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Executive Summary

INSTITUTIONS

The Thai financial sector comprises a variety of institutions. In most respects,
such as the volume of deposits or credits and the number of branches or services,
commercial banks dominate. In the past decade, they commanded a 73 percentage
share in household savings captured by all financial institutions. The same share
was also applicable to credits. Nevertheless, the structure of the commercial banking
sector remains strongly biased. Though the banking culture was initiated by a
foreign bank, 15 Thai banks within the full 29-bank circuit now control a 97
percentage share. This is largely due to continual government protection. Among all
Thai banks, the largest three command one half of credits and deposits in the entire
banking system.

Finance and securities companies represent the second largest type of
financial institution in Thailand, handling a 14 percentage share in all financial
institutions' assets. Finance companies obtain funds mostly through issuing
promissory notes and through borrowing from domestic and overseas banks.
Securities companies, on the other hand, engage primarily in securities issuance and
trading. At the end of 1992, Thailand had 92 finance and securities companies.
Credit foncier companies specialize in immovable properties. They tap funds by
issuing medium-term notes (with maturities longer than one year). As of December
1992, there were 18 credit foncier companies in Thailand.

An important rival in long-term financing is life insurance. Although most
of the life insurance companies in Thailand (11 out of 12) are of local origin, the
market is largely controlled by a foreign company, because of extensive networks,
advanced technology, and know-how. Among the three types of insurance policies
(ordinary, industrial, and group), ordinary policies accounted for three quarters of
all insurance sold.

Cooperatives are also operative in Thailand. By the end of 1992, the
country had 1,797 agricultural cooperatives and 878 savings cooperatives.
Agricultural cooperatives are organized by farmers to facilitate efforts in farming
activities and to make low interest credits available to members. Savings
cooperatives, on the other hand, are formed mostly on an occupational basis, such
as those organized by schoolteachers, policemen, and public employees. Pawnshops,
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xii Executive Summary

either privately run or government owned, are units which lend money against
personal articles. By December 1992, Thailand had 367 pawnshops.

Among government owned financial institutions, the Government Savings
Bank (GSB) outranks all others in numerous respects, for instance, by the number
of branches and the volume of deposits. Traditionally, GSB's main function was to
tap funds in order to finance government deficits. In recent years, however, the
government's perpetual fiscal surplus has enabled GSB to interact with the private
sector to a greater extent.

The Bank for Agriculture and Agricultural Cooperatives (BAAC) provides
low interest credits to farmers and cooperatives. A considerable portion of BAAC's
resources are drawn from commercial banks on a compulsory basis. On some
occasions, the Central Bank supplies BAAC with additional credit facilities. The
Government Housing Bank (GHB), on the other hand, helps people of moderate
income to buy their own homes. Both BAAC and GHB accept time and savings
deposits from the general public.

Two other specialized financial institutions are the Industrial Finance
Corporation of Thailand (IFCT) and the Small Industrial Finance Corporation of
Thailand (SIFCT). IFCT operates along the lines of a private development bank,
extending medium- and long-term loans to different private industries. SIFCT is the
IFCT's counterpart for small-scale industrial undertakings, including cottage and
handicraft industries.

REGULATIONS

The Thai monetary authorities have placed strong emphasis on preserving
financial stability. Various stringent rules are therefore imposed on the two
influential groups of financial institutions—commercial banks and finance
companies. Shareholding, for instance, has to be adequately divested. Each bank or
finance company must continually maintain liquid assets amounting to at least 7
percent of its total deposits. In addition, the minimum capital funds to risk assets
ratio has to be abided by, and this ratio must comply with an international guideline
(or that of the Bank for International Settlements) within a specific time frame.

In order to maintain financial stability, commercial banks and finance
companies are required to diversify their customer profiles. Each is not allowed to
extend credits of more than a certain percentage of its capital funds to any
individual client. A similar rule also applies to off-balance-sheet obligations, such
as avals and guarantces. Banks and finance companies are prohibited from
concentrating their equity holding in any one enterprise, regardless of the prospects.

As commercial banks have been heavily engaged in foreign exchange
transactions—especially in recent years when more funds moved liberally across
borders and exchange rate fluctuations occurred to an unanticipated extent—the
monetary authorities have imposed ceilings on commercial banks' foreign exchange
positions (covering both spot and forward status). Commercial banks' net foreign
exchange assets cannot exceed 25 percent, while net foreign exchange liabilities
cannot exceed 20 percent, of their capital funds. These limits are meant to prevent
commercial banks from suffering unexpected and/or sizeable exchange losses.

Once new bank branches are established, they have to extend credits to
community clients, amounting to at least 60 percent of their outstanding deposits.
For small districts, one third of these community credits must be agriculturally
related. In contrast to compulsory credits, the Commercial Banking Act prohibits
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commercial banks from extending credits or obligations to their executives,
executives' family members, and affiliated firms. Furthermore, the Act stipulates
that persons to be employed as bank executives must not come from the allegedly
liable category list.

After the Stock Exchange of Thailand (SET) was established in 1975,
several laws controlled the securities business, but in a piecemeal fashion. The
Securities Exchange of Thailand Act, B.E. 2517 governed SET activities; the Act
on the Undertaking of Finance Business, Securities Business and Credit Foncier
Business, B.E. 2522 governed the securities companies' business; the Public
Company Act, B.E. 2521 governed the public offering of shares and debentures; and
the Civil and Commercial Codes governed such civil and commercial practices as
the setting up of limited companies. Other than these confusing regulations, there
was no single supervisory agency overlooking all facets of the securities business.

In 1992, the enactment of the Securities and Exchange Act and the
establishment of the Securities and Exchange Commission (SEC) completely
rectified the above shortcomings. Under the SEC Act, an issuer of shares and
equity-related securities is restricted to a public limited company, while an issuer of
debt instruments can be both a public limited company and a limited company.
Issuers have to disclose reliable and adequate information in order to provide
greater investor protection. Different types of securities business require different
licenses. These include: securities brokerage, securities dealing, investment advisory
services, securities underwriting, mutual fund management, and private fund
management.

The SEC Act also provides for setting up an over-the-counter center (OTC)
to facilitate the trading of unlisted securities. Ordinarily, public offering of securites
must be processed through SEC. If the securities cannot be listed in SET, they can
be traded in OTC. SEC retains the power to investigate all unfair securities trading
practices and to impose appropriate penalties.

MARKETS

Financial markets in Thailand comprise money markets, the foreign
exchange market, government securities and commercial paper markets, and the
stock market.

Money Markets There is a wide range of money markets in the Thai
financial system, including the ones for interbank, government bond repurchases,
Treasury bills, and Bank of Thailand bonds. Among these, the interbank is not only
the oldest but also the most popular one, despite its inherent partiality. Because of
their widespread branches and abundant deposits tapped therefrom, few large Thai
banks have conventionally been influential lenders in the interbank market, while
small Thai banks, foreign banks, and finance companies often act as perpetual
borrowers. Transactions are normally unsecured. Interbank rates tend to be volatile
and more variable than Eurodollar rates, reflecting both seasonalities and the
thinness of the market.

The government bond repurchase (RP) market, established in 1979, serves
as a counterbalance to the oligopolistic and personal features of the interbank
market. The RP market also helps increase the liquidity of government bonds and
functions as another channel for the Central Bank's monetary policy. The Treasury
bill market, which recently ceased to operate due to the government's persistent
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fiscal surplus, was largely captive and heavily dominated by the Central Bank. Bills
were auctioned and purchased mainly by financial institutions to satisfy certain
requirements.

The Bank of Thailand bonds were issued on an occasional basis so as to
absorb excess liquidity from the financial system. In 1987, 1988, and 1990, these
bonds, mostly short-dated and meant for particular purposes, were sold to
commercial banks. These infrequent issuances did not facilitate the establishment of
the secondary market.

Foreign Exchange Market The two primary actors in this field are
commercial banks and the Central Bank affiliated Exchange Equalization Fund.
The former serves exporters, importers, and borrowers, while the latter
accommodates the former as the country's foreign exchange bufferstock. Several
recent steps to deregulate exchange controls have led to more international
movements of funds and more transactions between the baht and foreign currencies.
Residents can now maintain foreign currency accounts domestically, whereas non-
residents can hold baht accounts locally. Additionally, out-in and out-out flows of
Bangkok International Banking Facilities (BIBF), established in 1993, have
augmented to a record level the transaction volume in the foreign exchange market.

What should be noted in this regard is that exchange rates in Thailand are
still unilaterally specified by the monetary authorities. And the value of the baht has
not fluctuated much relative to the U.S. dollar, the major constituent of the currency
basket utilized in the current exchange rate policy.

Government Bond Market This market has been rather dormant, because
the authorities often require the bond holding for specific purposes, e.g. liquidity
reserves ratio. Consequently, the coupon rates have not reflected the market
condition and thin market status has hindered the development of secondary market
trading. Further, the government's recurrent fiscal surplus since 1988 has dampened
the prospect of the government bond market.

Commercial Papers These debt instruments have lately attracted strong
attention in the financial arena as alternative means to tap funds, especially after the
new securities law and SEC came into play. Commercial papers are normally issued
by financial institutions or large and well-recognized corporations without any
guarantee. Such issuance is encouraged by the authorities and it will help develop
secondary market trading.

Stock Market The Stock Exchange of Thailand (SET) started operation in
April 1975. Its initial period did not see much trading. The atmosphere in the
subsequent period deteriorated markedly as a result of the second oil price crisis and
the worldwide surge of interest rates. The Black Monday event on October 19, 1987
and the Persian Gulf War (August 2, 1990) represented other clear-cut evidence that
SET is highly susceptible to external factors. Meanwhile, the authorities did not
hesitate to implement policy actions or to amend pertinent regulations in order to
correct the problematic situation. A number of common funds, for instance, were
pooled from the Government Savings Bank, the Thai Bankers Association, the
Central Bank, and SET brokers as a means to prop up stock prices and rescue
investors. At times finance and securities companies were allowed to invest more in
stocks, and borrowing margins were loosened.
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The year 1992 saw several significant developments in the Thai capital
markets. The new Securities and Exchange Act was enacted, while the governing
body or the Securities and Exchange Commission (SEC) was established. The Act
paves the way for further development of both primary and secondary markets for
debt and stock instruments, e.g. warrants, mutual funds, and convertible debentures.
These changes represent a major renovation, since the previous rules and
regulations—which were either too stringent or intricate—were properly relaxed.
Moreover, various regulators or supervisors were unified into a single unit, or SEC,
which not only screens and approves stock/debt issuance but also oversees SET's
patterns of trading.

PREDICAMENTS

The stock market was not the only financial institution which suffered
strokes of disturbances from the world markets. Finance and securitiecs companies
and commercial banks in Thailand also underwent several rounds of stresses and
strains, partly due to fluctuations on the external frontier.

Prior to 1979, the growth of finance and securities companies was very
rapid, but the quality of their performances was questionable. Given that these
financial firms emerged in the late 1960s, their mismanagement and/or immaturity
were understandable. During 1978 to 1979, liquidity shortages were exacerbated by
excessive speculation and stock price manipulation. The difficulties were further
compounded by high interest rates around the world. Fearing repercussions
affecting the overall financial stability of the country, the monetary authorities
finally intervened and offered assistance to the market.

Despite this intervention, a number of finance companies still suffered
from the aftermath of the first crisis. The economy during that period (1981 to
1983) was weakened by major changes in the world economy: a slackening global
demand, an increase in foreign interest rates relative to domestic rates, and a larger
extent of exchange rate volatility. Some finance companies tried to compensate the
sluggish atmosphere by extending voluminous credits, but without sufficient care.
Frauds and mismanagement were rampant in many other finance companies. These
factors led to a second crisis in 1983.

The magnitude and severity of the second crisis were far greater than those
of the first, resulting in numerous revocations of licenses and mergers as well as
acquisitions of finance companies. The number of firms decreased—from 127 in
1982 to 107 in 1987. In addition, the central authorities amended the pertinent laws
and set up in 1984 the “April 4 Lifeboat Scheme™ to rehabilitate troubled companies
while offering rescue to their depositors.

In spite of the fact that commercial banks had more experience in the
financial arena than finance companies, they still encountered difficulties which
arose from frauds, mismanagement, and exchange and interest rate fluctuations.
One small bank, for instance, suffered from imprudent portfolio management
caused by maturity mismatching and excessive exchange risks. In these cases, the
Thai monetary authorities did not hesitate to step in to preserve financial stability in
the market. Examples of rescue measures included: the reorganization of
management teams, the enlargement of capital bases, and the provision of soft
loans. In addition, the Commercial Banking Act was amended for the purpose of
enabling the authorities to deal with troubled banks in a more flexible, effective, and
timely fashion. The Financial Institutions Development Fund was also established
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as a separate legal entity to rehabilitate ailing financial institutions and to safeguard
depositors.

LIBERALIZATION

The above-mentioned measures to restore economic and financial stability
typically characterize the persistent attitude among most economic policymakers in
Thailand. This was the prime reason why between 1980 and 1987 financial
liberalization received little attention from the Thai authorities, despite the rapid
advancement of telecommunication technology and a growing volatility in interest
rate and exchange rate movements in world markets. The central authorities gave
top priority to resolving fundamental macrocconomic problems (e.g. economic
slackening, current account deficit or savings gap, and inflation) and
microeconomic plights (e.g. ailing finance companies, problematic banks, and chit
funds). When all these entanglements were under control in the late 1980s,
Thailand then began to experience impressive economic expansion and recurrent
surpluses on the fiscal balance and the balance of payments. Enhancing the
competitiveness of domestic financial institutions and restructuring the financial
system then became more pressing issues.

Amidst waves of deregulation and stronger competition worldwide in both
trade and finance, the Thai monetary authorities believed that though financial
liberalization had not been imposed by any country or agency, it seemed to be the
only viable choice for the Thai financial system to cope with rapid market
fluctuations. It came as no surprise, then, that after 1988, a number of market-
oriented policies were implemented. These included the dilution of exchange
controls, the liberalization of interest rates, and a wider scope of financial
institutions' operations. Furthermore, the basic financial infrastructure was
upgraded in several respects. The Bank for International Settlements' guidcline on
capital adequacy was adopted, for example, while offshore Bangkok International
Banking Facilities (BIBF) were initiated. The following crucial agencies were also
established: the Securities Exchange Commission, more mutual fund companies, a
credit rating agency, and the Export-Import Bank.

Because the monetary authorities gradually relaxed certain regulations,
broadened the scope of financial institutions' operations, and allowed branches of
financial institutions in both metropolitan and rural areas more room to function,
Thai financial institutions are expected to be improved and upgraded via takeovers
or mergers and acquisitions, and via entries of new members for each type of
financial institution.

Overall, the government may seem to have forgone some of its previous
directive control over the temperature of the economy. Valuable benefits from
financial liberalization have, however, emerged, though gradually and implicitly via
automatic adjustments of prices and quantities. The central authorities have not lost
all their discretion. They can still utilize indirect means to influence the market,
such as intervention in the repurchase market and moral suasion. These means have
thus far proven effective in creating the conditions for a smooth transition to a
dynamic and efficient financial system.
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Chapter 1

Introduction

The beginning of the 1990s saw crucial changes in most financial markets around
the world. Numerous types of financial institutions were liberalized to undertake
businesses that they had never engaged in before. Stringent rules and regulations
formerly imposed by monetary authorities were relaxed, allowing greater flexibility
and increased business opportunities. One clear-cut motive behind deregulation
policies was to strengthen competition between financial institutions, thus offering
the public more choices in financial intermediation. One cannot assume, however,
that stronger competition or better efficiency will guarantee financial stability. The
outcome largely depends on both the tactics adopted by the monetary authorities at
different stages of liberalization and financial institutions' readiness or ability to
adjust.

The above trends in global financial markets also apply to Thailand. When
the Bank of Thailand allowed more room for competition, financial institutions
responded well by resorting to new technology and know-how to provide new
products and services to customers. A controversial question remains: in the drive
toward deregulation, what will be the trade-off between efficiency and stability in
the financial system? If gains in the former come only at the expense of the latter,
the monetary authorities may not act as quickly as they should in the future. At
present, the authorities are already concerned about preserving financial stability,
given that a large number of financial institutions are rapidly exercising their new
rights in a seemingly formidable fashion. This intricate trade-off issue partly
corresponds with the central aim of the Asian Development Bank's study entitled
Financial Sector Policies of Selected Developing Member Countries. This study's
country report for Thailand serves as the core of this book.

The second chapter of this book presents a broad perspective on all
financial institutions in Thailand—their roles, relative sizes, and evolution. Given
the dominance of commercial banks and finance companies, Chapter 3 investigates
how these institutions are regulated, provides a concise description of the evolution
and current status of the Financial Institutions Development Fund and the stock
exchange in Thailand, and briefly examines accounting standards and the recently
adopted Value Added Tax (VAT).

Chapters 4 to 7 focus on different types of financial institutions, i.e.,
commercial banks, non-bank savings institutions, government finance institutions,
and non-intermediary financial firms. Their outstanding features are described, as
are their past experiences, problems and the lessons learnt therefrom. Their
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performances to date and the efficacy of their financial management are also
analyzed.

Chapter 8 examines the macroeconomic issues which are continual over-
riding concerns of the Central Bank and the Thai government. These issues involve
the objectives of and the instruments for monetary, fiscal, and exchange rate
policies. The development of various parts of Thailand's financial markets is then
traced in Chapter 9. They include money markets, the foreign exchange market,
government securities and commercial paper markets, and the stock market.

Recent reform experience, described in Chapter 10, covers various aspects
of liberalization in the country's financial markets. Examples are the dilution of
exchange controls, more freedom in interest rate specifications, increased flexibility
in portfolio management, a broader scope of operations, a globalized standard of
capital adequacy, and the establishment of the Bangkok International Banking
Facilities (BIBF). The underlying motives, the sequencing of measures, and private
enterprises’ reaction to each facet of liberalization are also covered. The final
chapter offers an overview of the past experiences in Thai financial circles, and a
synopsis of different financial liberalization stages. It also highlights the remaining
drawbacks and the future prospects of the Thai financial system, as well as trade-off
between costs and benefits in liberalization efforts.



Chapter 2

The Evolution of the Thai
Financial Sector

ACTORS

Thailand's financial system consists of a wide variety of institutions, the majority
of which are privately owned. Although each type has its own specialty, commercial
banks predominate, accounting for 70 percent of all financial institutions' total
assets in the past two decades (see Tables 1 and 2).

Commercial banking first came to Thailand in 1888 with the establishment
of a foreign bank's branch. The first Thai commercial bank emerged later, in 1906.
Initially, the foreign banks' branches were most active. Later, however, the Thai
banks caught up, through continual protection from the Thai government. By the
end of 1992, 15 Thai commercial banks commanded an extensive network of 2,566
branches, while foreign banks were restricted to just 15 local branches. In assets,
advances, and deposits, Thai banks controlled roughly 97 percent of the market
share and foreign banks were in charge of only 3 percent.

Commercial banks mobilize funds by accepting time, savings, and demand
deposits and by borrowing from domestic and foreign sources. They play an
important role in fostering the country's rapid growth and development, as
evidenced by their 73 percentage share in houschold savings captured by all
financial institutions over the past decade (see Tables 3 to 6). The same percentage
share is also applicable to credits. The country's commercial banking sector is under
the control of a limited number of banks. Assets of the largest three banks, for
example, accounted in 1992 for 50 percent of the whole banking system's assets,
while those of the smallest five banks totalled only 6 percent.
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Table 1 Salient Features of Thailand's Financial Institutions at the End of 1992

- Oyemmtem No. No. of branches

Commercial banks 1888 30 2,581
Finance companies 1969 92 42
Credit foncier companies 1969 18 -
Life insurance companies 1929 12 1,016
Agricultural cooperatives 1916 1,797 -
Savings cooperatives 1946 898 -
Pawnshops 1866 367 -
Government Savings Bank 1946 1 525
BAAC 1966 1 266
Government Housing Bank 1953 1 18
Industrial Finance Corp. of Thailand 1959 1 7
SIFCT 1992 1 -
Total - 3219 4,455

Source: Bank of Thailand.

Finance and Securities Companies represent the second largest type of
financial institution in Thailand, with a 14 percentage share in all financial
institutions' assets in the formal market. The first full-fledged finance companies
began operations in 1969, and many more were set up since then. Finance
companies obtain funds mostly through issuing promissory notes and through
borrowing from domestic and overseas banks. Securities companies, on the other
hand, engage primarily in securities issuance and trading. At the end of 1992,
Thailand had 92 finance and securities companies. Credit foncier companies are
similar to finance and securities companies, but they specialize in immovable
properties. This type of company is allowed to tap funds by issuing medium-term
notes (with maturities longer than one year). Such funds may then be used in the
following schemes: accepting mortgages of immovable properties, buying
immovable properties under sales contracts with rights of redemption, and other
activities as specified in ministerial regulations. By December 1992, Thailand had
18 credit foncier companies.

