banks but
little can be done in case of banking séctor as a whole., Under this cir-
cumstance, commercial banks' portfolio Eehavior ha§ liftle relation to the

rate of interest.

Secondly, little information on the interest rates, Thai com-

[

mercial banks actually charge their customers on various types of credit

has been made public. There are evidence, however,'that the rates are
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equal to or a bit below the ceiling rates specified by the Bank of Thailand,
Table 111-1 shows the structure of the ceiling rates specified by the

Bank of Thailand on various types of commercial banks' debits and credits.
As can be seen in the Table, during the 1962-1973 period the Bank of Thai-
land rarely changes the structuxre of the ceiling rates, The major changes
occurred only in 1966 and 1972, The structure of ceiling rates on various
types of commercial banks' credits and debits together with thc reason
pointed out earlier indicates that in case of Thai commercial banks both
lending rates and borrowing rates are behaving more as paramstsrs than

as variables, Moreover, the change in ceiling rates may not have signi-
ficant impact on bank lending behavior, because for most of the cases the
spread between deposit rates and lending rates have been maintained.

- Both the lending rates and the deposit rates of Thai commercial banks are
thus likely not the major determinant of protfolio behavior ﬁf Thai

commercial banks.

This section is divided into 3 parts. Part I investigates fac-
tors which influence total volume of bank credits and constructs the
equation explaining total lending of the banking sector. Factors affect-
ing distribution of total lending among various types of bank credits
and the construction of equations explaining these component equations
are dealt with in part II. Part III discusses distribution of each type
of credit among differents sectors of the economy and the equations pur-

port to explain the distribution.



Table III~1 Structure of

1962
| I
Bank of Thailand
Loan Rate _ 8
Rediscount Rates on:
Export bills 5

Bills on raw materials
for industrial use

Bills on sales on
credit of industrial
products

Bills arising from
industrial under-
takings

Bills arising from
the purchase of
agricultural productﬂ

Agricultural bills

Commercial Banks

""Call money’’ rate

Loans and Gverdrafts

Loans for exports

6-12

12

6-12

10

Interest Rates

(Per cent per annum)

End of
1964 | 1965 | 1966 | 1967 | 1968 | 1969 : 1970 | 1971 ; i872 | 1973
o 7 7 7 7 11 9 9 3 10
5 5 5 5 g 5 5 5 5 5
5 5 5 5 - - - _ _
5 5 5 5 5 - - - - -
- - - - - 5 5 5 5 5
- - - - - - 5 3 5
- - - - 7 7 7 7 5 5
6-12 | 6-12 | 6-12 | 6-12 [7-1¢ | 7-11 | 9-10 | 9-10 | 7-2 | 9.3
10 10 9 9 S 9 9 9 8l 815
w L
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Table I1I-1 (Continued)
(Per cent per annum)
End of
1962 | 1963 | 1964 | 1555 | 1966 | 1967 | 1958 | 1969 | 1970 | 1971 ; 1972 | 1973 |
S Y U0 R VU PR S DR : :&
Loans of industrial ¥
enterprises against _
collateral of im- 15 15 it 15 12 12 iz 12 12 12 11% 113
movables and mov- -
ables 7 ‘ i
- . ‘
Others 15 15 15 15 14 14 14 14 14 14 14 14 «
' 4
Discount Rates on: i<
Commercial bills 15 15 15 15 14 14 14 14 14 14 14 i4 '
Export bills 12 10 10 10 9 9 B e g 9 8 8% 1
Bills on raw materials ‘ -
for industrial use 15 15 15 15 16 10 10 0 10 10 Gls 9%
Bills on sales on cre- :
dit of industrial 15 15 15 15 10 10 10 10 10 10 Gl 9%
products
Export billsl/ 7 7 7 7 7 7 7 7 7 7 7 | 7
Bills on raw materia ”
for industrial use~ ) 7 7 4 7 7 7 ) i} ) B
Bills on sales on credit
of industrial products}j— ) 7 7 7 7 7 ) . L
Bills arising from | T -
~ industrial under- - - - - - - - 7 7 7 7 7
takings
Bills arising from the
purchase of agricul- - - ~ - - - - - - 7 7 7
tural products::




Table II1I-1 (Continued)

(Per cent ver annum)

| End of

T N Uy O

1562 1963 | 1964 | 1965 1966 ; 1967 | 136 15669 | 1970 1971 | 1972 1973

Qe
[as]

Apricultural bills " § - - § - 12 12 12 12 10 10
Deposits
. 1 1 1 1 1 1 1 1
_!, __1/ 1 n.1 ——
Demand deposits 0-% | 0% 9%\ 0% 55| Too | 56| Too | 00 | o5 | o0 | 700

Demand deposits
(subject to a

maximum drawing 4% 4% 3 3 - - - - - - - - )
of 4 cheques rer e
month) 1
Savings deposits 4% 43 43 435 34 3% 3% 3 3 34 3% 34
Time deposits: , 1 1 1 1 1 1 1 1
5 % Y L i
Less than 3 months 100 100 149 100 100 100 100 100
3-6 months 6 5 5 5 5 5 5 5 5 5 5 5
6-12 months 8 6 6 6 6 6 6 & 6 6 6 6
12 months 8 7 7 7 7 7 7 7 7 7
and over
Foreign currency . _ _ _ _ _ _ _ 12 12 12 12 12

deposit

L Applicable to those bills rediscounted at the Bank of Thailand.
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A, A Structural Equation for Total Lending of Commercial Banks in Thailand.

Under the accommodation principle and under the restrictions
governing commercial banks operation discussed above, total volume of
bank lending depends mostly upon the availability of lendable funds in
the banking system and demend condition for bank credit in the market.

The availability of lendable funds in the banks depends, among other things,
on the amount of deposits in the bankine sector, the distribution of total
deposits among demand, saving and time deposits, the required reserves
ratio specified by the Bank of Thailsnd, the ability to secure loans from
the Bank of Thailand as well as from commercial banks abroad, the existing
liguid assets in the banking system and the difference between actual
capital account-risk assets ratio and the required ratio as.5pec1fied by
the Bank of Thailand. Demand for bank credits in the market depends upon
the level of economic activities in the market which can be pauged either
by GNP or (PP (Gross Domestic Product) and the availability of lendable
funds from the alternative source:z, In the case of Thailand, until very
recently, the only alternative source of credits is from the unorganized
market on which little study has been made and no quantitative information
can be obtained., Credits extended by finance companies, most of them are
affiliates of commercial banks became sizable only after 1371. 1In 1972,
credits extended by all finance companies amounted to 4,700 million baht
which is only 10 percent of total bank credits in that year. Commercial
banks can thus be taken as the only dominant financial institution in the

organized money market in Thailand.



As mentioned earlier, the effect of the amount of total deposits,
its combination and required reserves ratio regulations on the volume of
total bank credits will be summarized in the variable LED constructed in
Section II. Other things being equal, the increase in the value of this
variable would lead to an increase in the volume of total bank credits

extended.

