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Executive Summary

In the first half of the 1990's a series of financial liberalization was undertaken
in Thailand for the purposes of strengthening competition in the domestic financial
system, giving more resilience to financial institutions so as tc be able to cope with
worldwide liberalization, and expanding the role of Thailand to serve as a regional
financial center. Facets of liberalization include foreign exchange controls, interest
rates, new businesses, and loosening of previous regulations. The financial
liberalization measures led to a flood of capital inflows and a surge of investment
spending, speculation, and current account deficits. Meanwhile, excessive and
imprudent credit expansion engendered too much risk taking and deteriorating asset
quality. The central bank’s financial aid given to ailing commercial banks and finance
companies aggravated macroeconomic imbalance. Eventually, weakening investor
confidence spurred capital outflows to such an extent that the floating of the baht or
local currency became inevitable, which triggered financial crises region-wide.

Thailand’'s economic meltdown in mid-1997 can largely be attributed to three
policy errors: liberalization of foreign capital flows while keeping the exchange rate
rigid, premature liberalization of financial institutions, and failure to prudently
supervise financial institutions. These errors clearly demonstrate the importance of
policy consistency. Later on, the Thai government was successful to some degree in
restoring economic fundamentals, current account status, investor confidence, and
stability of exchange rate. These results show the significance of investor confidence
in the current global arena where capital movements are overwhelming not only in
size but also in pace.

As indicated by their surging non-performing loans (NPL), domestic financial
institutions were hard hit by sharp currency depreciation, falling asset prices, and a
strong economic downturn. Foreign banks’' branches were less distressed, because
they systematically evaluated the viability of projects and debt servicing capacity of
prospective clients before extending credits. Their lending decisions were mostly
cash-flow based. Besides, they preferred not only to match maturities between
sources and uses of funds but also to cover their foreign exchange exposure. Thai
private commercial banks were at the opposite end. They paid strong attention to
collateral and/or guarantee from reliable or familiar entities. Their lending decisions
were asset-based. Worse yet, they barely accounted for risks from maturity
mismatching or foreign exchange exposure. Instead, nepotism and cronyism were, to
them, of greater importance. Unsurprisingly, private Thai commercial banks’ NPL in
percentage term was far higher than that of their foreign rivals, or 42 percent versus
10 percent at the end of 1998.

The Thai government promulgated several emergency decrees and
established a number of institutions to undertake financial restructuring, e.g. Property
Loan Management Organization, Secondary Mortgage Corporation, Financial Sector
Restructuring Authority, and Asset Management Corporation. The limit on foreign
ownership of shares in domestic financial institutions was lifted so as to enlarge their
capital base and strengthen their management tactics. Fifty six finance companies
were shut down but both depositors and creditors were provided with government



guarantees. Good and bad assets of defunct finance companies were separated and
handled by different agencies. Some ailing private commercial banks and finance
companies were nationalized and merged with government banks or finance
companies, while others were partly sold to interested parties (e.g., foreign banks)
later on.

The central bank tightened regulations on asset classification, provisioning,
and reporting, aiming to upgrade local financia!l institutions to international standards.
The definition of non-performing assets was changed to cover past due loans with
three or more months in arrears, instead of the previous six (or twelve) or more
months. Two new loan categories, pass and special mention, require 1 percent and 2
percent provisioning, respectively. Meanwhile, commercial banks as well as finance
companies have to increase provisions for substandard loans from 15 percent to 20
percent. Doubtful loans need a 50 percent provision rather than the previous 100
percent, but loss loans continue to necessitate 100 percent coverage. These new
standards forced local banks to increase their capital to a large extent. The new
system also called for quarterly, instead of annual, audits and credit reports. Loan
portfolio reviews have to cover at least 70 percent of credit outstanding, including the
top 100 clients and credits or commitments to related parties. The measures also
demand that financial institutions tighten their lending practices and credit analysis
procedures, focusing more on borrowers’ cash flow and debt servicing capacity rather
than on loan collateral. Debt restructuring or renegotiations must be subject to
realistic assessment of financial viability of clients or their projects.