An important rival in long-term financing is /ife insurance. Although most
of the life insurance companies in Thailand (11 out of 12) are now of local origin,
the market was earlier dominated by a foreign life insurance company, due to
extensive networks, advanced technology, and know-how. In 1993, for instance,
only one foreign company commanded 48 percent of the life insurance market in
Thailand. Insurance companies mobilize funds through sales of packages, the most
popular being the endowment policy (roughly 60 percent). Life insurance policies in
Thailand may be broadly classified into three types: ordinary, industrial, and group.
Of these types, ordinary policies account for three quarters of all insurance policies.
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Table 1

(Billions of baht)

1,552.2 170.2 2,161.9 2,528.1
293.7 66.9 . 541.7 671.0
34 12 5.1 6.2
53.0 12.5 19.7 66.9
6.9 13 13.8 17.8
523 51.9 69.2 75.0

- 20 85 9.2

130.4 11.1 18.5 150.9
19.0 6.1 62.0 76.9
383 35 53.5 57.1

- 17 359 571

- 03 0.1 0.6
2,149.0 340.7 2,996.1 3,716.7

Cooperatives are also active in Thailand. The country's cooperative
movement began in 1916. Over the years, cooperatives have become widespread
and, by the end of 1992, the country had 1,797 agricultural cooperatives and 878
savings cooperatives. Agricultural cooperatives are organized by farmers to
facilitate and coordinate joint farming activities and to make low interest credits
available to members. Their principal sources of funds are borrowings and capital
accounts. Savings cooperatives, on the other hand, are formed mostly on an
occupational basis, e.g. for school teachers, university employees, policemen, and
public employees. Most members of savings cooperatives are salary earners, and
their dominant source of funds is paid-up capital from members. While subordinate
sources are reserves and deposits, savings cooperatives sometimes borrow from
commercial banks. They use most of their funds to provide loans to their members
for a variety of purposes.

Pawnshops are institutions which lend money against personal articles,
such as gold ornaments, jewelry, wrist watches, sewing machines, and electrical
appliances. They typically operate as small single units without branches. At the
end of 1992, Thailand had 367 pawnshops, some privately run and others
government owned. Private pawnshops rely heavily on their own resources for
loanable funds, although they occasionally borrow from commercial banks and
other sources. Municipal and government pawnshops' initial capital comes from
municipal and central government budgets, though they may also borrow from other
sources. Most loans extended by pawnshops are of small amounts, used mostly for
household consumption.
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Table 2 Financial Institutions' Total Assets

Commercial banks 1733 2182 2599 3000 3532 4237 5282
Finance companies 383 567 583 66.2 76.9 949 1054
Life insurance

companies 33 4.0 5.1 6.5 8.1 10.1 12.2
Agricultural cooperatives 4.1 4.7 52 5.7 6.7 85 9.7
Savings cooperatives 21 27 34 44 5.6 7.4 8.0
Pawnshops 1.8 2.1 2.8 32 33 38 38

Credit foncier companies 1.7 28 33 39 5.1 5.6 53
Government Savings

Bank 182 198 242 280 312 370 452
BAAC 96 126 144 17.3 19.3 20.9 224
Industrial Finance Corp.

of Thailand 20 25 32 42 5.5 6.6 74
Government Housing

Bank 31 5.0 7.4 10.1 11.7 11.5 10.8
SIFCT 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total - 2576 3312 3872 4496 5268 630.1 7585

Source: Bank of Thailand.

Table 3 Percentage Shares of Financial Institutions' Total Assets

Commercial banks 673 659 67.1 66.7 67.0 67.2 69.6
Finance companies 149 171 15.1 14.7 14.6 15.1 139
Life insurance

companies 13 12 1.3 14 1.5 1.6 1.6
Agricultural

cooperatives 1.6 14 1.3 13 1.3 13 1.3
Savings cooperatives 0.8 0.8 0.9 1.0 1.1 12 1.1
Pawnshops : 0.7 0.6 0.7 0.7 0.6 0.6 0.5
Credit foncier

companies 0.7 0.8 0.9 0.9 1.0 0.9 0.7
Government Savings

Bank 7.1 6.0 6.3 6.2 5.9 5.9 6.0
BAAC 3.7 38 37 38 3.7 33 30
Industrial Finance

Corp. of Thailand 08 08 08 0.9 1.0 1.0 1.0
Government Housing

Bank 1.2 1.5 1.9 22 22 1.8 14
SIFCT 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Source: Bank of Thailand.
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Table 2
(Billions of baht)

6394 7019 767.6  920.1 1,126.1 14065 1,789.6 2,147.6 2,528.1
118.1 131.0 139.8 160.0 195.7 2817 3656 481.0 671.0

152 184 21.2 25.0 293 37.7 474 54.7 66.9

72 7.8 8.5 11.2 14.0 17.7 12.7 154 17.8
12.1 15.7 19.6 244 309 39.1 56.8 65.0 75.0
4.1 5.1 51 54 6.5 73 9.7 85 9.2

44 42 43 38 39 4.1 44 5.0 6.2

54.2 64.9 94.1 11,5 1243 125.7 138.8 140.2 150.9
252 285 30.2 336 373 450 54.8 672 76.9

111 15.0 17.9 22,6 241 29.6 38.0 478 57.1

12.9 13.7 14.7 15.4 19.5 278 358 45.4 57.1
0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.6

9039 10060 11232 13330 16116 2,023 25538 30780 37167

Table 3
(Percent)

70.7 69.8 68.3 69.0 69.9 69.5 70.1 69.8 68.0
13.1 13.0 124 12.0 12.1 13.9 143 15.6 18.1

L7 18 1.9 1.9 18 1.9 1.9 1.8 1.8
08 08 08 08 0.9 0.9 0.5 0.5 0.5
13 1.6 1.7 1.8 1.9 1.9 22 21 20
0.5 0.5 0.5 0.4 0.4 0.4 04 03 02

0.5 0.4 0.4 0.3 02 02 02 0.2 0.2

6.0 6.5 84 84 17 6.2 54 4.6 4.1
28 28 27 25 23 22 2.1 22 21

1.2 1.5 1.6 1.7 1.5 1.5 L5 1.6 1.5

14 14 1.3 12 1.2 14 14 1.5 1.5
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
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Table 4 Household Savings at Financial Institutions (Outstanding Amounts
at Year-end)

Commercial banks 26.7 34.6 423 54.1

Finance companies 0.7 1.7 32 6.3
Life insurance companies 1.0 1.1 14 1.6
Agricultural cooperatives 0.1 0.1 0.1 02
Savings cooperatives 0.7 0.8 1.0 1.1
Pawnshops - - - -
Credit foncier companies na. na. 0.3 0.5
Government Savings Bank 6.2 75 9.5 10.5
BAAC 0.1 0.2 0.3 04
Industrial Finance Corp. of Thailand - - - -
Government Housing Bank - - 0.1 0.1
SIFCT - - - -

Total : 354 460 58.1 74.9

Commercial banks 2533 328.1 394.5 452.9

Finance companies 49.8 54.1 48.6 62.1
Life insurance companies 88 11.1 134 15.9
Agricultural cooperatives 1.3 14 1.6 20
Savings cooperatives 6.1 79 9.8 123
Pawnshops - - - -
Credit foncier companies 36 3.1 23 21
Government Savings Bank 31.9 39.0 459 56.1
BAAC 1.5 1.8 20 26
Industrial Finance Corp. of Thailand - - - -
Government Housing Bank 1.6 1.7 52 7.1
SIFCT - - - -
Total 350 4482 32 6132

Source: Bank of Thailand.
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Table 4

(Billions of baht)

65.9 80.8 99.6 115.5 128.5 163.8 198.3

73 98 14.0 23 23.0 29.3 388
1.9 2.3 2.8 35 43 5.4 6.9
0.3 0.4 0.5 0.7 0.8 0.9 1.1
1.4 1.4 1.7 22 2.8 37 4.7
0.5 0.5 06 1.0 1.3 2.0 2.8

10.8 12.9 15.5 17.0 20.8 24.1 26.8
0.6 0.6 0.6 0.8 1.1 1.3 1.3
02 0.4 0.4 0.6 0.7 1.6 1.6

88.9 109.2 1359 163.6 183.5 232.1 282.3

505.2 588.7 704.6 887.6 1,148.8 1,332.1 1,552.2

64.2 64.8 86.1 124.6 154.6 201.9 293.7
17.5 20.5 242 30.0 343 404 53.0
22 28 35 44 5.1 6.0 6.9
15.9 20.8 26.7 325 385 453 52.2
22 20 1.9 1.8 1.8 25 33
81.2 96.9 105.9 107.2 112.2 119.8 1304
37 45 5.9 9.6 13.7 15.6 19.0
8.2 7.8 11.1 19.3 254 33.8 383

700.3 808.9 970.1 12171 . 1,5345 1,801.8 2,149.1
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Table 5 Percentage Shares of Household Savings at Financial Institutions

Commercial banks 75.4 75.2 72.8 722

Finance companies 2.0 3.7 55 8.4
Life insurance companies 28 24 24 2.1
Agricultural cooperatives 0.3 0.2 0.2 03
Savings cooperatives 2.0 1.7 1.7 1.5
Pawnshops - - - -
Credit foncier companies n.a. na. 0.5 0.7
Government Savings Bank 17.5 16.3 16.4 14.0
BAAC 0.3 04 0.5 0.5
Industrial Finance Corp. of Thailand - - - -
Government Housing Bank - - 02 0.1
SIFCT - - - -

Commercial banks 70.8 73.2 754 73.9
Finance companies 13.9 12.1 93 10.1
Life insurance companies 2.5 25 2.6 26
Agricultural cooperatives 04 0.3 0.3 0.3
Savings cooperatives 1.7 1.8 1.9 20
Pawnshops - - - -
Credit foncier companies 1.0 0.7 0.4 03
Government Savings Bank 89 8.7 88 9.1
BAAC 04 0.4 04 0.4
Industrial Finance Corp. of Thailand - - - -
Government Housing Bank 04 04 1.0 1.2
SIFCT - - - -

Source: Bank of Thailand.

Among government-owned financial institutions, the Government Savings
Bank (GSB) outranks all others, in numerous respects. By 1992, for instance, GSB
had an extensive network of 525 branches throughout the country. The fact that its
deposits and total assets accounted for 6 percent and 11 percent of the entire
financial system during the past two decades, respectively, is, therefore, not
surprising. GSB's history dates back to 1913 when King Rama VI set up the
Savings Office, attached to the Royal Treasury. In 1929, the Savings Office was
transferred to the Post and Telegraph Department, where it remained until 1947,
when all its assets and liabilities were transferred to the newly created GSB.

GSB's main function is to mobilize small savings through demand,
savings, and time deposits. It also issues savings certificates and premium bonds. In
the past, a large portion of GSB's funds were invested in government securities. In
recent years, however, the government's fiscal status has markedly improved; hence
GSB is allowed to extend credits to statc enterprises as well as private
entrepreneurs.
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Table §
(Percent)

74.1 74.0 733 70.6 70.0 70.6 70.2
8.2 9.0 10.3 13.6 12.5 12.6 13.7
2.1 2.1 2.1 2.1 23 23 24
03 04 0.4 0.4 0.4 04 04
1.6 13 1.3 13 1.5 1.6 1.7
0.6 0.5 04 0.6 0.7 0.9 1.0

12.1 11.8 114 104 11.3 104 9.5
0.7 0.5 04 0.5 0.6 0.6 0.5
0.2 04 0.3 0.4 04 0.7 0.6

72.1 72.8 72.6 72.9 74.9 73.9 722

92 8.0 8.9 10.2 10.1 112 13.7
25 25 25 25 22 22 25
03 03 0.4 0.4 0.3 03 03
23 26 28 27 25 25 24
03 0.2 0.2 0.1 0.1 0.1 0.2
11.6 12.0 10.9 88 13 6.6 6.1
0.5 0.6 0.6 08 0.9 0.9 0.9
1.2 1.0 1.1 1.6 1.7 1.9 18

The Bank for Agriculture and Agricultural Cooperatives (BAAC) was set
up in 1966 to take over the role of the Bank for Cooperatives. BAAC provides low
interest credits to farmers and cooperatives. Recently, BAAC has broadened its
scope of operation to cover advancements in both technology and manpower. A
considerable portion of BAAC's resources are drawn from commercial banks, which
lend to BAAC as one means of satisfying their compulsory rural credit extension.
BAAC also accepts time and savings deposits from the private sector. The Central
Bank supplies BAAC with additional credit facilities on special occasions or on an
ad hoc basis.

The Government Housing Bank (GHB), established in 1953, helps people
of moderate income to buy their own homes. GHB is permitted to accept deposits of
any type and maturity from the public. Its lending may also hinge upon funds
borrowed from abroad.
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Table 6 Credits Extended by Financial Institutions (Outstanding Amounts
at Year-end)

Commercial banks 316 35.7 51.2 67.7

Finance companies 23 6.2 10.1 16.2
Life insurance companies 0.5 0.6 0.7 0.8
Agricultural cooperatives 0.7 0.7 0.9 12
Savings cooperatives 0.6 0.7 0.9 1.1
Pawnshops 0.6 0.6 0.8 1.1
Credit foncier companies 0.1 0.1 03 0.6
Government Savings Bank 04 04 0.3 0.3
BAAC 1.4 1.7 20 2.7
Industrial Finance Corp. of Thailand 0.5 0.6 0.6 0.9
Government Housing Bank 0.1 0.1 - 0.1
SIFCT 0.1 0.1 0.1 0.1
Total : ~ 39.0 475 67.8 92.8

Commercial banks 299.8 401.6 475.0 521.0

Finance companies 79.5 90.7 95.0 98.1
Life insurance companies 4.1 5.1 6.2 7.1
Agricultural cooperatives 4.6 4.9 53 59
Savings cooperatives 6.7 8.6 10.9 134
Pawnshops 32 3.6 43 4.6
Credit foncier companies 35 36 30 28
Government Savings Bank 20 33 12 1.4
BAAC 15.7 17.1 19.6 21.6
Industrial Finance Corp. of Thailand 4.7 4.9 6.1 7.8
Government Housing Bank 9.5 93 10.1 11.2
SIFCT 0.1 - - -
Total 4334 552.8 636.7 695.0

Source: Bank of Thailand.
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Table 6

(Billions of baht)

20.5 252 33.7 48.1 47.6 55.0 65.4
0.9 12 33 1.4 2.1 2.7 34
1.9 2.3 2.9 35 3.8 3.9 42
1.3 1.6 20 2.5 32 4.0 52
12 1.3 1.4 1.8 24 28 3.1
0.6 0.6 0.9 1.4 1.9 24 2.9
0.3 0.5 0.7 0.7 1.1 1.1 2.1
4.7 6.8 8.5 9.7 10.9 12.5 14.1
1.3 1.7 1.6 1.9 2.5 33 43
0.3 0.9 1.7 27 4.9 8.1 9.4
0.1 0.1 0.1 0.1 0.1 0.1 0.1

114.6 1372 176.6 2323 2756 368.7

543.7

672.9

1,482.0

3149

1,789.4

2,161.9

' 853.5 1,110.6
102.2 113.3 154.2 238.5 314.9 405.9 547.7
73 75 8.6 113 16.5 18.8 19.7
6.3 6.6 6.9 7.9 10.0 12.0 13.8
17.2 22.9 30.4 40.2 495 60.0 69.2
45 5.1 5.5 5.8 7.0 72 8.5
26 24 25 28 32 3.7 5.1
1.6 3.6 45 6.0 11.4 14.9 18.5
23.1 25.1 264 29.8 38.8 48.6 62.0
8.0 8.7 10.7 15.0 21.1 26.3 36.0
11.9 12.7 15.9 21.6 29.6 39.7 53.5
- - - 0.1 0.1 0.1 0.1
728.5 880.9 1,119.3 1,489.5 1,984.0 2,426.8 2,996.1
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Table 7 Percentage Shares of Credits Extended by Financial Institutions

Commercial banks 81.0 75.2 75.5 73.0

Finance companies 5.9 13.1 14.9 17.5
Life insurance companies 1.3 13 1.0 0.9
Agricultural cooperatives 1.8 1.5 1.3 1.3
Savings cooperatives 1.5 1.5 13 1.2
Pawnshops 1.5 1.3 1.2 12
Credit foncier companies 0.3 0.2 04 0.6
Government Savings Bank 1.0 0.8 04 03
BAAC 36 3.6 29 29
Industrial Finance Corp. of Thailand 1.3 1.3 0.9 1.0
Government Housing Bank 03 02 0.0 0.1
SIFCT 0.3 0.2 0.1 0.1

Commercial banks 69.2 74.6 75.0

Finance companies 18.3 164 14.9 14.1
Life insurance companies 0.9 0.9 1.0 10
Agricultural cooperatives 1.1 0.9 0.8 0.8
Savings cooperatives 1.5 1.6 1.7 1.9
Pawnshops 0.7 0.7 0.7 0.7
Credit foncier companies 08 0.7 0.5 04
Government Savings Bank 0.5 0.6 02 02
BAAC 3.6 3.1 31 3.1
Industrial Finance Corp. of Thailand 1.1 0.9 1.0 1.1
Government Housing Bank 22 1.7 1.6 1.6
SIFCT 0.0 0.0 0.0 0.0

Source: Bank of Thailand.
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Table 7
(Percent)

70.9 693 69.0 68.3 70.8 69.5 69.0
17.9 18.4 19.1 20.7 17.3 17.5 17.7

74.6 76.4 76.3 74.6 74.7 73.7 72.2
14.0 12.9 13.8 16.0 159 16.7 18.3
1.0 0.9 0.8 0.9 0.8 0.8 0.7
0.9 0.7 0.6 0.5 0.5 05 0.5
24 26 27 27 25 25 23
0.6 0.6 0.5 04 04 0.3 03
0.4 03 02 0.2 02 0.2 0.2
0.2 04 04 04 0.6 0.6 0.6
32 28 24 20 20 20 21
1.1 1.0 1.0 1.0 1.1 1.1 12
1.6 1.4 1.4 1.5 1.5 1.6 1.8

0.0 0.0 0.0 0.0 0.0 0.0 0.0
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Two other specialized financial institutions are industrial financing units:
the Industrial Finance Corporation of Thailand (IFCT) and the Small Industrial
Finance Corporation of Thailand (SIFCT). Established in 1959 to supersede the
Industrial Bank of Thailand, IFCT assumed some of its predecessor's assets in the
form of an interest free 50-year government loan. Nevertheless, the ownership
pattern has changed to rely more upon private entities, principally the Thai
commercial banks, while the remainder is owned by the Ministry of Finance. IFCT
operates along the lines of a private development bank or development finance
company. It focuses on financing fixed assets through the extension of medium- and
long-term loans to different industries. IFCT also participates in its customers'
equity, but it is not allowed to extend credits to companies which are more than a
third government owned. Nevertheless, it may issue guarantees to commercial
banks on behalf of its customers to obtain letters of credit, as it has no foreign
exchange license. In the past, IFCT was largely funded by foreign borrowing under
government guarantee which supplemented its own capital. In recent years, IFCT
has come to depend more on borrowings in local currency, due to rapid and volatile
exchange rate fluctuations. SIFCT is the IFCT's counterpart for small-scale
industrial undertakings, which includes cottage and handicraft industries. Initially,
SIFCT was not allowed to extend credits to enterprises with total assets over 10
million baht. This was handled by the Department of Industrial Promotion in the
Ministry of Industry. Recently, SIFCT's status has been raised to that of a juristic
entity which can mobilize funds from the public. SIFCT's paid-in capital and scope
of operation have also expanded.

Table 1 shows the contrasts and salient features of the various financial
institutions in Thailand. While Tables 2 and 3 indicate total assets in absolute and
relative terms, respectively, Tables 4 and 5 focus on the household savings captured
by different financial institutions. Tables 6 and 7 highlight credits extended and
their shares.

FINANCIAL MARKETS

The money market is an arena for short-term dealings utilizing such
financial instruments as treasury bills, interbank loans, repurchase agreements,
certificates of deposits, and commercial bills, among others. The capital market, on
the other hand, involves the trading of stock issues, long-term bonds or debentures,
and floating rate notes. The credit market is different from the money and capital
markets in that it handles both short- and long-term credits, including direct loans,
overdrafts (which may or may not be rolled over), bills discounted, and leasing
extended by different financial institutions (see Chapter 9 for more details).

RELATIVE SIZES

Table 8 shows the size of Thailand's financial system relative to the
national economy. Broad money supply, or M2, and total assets of financial
institutions (TAFI) have been selected to represent the banking sector and the whole
financial system, respectively. Two points are immediately evident. First, the
banking sector and the whole financial system grew steadily between 1977 and
1986, as M2/GDP rose from 37 percent to 59 percent while TAFI/GDP increased
from 64 percent to 99 percent. Six years later, these two ratios grew much faster—
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to 79 percent and 139 percent, respectively. GDP's rapid expansion was a primary
factor inducing financial institutions to enlarge their assets. And gradual financial
liberalization undertaken since the late 1980s also encouraged nmew activities,
resulting in the expansion of assets. Second, the banking sector was able to retain its
dominance over other financial institutions, as the M2/TAFI remained constant
throughout, at around 58 percent. This indicates that throughout the 1980s and the
early 1990s, rapid improvements in the Thai financial scenario occurred not only
among commercial banks, but also among other financial institutions,

Table 9 compares the performances of the credit and capital markets.
Between 1975 and 1986, the stock market (SET) played an insignificant role.
Annual changes of credit outstanding relative to GDP averaged 7 percent, while
capital funds tapped from SET to GDP stayed at only 0.3 percent. The main reason
for such imbalance was that SET was in its infancy—it was established in 1975—
and its regulations were excessively intricate and burdensome. Therefore, SET was
not well developed during that period and the general public lacked familiarity with
and confidence in capital market activities. The period of 1987 to 1992 saw not only
exuberant upturns in the Thai economy, with real GDP growing at the pace of 7 to
13 percent per annum, but also much greater contributions from both credit and
capital markets. The credit flows/GDP ratio surged to 21 percent, for example,
while the capital tapped from the SET to GDP ratio rose to 2.1 percent in 1992. The
more active capital market can be attributed to confidence gained through
familiarity, as well as conducive legal amendments.