From the above discussion, a structural equation for total lend-

ing of commercial banks in Thailand can be written as:-

+ + + + + +
TBC = f(LED, CAR , LAS, BOF, BOT, GDP) cern W (TT1-1)
where
TBC = total bank credits received by the private sector,

total deposits - required reserves,

LED =

average rate of denosit turn-over
* -

CAR = difference between actual capital account-risk assets
ratio and reguired capital account-risk asset ratio,

B0F = wvariable representing ability to obtain credits from
foreign sources of Thai commercial banks,

BOT = wvariable representing ability to obtain credits from
the Bank of Thailand,

GDP = Gross National Product,

LAS = Liquid Assets,
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and the signs above the variables represent the expected signs of the par-
tial deviatives of TBC with respect to the explanatory variables. Other
things being equal, an increase in each of the variables would lead to

an increase in TBC.

Some modifications need to be made and additional information
provided before equation (III-1) can be applied to explain total lending

of Thai commercial banks.

In Thailand, the GDP data has been compiled only on an annuail
basis. Annual data will thus be used for all variables in this study.
The only exception would be the LED variable. 1In this study, we would
assume that commercial banks expect the value of the LED variable at the
end of the year to be the average of the actual values at the middle and

at the end of the year.

It would be more appropriate to assume that in determining how
much total lending should be increased during any pérticular year, com-
mercial banks would look at the spread between the actual capital account-
risk assets ratio and the required capital account-risk assets ratio and
liquid assets existing at the beginning of the year. The values of the
CAR* and LAS Qariables in equation III-1 should thus be lagged by one

year period,

Thai banks can obtain credits from the Bank of Thailand either
" in the form of loans against government bonds or in the from of rediscount.

All commercial banks in Thailand could draw up a stand by loan-agreement



-~ 47 -

with the Bank of Thailand by pledging their government bonds in advance
against any drawing to be made under such loan apreement. Under this
system, a particular bank would be reouired to issue a promisory note up
to the contracted amount to cover its debit balance from the clearing.
The ability of commercial banks tc obtain loans from the Bank of Thailand
in any particular year can thus be measured by the existing stand-by loan
agreement at the beginning of that year. However, the data on total
amount of stand-by loan agreement between Thai commercial banks and the
Bank of Thailand ar¢ considered confidential and thus are not accessible.
Under thisféircﬁmstance, the author has no choice but to use actual amount
of total loans from the Bank of Thailand 2t the end of the year as proxy
for the existing amount of stand-by loan agreement between commercial

banks and the Bank of Thailand .

There are two things which may be cited in support of using
actual amoumnt of total loans obtained from the Bank of Thajland by commer-
cial banks at the end of the year as oproxy for the existing amount of
étand-by loan agreements between commercial banks and the Bank of Thailand
at the beginning of the year. One is, with the possible excoption of
loans for export, the interest rates on all_other loans extended by com-
mercial banks to their customers are substantially higher than the rate
paid by commercial banks when they borrow from the Bank of Thailand (see
the structure of the interest rates in Table III-1)., In this case, it

. would always be to the commercial banks' advantage to borrow from the

Bank of Thailand whenever they are in shortage of reserves and the demand
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for loans comes from customers other than exporters. The other is that
the amount of stand-by loan a2gresment cach commercial bank can establish
with fhe Bank of Thailand will be determined by the Bank of Thailand ac-
cording to the need of a particular bank as seen by the Bank of Thailand.
Under this curcumstance, it would be very difficult for any commercial
bank to have the amount of stand-bv loan aprcement with the Bank of

Thailand in excess of its need by a wide margin,

The demand determined noture of commercial banks' borrowing
from the Bank of Thailand in the form of rediscount is even more pronounced,
Selective control has been used by the Bank of Thailand to check the
volume of rediscounts of commercial bank papers since the inception of
discount facilities in 1959, The control includes regulations on types
of commercial bank papers cligible for rediscount, the percentage of tﬁe
face value of the papers which can be rediscounted, the maturities of
papers eligible for rediscount, 2nd the maximum discount rate commercial
bank can charge their customers for the papers to be rediscounted at the
Bank of Thailand. ©During the periocd understudied, the Bank of Thailand
fixed its discount vate and the maxinum rate commercial banks can charge
their customers for the papers to be rediscounted at the Bank of Thailand
at 5 and 7 percent respectively. (only the agricultural bills were fixed
at 7 and 9 percent from 1968 to 1971} With no change in these two rates
and strict regulations on types, percentagc of face-value and maturities
of commercial bank papers that can be rediscounted, commercial banks have
little or no control over the volume of napers rediscounted at the Bank

of Thailand. They, in this case, merely serve as a middle men between
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the Bank of Thailand and the custeomers who have commercial papers which
are ¢ligible for rediscount at the Rank of Thailand and get a twoe percuont
interest-rate spread in return for nerforming this service. Under this
circumstance, actual amcunt of cemmercial bank papers rediscounted at the
Bank of Thailand is an appropriate variable representing ability of com-
mercial banks to obtain credits from the Bank of Thailand in the form of
rediscount. The ability of commercinl banks to obtain cradits from the
Bank of Thailand in any particul=zr year will thus be represented by the
actual amount of total borrowing and rediscocunt at the Bank of Theiland

at the znd of the year.

Most of the foreign Exchange financing available to Thai commer-
eial banks is in the form of line of credits extended to Thai commercial
banks by their correspondent banks abroad. These lines of credit may
run‘up to one year. Thai commercizl banks zlse have to pay a penalty
rate of 9.5 percent for any wunutilized lincs of credit. There is thus
a cost for Thai commercial banks tc estoblish lines of credit in excess
of their needs. In this case, actual total borrowing of Thai commercial
banks from abroad would be a good approximation of total value Gf exist-
ing lines of credit which represents ability of Thai commercial.banks to
obtain credits from abreoad. Since information on annual value of exist-
ing lines of credit cxtended to Thai commercial banks by their foreign
banking corresnondents is not accessible, ac;ual total foreign borrowing

of Thai commercial banks will be usad as its proxy in this study.
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Substituting the LED by LED where LED is the average value of
*
the LED variable at mid vear and at the end of the year, lagging the CAR

and LAS variables by onc period and linearizing the equation yield.

~ o . onn g ( -
TBt’J_t = ag ¥ aanDt + wZUAﬂtﬂl + u?LMSt_I + qdﬁOFt + A Uft
" i P T I R TS S R A B A A P A R ‘I"
+16CﬂPt (I11-1)

All By i=2,3,..., 6 are expected to be positive, There is no a

pricri expectation regarding the sign of a,.

B. Structural Equations for Components of Total Bank Lending Classified

by Types of Credit,

There are three major types of bank lending; loans and overdrafts
(LOV), discount (DIS) and private trust receipts (PTR). Loans and over-
drafts are considered to he credits of longer maturity than discounts and
private tyust receipts. Cenerally speaking, on the supply side of the
transaction, all variables which have nositive effects on total volume of
bank lending such as iﬁb, CARkﬁj, LAS, BOF znd BCT are likely to have
possitive effect on the zmount cutstandings of loans and overdrafts, dis-

counts and private trust receipts as well. However, we can nct preclude
®

the possibility that some of these variables, for example, LED, CAR, 4

and LAS turn out to have negative effects on credits of shorter maturi-

t-1
ties, namely, discounts and privste trust receipts simply hecause the in-
creases in values of these variables encourage commercial banks to switch

from low yield short-term lending to higher vield longer-term credits.