The government offered assistance to the financial institutions undergoing
recapitalization as follows. If financial institutions commit themselves to comply with
new loan loss provisioning immediately or earlier than the targeted year of 2000, they
are entitled to enlarge their first-tier capital by issuing preferred shares to the
government in exchange for tradable government bonds. Furthermore, as a means
to motivate debt restructuring or reconciliation with problem clients, the government
put forward an option to financial institutions to increase their second-tier capital by
exchanging non-tradable bonds with banks’ newly issued debentures, equaling the
losses suffered by financial institutions in their debt restructuring.

Even though there are many ways to restructure debts (e.g., interest rate
reductions, maturity stretching, partial write-offs, and debt-equity conversion), debt
negotiation is not an easy task. It involves not only strong pressures from several
parties (e.g., debtors, their potential new partners, local and foreign creditors, central
bankers, internal revenue officers) but also legal and regulatory constraints. In this
context, the government tried to help by amending bankruptcy and foreclosure laws.
In addition, a bankruptcy court was established. Nevertheless, as different parties
have different stakes or interests, corporate debt restructuring remains a lengthy and
difficult process and represents a major stumbling block to economic recovery.
Conversely, slow economic recovery makes commercial banks hesitate to roll over
maturing debts or extend new credits, generating a vicious circle between NPL and
economic growth.

The financial sector crisis in Thailand has proved to be systemic, requiring
major restructuring, which takes many forms, i.e., separation of good and bad assets,
capital enlargement, adjustment of debt overhangs, more qualified staff, improvement
of management strategies (e.g., credit risk assessment, standard valuation criteria for
collateral, systematic databases), legal amendments, better ethics, good governance,
adoption of international standards, and upgrading of clients’ financial status or



viability. These components deserve equal, immediate, and simultaneous attention,
as they have strong inter-relationship. Foreign financial institutions will hold more
stakes and command greater influence in the previously protected banking circuit in
Thailand. More competition is unquestionable. Family banking will gradually
disappear, and so will connected lending. Professional management will gather
momentum, and so will the role of technological adjustment.

A complete debt resolution should include not just financial restructuring, but
also operation restructuring and corporate restructuring on the part of debtor
companies. The former aims at more efficiency while the latter at more effective
management and viability. Without these two components, financial restructuring
could be in vain.

As regards regulations, financial institutions should be controlled by functions
not types, as financial liberalization has allowed financial institutions to undertake the
businesses that they had never before handled. The basis of laying down rules and
regulations should be re-oriented toward more objectivity. Both examiners and
supervisors should focus more on forward looking analysis rather than just account
monitoring.  More accountability should be required from bank executives or
operators, and the standards on accounting, detailed information as well as
transparency need to be upgraded. Should all these recommendations by pursued
and each financial institution develop its own human resources as well as good
corporate governance, regulations specified by the central authorities will be
continually abided by, and thus automatically prevent problems. Furthermore, such
comprehensive financial reforms will facilitate the real sector, making both economic
recovery and financial stability more sustainable.

The two other segments of the financial system which deserve equal
emphasis as banking are local capital markets and private business corporations.
The former functions as a complement as well as competitor to banks and finance
companies. The latter's strength and discipline primarily determines the profits and
stability of financial institutions. In these two segments, the central authorities in
small economies (like Thailand) ought to pay strong attention to small and medium-
sized enterprises (SME), since unit-wise these SME constitute a large portion of
private enterprises (90% in Thailand). Though their final output has not reached a
sizable share of GDP, their future prospects are important in terms of economic
development, income distribution, and social welfare.
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2533 | 2534 | 2535 | 2536 | 2537 | 2538 | 2539 | 2540 | 2541

1. sunAnswarieel 1,149 | 1,332 | 1,552 | 1,787 | 1,995 | 2,372 | 2,642 | 3,061 | 3,338
(77.3) | (76.6) | (74.7) | (73.5) | (71.7) | (71.5) | (70.5) | (76.2) | (75.6)

2. uiQunu 155 | 202 | 294 | 374 | 477 | 572 | 661 | 400 | 385
(10.4) | (11.6) | (14.0) | (15.4) [ (17.1) | (17.2) | (17.6) | (10.0) | (8.7)