There are close links between the real and financial sectors, as the
following section explains.

REAL SECTOR LINKAGE

Overall, the Thai economy underwent three periods of economic
development. The first wave came in the 1960s, when the government emphasized
two targets: building necessary economic infrastructure (such as roads, dams,
reservoirs) and diversifying agricultural production (which had largely hinged on
rice). Efforts during this period were quite successful, as agricultural statistics
clearly indicate. In the early 1960s, paddy amounted to 50 percent of all crop
production, but this declined to only 35 percent in 1970. All crops constituted 74
percent of agricultural output in the early 1960s, falling to 70 percent in 1970,

The second wave of economic development occurred in the 1970s. During
this decade, focus was shifted toward import substitution. The government felt that
Thai industries were readily equipped with market, labor, and raw materials. They
thus deserved tariff protection. The protective measures granted were quite
effective, as reflected in the country's lower import figures. The consumer goods
portion of total imports dropped from 19 percent in 1970 to only 10 percent in
1980. Even the capital goods portion sank from 35 percent to 24 percent over the
same period. By the end of the 1970s, the government began to feel that a
formidable constraint in the import substitution strategy was limited market
potential.
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Table 8 M2, TAFI, GDP

o

M2 43.5 151.1 1803 2055 2518 2929 363.8 4505

TAFI 524 2576 3312 3872 4496 5268 630.1 7585
GDP 136.1 4035 4882 5589 662.5 7604 841.6 921.0

M2/GDP (%) 03 374 369 368 38.0 385 432 48.9
TAFI/GDP (%) 04 638 678 693 679 693 74.9 824
M2/TAFI (%) 0.8 587 544 53.1 56.0 55.6 57.7 594

M2 = Broad money supply
TAFI = Total assets of financial institutions
GDP = Gross domestic product

Source: Bank of Thailand and National Economic and Social Development Board.

Table 9 Credit Extension and Capital Funds Tapped from SET

Credit flows from 12 financial 21.8 55.8 432 39.3
institutions

Capital mobilized by quoted 0.1 4.0 29 0.7
companies in SET

GDP 303.3 488.2 558.9 662.5

Credit flows / GDP (%) 7.2 11.4 7.7 5.9

Capital tapped / GDP (%) 0.0 0.8 0.5 0.1

Source: Bank of Thailand and Securities Exchange of Thailand.

It is thus not surprising that the third wave of economic development,
which began in the early 1980s, shifted to export production. Aiming for a higher
degree of competitiveness and efficiency, the government dismantled tariff walls
one after the other. The Board of Investment's policy also became geared toward
export promotion. Attempts in this direction proved highly fruitful. The ratio of
exports to GDP grew from 22 percent in the first half of the 1980s to 32 percent in
the second half. Macroeconomic policies also became more market-oriented, with
flexible exchange rates and fewer constraints on interest rates. It should be noted
that the 1980s corresponded to the period when several industrial countries were
trying to relocate their industries abroad.
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Table 8
(Billions of baht)

1984

5379 5935 6728 8086 9561 12071 1,529.1 18324 21177
903.9 11,0060 1,123.2 1,333.0 1,611.6 2,0223 25538 3,0780 3,716.7
988.1 1,056.5 1,1334 12999 15598 18570 2,191.1 12,5056 2,804.9
544 56.2 594 62.2 61.3 65.0 69.8 73.1 75.5
9.5 952 99.1 1025 1033 108.9 116.6 1228 1325
595 59.0 59.9 60.7 593 59.7 59.9 59.5 57.0

Table 9
(Billions of baht)
198 1987 1988 1989 1990 1991 1992

335 152.4 2384 370.2 494.5 442.8 569.3
22 14.5 10.9 253 46.6 55.6 55.3
1,133.4 1,299.9 1,559.8 1,857.0 2,191.1 2,505.6 2,804.9
3.0 11.7 15.3 19.9 226 17.7 20.3
0.2 1.1 0.7 14 2.1 22 2.0

As regards the financial system, the first and second waves of economic
development did not generate much pressure on the financial sector. Agricultural
diversification was not a capital intensive endeavor and, during the first wave, the
government resorted to loans from international organizations for building up
infrastructure. Throughout the second wave, because import substitution had limited
markets, the scale of production was rather small. During the first and second
waves, therefore, the primary task assigned to the domestic financial system was to
allocate financial resources. This resulted in the following regulations imposed on
commercial banking: 1) Banks were required to annually extend agricultural credits
up to a certain portion of their outstanding deposits; and 2) If banks wished to open
up new branches, one prerequisite was to hold government securities up to 16
percent of their outstanding deposits. This latter regulation was to give financial
support to government efforts. Once new bank branches became operative, they
were obligated to extend credits to customers located in the same vicinity as bank
branches by at least 60 percent of the deposits tapped. Furthermore, for branches in
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small regional districts, one third of the required local credits had to be sct aside for
agricultural purposes. Although these regulations may be perceived as market
interference, they were designed to accommodate the underlying objectives of the
government's economic development policies, even at the expense of efficiency.

The third wave of development, or export promotion, had a strong impact
on Thailand's financial system, as it targeted the world market. Supporting export
industries created a huge demand for funds to cater to related investments,
personnel, and machinery. Domestic financial institutions have begun to recognize
the need to upgrade their systems with respect to both efficiency and fund
mobilization. Otherwise, they could easily lose their market shares to foreign rivals.

On the part of the government, it is widely believed that the final outcome
of international trade negotiations (e.g. the Uruguay Round) will be in favor of
liberalization in both goods and services. Entries and branching of foreign banks
are highly likely. Therefore, if Thai banks do not adjust or make improvements
beforehand, they could easily suffer under the increasing force of competition.
Government authorities have thus started to relax regulations step-by-step to
encourage more competition between domestic commercial banks. It is hoped that a
greater degree of competition will strengthen these banks. In short, the trend toward
economic globalization practically forces Thailand to liberalize its financial system
to be able to compete on equal terms with foreign banks. Consequently, in the third
wave of economic development, the Thai financial arena has undergone several
structural changes (see details in Chapter 10).

The two fundamental principles underlying financial policy direction
during the third wave of economic development are to favor market mechanisms
and to build up the country's financial infrastructure. Examples of market-oriented
policies are the relaxation of exchange controls, liberalization of interest rate
specifications, and a wider scope for financial institutions’ businesses. Examples of
financial infrastructure arc the establishment of the Securities and Exchange
Commission (1992), the adoption of the Bank for International Settlements' rule on
capital adequacy (1993), the initiation of the Bangkok International Banking
Facilities (1993), and most recently, the establishment of the EXIM Bank, more
mutual funds companies, and a credit rating agency. Before describing these
financial reforms, attention must be given to the basic elements of the financial
infrastructure, including its legal requirements, accounting standards, taxation, and
government supervision or regulatory agencies.
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Financial Infrastructure

Of the various types of financial institutions now operating in Thailand,
commercial banks and finance companies command predominant shares, i.e., 68
percent and 18 percent of all financial institutions' total assets at the end of 1992,
This chapter primarily focuses on how these two groups of financial institutions are
regulated. Included are some of the cardinal rules that the central authorities have
long deemed appropriate to impose on commercial banks and finance companies.
Little attention is devoted to the minute details of these rules, such as particular
ratios, as they vary according to the prevailing economic and political atmosphere,
as well as the inclinations of the executives in charge of economic policies.

COMMERCIAL BANKS

Thailand's commercial banks are governed by the Commercial Banking
Acts of 1962 and 1979, which were amended in 1985 and 1992. Under these Acts,
the term “commercial banking” is defined as “the husiness of accepting deposits of
money subject to withdrawal on demand or at the end of a specified period, and of
employing such money in one or several ways, such as: (1) granting credits; (2)
buying and selling bills of exchange or any other negotiable instruments; and (3)
buying and selling foreign exchange.” In addition, commercial banks may
undertake related businesses, such as collecting payments for bills, giving avals to
bills, accepting bills, issuing letters of credit, providing guarantees, or any other
transactions of a similar nature. A commercial bank can be established only in the
form of a limited public company, under a license granted by the Ministry of
Finance.

Restricted Shareholding

To divest sharcholding in commercial banks to the public, the 1979 Act
requires that a commercial bank have at least 250 individual sharcholders. Such
shareholders must altogether hold shares of not less than 50 percent of the total
shares issued, and each sharcholder cannot hold more than 0.5 percent of the total
shares. Thai nationals must also hold not less than three-fourths of the total shares
issued. This Act does not allow any one “person” to hold shares in excess of 5

21
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percent of the total shares issued. Included in the definition of “person” are (1) his
or her spouse or offspring; and (2) his or her partner in an ordinary or limited
partnership or limited company who holds more than 30 percent of the total shares
issued by such a partnership or company.

Adequate Cushion

Each bank is required to keep a minimum “liquidity reserve ratio” of 7
percent of the total deposits as reserves to ensure that there is always enough cash to
meet withdrawals. At least 2 percent of this 7 percent must be held at the Bank of
Thailand without accruing interest, at most 2.5 percent as cash in hand, and the rest
as eligible securities. Furthermore, provisions must be made for possible losses
resulting from bad debts.

Commercial banks have to maintain capital funds of not less than 8 percent
of risk assets, i.c., credits cannot be extended beyond 12.5 times their capital base.
The 1992 amendment lowered this ratio to 7 percent, effective January 1, 1993.
Nevertheless, this adjustment was made in consonance with the Bank of
International Settlements guidelines, whereby two tiers of capital are recognized
and different assets are given different weights, according to their associated risks.
It is expected that the BIS standard of 8 percent can be reached from January 1995
onwards.

In addition, commercial banks have to cover their contingent liabilities and
foreign exchange exposure with sufficient capital funds. In other words, a bank's
capital should amount to at least 20 percent of its total contingent liabilities, while
its net foreign exchange liabilities and assets must remain within 20 percent and 25
percent of its capital accounts, respectively,

Risk Diversification

To achieve good financial stability, the 1979 Act demands that commercial
banks diversify their customer profiles. Each bank is not allowed to extend credits
of more than 25 percent of its capital funds to any individual client. Nor can it offer
off-balance-sheet obligations of more than 50 percent of its capital funds to any one
customer. Moreover, each bank can neither hold shares/debentures of other
incorporated companies amounting to over 20 percent of the bank's capital funds,
nor hold more than a 10 percent share in any company's equity. These rules help the
banks avoid clustering risks, regardless of the prospects of specific clients.

Branching

One former prerequisite for opening up a bank branch was that the bank
hold government bonds worth at least 16 percent of its total outstanding deposits.
The intention was to help finance budgetary deficits or bond issuance. As the
government's fiscal balance has improved markedly in the late 1980s, however, no
government bonds have been issued since 1992, and the 16 percent ratio on
branching was lowered gradually from 1990 to 1992, before being abolished in the
middle of 1993,

Three additional conditions for establishing new bank branches in
suburban districts are still in effect. They are: 1) that credits extended by such
branches to community clients must amount to at least 60 percent of their
outstanding deposits, 2) that for small districts in particular, one third of the
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community credits must be agriculturally related; 3) that if bank branches cannot
fulfil community credit targets, they must deposit the residual at the Central Bank,
or buy government/state enterprise bonds of up to 4.5 times the residual, or
Government Housing Bank bonds amounting to three times the residual.

Compulsory Credits

Although the Central Bank does not explicitly require commercial banks to
extend special credits to specific customers under particular terms, it formally
requests “collaborative” efforts in two respects. First, effective as of 1975,
commercial banks “should” offer credits totalling at least 5 percent of their
outstanding deposits to agriculture. This ratio was increased gradually between
1976 and 1986 to 7 percent, 9 percent, 11 percent, and 13 percent, with its 2
percent constituent belonging to agro-businesses. In 1987, these “requested” credits
reached 20 percent of outstanding deposits, but their coverage was also broadened to
include credits offered to small-scale industrial enterprises.

Furthermore, the more credits that commercial banks extend to the so-
called “priority sectors” (agriculture, mining, manufacturing, exports, and
wholesale purchases from farmers), the more the privileges awarded in the form of
rediscount facilities from the Central Bank, or partial exemption from the minimum
capital/risk asset requirement.

Scrutiny of the rationale behind compulsory credit extension reveals that
the monetary authorities wish to circulate credits to vital rural economic sectors
which tend to be rather weak. If left to commercial bankers, these sectors would be
ignored because, from the viewpoint of typical bankers, investment in these weak
economic sectors yield little, if any, steady and satisfactory financial returns. The
monetary authorities still insist upon their original intention, however, and
“development credit” has become a mandate for all commercial banks.

Intra-affiliate Services

Commercial banks may be tempted to offer excessive credits and financial
services to the family members of their executives, as well as to their affiliated
firms. It is thus not surprising to find the following items in the Commercial
Banking Act:

e Section 12(2) prohibits commercial banks from extending credits or
obligations to their executives. Section 12 bis expands the coverage of
Section 12(2) to cover bank executives' family members and affiliated
firms in which bank executives hold more than a 30 percent stake.

o To effect management control, the Commercial Banking Act stipulates
that employment as bank director, manager, deputy manager, assistant
manager or adviser, be prohibited to the following:

— abankrupt person;

— a person who has been sentenced in final judgment to
imprisonment for an offence related to property committed with
dishonest intent;
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a person who has been dismissed or discharged from the
government or government agencies for fraudulent conduct in the
performance of his or her duties;

a person who was previously employed as the director, manager,
deputy manager, or assistant manager of a commercial bank that
has had its license revoked;

a person who has been removed by the Minister of Finance from a
position in a commercial bank;

a political civil servant;

a government official who controls the operations of commercial
banks, or an officer of the Bank of Thailand; and

a manager, deputy manager, or assistant manager of a partnership
of a company in which he himself or the person pursuant to
Section 12 bis has held or currently holds shares. This does not
apply to directors or advisers of a commercial bank who do not
have the power to sign on behalf of the bank.

Three quarters of the directors of each bank must be of Thai nationality.

FINANCE COMPANIES

Finance companies borrow funds from the public through issuing
promissory notes or similar financial papers to lend to third parties. Such
companies are regulated under the Act on the Undertaking of Finance Business,
Securities Business and Credit Foncier Business, B.E. 2522 (1979). This Act has
been amended twice, in 1983 and in 1985.

Under this Act, “finance business” is defined as procuring funds to use for
various types of business operations. These may be categorized as follows:

Finance for commerce;

Finance for development;

Finance for disposition and consumption;

Finance for housing; and

Other types of finance business as prescribed in ministerial
regulations.

A finance business may be undertaken only by a limited public company,
after a license from the Minister of Finance has been obtained. A finance company
may also be granted a license for securities business under the same Act. By the end
of 1992, the Ministry of Finance had authorized 92 finance companies.

Finance companies are regulated in similar fashion to commercial banks.
Crucial elements of these regulations are as follows:
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¢  Restricted Shareholding A finance company must have at least 100
ordinary persons holding shares of not less than 50 percent of the total
shares sold. Each shareholder must not hold shares of more than 0.6
percent of the total shares sold, while shares held by Thai nationals
must not be less than three quarters.

o Adequate Cushion Finance companies have to maintain liquid assets
amounting to at least 7 percent of their total borrowings from the
public. Liquid assets can be held in the form of balances at the Bank of
Thailand (no less than 0.5 percent), government securities and other
unobligated bonds and debentures guaranteed by the Thai government
(no less than 5.5 percent), and the rest as deposits or call loans at
domestic commercial banks. As regards capital adequacy, finance
companies are required to satisfy the minimum capital funds to risk
assets ratio of 6 percent. Each company's registered and paid-up
capital must amount to at least 60 million baht.

¢ Risk Diversification Finance companies cannot offer loans of more
than 30 percent of their capital funds to any one person. Neither can
they invest in securities by more than 60 percent of their capital funds.
Avals and guarantees are subject to a similar limit, i.e., those given to
any one person must not exceed 25 percent of capital funds and the
aggregate of avals plus guarantees should stay within a quadruple of
capital funds. Collectively, all financial commitments given to any one
person must not exceed 35 percent of capital funds. Finance
companies are also prohibited from concentrating their holdings in
any one enterprise. The maximum shareholding in a limited company
is 10 percent of such company's shares.

®  Branching A finance company may only set up a branch office if it is
permitted by the Minister of Finance, who may attach conditions to the
authorization.

e Controls on Credits and Borrowings At times, the Central Bank
specifies restrictions on credits and borrowings, for example, on the
terms for car hire-purchase financing (minimum downpayment,
maximum hire-purchase period), the maximum interest rates on loans,
or the minimum amounts of borrowing from the public. The Bank may
also prohibit discount payments.

¢ Company Linkage A finance company cannot purchase or hold shares
in other finance companies except for: 1) those acquired as a result of
debt settlement or as a guarantee in respect of a loan granted (Such
shares, however, have to be disposed of within six months of their
acquisition date.); 2) those acquired as a result of other business
activities authorized by the Minister; 3) those permitted by the
Minister on the recommendation of the Bank of Thailand.
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FINANCIAL INSTITUTIONS DEVELOPMENT FUND

In November 1985, after a series of crises and bankruptcies in the finance
companies circle, the Bank of Thailand established the Financial Institutions
Development Fund. This Fund has a separate legal entity status with the official
objective of “rehabilitating and developing the financial institution system so as to
attain stability, especially at times when severe crises occur in the financial
institution system.” In practical terms, the Fund is meant to either bail out troubled
banks or firms, if it is possible, or otherwise provide assistance to their depositors.

Financial institutions (either commercial banks, finance companies, credit
foncier companies, or finance and securities companies) have to remit a sum of
money to the Fund at the rate prescribed by the Fund Management Committee. The
rate may not exceed 0.5 percent of the total deposits, borrowings or funds received
by the financial institutions from the public by the end of the financial year
preceding the year in which the remittance is to be made. In addition, the Bank of
Thailand from time to time will allocate varying amounts from its own reserves to
the Fund.

The Fund is empowered to conduct business within the scope of the above-
mentioned purposes and has the authority to:

e Hold ownership or possessory rights or any real rights to build, buy,
acquire, sell, dispose of, hire, lease, buy on hire-purchase, extend hire-
purchase, borrow, lend, accept pledges, accept mortgages, exchange,
transfer, accept transfer of or engage in any act concerning properties,
within or outside the country, including accepting properties from
donors;

¢ Lend money to financial institutions against reasonable security;
¢ Guarantee or certify, accept, give aval to or intervene to honor bills;

¢ Give financial assistance in reasonable amounts to those depositors or
financial institution lenders who have sustained losses as a
consequence of serious financial crisis;

e Hold deposits with such financial institutions as the Fund
Management Committee deems necessary and appropriate;

e Purchase or hold shares in any financial institution;

¢ Purchase, discount or re-discount debt instruments or accept transfers
of claims from any financial institution;

¢  Borrow money with or without interest, and issue bills and bonds;

e Make investments for the purpose of earning income as permitted by
the Fund Management Committee; and

¢ Undertake all business in connection with or incidental to the
attainment of the purposes of the Fund.

The Fund Management Committee has the duty and authority to lay down
policies, control, and supervise Fund affairs. It consists of the Governor of the Bank
of Thailand (who serves as Chairman), the Permanent-Secretary for Finance (who
serves as Deputy Chairman), and no fewer than five, but no more than nine, other
committee members appointed by the Minister of Finance.
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The Committee appoints an officer of the Bank of Thailand as the Fund's
Manager; he/she has the duty of administering Fund affairs in accordance with the
purposes and responsibilities stipulated in Fund regulations. The Manager is also
the Secretary of the Fund Management Committee.

STOCK EXCHANGE

After the enactment of the Public Company Act and the amendments to the
Civil and Commercial Codes in 1973, limited companies were not allowed to make
any initial public offerings (IPOs) of their shares. Neither were they allowed to offer
debentures to the public. New shares first had to be offered to existing sharcholders.
These provisions significantly slackened the mobilization of funds in the primary
market, and also had an adverse effect on the secondary market.

According to the provisions in the Public Company Act, only public
companies can make IPOs of their shares and debentures. In the ten years following
the enactment of the Public Company Act, only 33 companies became public
companies, due to strict regulations and other weaknesses in the Act. Stipulations in
the Act included: 1) severe criminal and civil liabilities for guilty company
directors; 2) the requirement that directors must be company shareholders and that
they hold their posts on the board for only one year; and 3) the requirement that a
company with more than 99 shareholders must be converted into a public company,
regardless of whether or not it intended to raise funds from the public.

In 1984, an attempt was made to alleviate these obstacles through using the
Securities Exchange of Thailand Act to overrule some of the provisions in both the
Public Company Act and the Amendments to the Civil and Commercial Codes. The
Securities Exchange of Thailand Act allows companies already listed and
authorized in the Securities Exchange of Thailand (SET), or those tentatively
approved for inclusion in the SET and awaiting final approval from the Finance
Minister, to offer their shares and debentures to the public. The Securities Exchange
of Thailand Act was, however, primarily designed to regulate securities trading in
the secondary, not the primary, market. Most of the companies listed in SET were
limited companies, according to the Civil and Commercial Codes, and hence were
not regulated by the Public Company Act. Consequently, there was no effective
legal framework to supervise the primary market; in other words, no agency was
responsible for its development.

A further weakness in the previous legal system was that securities market
participants had to observe too many laws, i.e., the Securities Exchange of Thailand
Act, B.E. 2517, governing SET activities; the Act on the Undertaking of Finance
Business, Securities Business and Credit Foncier Business, B.E. 2522, governing
the business of securities companies, the Public Company Act, B.E. 2521,
governing the public offering of shares and debentures; and the Civil and
Commercial Codes, specifying general provisions regarding such civil and
commercial practices in Thailand as the setting up of limited companies. The
greater the number of laws, the greater the chances of inconsistency among them,
which certainly created a burden on market participants.