{n the demand side of the transaction, GDP remains to be the
approvriate variable representing demand for loans and overdrafts as well
as discounts. Since private trust receipts are credits extended to im-
porters only, total imports is the approximate variable desiznating demand

1/

for this type of credits+’ To investipate whether longer-term credit in
the form of loans and overdrafts is substitute or complement tc shorter-
tere credits in the form of discount and private trust receints the sum
of totnl discounts and private trust receipts (DPK) is included in the

equation explaining total loanc and overdrafts (LOV) and total loans and

overdrafts is included in the eguation explaining total discoumts, As-

suming the relationship among variables to be in linear form. the cauations
13 r 3 K

for components of total banP iznding classified by types may be written

as .-
v, = h0+b1LEDt+b2CAR:_1+535Ast 4 *b4BOF +b BOT, +b GDP +b,DPR .. (1T1-2),
pIg, = CO+CILEDt+CZCA?:_1+c3LﬁSt  #¢4BOF +c BOT +c 6DP +e, LOV .. (I11-3),
PTR, = dy+d LED +d,CAR] 44 LAG,  +d FOF +d BOT, +d, IHp,

+do(GDP-TMP) Lovnni i R e e (TIT-2).

where Dr‘t is the sum of discounts and private trust receipts at the

end of reriod t and Iﬂ?t is cumuiative volume of total imports in period t.

= Yhen the importers fail to make payments to commercial banks accord-
ing to the conditions szt down at the time when they open letters
of credits with the banks, they are required to sign the agreement
which would, in effect, make the imported goods the property of the
banks. The banks woald tiien allow the importers to seil the goods
to cbtain monev to nay the dckbt.
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Only total loans and overdrafte is used in eguation (I77-3) in-
stead of the sum of total loans aud overdrafts and privats trust receipts
because the purpose of including other type(s) of credits in this cauation
is to investigate whether longer-texrm credits in the form of loans and over
drafts are considered substifutes or comnlements to shori-term credit
in the form of discounts. Adding nrivate trust réceipts wkich are short-
term credits to total loans and overdrafts would cloud the invastigation,
Since mrivate trust receipts are credits eoxtended oniy to importers, the
amount outstanding of this type of credits should be directlf velated to
the value of fotal.imports and indirectly velated to other types of

economic activities represented by the variable (GDPnIMth.

Cther things being zrual | we have a strong expectation that b],
6 and dg are positiver weak expectation that i
: I

c c,., d d d

2: S35 €4, Cgs dys dy, do, d4, ds are positive and b7, c. and ¢, are

7 7

b h
i (N

negative and no a priori expectation rogording b, ¢, and d..

C. Htructural Enuations for Distribution of Each Type ot (redits.

In this subsection the construction of equations ﬁﬁrported to
explain the distribution of total loans and overdrafts and total discounts
among‘different sectors of the ccomomy iz discussed. In this study, loans
and cverdrafts of commercial banks are clessified by purposes into loans

and cverdrafts for agricultur: (AGRL), mining (MNGL), manufacturing (MFCL),

construﬁfibn (CONL}, banking insurancc and real estate (RIELJE’
2/ . . .
= Also includes loans and overdrafts extended to other types of finan-

cial institution i.e. finance companies,



SERVICE® (BEVL), wholesale and rvetail trades (YRTL), persoaal consumption
(CSPLY, imports {IMPL}, exports {EXPL) and others {OTHL)., Total dis-
counts is devided into discount o domestic, import ~nd export bills.

In thz demand determined type of model, we vould expect, the srcumts of
loans and overdrafts extended to agriculturc, mining, manofucturing,
construction, banking insuronce and renl estate and servicoes industries

o 1 AN
RN S

to be pesitively related to the sizss of these industries iu the S.R.P.
and nagatively related to the size of the rest of the economy. fnctlorously,
loans and overdrafts extended to finance rcersonal consumption, imorts,
exports should be related to total srivate consumntion, total imports and
total cxports of the neriod rescectively and each of them should be nega-

. ) " . . o 3 ,
tively related to 2ll other types of exrenditures in the GOP.  All elses

- i - *

being cguil, we would expect the variables i.e. LEDt, CARt 17 LAS 1
BOFtﬂ and BOTt which have positive relation with total lesns nnd overdrafts
to relate positively to each ol its components as well, However, negative
relation with some of the components mav occur if commercial banks consi-

der borrowers in the industries -5 hoving low credit- worthiness or resi-

dual horrowers and thus would receive crodits as demanded only when supply

r4

2 Two approaches 2re used in the compilation of Cross Domestic Product;
he value added approach and cxpenditure or product approach., In
the value added approach the economv is devided into 11 industries
and the ODP is defined as the sum of the value added by cach of these
11 industries. The (0P is dofined to be the sum of consumption ex-
renditures, gross fixed conitszl formation and exports oF goods and
services lLSS irmorts of goods and services in the expenditure or
sroduct approach. In both approaches Gross National Prcduct is
defined as GNP less net income from abroad.
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of lendable funds in the banking sector is plentiful and would receive
less than the amount\demanded or nnon otherwise or in case some cf sectors
are e¢xcluded from certain methods of financing for example domestic bills
from being rediscounted by foreign banks or import bills from being re-
discounted at the'Baﬁk of Thailand. Assuming relationship among variables
to be linear, we can write the squations for components of total loans

. and overdrafts as:-

P *
.. = '\‘: '*..4 L; ) .+— T aF
AGPLt c0+c1LEDt+ ZCPRt-1+C3 \St-l r4B0F1+c5BO t+c6AFRt
#€o (BDP-AGRY L+ vevensveieeieci i (111-5),
...... *
FNGL, = " LE R - 5 , £ .
fN Lt f0+f1LLDt+f2CﬁRtm1FfSLAut_1+F4BOFt+,SBOTt+f6MNGt
+f7(GDP-MNG)t ................................... {iil-6),
R . * . ‘
WRNF = ’ & H AT 2 Y R\ )
JN.Lt g0+g1LEDt+g2C“Rt"1+“3ipst—I+g4BOFt+g530Tt+g6ﬂNFt p
+g7csop_r~ms)t, ................................... (111-7), ;
CONL h +h_ LED. +h.CAR. LAS B B - !
A ¢ _‘ O+ 1L t+h2 ARt_3+h5uAmt_1+h4bopt+h5bUTt+h6CGN |
#h (GDP-CON) .o vve v e e (I1I-8), !
. : L * ;
o 1 . . ean . c . . .
BIELt 10+11LEDt+12CA_t_1_13LAut_1+14BOFt+1SBOTt+1651bt
+i7(GDP~BIE)t ................ B f"""': ..... (111-9),
SEVL o 43 LED +i an . o . . \
¢ ° 30+31L Ut+32CARt“1+3SLAot“1+34BOFt+JSBOTt+JﬁSEV£
+3:7(GDP—SEV)t ................................... (I11-10),
’ J— &
[t - P A . TR
.\fRTLt k0+kILEDt+k2CARt_1+k3LASt_1+R4B0Ft+kSBOTt+k6WRTt
+k7(GDP-WRT)t.......................f ........... {111-11),