3. Uhdnlssiudim 37 | 45 | 56 | 67 | 83 | 99 | 117 | 140 | 143
25) | @6) ] @7 ] 28 | 30 | B0 | 31 | (35 | (32

4. UnmiasanWasdiaf 2 2 3 5 5 5 6 5 3
©1 | ©1n | ©n 0202|0202/ 0] 01

5. swATRaNAu 112 | 119 | 130 | 142 | 156 | 179 | 205 | 235 | 325
(7.5) | (6.8) | (6:3) | (5.8) | (5.6) | (5.4) | (55) | (5.9) | (7.4)

6. SUNANTNBNIINEATUAS 13 ] 15 | 18] 23 | 31 | a5 | 57 | 65 | 86
aunsainTinems 0.9) | (09) | (0.9 | 09 | (1.1) | (14) | (1.5) | (1.6) | (1.9)
7. urMMRQuyugRE NN - - - - - - - - -
wiiszmalng - - - - - - - - -
8. SUIANTEIAITAUATIEN 18 | 23 | 25 | 32 | 36 | 47 | 59 | 110 | 134

(12) { (1.3) | 1.2) | (1.3) | (1.3) | (1.4) | (1.6) | (2.7) | (3.0)
9. UTIIMRUNUYARIUNTTN - - - - - - - - -

WnLaN - - - - - R . _ .
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tdhudalszmalng - - - - . - . . .

HANTIN 1,486 | 1,738 | 2,078 | 2,430 | 2,783 | 3,319 | 3,747 | 4,016 | 4,414
(100) | (100) | (100) | (100) | (100) | (100) | (100) | (100) | (100)
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2533 | 2534 | 2535 | 2536 | 2537 | 2538 | 2539 | 2540 | 2541

1, WAL 1,482 | 1,789 | 2,162 | 2,669 | 3,431 | 4,231 | 4,825 | 6,037 | 5,372
(77.3) | (75.9) | (74.4) | (72.9) | (71.8) | (70.8) | (69.8) | (73.9) | (73.0)

2. uiimunu 315 | 416 | 548 | 733 | 1,008 | 1,301 | 1,488 | 1,284 | 1,120
(16.4) | (17.6) | (18.9) | (20.0) | (21.1) | (21.8) | (21.5) | (15.7) | (15.2)

3. uimlreiudin 16 19 21 21 21 24 30 36 41
(0.8) | (0.8) | (0.7) | (0.6) | (0.4) | (0.4) | (0.4) | (0.4) | (0.6)

4. uhiviaTinwesdiaf 3 4 5 6 6 7 7 6 6
02) 1 (02) | (02) | (02) | (0.1) | (0.1) | (0.1) | (0.1) | (0O.0)

5. SUIAYTAENAU 1 15 18 31 33 39 56 118 145
(0.6) | (0.6) | (0.6) | (0.8) | (0.7) | (0.7) | (0.8) | (1.4) | (2.0)

6. ﬁu’\ﬂ’li‘Lf'ﬂ"ﬂﬂ’lemellﬂt 39 49 62 81 101 130 170 197 207
AUNTOINITINEAT 20 | @1 | @1) 1 22 | 1) | (22) | (2.5) | (2.4) | (2.8)

7. UITEMRUNUAAMNTTH 21 26 36 49 59 78 | 104 | 156 | 132
wisdsznalne Al an | a2 (13| (1.2 | (1.3) | (1.5 | (1.9) | (1.8)

8. SUIATENAITEIATIEN 30 40 54 72 101 142 198 279 296
(18 (17| (1.9) | 2.0) | (21) | (24) | (29) | (3.4) | (4.0)

9. UTNMRUNUYRAMNTTY - - - - - 1 1 1 2
1IntaN ) ) ) o ) ) ) ) ¢
10. suIANTRENTTdNBRNIAY - - - - 16 27 33 58 40
vdhuiadrzmdlne - - - - ©3) | ©5) | 05 | 07| (0.5
HAATIN 1,917 | 2,358 | 2,906 | 3,62 | 4,776 | 5,980 | 6,912 | 8,172 | 7,361
(100) | (100) | (100} | (100) | (100) | (100) | (100) | (100) | (100)
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