Thailand also had various supervisory agencies which oversaw the
securities business: the Ministry of Finance, the Securities Exchange of Thailand,
the Bank of Thailand, and the Ministry of Commerce. The absence of a single
supervisory agency inevitably caused some confusion. The Bank of Thailand, for
example, supervised securities companies, but did not supervise SET activities; SET
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supervised brokers, but did not have authority to regulate sub-brokers. This created
inefficiency in the enforcement of securities regulations.

The Securities and Exchange Act was enacted in March 1992, Its
objectives can be categorized as follows:

To set up a framework for the development of financial instruments
that would serve as important funding vehicles for Thai businesses;

To provide greater investor protection;

To make the supervisory systems for securities companies and other
related institutions more transparent and unified; and

To facilitate the development of the securities business and SET.

The main features of this Act can be summarized as follows:

Public Offering of Securities Under the provisions of the Securities
and Exchange (SEC) Act, an eligible issuer of shares and equity-
related securities is restricted to a public limited company. On the
other hand, an issuer of debt instruments can be both a public limited
company and a limited company. Strong emphasis has also been
placed on issuers disclosing reliable information by filing registration
statements and draft prospectuses with the Securities and Exchange
Commission or SEC. The registration statement's contents are
stipulated by SEC and contain specific information about the issuers,
for example, their registered capital, nature of business, financial
condition, management team, and major sharcholders. Under the SEC
Act, it is both a criminal and civil offense for anyone involved in the
preparation of registration statements and draft prospectuses to
mislead the public by making false disclosures.

Securities Business The sccurities business is now under SEC
supervision, while the Bank of Thailand retains the power to supervise
finance companies. It is important to note that the 1992 Act allows
other types of financial institutions (e.g. commercial banks and finance
companies) to take part in the securities business under license by the
Minister of Finance and upon SEC's recommendation.

Under the SEC Act, the following are considered to be
securities business:

— securities brokerage;

—  securities dealing;

— investment advisory services;
—  securities underwriting;

- mutual fund management; and
— private fund management.

Each type of securities business will require a different
license. The rules and conditions concerning securities brokerage,
securities dealing, investment advisory services, and securities
underwriting are similar to those previously prescribed in the law
relating to the undertaking of the finance, securities, and credit foncier
businesses.
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o  Securities Exchange The Stock Exchange of Thailand (SET) was set
up in 1974 under the Securities Exchange of Thailand Act of 1974,
Amendments were made to the Act in 1984 to better control listed
companies and trading activities. In 1992, the 1974 Act was repealed,
and most of its provisions were incorporated into the SEC Act. Under
the law, SET was set up by statute as a service center for trading listed
securities. SET's board of directors comprises 11 persons. Five are
appointed by SEC, five are elected by the members, and the president
is appointed by the Board. Under the SEC Act, SET operates solely as
a trading center for securities, while matters concerning primary issues
remain with SEC. In addition, the power to grant listing approval,
which was initially entrusted to the Finance Minister, is now vested in
SEC.

e  Over-the-counter Center (OTC) The SEC Act also provides for
setting up an OTC to facilitate the trading of unlisted securities. Under
the Act, public offering of securities must be processed through SEC,
after which issuers can apply to SET to list their securities. If the
securities cannot be listed in SET, they can be traded through an OTC.
An OTC can be formed if at least 15 securities companies obtain
permission from SEC. An OTC will be managed and operated by its
own board of directors, which is wholly elected by its members.

e Unfair Securities Trading Practice Such practices are criminal
offenses, which carry severe penalties under the SEC Act. SEC holds
the power of investigation into reported offences. Although the legal
framework in this respect is only slightly different from the previous
statute, the power of investigation has now been transferred to SEC, as
an independent regulator. This is crucial, as the effectiveness of the
law largely depends on strict enforcement.

e Takeover In this regard, the SEC Act requires that the names of
individuals and their associates be disclosed for every five percent
holding of securities. Once a holding reaches 25 percent of all
securities sold, the person holding such securities may be required to
make a tender offer to existing shareholders.

ACCOUNTING STANDARDS

Ordinarily, all business enterprises in Thailand are required by the Institute
of Certified Accountants and Auditors to complete and submit financial statements
in accordance with the Generally Accepted Accounting Principles, or GAAP. These
financial statements are meant to serve as public information; they consist of four
components: a balance sheet, a statement of income, changes in financial positions,
and notes to financial statements. Most financial institutions have to supply
additional information to comply with the disclosure stipulation. Finance and
securities companies, for example, must complete several FC forms, which must be
submitted to the Bank of Thailand for examination and supervision. Other
government-controlled businesses, such as insurance, also have to furnish the
responsible agencies with additional information, for example, the Ministry of
Commerce in the case of insurance businesses.



30 Chapter 3

VALUE ADDED TAX

The Value Added Tax (VAT) was introduced in Thailand in January 1992
to replace the business tax. Based on the value of the goods or services provided,
VAT is collected at each stage of production and distribution.

Entities required to pay VAT include: traders—whether as individuals or
juristic entities; providers of services, importers; and others deemed by law as
traders. The sale of goods and services must be professional in nature; it should
serve in furthering the sellers' business interests; and it must be undertaken in the
regular course of business. The one-time sale of a personal item, for example, would
not subject the seller to VAT requirements.

Parties exempt from VAT are: 1) businesses subject to specific tax laws
(e.g. commercial banks, financial institutions); 2) businesses expressly exempt from
VAT liability; 3) businesses with an annual income not exceeding 600,000 baht;
and 4) businesses exempt by law, including sellers of farm products, newspapers
and magazines.

The VAT obligations for the sale of goods arise at the earliest occurrence
of the following events: 1) on delivery; 2) when titles are transferred; 3) when the
price has been paid; or 4) when the related tax invoice has been issued. For the sale
of services, the obligation occurs when the service provider receives compensation.
VAT obligations, however, will also arise upon the issuance of a related tax invoice.

All taxable revenue from the sale of goods and services, defined as the tax
base, is calculated as the sum of the sales value plus the excise tax, if any.
Calculation of the tax base differs for activities other than the sale of goods and
services which are subject to VAT. The tax rate is then applied to the tax base. The
standard VAT rate of 7 percent applies to the sale of goods and services. There are,
however, many exceptions to this rate. Small-scale traders with an annual gross
sales revenue exceeding 600,000 baht but less than 1,200,000 baht may elect to pay
7 percent VAT, instead of paying 1.5 percent tax on the gross receipts. There are no
taxes applied to certain business activities, including export of goods or services,
international transportation by air or sea, and the sale of goods and services to U.N.-
related organizations.

The amount of VAT either payable by, or refundable to, a party is
calculated monthly by subtracting the total input VAT from the total output VAT, If
the output VAT exceeds the input VAT, the business remits the excess to the tax
authorities. If the input VAT exceeds the output VAT, the excess is either refunded
or credited to the business.

VAT must be paid by tax-paying entities within the first 15 days of the
month following the month of taxation. The VAT law contains detailed provisions
for reporting and record-keeping, and these regulations dictate the required type,
format, and contents of the taxation report.

Various penalties and surcharges are levied for failure to undergo VAT
registration, failure to file, pay, prepare and deliver tax invoices, and failure to
report and keep documents. These penalties range from nominal fees to
imprisonment. Individuals acting for juristic parties, such as directors and
managers, are personally liable for the said penalties if there is proof that the
individuals had knowledge of, or involvement in, the offense committed.



Chapter 4

The Commercial Banking
System

EVOLUTION

Thailand's commercial banking business began during the reign of King Rama V.,
The first bank, a branch of a foreign bank, opened in 1888. Its main objective was
to facilitate international trade. In the early stages, the Thai banking system was
heavily influenced by British banking traditions. Thus, it developed into a branch
banking system with a network of branches throughout the country.

Between 1888 and 1941, the banking business was largely confined to
trade financing and remittances of funds to China. By the end of this period,
Thailand had 12 banks—five local and the remainder overseas affiliates. During
World War II, when Thailand was forced to enter into an alliance with Japan, trade
with western nations ground to a halt; many foreign bank branches in Thailand
closed down, with five new local banks replacing them. From the end of World War
II to 1962, foreign banks in Thailand resumed their previous roles, and more locally
incorporated banks opened up. Of the 12 locally incorporated banks, seven were
Thai and the remainder were foreign bank branches. By the end of 1992, Thailand
had 29 commercial banks, 15 locally incorporated and 14 foreign. Thai bank
branches totaled 2,566, excluding head offices, while foreign bank branches
numbered 15.

The Thai commercial banking system has steadily developed over the past
century, particularly during the three decades following the introduction in 1961 of
the Economic and Social Development Plan. During the 1960s and early 1970s,
banking operations proceeded smoothly and in line with economic expansion.
Commercial banks encountered no rivals in the business of finance; and they easily
exercised a clear oligopolistic edge.

In the late 1970s, commercial banks in Thailand were heavily shaken by
two major factors. First, the emergence of finance companies brought about a
greater degree of competition. Second, their distress was worsened by more
volatility in the world markets in terms of commodity prices, interest rates, and
exchange rates. Consequently, commercial banks in Thailand became more cautious
in their operations, management, and expansion.

31
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In 1979, the Central Bank revised the Commercial Banking Act, with the
following multiple objectives: 1) to increase share divestiture; 2) to prevent
commercial banks from becoming involved in the businesses of their executives or
related persons; 3) to limit exposure on contingent liabilities; and 4) to improve the
flexibility and effectiveness of bank supervision. In the first half of the 1980s,
however, commercial banks were severely hit by a global recession and volatilities
of exchange and interest rates. Nevertheless, the revision of the above Act gave
more flexibility to the Central Bank to deal with problems more effectively.

At the height of the finance company crisis in 1984, the financial positions
of some Thai commercial banks were notably weakened by mismanagement and
fraud. This was in addition to the adverse effects of the then prevailing recession.
Asia Trust Bank, for example, faced perilous tension due to imprudent
management, maturity mismatching, and excessive exchange risks. Its financial
position deteriorated to such an extent that foreign creditors, losing confidence,
stopped lending to the bank. The authorities felt obliged to step in and offer
assistance much as they did in the “April 4 Lifeboat Scheme,”* which helped
rehabilitate in 1984 troubled finance and securities companies. A new management
team was sent in to replace the old one, organizational and operational systems
were revamped, and soft loans or new equity were injected. This in effect
nationalized the bank, which was then renamed Sayam Bank. The rescue measures
were successful, to a certain degree, in regaining the bank's former financial
position. Sayam Bank was finally merged with Krung Thai Bank in 1987, as it was
considered unnecessary to have two state-owned banks operating simultancously.

From 1985 to 1987, critical problems occurred in two other commercial
banks. One was caused by excessive speculation in foreign exchange, the other by
unscrupulous lending practices. The authorities ordered both banks to upgrade their
management systems and operational efficiency. Their capital bases had to be
enlarged and strengthened. After writing off losses and injecting new equity, the
banks' shareholders were encouraged to take up new shares alongside new investors.
Shareholding by the authorities and the granting of soft loans were restricted. In
cases where soft loans were necessary, stringent covenants were attached.

The Commercial Banking Act was amended again in 1985, as were the
Bank of Thailand Act and the Act on the Undertaking of Finance Business,
Securities Business and Credit Foncier Business. These amendments aimed at
enabling the authorities to deal with troubled financial institutions in a more
flexible, effective, and timely fashion. There are, for example, provisions under
which the Bank of Thailand can be legally deemed as the damaged party, and where
it would be entitled to press criminal charges against fraudulent managers of
financial institutions. The accused managers could be prevented from leaving the
country and their assets frozen pending trial. The amendment to the Bank of
Thailand Act also led to the establishment of the Financial Institutions

* The “April 4 Lifeboat Scheme” was the rescue package that the Thai monetary authorities
extended to 25 finance companies and credit foncier companies. Those companies
encountered severe financial crises in 1983 to 1984 due to fraud and mismanagement. The
authorities stepped in to provide liquidity cushion and restore public confidence in
financial institutions. In return, these companies must comply with the conditions
specified by the authorities, such as transfer of partial ownership, delegation of public
officers to executive positions in troubled firms, and seeking adequate collaterals for
intra-affiliate lending.
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Development Fund as a separate legal entity to rehabilitate ailing financial
institutions and safeguard depositors.

LINES OF BUSINESS

In 1970, Thai commercial banks began to adopt electronic banking
systems. They provided deposit and withdrawal services through an on-line system
in Bangkok. By 1987, this was extended to all provincial branches. At present, it is
possible for commercial banks throughout the country to communicate with one
another via the satellite VSAT (Very Small Aperture Terminal) system. SWIFT
(Society for Worldwide International Funds Transfers) has been in use sincé 1985
for the international transfer of funds. Additionally, a central credit center has been
set up for exchanges of data between banks; and check clearing was recently
computerized. Over a thousand ATMs in one pool now provide nationwide after-
hours deposit and withdrawal services. Commercial banks are pursuing more fee-
based activities by offering investment advice, private and office banking services,
and credit card administration,

In 1992, commercial banks were allowed to undertake the following lines
of business:

¢ Underwriting government and state enterprises’ debt instruments;

e Managing, issuing, underwriting, and trading private debt
instruments;

¢ Providing economic, financial, and investment information, as well as
financial advisory services; and

e Acting as agents for the sale of mutual funds, as representatives for
holders of secured debentures, as supervisors for mutual funds, and as
registrars for securities.

At the end of 1992, commercial banking assets stood at 2,555.6 billion
baht. Deposits amounted to 2,010.7 billion baht, or 75.2 percent of GDP. Thai
commercial banks held a 98 percentage share in deposits while the remainder, 2
percent, belonged to foreign bank branches. Credits totaled 2,183.4 billion baht, or
81.7 percent of GDP, with Thai commercial banks commanding a 95 percentage
share and foreign bank branches holding 5 percent.

In 1992, capital funds amounted to 170.2 billion baht and net profits were
31.1 billion baht. Bangkok branch offices numbered 722, whereas 1,860 branches
were located in the provinces. Comparing this to 1960 figures—133 in Bangkok
and 202 in the provinces—a considerable increase is evident. Over the last three
decades, the expansion of provincial branching networks has reduced the proportion
of population per branch—from 101,250 to 22,266.

STRUCTURE AND CURRENT ISSUES

From a microeconomic perspective, commercial banks in Thailand are
highly concentrated. The three largest Thai banks' combined assets account for half
of the entire banking system's assets. These banks' behavior and policies greatly
influence the country's general banking atmosphere. Their decisions to adjust
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interest rates, for example, used to be followed, to some extent, by medium- and
small-sized banks. This was especially true when the interest rate ceilings were in
effect. After financial liberalization, however, competition between commercial
banks intensified with respect to both prices and services offered. Unfortunately,
such competition benefits only large customers, i.e., major depositors and
borrowers. Large depositors now have more investment alternatives, such as
equities, private debt instruments, and real estate. To attract large deposits,
commercial banks thus need to offer high deposit rates on a case-by-case basis.
Rates offered to small depositors are now 2 to 3 percent lower than those offered to
large savers. On the lending front, large borrowers can borrow from abroad or they
can raise funds directly from the local equity market. As a result, lending rates to
prime customers, i.e., the minimum lending rate, have been steadily reduced, while
those to general customers have hardly changed. This has led to a situation where
new borrowers with high credit risks have inadequate access to commercial banks'
credits and where commercial banks may exercise oligopolistic power over small
borrowers.

Exchange rate liberalization has encouraged commercial banks to rely
more on foreign borrowing; this has become a major source of funds, in addition to
domestic deposits. Consequently, the net foreign liabilities of the commercial
banking system have steadily increased, from 11.4 billion baht in 1989 to 94.4
billion baht in 1992. This trend may jeopardize the central authorities' attempts to
encourage domestic savings mobilization. Nevertheless, as will be demonstrated in
Chapter 11, past records indicate that thus far the Thai financial system has been
able to capture a growing portion of gross national savings. At the same time, the
financial system—of which the commercial banks form the backbone—has financed
a larger part of gross domestic investment. It can therefore be concluded that the
Thai commercial banking sector has substantially contributed to the
“financialization” process along the savings-investment growth path. The only
remaining question involves the stability of commercial banks.

As described above, the central authorities have long been highly
concerned about the stability of the country's commercial banks. These banks
constitute the cornerstone of the Thai financial system; it is thus not surprising that
when banks face financial problems, the authorities are ready to extend assistance.
This assures the overall stability of commercial banks. But analysts may wonder
whether they would remain stable if relying entirely on their own resources.

In this context, the loan-loss reserves and the capital funds maintained by
commercial banks as a buffer against risks must be investigated. Table 10 shows
that in the early 1980s commercial banks held loan-loss reserves amounting to 3.6
percent of their capital, while their capital to risk assets ratio stood at 9 percent.
When the growth momentum of the Thai economy accelerated in the late 1980s and
the early 1990s, commercial banks were adequately prudent, as witnessed in the rise
of their loan-loss reserves/capital ratio to 6.4 percent between 1986-1989 and 7.9
percent between 1990-1992. In these two periods, their capital/risk asset ratios grew
to 9.8 percent and 9.2 percent, respectively. These figures indicate that Thailand's
commercial banking system is endogenously stable to a satisfactory degree.
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Table 10 Indicators of Commercial Banks' Stability

1981 959.9 45 10.2

1982 7824 32 9.9
1983 1,300.2 4.6 8.6
1984 993.9 28 9.1
1985 1,195.3 2.8 74
1986 1,568.8 36 10.0
1987 3,773.4 6.6 103
1988 5,161.6 7.6 9.8
1989 6,390.2 7.7 9.0
1990 10,654.8 9.6 9.9
1951 7,672.2 54 9.1
1992 14,801.0 8.7 8.7

Source: Bank of Thailand.

Another characteristic which indicates a greater degree of commercial
bank stability is their decline in overdrafts in proportion to all outstanding credits.
From the commercial banks' viewpoint, overdrafts are normally harder to manage
than term loans, due to the pending uncertainty on credit drawdown. From the
Central Bank's viewpoint, term loans are more controllable with respect to credit
targets. It is thus not surprising that in 1988, while the economy was booming with
widespread inflationary pressure, the Bank of Thailand restricted the extent of
overdrafts to 50 million baht per customer. The limit later was reduced in 1989 to
30 million baht. Another reason why the popularity of overdrafts dwindled was the
impact of financial liberalization in Thailand. When borrowers were allowed more
credit channels (e.g. issuing securities in the stock market, Bangkok International
Banking Facilities, and fewer exchange controls), they cared less about overdrafts.

Table 11 confirms the declining importance of overdrafts. When all credits
of commercial banks were decomposed into bills, loans overdrafts, and investments,
the percentage share of overdrafts in the past decade continually fell-—from 43
percent in 1980 to 22 percent in 1993,
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Table 11 Percentage Shares of Commercial Bank Credits

1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

24.8
248
23.1
256
244
238
238
26.3
252
25.0
244
236
236
225

19.2

184
18.6
20.6
223
24.8
26.2
29.7
336
37.9
40.8
4.1
458
49.6

43.0
422
39.0
417
37.9
373
325
28.1
270
25.6
26.1
247
242
222

13.0
14.6
19.3
12.7
154
14.1
17.5
159
142
11.5

8.7

7.6

6.4

5.7

Source: Bank of Thailand.
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Non-Bank Savings Institutions

Although there are several types of non-bank savings institutions in Thailand,
including finance companies, credit foncier companies, life insurance companies,
agricultural cooperatives, and savings cooperatives, finance companies outrank all
other rivals in most respects. At the end of 1992, for instance, finance companies
commanded an 18 percentage share in all financial institutions' assets, second only
to commercial banks (68 percent). Four other types of non-bank savings institutions
together controlled less than a 4.5 percentage share of the total assets of all financial
institutions. Therefore, primary attention will hereafier be focused on finance
companies, including their evolution, performance, and development.

FINANCE COMPANIES”
Origin and Rules

The emergence of finance companies in the late 1960s occurred at a time
when the banking industry needed competition. Initially, finance companies were
allowed to operate without restriction, and they had neither specific licenses nor
supervision. Before 1969, in fact, private limited companies were able to mobilize
funds from the public without prior permission from the Ministry of Finance. On
January 26, 1972, Revolutionary Council Announcement No. 58 was issued to
regulate business undertakings, including finance and securities businesses which
affected the financial well-being of the public. On September 19, 1972, the Ministry
of Finance, authorized by Section 14 of the Announcement, delegated the Bank of
Thailand as the regulatory authority over finance and securitics transactions. These
transactions included: acceptance or purchase of bills; mobilization of funds for on-
lending or discounting bills and other negotiable instruments; trading of debt
instraments and securities (such as stocks, bonds, debentures and commercial

* For further details and a comprehensive analysis on this topic, see Prasarn Trairatvorakul
and Prakid Punyashthiti, “Some Structural Changes and Performances of Finance and
Securities Companies in Thailand During 1981-1990,” Pacific-Basin Capital Markets
Research, Volume III, edited by S.G. Rhee and R.P. Chang, North-Holland, 1992, pp.487-
505.
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papers); and brokerage, management, and advisory services relating to the trading
of debt instruments and securities.