£3 = At + S - T, +1
JJPLt 10+11LE[‘:t-z-12C,?{,c__1 IELA t_1+1450Ft+1SEOTt+LGCSPt
.+17{GDP—CSP)t......,,.,. ........... e eee. {I17-12),
s *)
IMPL = +m_LE m,, CAT w LAS m, BOY 1. B n IMP
IMP + ,mq mlLFDt+m2 ?t_l 3 A t-1+ 4 OFt+n5FOTt+m6 ¢
+m7(GDP~IMP)t ........ e e e e et cones {III-13},
— ®
I - ,. AT r IAG b o
EXP.,t = n0+n1LEDt+n2Cunt_1+53Lﬂot_1+n4DOFt+n5BOTt+n6hXPt
+n7(GDP-EXP)t .......... s res e eeaee (111-14),
OTHL, = #n LED, +p CAL, 40 LAS BOF_+7 OTH
TRy Py* LEDp #P UL, #0 LSy g ¥m, BOF +p BOT +p OTH,

+p7(GDP-GTH)t.......... ........ i eerveranosss  (IIT1-15},

whers AGR, MNG, MNF, CON, BIE, SEY, WRT, and OTH represent CDP generated
in agriculture, manufacturing, comstructicn, banking insurance and real
estote business, service whelesaie and retail trade and all other indus-
triés in the GDP respectively: £SP, TP, and EXP represent private con-
sunmpticn expenditures, total immorts and total exports while these vari-
ables with the letter L behind them represent amounts of loans and over-
drafts received by the correspcnding industries or sectors and the dif-
ference between GDP and each of these varianbles represents competing de-

mand for the industry or sector represented by that variable,

#e have o weak expectation that €y fi, L h,, i.., ji’ k.,

17 71 1
lif m n, and 1Y for i = 1, 2,...6 are nositive, e7,f7,g7,h7,17,37,k7,
17, P nﬁ and p, are negative and nc a priori expectation regarding oo
fo.’ ggs hOz 101 JOJ k{).’ 10: me:’ no and Do‘

In case of total discounts, discount of domestic bills {DOMD)

is expected to be positively related to the difference between the GDP
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and the size of foreign trades (GDP-FRT) and negatively relsted to the
size of the foreign trade (FTI), discount of import bills (IMPD) is ex-
pected to be positively relatad to total imports and negatively related
to the difference hetweon the size ¢f GDP and total imports (GDE-IMP),
finally discount of export bills is expected to rclate positively to total
excorts (EXP)} and negatively Teélate to the difference between the size

of GDP and total exports (GDP-EXP). Other things being equ2l, we would
also expeét the increase in each of these variables: iéﬁt, CAR:;l, LASt_l,
80F, and BOT, to lead to the increase in the volume of each type of the
bills being discounted by the banks., However, we can not preclude the
possibiiity that the increases in the value of one or more of the above
variables, all elses being equal, tc lead to a reduction in the wolume

of zach type of the bills being discounted if such increases encourage
commercial banks to switch to longer-term financing in the from of loans

and overdrafts, Assuming the relationship to be in linear form, the above

discussion suggests that the ecuations for the components of total discount

should be:-
.. "
DUI = -:i L ffA " ‘S l J + Dp" 7 L
let q0+q1LL‘)t+J_2C4RtW1+q5L‘\ o1ty SOFt+qSBOTt+q{,_, (G PPT)t
+q7FRTt ....... e esa e ceiraeaciiaanares.  (I1I-16),
P *
iMPD = R LAS ] Lwp
i . r0+r1LEDt+r2CAAtm1+r3LA“t_1+r4BOFt+rSBOTt+r61 Pe
+r7(GDPgIMP)t........,... ...... cenenen e (F11-17),
[ *
EXP = B ) 8 S r 5 EX
Dt 50+51L Dt+szCARt_1+33LAJt_]+s4BOnt+SSoOTt+56m-Pt
+s7(GDP-EXP)t........... ..... Cereerre e vesenan  (III-18).



We have a weak expectation that 055 Ty Sy for it = 1,2,3,4.,5,6
are nositive and forl i=7; M, Ty and s, are negative and no 2 priori
expectation regarding the signs of fys T and Sq¢ Other thipis ceing
equzl, the comnonent equation which has negative coefficienf for variabie
representing own demand in the estimate implies that borrowers in that
sector are; in pgeneral, of lowor cradit worthiness than borrowers in the
sector with positive coefficient for variables representins cwn demand
in the sector. The value of t-statistic of the coefficient of variable
representing own demand obtained from the estimation would be used to
measurs the degree of reliabilities of negative or positive rasponse to

demand for credits in the sector by the banks.

i
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IV, Empirical Results

The equation for total kank lending, the component cguations

for bank lending classified o 2 tyn2 basis and the component zouations

for the distribution of total lending for cach type of crodits to different
industries or sectors of the ecomnowy have been specified in Gection III.
Part A of this section discusses cmpirical estimate of the ecquation for
total bank lending and estimatces of the component cguations of total bank
lending classified on 2 type of credit basis. Estimates of the component
equations for the distribution of cach type of c¢redits to different indus-

tries or sectors of the economy are examined in part B.

Estimates of theaquations reported in this section are cstimates
resulting from direct application of linear regression preogram to the
structural eguations. Therestimated coefficients are reported with their
t-ratios (below them in parventheses). For each equation, the standard
errar of estimate of the equation, SEE: the coefficient of determination
adjusted for degree of freedom, ﬁz; and the Durbin-Watson statistic, bw

are also shown.

A, Estimates of Total Bank Lenaing and Tetal Lending on a Type of Credit

Basis,

The estimate ot the equation for total bank lending together

with the essential statistics are reported below:



B

_59..
¥
TEC = -3510.4 + 0.261LED + 5.430CAR, | + 0.585LAS_, + 0.12480F
(6.56) (0.67) (1.30) (0.07)
+ 4.537BOT + 0.101CDP,
(2.02) (1.04)
SEE = 917.6- 2 < 0,999, DY = 1,42, ... (V1)

A3 it turns ocut all of the variables have expected signs but
the t-statistic for the coefficient of B30T is extremely low. Only t—rafio
.for 30T is significant at 95 vercent level. YHowever, from the value of
coefficient of determination, RZ, we can say that, the incependent vari-
ables in this equation deteruine 99.9 percent of the movement in total
credit expansion of commercial banks. There is evidence that level of total
bank credit expansion (TBC)} is sisnificantly correlated with the level of

aggrepate demand as represented by GDP as shown by the relatively high

value of t-statistic for the coefficient of this variable,

As discussed above this study divides total bank credits into
three types; loans and overdrafts, discount and private trust receipts.
The amount outstandinc of the third tyve of credits is small in comparison
to the first twe types. It is inciuded in this study for the salte of
completeness. The estimates of the equatijons explaining the expansion

of these three types of credit are reported below:-

LOV = -2481.5 + 0.485 LED + 5.576 CAR_
(2.70) (3.23) (4.18)

+ 1.474 LAS,
-1

+ 2.768 BOF + 7.625 50T + 0,068 GOP - 3,795 DPR
(2.31) {5.02) (1.24) (4.88)

SEE = 512.0 R™ = 0.999 bW, = 2,19 W (IV-2)
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Aeen +*
-214,0 + 0.136 LED + 1,151 CAR + 0,243 LAS

pIS = i
(3.80) .22y ' opsey
+D.645 BOF + 1.539 BOT + 0.001 GDP - 0,148 LOV
(3.34) (5.21) (0.11) (3.43)
SEE = 103.% BY = 1.00 D.W. 2.65 . ev.... (1v-3)
. e *
PTR = 23.4 - 0.010 LED - 0,366 CAR_ | + 0.076 LAS,
(6.11) (0.29) (0.29)
6.285 BOF + 0.032 BOT + 0.035 IMP - 0.005 (GDP-IMP)
(0.69) (6.07) (9.27) (0.12)
SEE = 149.8; p% = 0.994; D.H. = 1.55 ..... . (IV-4)
PR *
PIR = 28.3 + 0.002 LED + 1.322 CAR, | + 0.107 LAS + 0.179 BOF
(0.04) (1.62) (0.56) (0.57)
0.421 BOT + 0.712 T4P - 0.010 (GDP-1MP)
(1.09) (0.12) (0.31)
SEE = 110.8; 9% 2 0.006, DN, = 2.30 ...... (1V-4) 1

All of the variables explaining tota} loans and overdrafts (LOV)
have oxnected signs and satistactory values of t-statistics., The values
of t-statistic for liguid assets (LASt_I), borrowing from the Bank of
Thailand-(BOT)'and‘competing demandlfor Bank credits in ;he forns of dis-
counts and privété frﬁét réceipts {Déﬂ) are-significant at 99 percent
level and those f&r Borrowing frowm abroad (BOF) and lendability of deposits
are significant at 95 pe?cent level; The t-statistic for other two vari-

&=
ables CAR

1 and GDP are closed to befng significant at 99 percent level.

The statistics for the estimated equation are also satisfactory. The es-
timate of the ecuation implies,. among other things, that both foreign banks

and the Bank of Thailand are important sources of additional funds for
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Thai commercial bank, short term credits (DPR) are competitivec with rela-
tively longer-term credit (LOV) and increase in lendability of bank de-
posits as well as liquidity of bank assets weuld encourage hanks to extend

more longer-term credits.

The same as in the case of eouation explaining total loans and
overdrafts (LOV), all of the estimated cocfficients of the independent
variables explaining total bark discount (DIS) in eguation (IY--3) have
expected signs and with the exception of GDP, the t-statistics for all

other variables have relatively high values. The t-statistics for the

variable LED, BOT and LAS | 'a

rz significant at 99 percent level and those
for B0F and LOV are significant at 95 percent level, The estimated equa-
tion (IV-3) provides additi:nal evidences that both for -gn banks and the
Bank of Thailand are important sources of last resort for Thai banks, long-
term and short-term credits ave competitive and the increase in lendabi-

lity of bank deposits and volume of liauid assets encouragc banks to ex-

pand mors credits.

£s is evidenced from the gravhs presented above, demand for
bank credits tends toward longer-term maturity during the period of the
analysis. This fact is probably responsible fér the relatively insigni-
ficance of GDP as determinator of total discounts as compares tc its role

as determinator of total loans and overdrafts.

The estimates of the equation explaining privatc trust receipts

~

(PTR) as shown in equation (IV-4}, is, in general, not satisfactory.
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None of the estimated coefficients are significant at 90 percent level.

A reestimation of this equation after substituting LAS for LAS improves

t-1
the =stimate substantially as all of the coefficients of the independent

*
variables have expected signs and the coefficient of CAR

o1 become signi-

ficant at 90 percent level and that of ROT get close to being significant

at 90 percent level. LAS is substituted for LAS in equation {IV-4)'

t-1
because private trust receipts is a short-term credit and thus is as likely
to be influenzed by the liquid assets outstanding at that particular period
as liquid assets outstanding at the end of last period. This approach

will be used to improve the estimates of all equations explaining short-

term assets when LASt variable fails to perform satisfactorily.

1

The relatively ponr estimates of the equation explaining pri-
vate trust receipts (PTR) may be due to the residual nature of this type
of credit.l/
B, Estimates of the Equations Explaining Distribution of Each Type of

{redits on a Sector Basis.

This part will present the estimates of the equatiens explaining
distribution of bank credits betwecn domestic and foreign sector first,
The presentation of the estimates of equations explaining distribution of
loans and overdrafts and discounts among various séctors of the economy

concludes the empirical presentation.

1/

- Sez footnote 1 of section III,
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Estimates of the equations explaining expansion of bhank credits

to import, export and domestic sectors are presented below.

P *
DT = -835.44 - 0.157 LED + 3.763 CAR_ | + 0.502 LaS, | - 0.449 BOF
(1.02) (1.71) (1.18) (0.66)
+0.914 BOT - 0.131 TWp + 0.010 (GDP-JHP) + 0.502 LAS,
(1.28) (0.85) (1.93) (1.18)
SEE = 245.9, R = 0.097, D.W. = 1,81 ..(IV-5)
——— [
TPT = -937.3 - 0.068 LED + 3.780 CAR, | + 0.265 LAS_ , + 0.513 BOT
(1.00) (1.89) (1.28) (1.50)
~0.090 IMP + 0,062 (GDP-IMP)
(0.6%) (1.68)
SEE = 223.7, R% = 0.007, .M. = 1,98 ... (IV-5)"
a— *
EXPT = -353.4 + 0.08" LED + 1.004 GAR_ | - 0.153 LAS_ . + 0.614 BOF
(1.£4) (9.75) (2.40) (1.87)
-0.116 BOT + 0.06% EXP - 0.002 (GDP-EXP).
(0.32) (1.19) (0.57)
SEE = 129.3, B° = 0.007, D.W. = 2.92 ...(IV-6)
EXPT = -358.1 + 0.075 LED + 1.158 CAR_ , - 0.148 LaS, | + 0.525 BOF
(2.13) (1.03) (2.63) (2.18)
+0.072 EXP - 0.007 (7DP-EXP)
(1.72) (0.57)
SEE = 117.5, B2 = 0,997, D.W. = 2.84 ...(IV-6)"
e L3
DOMT = 789.6 - 0.111 LED - 8,087 CAR_ | + 1.735 LAS_ | + 0.138 BOP
(0.70) (1.81) (5.20) (C.16)
+3.279 BOT + 0.263 (GDP-FRT) - 0.498 FRT
(2.85) (4.35) (3.83)
SEE = 454.3, R® = 0.999, D.K. = 3.00 ...(IV-7)
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It is rather surcrising to find out from equation (IV-5) that
coefficiants of variables representing foreign borrowing (ROF) and a nroxy
for demand for credits by importers (T8P) are negative and have low t-
values eventhough it is generally known that a large portion of foreign
borrowing of Thai commercial banks is directly related to impcrts. The
exrlzination for the lack of positive response of credits sxtended to im-
porters toe total imports can probably be made this way. During the period
of this study, the structure of Thai immorts has been changed as can be
seen from the fact that in 1962 imports of consumption goods and interme-
diate nroducts accounted for approximately 32 and 17 percoent of total im-
ports of the country respectively, but by 1873, the shares of the_corresf
ponding two types of immorts were approximately 20 and 30 percent. The
reduction in the share of consumption goods the imports of which is mostly
financed through commercial banks in the total imports and the increase
in the share of intermediate products a large portion of which is financed
directly by the mother companies is like to make credits extended to im-

porters by commercial banks £ail to keep pace with total imports,

The same explanation can bo made for the lack of positive res-
ponse of foreign borrowing of Thai commercial banks to total credits ex-

tended to the importers.