Finance companies are not allowed to accept deposits in the same form as
commercial banks. Rather, these companies borrow funds from the public through
issuing promissory notes or similar instruments. Ordinarily, finance companies tap
funds from middle-income savers, because promissory notes must be worth at least
10,000 baht in the Bangkok Metropolis and adjacent provinces, and at least 5,000
baht in other provinces. Typical promissory notes carry higher interest rates than
bank deposits; their maturity dates rarely exceed one year. Another important
source of funds is borrowing from other financial institutions. Finance companies
are, however, prohibited from foreign exchange trading activities.

Finance companies use their funds in the following ways: through various
types of lending, such as acting as acceptors and givers of avals; through extending
medium- and long-term credits to industrial, agricultural or commercial
undertakings; and through providing hire purchase or installment plan services and
housing credits. It is worth noting that the discounting of postdated cheques and the
issuing of bills of exchange have traditionally been the main short-term activities of
finance companies, while consumer financing and hire purchase serve as medium-
term lending channels. A wide variety of goods are eligible for loans under hire
purchase agreements, ranging from automobiles and motorcycles to computers and
electrical appliances. Under this type of loan, the down payment must be at least 25
percent of the merchandise value and the repayment period must not exceed 48
months.

Consolidation Period

Prior to 1979, finance and securities companies grew rapidly, but the
quality of their performance was questionable. One major finance company, for
example, faced liquidity shortages due to mismanagement, widespread speculation,
and manipulation of stock prices. This company's problems were further
compounded by the economic environment at that time, which was characterized by
tight money markets and high interest rates. Fearing repercussions on the overall
financial system, the Ministry of Finance and the Bank of Thailand took control of
the company. After an unsuccessful rescue attempt, hindered by a major owner's
uncooperative attitude, the finance company was closed in August 1979. Although
the authorities dealt with the crisis by intervening in the securities market to assure
a certain degree of market stability, and by implementing measures to assist finance
companies in their liquidity management, many companies surviving the crisis still
suffered from its aftermath. These companies included those which had invested in
that major finance company's stocks, those which had made loans to the company,
and those whose borrowers incurred securities losses during the crisis.

Between 1981 and 1983, the economy was also weakened by major
changes in the world economy: the slackening global demand, the increase in
foreign interest rates relative to domestic rates, and the larger extent of exchange
rate volatility. Trying to capture bigger market shares, a number of finance
companies did not exercise sufficient care when extending credits. Fraud and
mismanagement were rampant in many finance companies. These factors led to a
second crisis in 1983,

The magnitude and severity of the second crisis were much greater than
that of the first, leading to revocations of licenses and mergers, as well as
acquisitions of companies. From Table 12, it can be secen that, before the second
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crisis in 1982, there were 127 companies in the finance and securities industry. This
number declined to 105 in 1987, due to the above-mentioned license revocations,
despite rescue measures adopted between 1983 and 1987.

Moreover, amendments to the Act on the Undertakings of Finance
Business, Securities Business and Credit Foncier Business, B.E. 2522 (1979) were
made under Royal Decree in 1983 and 1985. The Ministry of Finance and the Bank
of Thailand also jointly set up in 1984 the “April 4 Lifeboat Scheme” to rehabilitate
25 finance and securities companies which were encountering severe financial
difficulties. Since then, ailing finance companies have markedly improved.

Table 12 The Revocations of Licenses, Mergers and Acquisitions of Finance
and Securities Companies

1982 112 15 127

1983 109V 15 124
1984 1047 15 119
1985 100¥ 15 115
1986 98¢ 11¢ 109
1987 94 % 11 105
1988 94 11 105
1989 94 11 105
1990 94 11 105

Notes: 1/ 3 revocations of licenses
2/ 5 revocations of licenses
3/ 4 revocations of licenses

4/ 1 finance company and 1 finance and securities company merged to
form a new finance and securities company; 1 revocation of license

5/ 2 finance companies, 3 finance and securities companies and 1 credit
foncier company merged to form a new finance and securities
company, 1 finance company and 2 credit foncier companies merged
to form a new finance and securities company

6/ 4 revocations of licenses

Source: Bank of Thailand.
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Pluralistic Character

Although many small and weak companies' licenses were revoked and a
number of small companies were merged, the character of the finance and securities
industry remained pluralistic. Market participants consisted of various companies at
quite different stages of development. The current level of market concentration is
one indicator of this pluralistic character.

Table 13 clearly indicates an increase in the market concentration. In
1986, for example, the top five companies' assets accounted for 24.9 percent of the
whole industry's assets. By 1990, the figure reached 28.9 percent. Nevertheless, the
concentration in Thailand's finance and securities industry was still less than that of
the commercial banking circuit. In 1990, the top three commercial banks' assets
amounted to 56.3 percent of those of the whole industry.

Table 13 Market Share of the Top Five Companies in the Finance and
Securities Industry in Total Assets

(Amount in millions of baht)

1986 35,362 249
1987 45,041 282
1988 51,526 263
1989 75,747 26.9
1990 105,773 289

Source: Bank of Thailand.

Soundness

After the two above-mentioned crises occurred, Thailand's finance and
securities companies steadily improved; and they were able to satisfactorily sustain
their bufferstocks. This is evident from the data on capitalization and capital/risk
assets ratios (see Tables 14 and 15). The industry's capital/risk ratio has also
exceeded the six percent legal requirement. A further assurance of finance
companies' soundness is their ability to maintain the required level of reserves for
doubtful debts (see Table 16). Throughout the second half of the 1980s, these
reserves remained firm and steady. In April 1991, for example, only 16 of 105 such
companies failed to meet these reserve requirements, a clear improvement over the
industry's past performance. And 10 of these 16 companies were in the Lifeboat
Scheme. The rates of return, ¢.g. return on assets and return on equity, achieved by
finance and securities firms since 1986, also certify that their performance notably
improved (see Table 17).
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Table 14  Capital Increase of the Finance and Securities Industry and That of
Listed Finance and Securities Companies

(Amount in millions of baht)

Capital increase of the industry
- Finance companies / finance and 1,472 1,126 3,496 1,726 3,756
securities companies

- Securities companies Y 15 260 30 553
- Total 1,468 1,141 3,756 1,756 4,309
Capital increase of listed companies

(in the Stock Exchange of

Thailand) in the finance and

securities industry 277 275 966.5 986.5 1,135
As a percentage of the industry's

total capital increase 18.9 24.1 25.7 56.2 26.3
Number of listed companies in the

finance and securities industry 12 15 20 22 25

Note: V' 1n 1986, the number of securities companies decreased from 15 to
11 companies.

Source: Bank of Thailand.

Table 15 The Finance and Securities Industry's Capital to Risk Assets Ratio

(Percent)

Year
1986
1987
1988
1989
1990

Notes:  The legal requirement for the capital to risk assets ratio is 6 percent.

1/ The reason behind the high capital growth rate in 1990 was a high
capital injection (over 800 million baht) by a new investor group
which took over Dynamic Eastern Finance Thailand Co., Ltd., a firm
in the Lifeboat Scheme.

Source: Bank of Thailand.
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Table 16 The Finance and Securities Industry's Required Reserves to Cover
Doubtful Debts

(Amount in millions of baht)

Finance Companies, Finance
and Securities Companies 2.60 3.21 2.87 234 2.66

Source: Bank of Thailand.

Table 17 The Performance of Companies in the Finance and Securities
Industry

(Amount in millions of baht)

1986 | (571) | (0.43) | (5.96) 15 | 0.18 2.17 26 1.55 | 3.65
1987 34 0.02 0.32 860 | 0.70 8.08 275 {10.77 |27.89
1988 1089 0.58 713 | 1861 | 1.15 | 11.39 173 | 7.31 |12.55
1989 | 3024 1.12 14.63 | 4010 | 1.62 | 17.56 582 | 9.89 (2857
1990 | 4500 124 1438 | 6350 | 1.88 | 18.89 579 |11.74 ]26.57

* ROA - Return on Assets
** ROE - Return on Equity

Source: Bank of Thailand.

CREDIT FONCIER COMPANIES

The credit foncier business, or mortgage lending, has operated in Thailand
for many decades under the regulations stated in Article 104 of the Civil and
Commercial Codes of January 1924. The name “credit foncier” first appeared when
Article 104 was replaced in 1928 by the Act on Controlling Trading Activities
Which Affect the Welfare of the General Public. In 1942, the Ministry of Finance
officially specified the definition of and the allowable terms for the credit foncier
business. Later, the business was subject to Announcement No. 58 of the
Revolutionary Council, dated January 1972. Under the Act on the Undertaking of
Finance Business, Securities Business and Credit Foncier Business, 1979 (amended
in 1983, 1985, and 1992), credit foncier companies are examined, supervised, and
controlled by the Bank of Thailand.
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In the first half of the 1980s, when several finance and sccurities
companies faced financial crises, a number of credit foncier companies also
experienced severe difficulties. The problems they encountered were similar, but the
effect on credit foncier companies worsened because of their difficulties in
liquidating abundant immovable properties. This gave rise to a persistent
inadequacy of liquidity, plus a burden of accumulated losses. Thus the licenses of
eight credit foncier companies were revoked, while six others joined the Lifeboat
Scheme of April 4, 1984,

In the future, credit foncier businesses are likely to experience stronger
competition from both commercial banks and finance companies in the mortgage
sector, one primary reason being that mortgage loans carry low risks or weights
according to the newly adopted BIS rule on capital adequacy. Another reason is that
commercial banks have more experience and expertise in liquidity management
than credit foncier companies. If the government wishes to keep current credit
foncier companies alive, they should be allowed to tap more short-term funds and
issue mortgage-backed securities to achieve greater efficiency in asset management.

LIFE INSURANCE COMPANIES

It is not entirely clear just when the life insurance business was first
undertaken in Thailand, but the record shows that King Rama V authorized the
East Asiatic Company from the UK. to act as a representative of the Equitable
Insurance firm to offer life insurance services. During the reign of King Rama VI,
insurance matters were referred to in the Civil and Commercial Codes of January
1924. Life insurance first became regulated in 1929 by the Act on Controlling
Trading Businesses Which Affect the Safety of the Public. In the initial period
(1930 to 1938), Thailand had five operating life insurance companies, all belonging
to foreign corporations. After the second world war, these companies had to close
down. The first Thai life insurance company emerged in 1942. Later, many more
were set up, almost all owned by Thai entitics. At present the country has eleven
Thai and one foreign life insurance companies.

Most life insurance companies in Thailand largely depend on policy
reserves and capital funds. In 1992, for instance, life insurance policy reserves and
capital funds accounted for 75 percent and 18.7 percent respectively of total
liabilities. Nevertheless, these policy reserves remained small relative to the total
amount of private savings placed at financial institutions in Thailand. The ratio of
the former to the latter fluctuated between 2.09 percent (in 1977) and 2.77 percent
(in 1971). As for 1992, the ratio remained at 2.47 percent, demonstrating the very
minor role life insurance companies played in tapping savings.

Regarding the use of funds, investments in government and private
securities attract strong attention from life insurance companies. They also extend
credits to customers with collateral or guarantees. These two channels of fund
allocations absorbed, in 1992, 42 percent and 29.5 percent, respectively, of life
insurance companies' total assets. Credits released to the private sector (including
those via securities) by life insurance companies, however, represent a small portion
of the total private credits extended by all financial institutions, i.c., 1.4 percent in
1992. This indicates the limited role life insurance companies have in credit
extension.

All life insurance companies now operate under the Life Insurance Act,
B.E. 2535 (1992). They are regulated and supervised by the Ministry of Commerce.
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The Act requires that each life insurance company make a security deposit,
maintain minimum capital funds of 20 million baht, and deposit a minimum
portion of insurance reserves with the official insurance registrar. The Act also
empowers the Ministry of Commerce to specify which forms of investment life
insurance companies may make. Changes in insurance premium rates must be
approved by the Ministry of Commerce.

From the above statistics, it could be concluded that life insurance
companies in Thailand have remained continually lethargic. One should be aware,
however, that the growth prospects for the life insurance business depend on several
important factors: average income level, population growth, and value judgement.
In Thailand, the immediate problem facing life insurance companies is the lack of
capable personnel in actuarial science. The majority of potential clients are still
farmers with low income who feel that buying life insurance is neither affordable
nor worthwhile. Worse yet, very few have a correct understanding of the objectives
of life insurance policies. A further drawback is that the current regulations
imposed on Thailand's life insurance enterprises are both stringent and out-dated. In
other words, life insurance companies lack the flexibility to successfully compete
with other financial institutions. It is not surprising then, that in Thailand only 5
percent of the population holds life insurance policies, whereas the proportion
reaches 90 percent in such industrial countries as Japan and the United States.

AGRICULTURAL COOPERATIVES

Despite their large number, agricultural cooperatives have been beset by
numerous constraints and problems. First, individual cooperatives are very small
and there is little collaboration between them. It is thus impossible for them to
derive economy-of-scale benefits. Second, agricultural cooperatives have to rely on
the Bank for Agriculture and Agricultural Cooperatives (BAAC) as a primary
source of funds. This is because most cooperative members belong to the
agricultural sector where income and savings are too low to serve as reliable sources
of funds. Agricultural cooperatives thus largely operate under BAAC policy. Third,
most agricultural cooperatives' staff lack ability in analyzing both credit worthiness
and the feasibility of business undertakings. They therefore contribute very little to
the growth of their organizations. Finally, the status of agricultural cooperatives
essentially fluctuates in consonance with how agricultural output fares in the
economy. In the recent past (1990 to 1992), the Thai agricultural sector has suffered
a protracted downturn. Consequently, the bad debts of farmers grew at such a pace
that BAAC, as well as the central authorities, had no alternative but to step in and
provide assistance.

At present, all cooperatives operate under the Cooperative Act of 1968.
The Department of Cooperatives Promotion and the Department of Cooperative
Auditing, both of which are under the Ministry of Agriculture and Cooperatives, are
empowered to regulate cooperatives. They are also in charge of their organization,
registration, liquidation, supervision, and auditing.

SAVINGS COOPERATIVES

In principle, savings cooperatives should find it easier than other financial
institutions to tap savings from members of the community. Not only should they
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have close contact with members, but members should also hold joint ownership
and directly share in benefits accrued. In practice, however, savings cooperatives
fail to prosper, mainly because they lack managers capable of prudently handling
both credit extension and long-term planning. This defect is becoming increasingly
painful in the current financial markets, which are becoming more and more
liberalized and which afford stronger competition. Examples of unsuccessful
savings cooperatives are those among schoolteachers, which are often fraught with
frauds. Another hindering factor may be regulating agencies. Savings cooperatives
are at present subject to the same regulating agencies as agricultural cooperatives. If
these controlling units would provide some financial support to savings
cooperatives, give more attention to updating technology and management
techniques, and encourage worthwhile business opportunitics, then savings
cooperatives would in all probability upgrade themselves. This would enable them
to begin to catch up with competing financial institutions.
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Government Finance Institutions

Govemment or state financial institutions in Thailand comprise the Government
Savings Bank, the Bank for Agriculture and Agricultural Cooperatives, the
Government Housing Bank, and the Industrial Finance Corporation of Thailand.
The following sections examine the evolution of these organizations, including their
experiences, problems as well as prospects and potential.

GOVERNMENT SAVINGS BANK (GSB)

Since its establishment in 1946, the primary goal of the Government
Savings Bank (GSB) has been to encourage the general public to save. The Bank
therefore offers various savings schemes, ranging from ordinary deposits to
premium bonds and savings certificates for such purposes as housing, education,
and raising families. Normally, GSB allocates most of its tapped funds to
government, government agencies, and state enterprises by way of notes and bonds.
Occasionally, it extends short-term credits to private traders and welfare lending
facilities to civil servants.

Most GSB funds (87 percent) come from deposits. Unfortunately, the Bank
has experienced in the past two decades a decline in the share of savings captured
by all financial institutions, i.e., 17.3 percent in 1971, 9.5 percent in 1981, and
falling to only 6.1 percent in 1992. On the asset side, recent trends favor the private
sector. Since 1988, the government has persistently achieved a surplus cash balance,
thus leaving GSB with no financing burdens. Consequently, the Bank has been able
to allot more credits to private customers.

In examining GSB's internal structure and operations, both pluses and
minuses can be clearly detected. On the negative side, GSB is currently subject to
many constraints, as stipulated in the Government Savings Bank Act, B.E. 2489
(1946). Management decisions, for example, have to go through a lengthy
bureaucratic process which engenders costly delays. Modern technology or
instruments, such as ATMs, arc absent. Worse still, GSB is short of capable
personnel with the expertise to effectively handle flows of funds, especially credit
extension. Additionally, while the scope of other financial institutions' operations is
remarkably broadened due to waves of financial liberalization, such opportunity is
virtually absent for GSB because of legal hindrances and complicated difficulties
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involved in the amendment procedure. These drawbacks help explain the Bank's
low and still declining market share in the country's total deposits at all financial
institutions. Simultaneously, the average cost for GSB funding remains high.

On the positive side, however, the Bank commands some edge over
commercial banks. GSB's most outstanding advantages are linked to its long history
and its widespread dispersal of its branches. First, GSB has had extensive
experience in savings mobilization; and, for many generations, saving money has
long been associated with GSB. Schoolchildren are often induced, or even
indoctrinated, into having close contacts with GSB. Second, it is easy for customers
to find a GSB branch. The Bank has a large number of branches or agencies
throughout the country. In 1992, for example, GSB operated 525 branches, while
the two largest commercial banks (Bangkok Bank and Krung Thai Bank) had only
386 and 401 branches, respectively. Moreover, GSB branches are not concentrated
in any one region or city, as are some commercial banks (see Table 18), because
GSB does not give as high a priority as commercial banks to credit extension or
business opportunities. GSB's prospects for promoting domestic savings remain
promising. Should GSB have access to better technology, improved management
know-how, and more capable staff, chances are that commercial banks as well as
capital markets will be toughly challenged.

GSB can further develop its deposit-capturing techniques by penetrating
informal lending circuits or “pia-share.” Given its widespread network, this can be
done by offering credit lines to clients not having either collateral or guarantees but
who have placed deposits at GSB branches on a continual basis for a long period of
time. The likelihood of success in tapping deposits through such a scheme is high,
because commercial banks rarely equip clients who do not have collateral or
guarantees with credit lines and because low-ranking clients view credit lines as
highly valuable. Therefore, the resulting credit risk that GSB has to bear is unlikely
to be excessive, because low-ranking debtors will try their best to satisfy debt
obligations and preserve their credit worthiness. Otherwise, no other financial
institutions will assist them if financial pressures do arise. Another reason for
controllable credit risk in this scheme is that GSB's credits are to be extended to
pia-share groups, not any individual participant. Whenever any particular fund-user
is unable to repay the debt obligations, chances are that other members of the same
group will be willing to repay on his behalf in order to retain the group's credit
standing. Additionally, GSB can closely monitor the status of its debtors, as it keeps
“close touch” with its customers.

Viewed from another angle, tapping deposits via credits is likely to be
successful, because savers normally prefer some liquidity attached to their savings.
This preference can be immediately verified by the popularity of securities trading
in the Stock Exchange of Thailand. Inducing deposits through providing credits
will help create positive attitudes toward banks among the low- and middle-income
population. They will begin to feel that the financial community is not meant to
serve only wealthy people. Should they steadily deposit their savings at GSB, their
credit worthiness will be elevated and their credit lines will become accessible. The
extent of credit lines should be adjusted according to how much has been deposited,
how steadily deposits have been made, and how long depositors have participated in
the savings program. The question may be asked as to whether tempting depositors
with credits will benefit the country by reducing the savings gap, since offering
credits will encourage spending. Indeed benefits will be accrued, because GSB's
widespread branching network will enable it to coordinate the flow of funds from
different branches or stations and arrange volume as well as terms of credit lines in



Government Finance Institutions 49

a way that will bring neither liquidity shortage to GSB, nor excessive net spending
to the country as a whole. In other words, having numerous branches will make it
possible for GSB to stagger streams of spending so that it is not overly concentrated
at any particular period of time. The program of tapping deposits via credits may
seem expensive, but since GSB is currently equipped with excess liquidity, the
program will be not only feasible but also worthwhile.

From a broader perspective, attracting deposits by providing credits will
help strengthen competition in Thailand's solidly protected money market. This
deposits-by-credits scheme will funnel funds and potential borrowers from
commercial banks. Commercial banks will therefore be more prone to adjust their
interest rates and credit volume.

Table 18 Bank Branches in Thailand in 1992

: , Other
; Bangkok = Krung Thai . Commercial
GSB Bank Bank Banks
Number of branches 525 386 401 1,794
Percentage share of number
of branches in each region
Bangkok 85 12.4 8.4 70.7
Central 16.2 11.2 12.8 59.8
North 21.7 13.1 15.5 49.7
Northeast 24.7 13.1 15.1 471
South 204 13.3 16.0 50.3
Whole country 16.9 124 12.9 57.8

Source: Bank of Thailand.

BANK FOR AGRICULTURE AND AGRICULTURAL COOPERATIVES
(BAAC) '

Established in 1966 to assume the role and responsibilities of the Bank for
Cooperatives, the Bank for Agriculture and Agricultural Cooperatives (BAAC)
provides farmers and cooperatives with concessional credits. Since 1977, BAAC has
cooperated with both the government and private corporations to supply credits,
technology, and personnel to participating farmers and cooperatives under a number
of agricultural development projects. These include: the Rice Production Promotion
Project, the Para-Rubber Production Promotion Project, and the Agricultural
Development Project in Land Reform Areas. The agricultural sector involves the
production of primary agricultural products, not processed ones. Under current
regulations, BAAC is not allowed to extend direct credits to sectors outside primary
agriculture. Presently, the Ministry of Finance owns 99 percent of BAAC shares.
The remaining ones belong to agricultural cooperatives, farmers groups, and
individuals.