Cnly 2 slight improvement is observed in the eauation explaining
total credits extended to importers when the BOF - variable is dropped
from the set of independent variables as shown in equation'(IV—5)1. The

SRR
variables CAR

£.1? BOT and (anqiﬁbj‘ifeféignificant at 90 percent level
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of confidence.

The significant positive correlation between BOT and IMPT im-
rlies that eventhough imort hilis arce not eligible for rediscount at the
Bank of Thailand, a significant portion of vorrowing from the central

bank in the form of loans must be ussd to finance imports.

A better cstimate is obtained for the equation explaining total
credits extended to exnorters in souation (IV-6). The signs of coaffi-
cients BOT and LASt_1 needs additicnal classification. Export bills re-
ceive priority in the Bank cof Thailand's discount policy. The negative
relationship between total credits extended to exporters and berrowing
from the Bank of Thailand may be due to rapid expansion of discount faci-
lities to exporters during the period of this study but total exports had
been stagnated for most of the period especially from 1964 to 1270, This
madc total discounts of exporf bills by the Bank of Thailand increase at
a fast rate while total credits extended to exporters remazined sluggish

throughout most of the period.zj

It is rather difficult to explain why the increase in liguid
assets at the end of last neriod (LASt~1) leads to a reduction in total

credits extended to exporters. One of the exrlanation is that export

2/ For detailed analysis of Bank of Thailand‘s discount policy , see

Nimit Nontapunthawat, "Financial Capital Flows in the Balance of
Payments of Thailand,” an unpublished Ph.D.'s Theésis, Purdue
University, 1973 (Appendix A).
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financing is mostly short-term in nature and the increase in LASt_1 en-
courages commercial bank to extend longer-term credit. The emergence of
institution competing with commercial banks in export financing market

near the end of the 1960's is another explanation for the above outcome.

Equation (IV-6)' reestimates equation (IV-6} dropping BOT as
an explanatory variable. As can be seen from the equation, the estimate
shows substatial improvement as the t-statistic for the coefficient of
every explanatory variable in the wquation is higher than corresponding
t—sfatistic in equation {IV-6) and the standard error of estimation ({SEE)
and Durbin-Watson statistic (D.W.) are also improved. The coefficients

of the variabies; ﬂgﬁ, LAS

t-1 and BOT are significance at 95 percent level

confidence and the variable EXP is significance at 90 percent level.
Equations (IV-6) and (IV-6)' indicate that foreign borrowing is an impor-

tant source of fund for financing of export. But, this is expected.é/

The estimate of the equation explaining total credits extended
to domestic sector in 1962 which accounted for more than a half of total
credits and increased continuously to more than three-fourths of total cre-
dits in 1973 (ecuation IV-7) reveals three important aspects of portfolio

behavior of Thai banking sector:-

Firstly, there is a strong evidence in SUpport of an accommoda-

tion principle of commercial banking as can be seen by the fact that the

A
k4 See Dan Usher, "Thai Interest Rates,” Journal of Develonment Study,

April 1967.
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t-statistic for the coefficient of variable (GDP-FRT)} is significant at

99 percent level.

Secondly, credits extended to foreign sectors (FRT) are compet-
ing with credits extended to domestic sector as supported by the fact that
the coefficient of variable FRT has negative sign and its t-statistic is

significant at 99 percent level,

Thirdly, only borrowing from the Bank of Thailand is significantly
and positively related to total credits extended to domestic sector
Foresign borrowing does not seems to be an important determinator of credit
extended to the private sector as can be seen from the fact that the t-
ratio for BOT is significant at 95 percént level while the t-ratio for

BOF is very close to zero.

Table IV-1 showes the estimates of the equations explaining dis-
tribution of total loans and overdrafts (LOV) among 10 important sectors
of the economy namely , apriculture, mining and guarrying, manufacturing,
cdnstruction, banking, insurance and real estates, serviccs, wholesale
and retail trade, vrivate-consumption; imporfs, exports and others. As
is seen from ecuation (IV-8), the only significant determinator of loans
and overdrafts extended to the agricultural sector {AGRL) is GDP-AGR which
is a competing demand for loans to the esgricultural sector. But, the fact
that the sign of the coefficient of this variable is positive implies that
nonagricultural activities have positive influence on credits extended

to the agricultural sector. Eventhough the t-ratio for the coefficient
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of AGR which represents the size of the agricultural sector is low, the
sign of this coefficient is positive and this imply that there is some
positive response to demand for credits from agricultural sector by com-
mercial banks. The reestimation c¢f this couation dropping the variables
BOT and BOF reported as equation (IV-8)' improves the estimate but only
the two variables (GDP-AGR) and ACGR remain as significant determinators

of credits extended tc the agricultural sector.

No vériable is significant at 90 percent level in the estimate
of equation explaining loans and overdrafts extended to the mining sector
(equation IV-9)., But, when the foreign borrowing variable, BOF, is dropped
from the set of explanatory variable and the equation is reestimated, the
variable LASt_1 becomgs significant at 95 percent level but have a nega-
tive éign and the variable representing borrowing from the Bank of Thailand
is closed to being significant at 920 percent level, There is some weak
evidence of nositive response to demand for credits in this sector by
commercial banks as shown by positive cocfficient of MNG, the proxy for
demand for credits from this sector. Borrowing from the Bank of Thailand
seems tobe the only significant factor contributing positively to the in-

4/

creass in credits extended to the mining sector during the period.—

All variables except LAS_t_1 have expected signs in equation

{1v-10) which explains the behavior of loans and overdrafts extended to

&/ The Bank of Thailand started to extend its discount facility to

the mining sector in 1963,

[,
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the manufacturing sector. The coefficient for LASt_1 and MNF which is
a proxy for demand for credits in this sector are significant at 95 per-
cent level. The coefficient for borrowing from the Bank of Thailand (BOT)

is significant at 90 percent level while the coefficient for borrowing

from abroad (BOF) is closed to being significant at 90 percent,

Equations (IV-11), (IV-11}7, and (IV-11)" revesl that both
foreign borrowing and borrowing from the Bank of Thailand are not signifi-
cantly and positively related te loans and overdrafts extended to the con-
struction industry. Equation (IV-11) shows that only the variables re-
presenting lendability of deposits (Eﬁb), nroxy for demand (CON) and 1i-
quid assets lagged one period (LASt-l) are significant positive contribu-
tors to loans and credits extended to the construction industry by commer-
cial banks (CONL). But only the coefficient of variable LED is signifi-

cant at 90 percent level.

The same observation can be made from the estimates of the equa-
tion explaining loans and overdrafts extcended to banking, insurance and
real estate business. Borrowing from the Bank of Thailand as well as from
foreign scurces does not contribute positively to the amount of loans and
overdrafts extended to this sector, but all other variables except a proxy
for competing demand (GDP-BIE) do. All of the explanatory variables in
equation (IV-12)' have satisfacterily high vaiues of t-stztistic. Even the
variables LED and CAR_ , which have relatively low values of t-statistic

t-1

are getting close to being significant at 90 percent level.
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All of the explanatory variables explaining loans and overdrafts
extended to the service sector except LASt_1 have cxpected signs and =11
except borrowing from the Bank of Thailand (BOT) have satisfactorily high
values of t-statistic. Positive response to demand for credits by commer-

cial banks is strongest in this ﬁector. The t-statistic for coefficient
of SEV, a proxy for demand is significant at 99 percent level. This is
no surprise since in the latter part of the period under studied the
American military and ﬁilitary related activities in this country made
investment in entertainment business one of the most profitable oné and

thus made this sector expanded at 2 very rapid rate.

The estimetes of the equation explaining expansicn of loans and
credits to the wholesale and retail trade as reported in equation (IV-14)
and equation (IV-14)’ tell us that only demand condition in this sector
and the amount outstanding of liqﬁid assets at the end of last period are

significant determinators of this type of credits as supported by the fact

that the t-ratios for the two variables arc significant at 95 percent level.

In general, estimates of equation explaining commercial banks'
expansion of loans to finance private consumption (CSPL) reported as
equations (IV-15), (IV-15)*, and (IV-15)" are for froem being satisfactory
since 21l variable except LASt_1 have low values of t-statistic eventhough
in equation (IV-15)}" all explanatory variable have expectdd signs. Little
conclusion can be drawn from these estimates. But, the fact that the co-

t-1

efficient of LAS is the only coefficient which has high value of

t-statistic (significant at 95 percent level) seems to indicate that
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commercial banks may treat consumers who usually borrows small amount of
money in comparison to other borrowers as residuals in their portfolic
decision. The relatively high value of t-statistic for the coefficient
of CSP implies some positive respense to consumers’ demand for credits
during period of relatively rapid increase in per capita income and thus

rapid increase in demand for consumer's durables.

The estimates of the equation explaining loans and overdrafts
to the importers reported as equation (IV-16) and equation (IV-i6)' are
in generally not satisfactory as the t-statistic for the cocfficient of
every explanatory variable is low. The poor result of estimation may re-
sult from the change in the structure of Thai imports and methed of fi-
nancing explained above and the fact that credits extended to importers
by commercial banks are devided into three major types; loans and over-
drafts, discount and private trust receipts and switching between this
three types of import financing may blur the relationship betwesn ex-

planatory variables and explained variable.

Estimate of the equation explaining commercial banks, extension
of lcans and overdrafts to exporters reported as equation {IV-17) is only

slighly better than in case of imports. The only conclusion that might

" be drawn from this estimate is that there is significant positive response

to demand for loams by exporters as the t-st ...:ic indicates that the

estimated coefficient is close tc being significant at 90 percent level.

The estimate of the equation explzining loans and overdrafts
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extended to all other sectors {equation IV-18) is the poorest of 21l the
equations being estimated. But, this is the usual ~utcome for mest of

the residual type of equation.

In conclusion, givean the fact that there had been little or no
change in the interest rates commercial henks can charge their customers
and the ceiling rates on various types of commercial banks' credits ores-
cribed by the Bank of Thailand had been bainding for most of the cases,
the distribution of commercial banks’® credits among various sectors of
the ‘economy would be deterymined by the demand condition in these sectors,
the supply (of loanable fund) condition in the banking system, the Bank
of Thailund's regulations and the credit-wnrthiness of borrowers in each

~sector in the eyes of commercial banks. Other things being equal, the ‘
stronger the responsiveness of commercial hanks to demand for loans in
the sector, the greater the credit-worthiness of borrowers in that sector.

- The examination of the estimatcd cquations reported in Tsble IV-1 reveals
that there are signs of positive responses to demand in all sectors except
imports as coefficients for variables representing demand condition are
positive for all but the import sector.gf However, judging from the values
of t-statistic, the positive response to demand is reliable at 95 percent
level only for demand in manufacturing; bsnking, insurance and real estates,

service and wholesale and retail trade sectors. The evidence in support

1

5/

. =" The probable reasons behind the negative response to demand for loans
and overdraft extended te importers has already been explained above.

a .‘I-..lin B . ”. . VS Ii;hli.'...
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t*Ev;;tﬁoﬁgﬁ theléstiﬁété;éf*the eﬁuatidﬁ:expléihiﬁg total loans
ard cverdrafts {equatién IV-2} provides evidence that both borrowing from
the Hank of Thailand and from foreign banks coptribute positively to the
increase in total loanb and )verdraftb extended by commercial banks, we
can probably conclude From the estimates of thc component equations 1n

| Table Iv-1 that we can not pick nut any par itwmiar sectors as a principle
beneficiary of tbe increase borrowing from these two sources of addltlonal

resnurce. The p051t1ve relationship between borrowlng from the
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|
Bank of Thailand and lending is significant at 90 percent level only in {
the case of lending to the manufacturing sector (eguation IV-10). In éki

case of foreign borrowing it is significant at 90 percent level only in

case of lending to the service sector. .

Thé.estiﬁates of the cquaticns in Table IV-1 seems to indicate
that the increase in liquid assets ot the end of last period (LASt_l)
would be quite certain to lead to an increase in lcans and overdrafts ex-
tended to coﬁstruction; banking, insurance and real extates: wholesale
and retail trade and private consumption sector and a reduction in loans
and overdrafts given to mining and manufacturing sectors. It is difficult

to find explaination for such findings. : 1

The variable LED shows strong nositive relationship only with
loans and overdrafts extended to the service sector and significant posi-
tive relationship only with loans and overdrafts extended to the construc-

tion industry. There is no substantial evidence to conclude that variable

* :
CAR, which measures the different between actual capital account-risk 1

t-1
assets ratio to the capital account-risk assets ratio set by the Bank of
Thailand affect bank lending to any particular sector since non of the

coefficients of this variable is significant at 90 percent level.

Estimates of Component Equations for Total Discount

Total discounts by commercial banks are divided into three com-

ponents, disceunt of domestic bill (DOMD), discount of import bills (IMPD)
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and discount of export bills (E’PD). The estimates of the equations ex-
plaining the components of total discount are reported in Table IV-2.

As shown by equaticn (IV-18) =znd equntion (IV-18)°, the single most im-
portant determinator of domestic discount is borrowing from the Bank of
Thailand and borrowing from foreign banks does not have significant relation-
ship with credits extended in ths form of discount to the demestic sector.
This finding conforms closely o the real condition in the country since
rediscount facilities for domestic bills are available only at the Bank

of Thailand and during the period covered in this study the Bank of Thailand,
in conjunction with national policy for industrialization, had continuously
expanded discount facilities tc bills ~rising frow industrial undertakings.ﬁf
The negative sign of the coefficient of variéble {GDP-FRT) which is =a

proxy for demand together with the nositive sign of coefficient of this
variable in equation (IV-7) indicatss that during the period under studied
more and more domestic business is financed through loans and overdrafts

rather than discount (see figure II-4),

All of the coefficients of explanatoury variables in equation
(IV-19)" which is the best estimate of the eguation explaining discount
or import bills except LAS have expected signs. But only thercoefficient

*
of CAR

t-1 is significant at S0 percent level and only coefficient of bor-

rowing from abroad (BOF) getting close to being significant at this level.