BAAC's funding heavily depends on deposits from the public and
commercial banks (in accordance with the rule on compulsory rural credit
extension); these deposits total approximately 58 percent of all liabilities. Other
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domestic borrowings amount to 14 percent. BAAC credits granted to agriculture
absorb 81 percent of total assets. Such concessional lending is managed through an
extensive network of 266 branches. Most BAAC loans are short- and medium-term.
Very few have maturities over three years.

If BAAC deposits and credits are compared to those of all financial
institutions in Thailand, it is readily noticeable that BAAC was not energetic in
tapping deposits and its role in credit extension may seem ambiguous. This is
because BAAC's deposit share was always less than 1 percent, whereas its credit
share fluctuated broadly between 2 percent and 4.9 percent. Such variation must be
largely attributed to price volatility and the market conditions of agricultural
products.

Some of BAAC's problems are similar to those of GSB, e.g. lack of
qualified staff, lack of managerial skills, and subjection to stringent ceilings on
interest rates, which lead to high operating costs and unsatisfactory financial
performances. BAAC's liquidity problem, however, contrasts sharply with that of
GSB. While GSB has been flooded with growing liquidity since 1988, BAAC has
been continually set back by an inadequacy of fund inflows. Resolving this situation
would undoubtedly involve reconstruction of the Bank's fundamental structure and
management policies, especially those concerning manpower and interest rate
specification. But doing so is inevitably time-consuming and burdensome.
Cooperation between GSB and BAAC, for example in GSB purchasing BAAC
securities, may temporarily facilitate positive development, while each party pursues
major reconstruction of its own organization.

GOVERNMENT HOUSING BANK (GHB)

The Government Housing Bank (GHB) was established in 1953 under the
Government Housing Act, B.E. 2496 (1953). It is wholly owned by the government
and is under the control and supervision of the Ministry of Finance. GHB's basic
function is to offer mortgage loans to moderate income ecarners. GHB at one time
supplied land and houses to medium-income groups under a long-term installment
scheme. Such operations, however, were transferred in 1972 to the newly
established National Housing Authority. Since then, GHB has been delegated the
responsibility to give only financial services to low- and middle-income people for
housing and real estate purposes.

Deposits are a major source of funds—68.7 percent of GHB's total
liabilities—while 21.2 percent of funds come from local and foreign creditors. Most
GHB funds (94 percent of total assets) arc allocated to housing.

GHB faces two major problems. First, because it has very few branches,
GHB is often troubled by an insufficiency of fund inflows. It thus resorts to
borrowing from foreign sources from time to time. Second, the Bank's present
regulations entail some rigidities which curtail effective funds management (e.g. all
fund usage must be housing-related); this partly restricts GHB's competitive edge.
In this respect, GHB is facing stiffer competition from commercial banks, due to the
newly adopted Bank for International Settlements (BIS) rule on capital adequacy,
which assigns a low risk to housing credit.

GHB has, nevertheless, improved or upgraded its operations to some
extent, e.g. by offering loans for real estate, by hiring outsiders to appraise clients'
collaterals for the sake of expedition, and by adopting flexible interest rates in order
to compete more with other financial institutions. Owing to these efforts, GHB
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credits have grown to some degree relative to credits granted by all of the country's
financial institutions, i.e., 1.4 percent in 1987 and 1.8 percent in 1992.

INDUSTRIAL FINANCE CORPORATION OF THAILAND (IFCT)

Classified as a private limited company whose main purpose is to promote
domestic industries, [FCT comprises six groups of shareholders: commercial banks,
finance companies, life insurance companies, private corporations, ordinary
persons, and the Ministry of Finance. IFCT's operations fall into three categories:

o Development of Industries Examples of these projects include export
industries, energy saving programs, industries using domestic raw
materials, rural-based industries, and industries depending on heavy
labor input. IFCT supplies this type of customer with credits, financial
advice, merchant banking facilities, and investment data.

e Capital Market Development This is effected through three units
attached to IFCT: the Mutual Fund Company, the Para Pattana
Finance and Securities Company, and the Capital Market Research
Institute. The Mutual Fund Company specializes in the issuance and
trading of unit trusts, which represent one channel of IFCT's fund
mobilization. The Para Pattana Finance and Securitics Company
focuses on securities businesses as well as tapping short-term funds,
while the Capital Market Research Institute studies various facets of
capital markets and offers information to investors.

e QOperations Concerning Affiliated Firms These stem from the
companies in which IFCT holds equity and for which it bears partial
responsibility in laying down management policies.

Legal constraints have caused IFCT to devote much of its efforts to capital
market development. IFCT itself cannot tap funds directly from savers, like
commercial banks or finance companies. It therefore has to borrow funds from
capital and money markets through other means. In other words, IFCT practically
functions as a private development bank.

Before 1985, IFCT was heavily dependent on foreign debts as an important
source of funds. External debts amounted to 64.4 percent of total liabilities in 1984.
After the devaluation of the Thai baht and the adoption of a flexible exchange rate
regime in Thailand in November 1984 (see Chapter 8 for more details), IFCT was
critically beset by colossal exchange losses, and its debt obligations fluctuated to a
frightening degree due to exchange rate volatility in the world markets. IFCT
therefore turned to tapping funds from domestic markets by issuing bonds and
debentures. This is clearly reflected in the changing composition of its total
liabilities. Baht bonds and debentures grew from 2 percent in 1984 to 36 percent in
1992, whereas the portion due abroad fell to 23 percent.

Regarding the use of funds, 63 percent of IFCT's total assets are loans
given to private industries, while 17.5 percent are held as bank deposits and short-
term notes. [FCT's lending to private enterprises constituted 1.2 percent of credits
released by all financial institutions to the private sector in 1992.
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Non-Intermediary
Financial Firms

SECURITIES COMPANIES

Private entrepreneurs became interested in undertaking securities businesses from
1959 to 1961. Led by foreign partners, several companies were set up to promote
securities trading. In 1962, these companies jointly founded an organized stock
exchange called the Bangkok Stock Exchange (BSE). But BSE was rather inactive.
Local private corporations were not convinced of the benefits of listing in the stock
exchange. Meanwhile, potential investors were concerned about the degree of risk
involved in investing in securities as well as the returns that corporate securities
could yield. This is why few securities were then listed in BSE, and only a quarter
of those were traded, while the rest stood idle. In the early 1970s, most securities
companies in BSE turned their attention to other areas of financing, for example,
automobile hire-purchase and housing loans; this was partly due to the economic
slowdown.

The securities business was revived when the Stock Exchange of Thailand
(SET) began operation in 1975 (see Chapter 9 for details on SET). Securities
businesses involve a number of activities:

¢ Tendering custodian services;

e  Acting as registrars and paying agents for securities;

e Providing economic, financial, and investment information;

e  Underwriting stocks and debt instruments;

¢ Supplying investment consultancy services;

e  Acting as sponsors for companies which seck listing in the SET; and

¢ Trading securities on behalf of clients in return for a brokerage fee or a
commission charge. When both domestic and foreign investors'
interests in Thai securities emerge, brokers help guide them by
providing information about listed stocks, including both fundamental
and technical analyses. To efficiently serve customers, securities
companies adopt advanced technology, such as an on-line network
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between their trading rooms and the floor at SET. These linkages
facilitate order processing and confirmation of securities transactions.

One important and highly intricate issue concerns the proper status of
securities companies. In the 1970s when the stock market was still in its fledgling
state, the central authorities allowed finance companies to simultaneously pursue
securities businesses so that securities companies had firm financial back-up. But
after some finance and securities companies encountered severe shortages of funds
in the carly 1980s, it was discovered that one cause of the difficuities was the
intermingling between finance and securities affairs. Therefore, the authorities
started to feel that if overall stability is to be well kept, these two activities should be
separately managed by two different institutions, similar to the stipulation in the
Glass-Steagall Act in the United States and the situation in Japan. Simply stated,
separation of finance and securities businesses will help preserve the safety of
deposits at finance companies. Otherwise, a large part of these deposits may be
devoted to speculative investment in the stock market.

An immediate regulation in favor of partitioning finance and securities
activities cannot be imposed, however, because at present the linkage between the
two activities is tight among numerous finance and securitiecs companies in
Thailand. Compulsory separation may lead to tension in both the money market and
the security market. Therefore, in this transitional stage, the central authorities
leave it up to the discretion of each finance and securities company, though
separation of their activities is encouraged via several incentives, as stated in the
August 1994 policy direction of the Finance Ministry. A number of finance and
securities companies have already opted to effect this separation of activities.

MUTUAL FUND COMPANIES (MFC)

Mutual Fund Companies (MFC) ordinarily mobilize funds from the
general public by issuing unit trusts which are sold by underwriters in the stock
market. The acquired funds are then invested in various firms' equity together with
fixed-income securities, as allowed by the central authorities. Subsequently, MFC
recycles returns from those investments to unit trust holders in the form of
dividends. Alternatively, unit trust holders may decide to reinvest those returns in
whatever options MFC may propose.

Channelling savings to investment through MFC generates the following
favorable effects:

e People from the low- and medium-income brackets are given
opportunities to place their savings in the capital market; this is
because of the small denominations of unit trusts.

¢ Laymen or outsiders without any knowledge or time can be linked
with stock and securities investment, provided that MFC managers
have adequate expertise and skills.

e MFC can diversify risks in stock and securities investment more
efficiently than each small investor can; this is due to the economy of
scale.

¢ The demand in the stock and securities market is strengthened and
this widens the chance to further develop the capital market.
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From the investors' viewpoint, however, there are certain constraints or
limitations attached to investment via MFC. These include:

e The returns which investors expect from unit trusts are typically not

high, as a result of the adopted risk diversification tactics.

e The prices of unit trusts tend to fluctuate in accordance with the
general sentiment in the stock market. Since unit trust holders are
ordinarily uninformed about particular securities in SET, they can be
psychologically disturbed by rapid fluctuations of stock prices. Such
disturbance may reach a level that leads to liquidation of unit trusts,
even though MFC may not have allotted funds to the falling stocks or
securities.

e As of 1993, all mutual funds offered in SET are close-end; the
investors therefore have to bear the long-term risk that the capital
market may experience severe or lengthy recession, resulting in
unsatisfactory returns when those unit trusts fall due. This drawback
can be averted by issuance of open-end wunit trusts which allow
investors to liquidate them with MFC before the due dates. Investors
are likely to have more confidence in placing their funds at those
open-end unit trusts. Meanwhile, the open-end quality will impinge on
MFC as one binding constraint in investment strategy. Consequently,
returns to open-end unit trusts may not equal or exceed those to the
close-end ones.

Prior to 1992, there was only one MFC authorized by the Bank of Thailand
to mobilize on-shore funds from the general public for investment in both listed and
unlisted securities in SET. In 1992, financial institutions were allowed to jointly
establish mutual fund management companies and apply for such license.
Shareholding in those companies, however, had to be diversified in order to avoid
biased decision-making.

The maximum equity holding is specified as follows: 25 percent for
commercial banks, 50 percent for finance companies and securities companies
combined, and 25 percent for foreign juristic with expertise in the business. People
eligible to apply for these licenses must hold at least 25 percent of the company's
total shares, have a sound financial position, and present plans to operate mutual
funds. Currently, there are eight mutual fund companies operating in Thailand.

As the unit trusts managed by MFC are designed to function as a bridge
between the capital market and low-income earners whose locations are widely
scattered, one way to reach these people is to allow branches of banks or finance
and sccurities companies in remote areas to serve the order placement and
processing. Otherwise, people in rural districts will not be able to participate in the
capital market, despite the fact that their potential to speed up its development
remains unquestionably strong. The central authorities can also encourage unit trust
investment by differentiating between equity-related and fixed-income unit trusts.
MFC uses the proceeds from equity-related unit trusts to invest in equities of firms
listed in the stock market, whereas proceeds from fixed-income unit trusts are
allotted to securities with fixed interest rates. Compensations or dividends from the
former vary from year to year depending on firms' performances, but returns from
the latter are fixed or assured. This differentiation will fit in with different investors'
tastes, with the result that they may be tempted to buy more unit trusts. Moreover,
the differentiation will help circumvent or lessen the adverse side-effects that
plummeting share prices may have on the confidence of unit trust holders.
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Macroeconomic Issues

MONETARY POLICY

The Bank of Thailand is the sole agent responsible for the formulation and
conduct of monetary policy in Thailand. Its main objective is to maintain the growth
and stability of the country's economy and its financial system. The Bank performs
other roles, such as acting as fiscal agent and providing development financing;
these sometimes conflict with the Bank's main objective.

In formulating monetary policy, the Bank first needs to find appropriate
monetary aggregates with certain characteristics. These are:

o  Stability Good monetary aggregates should have a stable relationship
with the ultimate economic targets, i.c., economic growth, inflation,
unemployment.

o  Predictability The relationship between selected monetary aggregates
and the ultimate economic targets should be adequately predictable so
that monetary policy will have a desirable impact.

e  Controllability The selected monetary aggregates should be under the
Bank's full command through available monetary instruments.

o Simplicity The aggregates should be simple and easily understood by
the public, especially in the countries which announce monetary
targets.

The Bank of Thailand currently monitors the expansion of narrow money
(M,), broad money (M,) and domestic credits. They are not treated, however, as
monetary targets in a conventional fashion. The Bank has so far considered them
monetary indicators which are subject to economic conditions and policy direction.
Under certain circumstances, one monetary aggregate may receive more attention
than others. During the period of severe external instability (1983-1984), for
example, the Bank exercised stringent credit policy by setting the 1984 credit
growth target at 18 percent. Thereafter, the Bank gave priority to exchange rate
policy to facilitate international trade while forgoing, to some extent, its autonomy
in controlling monetary aggregates. Presently, with the need to mobilize domestic
savings in order to contain the widening savings-investment gap, the Bank pays
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more attention to M) growth and implements various measures to boost financial
savings.

In practice, the Bank does not command full control of the above-
mentioned monetary aggregates. It selects another variable which can be closely
managed on a day-to-day basis and which has a stable and predictable relationship
with other monetary aggregates. For that purpose, a monectary base has been
adopted, since it is essentially part of the Bank's balance sheet and since it is linked
up with other monetary aggregates through multipliers. The effectiveness of the
monetary base in terms of control procedure depends on the ability of the Bank to
handle its own balance sheet and to predict the multipliers'’ movements. In
Thailand's case, the Bank can exert control on only parts of the monetary base.
Under the present exchange rate arrangement, the Bank's net foreign assets can
vary considerably, depending on how the Bank sets daily exchange rates and the
exchange rate fluctuations of Thailand's major trading partners. Regarding the
Bank's net claims on the government, it is preset and largely hinges upon the
government's fiscal position. The Bank has a better grip on the net claims of
financial institutions. Nevertheless, the Bank's financial assistance to ailing banks
and finance companies during the 1980s and the development financing given to
priority sectors sometimes complicate its operations and, in turn, reduce its ability
to control the monetary base. Furthermore, under the relatively fixed exchange rate
mechanism and diminution of exchange control measures, difficulties in sterilizing
capital inflows partly undermine the effectiveness of the monetary base control.

With regard to the factors affecting money multipliers, they act in
accordance with theory. The fall in cash reserve ratio, for example, will increase
both M1 and M, multipliers. The development of the payment system, as well as
the increasing use of credit cards, will strengthen both multipliers, whereas the rise
in interest rates will also increase the M, multipliers but reduce the M; multipliers.
In practice, these relationships are rather weak in the short term due to various
types of friction in the financial system, which make it difficult for the Bank to fine-
tune its monetary operations.

In controlling the monetary base, the Bank has a number of monetary
instruments which are normally used in daily and medium-term operations, as
follows:

e Liquidity Ratio This is currently set at 7 percent of the total deposits
in commercial banks. Two percent of the liquidity ratio is in the form
of deposits at the Central Bank, 2.5 percent is cash in hand, and the
rest is eligible securities. The Bank does not usually use this ratio for
monetary control, but rather for prudential purpose.

o  Credits to Priority Sectors These are given to commercial banks on a
semi-annual basis. Under the present format, once commercial banks
commit themselves to 50 percent of the credits requested by priority
sectors, the Central Bank will furnish them with the remaining half.
Although this facility charges priority sectors concessional interest
rates, the demand is constrained by limited credit lines and the
qualifications of eligible borrowers as pre-specified by the Bank.

e Loan Window This is the Central Bank's lending facility and is
available to commercial banks when they face short-term liquidity
shortages. The borrowing must be pledged by government bonds and
has a maximum maturity of scven days. The Bank can influence the
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demand for this type of borrowing by varying the bank rate or the
credit ceiling set for each commercial bank.

e  Repurchase Market This was established in 1979 to add liquidity to
government bonds beld by financial institutions and to reduce the
oligopolistic practices of large commercial banks in the interbank
market. The Central Bank can exercise its monetary policy by
intervening in the repurchase market, but the principal discipline of
anonymity in this market is always adhered to. Normally, the Bank's
intervention aims at reducing the degree of volatility in money market
rates. This measure sometimes counteracts the pursuance of monetary
control.

FISCAL POLICY

The government normally formulates budget expenditures in April of each
year for the following fiscal year, which begins in October. The expenditures
depend on the projection of government revenue, the financial needs of each
ministry and, most importantly, the government's fiscal stance.

During the first half of the 1980s when the Thai economy was in difficulty,
the government adopted disciplinary fiscal policy with packages of austerity
measures. Although such fiscal policy was perceived as inevitable at that time, it
was also the intention to reform the government sector and to reduce its role as the
main economic locomotive. By the end of the 1980s, which brought a continued
disciplinary fiscal stance and an extraordinary pace of economic growth, the
government experienced a fiscal surplus (in 1989) for the first time in 30 years.
This surplus has persisted until the present period.

Lately, the current fiscal stance has shifted toward more economic
stimulation, particularly in rural development and income distribution.
Nevertheless, from past experiences, the prolonged use of fiscal stimulus may not be
very effective, since government revenue usually varies with economic conditions.
When the economy encounters a slowdown, government revenue tends to fall,
leaving little room for expenditure increase without jeopardizing economic stability.
In contrast, when the country experiences a boom, revenue tends to rise; and there
is no need for further stimulation.

The following are the essential features of the prevailing tax structure in
Thailand:

o  Personal Income Tax As of January 1, 1992, there were five income
tax brackets and the minimum tax rate was set at 5 percent, while the
maximum tax rate was 37 percent. The maximum expenditure
exempted for income taxes was fixed at 60,000 baht or 40 percent of
taxable income, whichever is lower.

o  Corporate Income Tax As of January 1, 1992, the corporate income
tax rates imposed on listed and unlisted companies in the Stock
Exchange of Thailand were unified at the rate of 30 percent.
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¢ Tax on Interest Income and Dividends Taxpayers have two options:
1) To pay a flat rate of 15 percent; or

2) To add these incomes to other types of income, which are subject
to progressive personal income tax.

e  Tax on Capital Gains
1) Asfor 1)and 2) intax on interest income and dividends;

2) For common stocks issued by listed companies, investors who are
juristic entities have to add the received capital gains to other
types of income and they are subject to progressive income tax.
But capital gains received by ordinary persons are tax-exempted.

3) Capital gains from the sale of government bonds and debentures
are exempted from this tax.

o Sales Tax In 1992, the sales tax was replaced by a 7 percent Value
Added Tax (VAT) which was lower than the revenue neutral rate.
VAT was intended to reduce tax evasion and to increase efficiency in
tax collection.

o  Tariffs In 1990, the tariffs on imported capital and the raw materials
of 419 items were harmonized and reduced to 5 percent so as to
increase the efficiency and the competitiveness of domestic industries.

EXCHANGE RATE POLICY

Thailand abolished the par value of the baht vis-a-vis the US dollar on
March 8, 1978 and adopted a daily fixing system, which based the baht value
broadly on a basket of its major trading partners' currencies. With regard to the
relevant legislative procedures, the Currency Act B.E.2501 (1958) was amended to
enable Thailand to choose any exchange rate regime which was consistent with the
IMF's Agreement. The new system followed the exchange rate regime adopted by
most countries at that time, and helped liberate the baht value from movements of
any particular currency. It also reflected more accurately the prevailing economic
and monetary situations, particularly those related to Thailand's external positions.
To render the exchange rate determination process more flexible and amenable to
adjustment to domestic and international monetary conditions, the Exchange
Equalization Fund (EEF), which is the sole agent attached to the Central Bank
responsible for the exchange rate policy, ceased to announce bid and offered
exchange rates to deal with commercial banks. It allowed commercial banks to
participate in the process of determining exchange rates on a daily basis—called the
“daily fixing.” This method took effect on November 1, 1978,

In 1981, confidence in the baht value waned, as the public perceived that
EEF deliberately overvalued the baht in relation to the basket of currencies in order
to stabilize the baht/dollar exchange rate, regardless of the rapidly appreciating US
dollar. Meanwhile, the balance of payments condition was rapidly deteriorating.
Speculative activities in the foreign exchange market and prepayments of foreign
borrowings were thus widespread, leading to continuous depletion of foreign
exchange reserves.
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On May 12, 1981, EEF intervened in the foreign exchange market, setting
the exchange rate at 21 baht per US dollar as against 20.775 baht per US dollar the
previous day. This was equivalent to a 1.07 percent devaluation of the baht. This
devaluation could not revive public confidence, because the US dollar continued to
surge and the balance of payments showed no sign of improvement. In addition, the
“daily fixing” system clearly revealed daily EEF transactions to commercial banks
(including large, sustained sales of US dollars), thus inducing bankers to engage in
speculative transactions. In light of this, EEF for the second time devalued the baht
vis-a-vis the US dollar by 8.7 percent—from 21 baht per US dollar to 23 baht per
US dollar. It also replaced as of July 15, 1981 the “daily fixing” system with a
system that entitied EEF to independently fix the US dollar/baht rate.

The growth-oriented economic policies adopted in the following years and
the rapidly appreciating US dollar, caused by high US interest rates, brought about
serious economic problems in 1984. This was especially the case for external
accounts. Thus, the baht value which had been firmly tied with the US dollar since
1981 began to appreciate at an alarming rate relative to major currencies, such as
the Deutschemark and the Pound Sterling.

To counteract the adverse impact on the economy, the authorities
announced that the exchange rate system would be modified in two major respects,
effective as of November 2, 1984. First, while EEF continued to be the central
agency to specify baht exchange rates, the specifications could vary on a daily basis
depending on fluctuations in the value of major currencies selected to constitute a
reference basket for the Thai baht. Second, an adjustment in the exchange rate
between the baht and the US dollar was considered necessary for a successful
transition to the new exchange rate mechanism. In this connection, EEF on
November 5, 1984 set an initial mid-rate of 27 baht per US dollar, equivalent to a
15 percent devaluation of the baht against the US dollar, from 23 baht per US
dollar. Along with the new exchange rate regime, supplementary measures were
launched to prevent unfair exchange gains and to closely monitor commercial bank
activities in foreign exchange markets. To comply with these measures, commercial
banks were required to submit any windfall profits from exchange rate differentials
to EEF and to report their daily foreign exchange positions to the Bank of Thailand.

The 1984 exchange rate arrangement is still in effect. In conducting the
exchange rate policy, EEF has three objectives which correspond to its short-,
medium-, and long-term goals. In the short-term, EEF adjusts the exchange rate
according to the basket of currencies and day-to-day developments in foreign
exchange markets abroad. In the medium-term, it usually takes into account the
amount of foreign exchange traded with commercial banks. In the long-term, EEF
tries its best to minimize exchange rate disturbances to exports, since the overall
performance of the Thai economy heavily relies upon this sector.
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Financial Markets

Financial markets in Thailand comprise money markets, the foreign exchange
market, government securitics and commercial paper markets, and the stock
market.

MONEY MARKETS

There is a wide range of money markets in Thailand, including the ones
for interbank, government bond repurchases, Treasury bills, and Bank of Thailand
bonds.

The interbank market, the oldest among all formal money markets, is
relatively well developed with regard to lending at call and fixed terms.
Transactions are normally unsecured. Because of their widespread branches and
abundant deposits tapped therefrom, a few large Thai banks have traditionally been
influential lenders in the market, while small Thai banks, foreign banks, and
finance companies act as perpetual borrowers.

In March 1985, commercial banks introduced Baht Interbank Offered
Rates (BIBORs), which were the average rates at which prime banks lended to one
another; these functioned as reference rates for floating rate loans. Lending
committed at BIBORs was inactive, however, because prime banks tended to adjust
their liquidity positions through repurchase or foreign exchange markets. Interbank
rates have been rather volatile and more variable than Eurodollar rates. This may
reflect, to some extent, the seasonal pattern of cash demands during crop financing
and tax payments seasons. The variability also reflects the thinness of the market as
well as the Bank of Thailand's limited day-to-day intervention in the repurchase
market. The efficiency of the market is rather low as a result of a small number of
participants and the oligopolistic practice of lenders, which allows them to discern
borrowers' positions and in turn gives rise to multiple interest rates.

The government bond repurchase market was established on April 9, 1979
with four main objectives. The first was to increase the liquidity of government
bonds held by commercial banks to satisfy the branch opening requirement. The
second was to reduce the oligopolistic edge of large commercial banks in the
interbank market. The third was to introduce an impersonal money market which
would not reveal either the identities or the liquidity positions of lenders and
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borrowers, as was typically evident in the interbank market. The last was to create a
new channel for the Bank of Thailand to conduct monetary policy. The Bank
usually acts as a principal on one side of the repurchase transactions and matches
the demand for and supply of repurchases. Moreover, the Bank can also intervene in
the repurchase market by purchasing or selling from its own account. Presently,
there are seven maturities in the market, namely, 1, 7, 15, 30, 60, 90, 180 days.
Most of the activities, however, are concentrated in the short end, i.e., 1 and 7 days.
The repurchase market has an advantage in that transactions are secured against
government bonds; therefore rates can be more uniform, although they appear to be
as volatile over time as in the interbank market.

The Treasury bill market in Thailand is very restricted. Bills are auctioned
on a weekly basis and are purchased mainly by commercial banks and other
financial institutions to satisfy certain requirements. At times those bills are also
purchased by the Bank of Thailand. The secondary market is small. This situation
of captive market and limited supply normally gives risc to Treasury bill rates
which are below other market rates. The Bank usuaily stands ready to sell bills from
its portfolios and has occasionally purchased bills before maturity. The Treasury bill
market, howéver, disappeared in the past few years, due to the government's
persistent fiscal surplus. In the future, the Bank can reactivate Treasury bills in its
day-to-day management of money market liquidity as a supplementary instrument
to its repurchase market transactions.

The market for the Bank of Thailand bonds was created in May 1987
when, for the first time, the Bank issued its bonds to absorb excess liquidity from
the financial system. The bonds were worth two billion baht, with a coupon rate of 6
percent per annum and a 180-day maturity. The bonds were sold to commercial
banks which could use them to satisfy the branch opening requirement. Foreign
bank branches could use them to meet the rule on capital adequacy. The enduring
excess liquidity exerted pressure upon the Bank to issue its second batch of bonds in
1988. The two billion baht bonds, carrying a 6 percent annual interest rate with a
one-year maturity, were sold to commercial banks and the Government Savings
Bank. To slow down the growth of domestic credits, the Bank, in March 1990, sold
its bonds by auction. This amounted to 13,485 million baht with a coupon rate of
9.125 percent per annum and a one-year maturity. The infrequent issuance of the
Bank of Thailand bonds led to limited supply and did not facilitate the
establishment of its secondary market, since most of the bonds were short-dated and
meant for particular purposes or held to satisfy certain requirements.

FOREIGN EXCHANGE MARKET

At present, there are two types of institutions which can accommodate
foreign exchange transactions, namely, the Exchange Equalization Fund and
commercial banks (including the recently established offshore units). Major
suppliers of foreign exchange in the Thai market are: exporters, foreign investors,
and large corporations which rely on foreign borrowings to finance their businesses.
Major foreign exchange buyers are importers and large Thai corporations which are
just beginning to invest abroad. Lately, due to exchange control deregulation,
commercial banks have tended to rely more on foreign borrowings. As a result,
commercial banks have also become one of the major providers of foreign
exchange.
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The recent exchange control liberalization allows residents to have foreign
currency accounts and non-residents to hold baht accounts. This has led to more
international movements of funds and more frequent transactions between baht and
foreign currencies. The forward market between the baht and the US dollar, or the
dominant foreign currency, has not been very active, however, since the exchange
rate between the baht and the US dollar is considerably stable and there have yet to
be benchmark interest rates for the determination of appropriate premiums or
discounts. Cross-currency transactions are normally done in the interbank foreign
exchange market so as to hedge against risks and to seek profits.

According to bank regulations, certain ceilings are imposed on commercial
banks' foreign exchange positions (covering both spot and forward status): net
foreign assets not exceeding 25 percent of capital funds, or net foreign liabilities not
exceeding 20 percent of capital funds. This regulation was designed to limit the
extent of foreign exchange exposure; but it does not contribute much to monetary
control, as commercial banks can cover their spot positions in the forward market.

GOVERNMENT BOND MARKET

Since its inception, Thailand's government bond market has been dormant.
Government bonds have had a somewhat captive nature, brought about by the
requirement imposed on commercial banks to hold government bonds if they intend
to satisfy the branch opening prerequisite. As a result, the coupon rates do not
reflect the market condition. The government typically fixes coupon rates at 1 to 1.5
percent above the time deposit rates of commercial banks. The captive market also
hinders the development of the secondary market because commercial banks cannot
release their bonds, and if they do, they would realize losses due to thin market
status.

The government ran a fiscal surplus from 1988 to 1992, and there was no
need to issue new government bonds. Consequently, the government bond market
has steadily diminished. After the Bank of Thailand abolished the branch opening
prerequisite (on May 17, 1993), a large number of government bonds were released.
Some of them, however, must be maintained under liquidity requirement for
prudential reasons. It is expected that if the government continues to run a fiscal
surplus in the next few years, there will be an insufficient amount of government
bonds for commercial banks to satisfy the liquidity requirement. The Central Bank
may need to allow commercial banks to hold other types of securities, or to issue its
own bonds.

COMMERCIAL PAPERS

In Thailand, commercial papers serve two main purposes. The first is for
short-term borrowing while the second is for debt payments. Transactions of debt-
payment commercial papers have risen fairly rapidly, especially those without
guarantee from commercial banks or finance companies. With respect to short-term
borrowing, commercial papers are normally issued by financial institutions or large
corporations, e.g. Citinotes by Citibank and IFCT-notes by the Industrial Finance
Corporation of Thailand.
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STOCK MARKET
Evolution

In 1953, Houseman & Co. Ltd., Siamerican Securities Ltd., and Z & R
Investment and Consultants began to act as intermediaries for securities
transactions, but their volume of business was negligible and prices did not truly
reflect demand and supply. The Bangkok Stock Exchange was set up as a limited
company in 1962 and it was registered later on with 250,000 baht as capital funds.
Only seven or eight out of 35 listed securities were frequently traded, however,
demonstrating tenuous attention from the general public. The annual market
turnover during 1964 to 1973 was only 50 million baht. Worse still, the fees for
various securities differed.

In 1969, the Central Bank hired Professor S. M. Robbins to study the
feasibility of establishing a stock market in Thailand. His recommendations proved
useful and they led to the creation of the Securities Exchange of Thailand Act in
May 1974. The Stock Exchange of Thailand (SET) came into operation in April
1975.

Initial Period (1975-1978)

SET's first two years of operation did not see much trading; and though
activities picked up considerably in 1977 (trading volume: 26.6 billion baht, index:
181), most transactions were short-term speculations. In May 1978, the government
thus decided to impose a 10 percent tax penalty on capital gains realized from
securitics held no longer than six months. As a result, SET prices and business
volume plunged. The government therefore replaced the capital gain tax on short-
term trading with a much lower sales tax, which in 1978 increased the trading
volume to 57.3 billion baht and the price index to 258.

Recession (1979-1983)

The atmosphere in SET deteriorated markedly as a consequence of the
second oil price crisis and the worldwide surge of interest rates. In 1979, the
performances of listed companies notably declined, as did the trading volume to
22.5 billion baht and the SET index to 149. The monetary authorities implemented
a few rescue measures, for example setting up the Capital Market Development
Fund. This occurred in August 1979 with contributions from the Central Bank,
Government Savings Bank, and Thai Bankers Association, amounting to a total of 1
billion baht. This Fund, operated by the Industrial Finance Corporation of Thailand
(IFCT), intervened in SET affairs whenever share prices were too low. Moreover,
the Thai Bankers Association lined up two pooled funds (1 billion baht each) to
support the liquidity positions of SET members, while the government organized
the Krung Thai Fund (3 billion baht) for a program to buy securities with
repurchase rights left with sellers.

In 1980, several rounds of oil price and interest rate increases in the
domestic market worsened the performances of listed companies, leading to further
downfalls of both the trading volume to 6.6 billion baht and the SET index to 125.
The period between 1981 and 1983 brought further decline to the Thai economy.
Deficits in foreign trade and current account rose precipitously, while those in the
government's fiscal balance were equally threatening. Volatility of exchange rates
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and interest rates also climbed to a formidable extent. The widespread lack of
confidence in the baht value and the collapses of a few finance companies at that
time thus came as no surprise. In 1981, the trading volume and the SET index sank
to a low of 2.9 billion baht and 106, respectively. In response to such tension, the
government set up a special committee to study the situation and suggest suitable
resolutions.

Recuperation (1984-1986)

Even though in 1983 to 1984 several financial firms in Thailand
encountered a second round of bankruptcy crises, along with a breakdown of several
chit funds, the central authorities were adequately efficient to step in and solve these
problems. In 1984, a new scheme of exchange rate specification was adopted (see
also Chapter 8), thé¢ SET Act was amended, and an emergency decree on illegal
borrowings was authorized. Furthermore, some recovery in the world economy
emerged, while oil prices and interest rates started to decline. Consequently, the
stock market was revived, with the trading volume jumping to 10.9 billion baht in
1984 and 16.5 billion baht in 1985.

High liquidity persisted in 1986 to such an extent that commercial banks
lowered their interest rates five times. Additionally, the central authorities amended
the exchange control regulations so that foreign investors could easily transfer
returns abroad. The Bangkok Fund and Thailand Fund were created to attract
foreign investment. The trading volume thus grew to 29.8 billion baht, while the
SET index closed at 207.

Expansion (1987-1989)

Despite the Black Monday event on October 19, 1987, which precipitated
the SET index's 229-point drop within two months, the stock market experienced
appreciable growth in 1987, with the trading volume reaching 123.4 billion baht
and the SET index climbing to 285. In 1988 and 1989, an unusually high pace of
economic expansion (13.2 percent and 12.0 percent respectively) took place,
enabling SET listed firms to perform remarkably well. In addition, six more foreign
funds were formed. These factors, together with favorable trends in the world stock
markets, tripled the 1989 SET trading volume to 377.1 billion baht and caused the
index to rise to 879.

Regarding the policy reaction to the Black Monday incident, finance and
securities companies were allowed to invest more in stocks—from 60 percent to 100
percent of their capital funds. SET members constructed in November 1987 a close-
end, six-year Ruam Pattana Fund of 1 billion baht. SET responded by decreasing
the limit on daily fluctuations of stock prices between October 30 and November 26,
1987—from 10 percent to 5 percent.

Adjustment (1990-present)

SET performed robustly in the first half of 1990. There was greater public
confidence in SET and this was partly attributed to the Central Bank's declaration to
accept the IMF's Article 8 obligations and the creation of threc more foreign funds,
which totalled 8.6 billion baht. SET's operating hours were lengthened from two to
three hours per day. The Persian Gulf War (August 1990), however, generated an
adverse impact worldwide; and the Thai SET was no exception. The SET index fell
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to 613 in 1990, while the trading volume amounted to only 627.3 billion baht. To
cope with the Persian Gulf crisis, the government lowered the stock purchasing
margin from 100 percent to 70 percent on August 10, 1990, and reduced it further
to 50 percent on September 20, 1990. Finance and securities companies were
perniitted to invest more in stocks—from 60 percent to 100 percent of their capital
funds. And the second close-end, five-year Ruam Pattana Fund of 5 billion baht was
set up to supply SET with liquidity.

Although the public sentiment worsened with the National Peace-keeping
Force's political takeover in February 1991, the trading volume in that year
remained heavy at 793 billion baht, while the SET index recovered to 711.

Several crucial developments in the Thai capital markets occurred in 1992.
In spite of the political unrest in May, a new law entitled Securities and Exchange
Act was enacted, while the governing body, the Securities and Exchange
Commission (SEC), was established (see details in Chapter 3). This law paves the
way for further development of both primary and secondary markets for debt and
stock instruments, e.g. warrants, mutual funds, and convertible debentures. These
changes represented a major renovation of the capital markets in Thailand, since
the previous rules and regulations, which were either too stringent or too intricate,
were properly relaxed. Moreover, various regulators or supervisors were unified into
a single unit, or SEC, which not only screens and approves stock/debt issuance but
also oversees SET's patterns of trading. Because of the above favorable
developments, the trading volume in 1992 doubled to 1.83 trillion baht and the SET
index rose to 893. This occurred despite political agitation, stock price rigging, and
subsequent prosecutions, all of which took place in 1992. A part of the 1992 stock
market boom may be attributed to the extension of trading hours—from three to
four hours in two sessions—and the establishment of more funds for the purpose of
maintaining stability in SET.

SET underwent a wild run in 1993, owing to the following factors. After
SEC undertook several crackdowns on share manipulations, a large degree of
confidence returned to both domestic and foreign investors. Funds from abroad
flooded the Thai market with liquidity, which was a primary force in elevating the
SET index to a record high level—1,682 at the end of December 1993. The trading
volume also skyrocketed to 2.2 trillion baht.

In the first quarter of 1994, international capital flows were reversed when
the U.S. interest rates rapidly increased, generating a negative impact on stock
markets worldwide. The SET index drastically fell to 1,204 in March 1994. But a
move toward liberalizing stock brokerage and several enterprise takeovers
demonstrated increasing maturity in Thailand's stock market.
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Table 19 Market Performance (Corporate Securities)
Turnover Value
Mil. Baht (;000,000) SET Index
Daily ‘
Year Total Average| High | (Date) | Low | (Date) | Close
Early
1975 559.54 337 100.12] (23| 84.08] (30/12) 84.08
1976 993.54 4.01 83.96 @n 76441 (17/3) 82.70
1977 26,282.10| 106.84| 205.80| (711)| 82.48| (4/1)] 181.59
1978 57,065.75 231.97| 26620 (24/11)| 180.79 (1/8) 257.73
Stagnation
1979 2245055 9053 259.82| (/M| 146.12| (12/11)| 149.40
1980 6,543.22 2641 148.23 2/1)| 113.33 (9/9) 124.67
1981 2,521.20 10.21 129.03| (12/2)]| 103.19 (8/9) 106.62
1982 5877.97| 23.89| 13877 @13/9)| 102.03| (14/4)| 123.50
1983 9,120.55 36.93 148.36 Q9/7)| 122.88} (13/1) 134.47
1984 10,595.19 42.72 144.83 (3/12)| 128.69| (18/4) 142.29
1985 15,333.99| 62.59} 158.08| (31/7)| 132.76 | (24/12)| 134.95
First Boom
1986 2499346 | 101.19] 207.98| (26/12)| 12726| (19/%6)| 207.20
1987 122,138.49 49449} 472.86( (16/10)| 203.14| (16/2) 284.94
1988 156,457.23 633.43] 47145 (8/8)| 287.71 @/n) 386.73
1989 377,028.18{ 1,526.43| 879.19] (29/12)| 391.23 3/1) 879.19
Present
1990 627232.751 2,539.40] 1,143.78 (25/7)| 544.30| (30/11) 612.86
1991 793,068.01 | 3,237.01 908.90 (22/4)| 582.48| (16/1) 711.36
1992 1,860,070.21 | 7,530.65| 963.03] (5/11)} 667.84| (19/5) 893.42
1993 2,201,148.18 | 8,984.28 | 1,682.85| (30/12)| 818.84 (1/6)| 1,682.85

Source: Stock Exchange of Thailand.
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Corporate Securities Traded and SET Index

Figure 1
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Chapter 10

Recent Reform Experience

Historically, the Thai financial system was highly regulated, and it was shielded
from both domestic and foreign competition. Financial operations were subject to
interest rate ceilings on both deposits and lending, portfolio and branching
restrictions, and various types of compulsory credits, to name a few. Even so, the
financial system in the 1960s and 1970s managed to cope with Thailand's relatively
slow pace of economic development and its economy's limited openness. During the
1980s, in the presence of rapidly advancing computer and telecommunications
technology and increasing volatilities of interest rates and exchange rates, numerous
financial innovations were developed. These helped hedge against risks and helped
circumvent financial regulations to create greater profit opportunities or to enable
companies to survive in the highly competitive and volatile financial markets.

In order to maintain a healthy and stable banking environment, there
should be competition amongst financial and non-financial companies, for example
in the realms of consumer credits and housing loans. Although the above scenario
already prevailed in the Thai financial system, financial liberalization policy
received little attention between 1980 and 1987. This was due to two main factors.
First, the Thai economy was experiencing a slow-down, caused in part by frequent
internal and external instabilities. Second, a score of ailing finance companices,
problematic banks, and the failures of various chit funds brought about instabilities
to the financial system. The authorities, therefore, gave top priority to restoring the
country's economic and financial stability.

When this had been accomplished, Thailand experienced impressive
economic expansion. Such growth was coupled with record balance-of-payments
surpluses and persistent positive cash balance on the fiscal budget, resulting from
increased revenue collection and cautious budgeting. Balancing growth in the
manufacturing and financial sectors, enhancing the competitiveness of domestic
financial institutions, and restructuring the financial system became more pressing
policy issues.

In this light, medium- and long-term plans were drawn up to address
domestic problems. These also helped the financial sector to cope with competition
on the external front, which arose from rapid modernization of technology and
integration of international money and capital markets. The major thrust was the
development and modernization of the financial system and the diminution of
government intervention. Efforts were directed at encouraging savings mobilization
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to support future economic development, boosting the competitiveness of financial
institutions, promoting the development of new financial instruments and services,
and turning Thailand into a regional financial center.

To facilitate these goals, the Bank of Thailand implemented between 1990
and 1992 a three-year financial reform plan. This plan had four components:

o Deregulating interest rates and financial institutions' portfolio
management and relaxing exchange controls;

e Developing the supervision and examination system, improving
monitoring and analytical procedures, adjusting the capital to risk
asset ratio in line with the guideline set by the Bank for International
Settlements, training bank examiners, and developing an information
system;

e Promoting financial innovations in both primary and secondary
markets; and

e Improving the payment system—its targets were to reform the
interbank clearing system and to establish the second note-printing
works.