The fact that in case of imports coefficient of foreign borrowing is

&/. See Nimit Nontapunthawat, ibid., p. 65,
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positive in the discount equation and negative in the loans and overdrafts
equation (eguation IV-16) implies financing of imports through foreign

7/

channels is mostly through rediscount of import bills,.~

All estimates of the equation explaining discount of export bills
by commercial banks, eguations (IV-20), (IV-20)' and (IV-20)}%, show a
very sipnificant p?sitive relationship between foreign borrowing and dis-
count ©Ff export bills by commercial banks. In equation (IV.-20)°, the
coefficient of BOF is sienificant at 29 percent level, In fact all of.
the variables in this equation except the variable representing borrowing
from the Bank of Thailand (BOT)} are significant at 90 percent level or
higher. The negative relationship between the variable vepresenting de-
mand, EXP and total discount of export bill in this equation together with
the positive relationship of EXP and loans and ov;;drafts extended to ex-
porters in equation (IV-17) imply an increasing percentags of exﬁorts had

been financing through loans and overdrafts and less through discount dur-

ing tha period.

This type of impert refinancing is senerally called “banker acceptance”
in the United States. The word ‘accept” comes from “accept to pay"
that is foreign banks accepts to pay for the imports in jjieu of Thai
banks.
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V. Summary of the Empirical Implication and Suggestion.

The above analysis of the empirical results provide substantial
evidences in support of the accommodation theory cf commercial banking
in Thailand. Given the cheap credit policy of the Bank of Thailand and
the fact that the ceiling rates on various types of credit prescribed by
the Bank of Thailand were almost always binding during the period of this
study, there is a big question mark on the feasibility of profit maximiz-
ing principle or maximizing profit through variation of interest rates
in Thailand. Given the strictly binding ceiling rate. -1 deposits and on
various types of bank credit, and the spread of around 4 to 7 percent
between time deposit rate and bank lending rates, a satisfactory level of
profit has been garantéed for commercial banks with prudent management on
the asset side of their balance sheet. Given the deposit rates‘and ceil-
ing rates on bank lending, commercial banks' prefit would depend upon how
.good is their screening of their borrowers. The‘better the screening,
the higher would be their profit. The allocation of bank credits among
borrowers would in this case depend more on credit-worthiness of their
customers than on the interest rate banks can change these customers,
Ti.e customers with least credit worthiness would have to stand at the end
of the service line. During the period of reserve shortage those stand
at the end or near the end of the service line would be turned away and
,their access to the relatively cheap credit in the orgainized market is
temporary cut. This low credit-worthy'customers would then have to borrow

in the unorganized market and pay much higher price for the credits.
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The cheap credit policy thus produces a a paradox of cheap credit where
only a small previlege group of credit-worthy borrowers whose business
have already well established enjoy the fruit of cheap price of credits.
The less fortunate, less credit-worthy customers would enjey the fruit

of cheap credits only in the period of reserve glut or non at all. The
fact that positive response to demand is particulary strong iﬁ the manu-
facturing, service, wholesale and retail trade and bénking, insurance and
real estate sectors and particularly weak in aériculture and mining and

quarrying sectors provide some evidences in supporf of the zbove argument,

There is strong evidence that both foreign banks and the Bank
of Thailand are important sources of last resort for Thai commercial banks.
“But, no clear cut conclusion can be madc on which sectors of the eConony
benefit from additional fund obtained from abrozd and from the Bank of
Thailand aﬁd thch sectors do nét from the estimates of the component equa-
tions foreign borrowing seems to contribute positively to credits extended
to importers, exporters and borrowers in the service énd manufacturing
sectors and additional fund obtained from the Bank of Thailand contributes
positively to credits extended to manufacturing and'mining and quarrying

sectors.

N

The model as constructed provides a very good estimates for total
credits extended by commercial banks as well as for total major types of
credit in commercial banks' portfolio., Less satisfactory estimates were
obtained in case of coﬁponent cquations. Many factors may be cited as

responsible for the less satisfactory resuits cbtained in the estimation
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of the component equations. Among them are.-

1. The classification of loans and overdrafts by purposes re-
ported to the Bank of Thailand by commercial banks may not be good enough
to be used as variables renresencing total loans and overdrafts extended
to the various sectors of the economy by Thai commercial banks., The defect
is likely to be originated from the difficulty of classifying which acti-
vities are in which sectors and which activities are not. The classifica-
tion would be particular difficult in case of credits extended to customers

who have many businesses or multiproduct firms.

2, At the time of this study, there is no long enough series
of total bank credits (discounts plus loans and overdrafts) classified by
purposes which if avajlable would be better variables representing total

credits received by various sectors of the economy and would certainly

.~

¥

provide better estimates of the component equations than the use of dis-
tribution of only ~ nortion of total credits (eventhough it is a2 largest

portion), loans and overdrafts,

3. The technioue of estimation of fhe component equations may
not be the best one. At first the author of this study wants tc use the
technique of component equations in the estimation.lfButs in order for
this technique to bear its full fruit, constrained as well as stacked es-

timation must be employed. Since time and resource do not allow for the

development of such a program in Thailand.

See Nimit Nontapunthawat, Ibid., p. 65.



- R3 -

the original bzsign is abandoned.

The policy variable CAR:_1 which measures the effect of the dif-
ference between actual capitzl account-risk assets ratio to the capital
account-risk assets ratio specified by the Bank of Thailand on bank lend-
ings shows some effect on total bank lending (TBC) as well as on the amounts
out standing of two important typcs of bank credits; discount and loans
and overdrafts, But, non of the coefficients of this variable in the
equations explaining total bank credits, total discounts and total loans
and overdrafts are significant at 90 percent level. The effects of this
policy variable on the distributions of total credits as well as total
loans and overdrafts and total discounts are also weak as evidenced by the
fact that the value of t-statistic for the cocfficient of this variable
is significant at 90 percent and the coefficient has expected sign only
in one of the component equations, the equation explaining total credits
extended by commercial banks to importers and in the equation explaining
total private trust Teceipts (eguation {IV-3) and equation (IV-4)'). It
is thus quite safe to say that changes in capital account-risk asset ratio
by the Bank of Thailand does not %ave significant effect on bank lending,

total as well as its distribution.

Since there is only one change in required reserve ratio from
6 percent of total deposits to 7 percent of total deposits on May 1972,
the effect of policy measure on bank lending as well as on the.distribution
of credits through the viriable LED should not be significant. Tt may

thus be appropriate to conclude that during the period of this study
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policy measures have little or no effect on bank lending as well as on

the distribution of credit. The only significant influence of the Rank

of Thailand’s policy action on bank lending and distribution of bank cre-
~dits is likely to be through its expansion of discount facilities to export
bills and bills arising from industrial undertakings during the period as
can be seen from a very high t-statistic of the variable BOT in equation

2/

explaining discount of domestic bills and export bills,.=~

Bills eligible for discount facilities at the Bank of Thailand must
be discounted at commercial banks first. Commercial banks are us-

- ually allowed to take a spread of two nercent between discount rate
at commercial banks for this type of bills and the discount rate at
the Bank of Thailand in acting as agent for the central bank.
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