DEREGULATION AND RELAXATION

Financial deregulation is normally related to the relaxation of supervisory
constraints or the intervention of the authorities, thereby allowing the market
mechanism to function more freely. In Thailand, deregulation has been gradually
introduced, starting with the interest rate reform after the second oil shock (1979-
1980). Since 1924, Section 654 of the Civil and Commercial Codes restricted
general interest rates to remain within 15 percent. Wide variations in international
interest rates in 1979 and 1980 induced the promulgation of the Financial
Institutions Lending Rate Act, B.E.2523 (1980). This helped increase flexibility
within the domestic financial system and realigned it with volatile world interest
rates. In other words, the ceiling on financial institutions' lending rates was raised
from 15 percent to the level deemed appropriate by the Minister of Finance.

The government bond repurchase market was established in 1979 to create
a new channel for financial institutions to adjust their liquidity positions and to
provide an additional tool for the implementation of monetary policy. The exchange
rate system was revamped in 1984, the previous practice of pegging the baht solely
to the US dollar was replaced with the basket system which linked the baht to the
currencies of its major trading partners. It was felt that this would better reflect
genuine economic and financial relationships.

Deregulation measures implemented under the three-year plan are meant
to reduce the role of monetary authorities in the financial system. Financial
institutions have the opportunity to adjust their operations in preparation for greater
future competition when the financial liberalization process will have taken its full
course. In addition, the financial system must be geared toward interest rate
liberalization, the relaxation of constraints on financial institutions' portfolio
management, an expanded scope of operations, and Thailand's future development
as a regional financial center.
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DISMANTLEMENT OF EXCHANGE CONTROLS

Acceptance of the obligations under Article VIII of the International
Monetary Fund's Articles of Agreement and the implementation of the first phase of
the exchange control relaxation on May 21, 1990 were important steps in the
process of exchange control deregulation. The aim was to liberalize the foreign
exchange regime in line with the globalization of economic and financial systems,
and to provide greater freedom to international capital movements. In essence,
Phase I of the exchange control deregulation allowed commercial banks to process
customers' applications for the purchase of foreign exchange without prior approval
from the Bank of Thailand. The Bank also raised the limit on foreign exchange
transactions for services and allowed commercial banks to process applications for
minor foreign exchange purchases, remittances of loan repayments, sales of
securities, and company liquidations.

The deregulation was expected to benefit the public at large, as it
streamlined the approval process without altering the major elements of exchange
control. Preparations for further exchange control liberalization were under way
when the second phase required an amendment in the Ministerial Regulation No.
13, B.E. 2497 (1954) pursuant to the Exchange Control Act, B.E. 2485 (1942). This
proved a lengthy process, and the commercial banks needed a transitional period to
prepare for the necessary adjustments. On April 1, 1991, the Bank of Thailand
announced Phase Il of the exchange control deregulation. This allowed greater
flexibility to private businesses and the general public in the purchase and sale of
foreign exchange, while retaining minimum controls to monitor and safeguard the
system. Under Phase II, the public could frecly purchase foreign exchange from
commercial banks for current account transactions without prior approval from the
authorities.

The authorities' role was reduced to the adjustment of rules, regulations,
and operational guidelines to ensure greater convenience for the public. Measures to
streamline procedures for export proceeds were implemented on May 1, 1992,
Exporters were allowed to receive payments from non-resident baht accounts and to
transfer foreign currency receipts to pay for imports or to debit foreign liabilities to
non-residents. With regard to foreign currency deposit accounts, commercial banks
were permitted to freely withdraw funds from their accounts and/or to accept
deposits from government departments and state enterprises to facilitate foreign
currency transfers.

Given a very healthy spurt of trading activities in Indochina and its
vicinity, the central authorities deemed it appropriate to broaden the role of the baht
currency. On January 10, 1994, Phase III of the exchange control deregulation came
into effect. The objective was to upgrade Thailand into a regional financial center.
The limit on baht notes permitted to be carried into neighboring countries was
raised from 250,000 baht to 500,000 baht. Similarly, the amount of allowable
foreign exchange transferred abroad for the purposes of either investment overseas
or intra-affiliate lending was doubled—from US$5 million to US$10 million.
Moreover, several exchange control regulations were further relaxed. These
included the repeal of the prerequisite that a foreign exchange account be held only
if its source was from abroad, and the extension of foreign exchange credits from
Thai commercial banks to non-residents. The only remaining foreign exchange
restrictions concern purchasing foreign currency for the acquisition of foreign
securities or purchasing real estate abroad.
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INTEREST RATE LIBERALIZATION

The Bank of Thailand's three-year plan aimed to fully liberalize the
interest rate structure, thereby enabling the financial system to adjust to fluctuating
domestic and external demand and supply conditions. With continuous economic
expansion since 1987, the growing need to mobilize long-term funds for economic
development became urgent. When it was evident that long-term deposits had not
expanded in line with borrowing needs, the Bank of Thailand decided in June 1989
to lift the ceiling rate on term deposit with a maturity greater than one year so as to
accelerate the process of savings mobilization. Thereafter, interest rates on deposits
with maturities longer than one year moved up in 1989 from the previous ceiling of
9.5 percent to 10.5 - 11.0 percent per annum.

On March 16, 1990, the remaining ceilings on time deposits of all
maturities were abolished. On January 8, 1992, the cap on savings deposits was
removed. Afterwards, in June 1992, the interest rate ceilings on finance companies'
and credit foncier companies' borrowings, deposits, and lending, and on commercial
banks' lending were terminated. This effectively completed the liberalization of all
types of interest rates. In addition, the central authorities felt that competition in the
financial market could be further strengthened by transparency in pricing. The
Bank of Thailand thus stipulated that from October 26, 1993 onward each
commercial bank should declare public its minimum loan rate (MLR is the rate
charged on term credits extended to prime large customers) and its minimum retail
rate (MRR is the raté charged upon prime small customers), together with specific
definitions of those “prime large” and “prime small” customers. Furthermore, each
bank has to inform the public of the widest margin to be added to MRR to reach a
reference interest rate applicable to the customers who do not fall into the two
aforementioned customer categories. In other words, commercial banks can no
longer charge their clients above MRR plus the declared widest margin. Exceptions
are allowed only in fraudulent cases whereby banks have to specify beforehand the
maximum penalty interest rates. As for mortgage lending to low-income individuals
contracted before June 1, 1992, banks may not use any rate higher than MLR. On
the deposit side, commercial banks must also declare public the interest rates they
offer to general or large depositors. This policy on interest rate transparency is
meant to fully equip customers with correct and updated information on pricing in
the local financial market. With continual information on actual interest rates,
customers will in all probability exert pressure upon commercial banks to compete
against one another. This corresponds with the primary objective of liberalizing the
local financial arena.

FEWER CONSTRAINTS ON FINANCIAL INSTITUTIONS'
PORTFOLIO MANAGEMENT

As was the case with other developing countries, the Bank of Thailand
deemed it appropriate for financial institutions to contribute to the economic
development of the country, with an emphasis on rural development. Commercial
banks were therefore required to fulfill the agricultural credit target and, whenever
they opened up new branches, they had to extend adequate credits to local vicinities.
During the past few years, however, the fundamental structure and economic
environment of the country have changed markedly. The Bank of Thailand
therefore tried to reduce its role of intervening in the decision-making process of
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financial institutions. In retrospect, the intervention policy could be perceived as
unfair to the financial institutions concerned, as well as to their customers and other
economic sectors. Additionally, the inefficient allocation of resources must have
arisen, as the market fell short of free competition.

The Central Bank's three-year plan was designed to streamline, and in
some instances, eliminate certain requirements imposed on financial institutions,
while retaining only those needed to maintain the financial system's stability and
solvency. This was intended to provide greater flexibility in management while
reducing the costs of operation.

RURAL CREDIT POLICY

In the past, the Bank of Thailand set targets for commercial banks to
allocate credits to the agricultural sector; this had to be in proportion to total bank
deposits (see also Chapter 3 on compulsory credits). In 1987, however, a new
definition and ratio were defined under the “rural credit policy.” This occurred
because the structure of the country's agricultural production had shifted toward
small-scale industries and the service sector. To give commercial banks greater
flexibility in asset management and to operate in accordance with the government's
policy to support regional small-scale industries, the rural credit policy was
modified to cover a wider scope of activities beside the narrowly defined
agricultural activities. In January 1991, rural credit coverage was broadened to
include credits for the wholesale trading of agricultural produce and regional
industrial estates. The definition was further expanded in 1992 to incorporate
credits for farmers' secondary occupations and for the exportation of farm products.
To facilitate compliance with this requirement, computation of the deposit base was
also adjusted to exclude interbank deposits.

BRANCH OPENING REQUIREMENT

A mandatory requirement was instituted which stipulated that commercial
banks hold adequate government and other eligible bonds before opening branches.
This came about when the government needed to issue a large number of bonds to
finance budget deficits arising from huge expenditures devoted to economic
development. At present, however, the government's fiscal position has improved
considerably, and no government bonds have been issued since 1991. The Central
Bank, therefore, progressively relaxed this requirement so that commercial banks
could better handle their tapped resources. The ratio was reduced from 16 percent of
total deposits to 9.5 percent on November 13, 1990, 8 percent on September 13,
1991, 7 percent on February 14, 1992, 6.5 percent on October 30, 1992, and 5.5
percent on February 14, 1993. Finally, this bond holding for branch opening was
abolished on May 17, 1993.

MODIFICATION OF THE RESERVE REQUIREMENT
Effective June 23, 1991, the Bank of Thailand relaxed the constraints on

commercial banks' portfolio management by replacing the reserve requirement ratio
with the liquidity ratio. Although in practice commercial banks have to maintain
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the same minimum of 7 percent of deposits in securities and cash, in accordance
with the Bank's regulations, the liquidity ratio permits commercial banks to
substitute other securities for government securitics, namely, Bank of Thailand
bonds, debentures, bonds of government organizations and state enterprises. This
provides commercial banks with greater opportunities in investment options and
asset management. It should be noted that since the Bank has not used the liquidity
ratio as an instrument to conduct monetary policy, the change has no significant
policy implications.

In addition to the above measures, the Central Bank revamped a regulation
on compulsory credits. This regulation formerly required each bank branch to lend
to customers living within close proximity to it, in proportion 1o its total deposits.
Under the revised regulation, regional bank branches are required to collectively
extend credits to customers in their regions, in proportion to total deposits.

EXPANSION OF FINANCIAL INSTITUTIONS' SCOPE OF
OPERATIONS

In the early 1990s, financial institutions were permitted to broaden their
scope of activities and better utilize their resources and expertise. Customers would
benefit from a wider variety of financial services and greater competition among
financial institutions. Recently, the customary practice of receiving deposits and
extending loans has not been as profitable as before, because clients have more
options as to where to save or borrow. Financial institutions, therefore, need to seek
more revenue from fee-based income. The policy to widen the scope of operations
has been undertaken in gradual steps, with due regard to the institutions’ efficiency
and their expertise. In the initial stages, the Bank of Thailand expanded financial
institutions' scope of activities within the framework of relevant legislation.

At present, commercial banks are allowed to conduct businesses related to
banking practice, such as loan syndication, recommending insurance companies to
customers, completing feasibility studies for projects or investment options, advisory
services in mergers and acquisitions, and safekeeping or custodian services. In
1992, commercial banks were permitted to do more business related to financial
instruments, including managing issuance, underwriting and distribution of debt
securities, trading of debt instruments, acting as supervisors as well as selling
agents for mutual funds, and securities registrars.

Other types of financial institutions are also entitied to broaden their scope
of activities. Since the end of 1991, finance companies can conduct leasing
business. In March 1992, finance companies were authorized to act as sclling agents
for government bonds, to provide economic, financial and investment information
service, and to advise companies seeking listing in the Stock Exchange of Thailand.
Securities companies are allowed to carry out these same businesses, in addition to
safekeeping and custodian services and acting as registrars or selling agents of
securities.

CAPITAL ADEQUACY
The Bank of Thailand, as the supervisory authority of the country's

financial system, closely monitors financial institutions' operations to ensure the
stability and soundness of the financial system and the viability of market
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participants. In this regard, the Central Bank amended relevant legislation to suit
specific situations. The Commercial Banking Act, B.E. 2505 (1962) was revised in
1979, 1985, and 1992, while the Act on the Undertaking of Finance Business,
Securities Business and Credit Foncier Business, B.E. 2522 (1979) was adjusted in
1983, 1985, and 1992.

The Central Bank has also focused on the development of supervision and
examination procedures. As this involves several stages of operation, the Bank first
placed emphasis on making financial institutions' capital funds sufficient in order
that they be consistent with international standards. The conventional capital risk
asset ratio, which had been in use since 1962, was replaced by the Bank for
International Settlements (BIS) guideline on capital adequacy, modified to local
conditions.

Commercial banks' capital funds are divided into first-tier and second-tier
capital. First-tier capital comprises paid-up capital, retained earnings, reserves
appropriated from net profits, and statutory reserves. Second-tier capital includes
revaluation of land and buildings and certain types of instruments issued by banks,
such as hybrid debt capital instruments and subordinated term debis. Moreover, risk
assets are weighted by the degree of their risks, according to the BIS guideline.
Effective January 1, 1993, Thai commercial banks are required to maintain a capital
risk asset ratio of not less than 7 percent, within which at least 5 percent must be
maintained as first-tier capital. These two ratios will be adjusted to 8 percent and
5.5 percent respectively by the end of 1994. Due to the differences in the structure of
their capital funds, foreign bank branches will be required to maintain a minimum
of 6.25 percent capital risk asset ratio, to be adjusted to 6.75 percent by the end of
1994.

Given the recent popularity of contingent liabilities or off-balance-sheet
items, the Bank of Thailand finds it proper to add those items to risk assets after
appropriate conversion factors and risk weighing methodology are applied. In other
words, the new 8 percent rule will take into account the correct extent of risks from
both credits and off-balance-sheet obligations. In addition, the traditional rule on
capital adequacy restricted the amount of credits and obligations that banks could
extend to any single entity. After the BIS standard was adopted, the single-entity
limit was similarly adjusted by weighing both credits and obligations by their
associated risks before summing them up and comparing them with lenders' capital
funds.

BANGKOK INTERNATIONAL BANKING FACILITIES (BIBF)

Thailand's stable economic conditions, liberal exchange controls, and high
level of international borrowing transactions have induced the Central Bank to
begin to take action to make Thailand a regional funding center. The Bank
proposed the establishment of Bangkok International Banking Facilities (BIBF) in
1993 to facilitate international borrowings, to reduce their costs, and to encourage
fund inflows to finance the current account deficit. The BIBF is also meant to
gradually introduce a greater degree of competition into the local financial system,
via new market participants.

Local banks, existing foreign bank branches and new banks, which the
Bank of Thailand and the Ministry of Finance deemed ready and qualified, were
granted licenses for international banking facilities. This type of license permits the
following activities: acceptance of deposits in foreign currencies, lending in foreign
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currencies to both residents and non-residents, and foreign exchange transactions
(cross-currency only), with relevant tax concessions.

In 1993, there were 47 commercial banks granted BIBF licenses. Of these,
15 were domestic commercial banks, 12 were foreign bank branches already
established in Thailand, and 20 were new foreign banks with no branches in
Thailand.

BIBF's major competitors are the offshore markets in Hong Kong and
Singapore. One of BIBF's main objectives is to provide financing for regional
development, particularly in Indochina. Comparable tax incentives are given to the
commercial banks with BIBF licenses. Other types of taxes are also exempted or
reduced, such as the withholding tax on interest payments abroad and the
permanent establishment tax.

The Bank of Thailand's second three-year plan, which began in 1993,
consists of two parts. The first concerns deregulation and financial development, the
improvement of supervision and examination, as well as the development of the
payment system; this is a continuation of the 1990 to 1992 plan. The second part
deals with savings mobilization, Thailand's development into a regional financial
center, and the improvement of the Central Bank's operations with respect to
monetary policy and internal organization.

With these first and second three-year plans, the Bank of Thailand's ability
to directly influence the monetary conditions and operations of financial institutions
has been notably weakened; and this may adversely affect the effectiveness of
monetary policy. Therefore, the Bank has begun to develop new financial
instruments and methods of monetary controls which are market-oriented. At
present, the Bank is considering using its own bonds and state enterprise bonds to
actively conduct open market operations, since the secondary market for
government bonds is virtually non-existent. Before beginning open market
operations, however, the Bank must be able to forecast short-term liquidity
conditions in the money market and establish secondary markets for those
securities. To correctly forecast short-term liquidity, the Bank has to be aware of the
timing and extent of major inflows or outflows of funds from money markets, and it
must understand the behavior of money and credit demand. To establish active
secondary markets, the returns to those securities must be market-determined, and
there should be a wide range of maturities.

Meanwhile, with inadequate indirect monetary instruments, the Bank
sometimes returns to less market-oriented methods, such as moral suasion or market
intervention. In 1993, for example, the Bank noticed that after financial
liberalization, the gap between the lending rates for general customers and those for
prime customers, and the gap between the effective lending rate and deposit rate,
were widening. To solve this problem, competition in the banking industry had to
be strengthened by allowing new entries and by continuing the deregulation process.
But, in the short term, the Bank tried to convince bankers to adjust their interest
rates on credits to a reasonable level. In addition, the Bank decided to supply more
liquidity to the market by offering concessionary financing to new factories in the
rural areas, which would receive promotion from the Board of Investment. Under
this concessionary scheme, commercial banks have to extend 70 percent of the
credits to clients at the minimum lending rate, while the Central Bank covers the
rest. Commercial banks are caught in a quandary, because sharing the involved
risks with the Central Bank means less profits than if the commercial banks
handled all requested credits solely by themselves.
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From a broader perspective, the Bank of Thailand seems to be entangled in
a self-inflicted dilemma. The wider interest rate margin or profits that commercial
banks now enjoy is primarily due to interest rate liberalization. Exchange control
deregulation, on the other hand, does not equip all borrowers with equal access to
credits abroad. Therefore, in the initial period afier such interest rate liberalization,
commercial banks are the parties which gain from inadequate competition in the
market. The central authorities should counteract such bias by increasing the degree
of competition in money markets, for example, by allowing finance companies to
perform commercial banks' functions, or by granting local licenses to more foreign
bank branches. These means may help lead to quicker adjustment or narrower
spreads than waiting for gencral customers' improved credit ratings or access to
funds abroad.

OTHER RECENT MOVES

As indicated in Chapter 2, in the early 1990s Thailand's financial policies
favored the emergence of market mechanism and the build-up of financial
infrastructure. Examples of the measures taken in favor of the market mechanism
are: exchange control deregulation, interest rate liberalization, and creating a wider
scope of financial institution businesses. Examples of the means adopted to
strengthen financial infrastructure are: the adoption of the BIS rule on capital
adequacy and the establishment of the Bangkok International Banking Facilities.

Three new institutions concern the capital market. The Securities and
Exchange Act was enacted in March 1992 to unravel the legal intricacies and to
correct the drawbacks of previous laws, and to reinvigorate the local capital market
so that the local money market was not depended upon too heavily. In other words,
the stock market is supported to strengthen market competition in the financial
market and to consequently scale down the oligopoly long held by powerful
commercial banks. Functioning as an overseer of the Act is the newly established
Securities and Exchange Commission (SEC) (see Chapter 3 for more details).
Another institution recently set up is the credit rating agency. This links investors
with borrowers in the capital market with respect to the disclosure and evaluation of
pertinent financial information. At the end of 1993, there was one credit rating
agency which was still in a fledgling state but whose future looked promising, given
the strong potential of the Thai capital market and the high likelihood of Bangkok
emerging as a regional financial center.

Along with the credit rating agency, SEC allowed several mutual funds
companies to be set up. These companies typically organize and manage mutual
funds; small unit trusts are sold to investors, and the receipts therefrom are
collectively handled by means of different investment possibilities in the local stock
market. Mutual funds act as channels to link small savers with the capital markets.
Without them, the savers would not participate in capital market activities because
of inadequate funds and a lack of expertise.

One final development was the establishment of the Export-Import Bank
for several trade-related purposes, one being to replace the packing credits
previously offered by the Central Bank. Overall, the newly established EXIM Bank
intends to promote internationally trade-related sectors of the economy by offering
various financial arrangements and risk sharing schemes. From a broader
perspective, the EXIM Bank represents a new element of the Thai financial
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infrastructure and is proving essential amid current globalization and trade
liberalization trends.

After seven years of concerted negotiations, 125 country members of the
General Agreement of Tariffs and Trade (GATT) agreed at the end of 1993 on the
means to open up the global trade arena, e.g. tariff and quota reductions. Along
with such trade resolutions, several GATT members agreed with, though did not
commit themselves to, the principle of liberalizing financial services. In this regard,
the Thai authority plans to give more market access to foreign entitics by permitting
BIBF to branch out in rural provinces within 1994 and by upgrading to full banking
status by no later than 1997 five foreign BIBFs which do not have bank branches in
Thailand. Furthermore, stringent restrictions upon the electronic banking facilities
of foreign banks will be relaxed. On the local front, at the beginning of 1994, the
Thai monetary authorities announced two distinct policies which were closely
related to financial liberalization. First, eligible finance companies may now open
up rural credit extension offices; this will help strengthen competition and disperse
economic development to remote provincial areas. Second, finance and securities
companies are encouraged to split apart their finance and securities businesses for
the purpose of preserving financial stability. And whenever the separation takes
place, some privileges may be granted thereafter to finance firms and securitics
companies. The final decision and timing of separation, however, is on a voluntary
basis, depending on each firm's readiness. This policy on voluntary separation is
meant to smooth the transition to financial liberalization.
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Overview and Outlook

The previous chapters of this book have covered the evolution, operations,
markets, and recent reforms of Thailand's major financial institutions. This chapter
offers a broad overview of how these financial institutions interact with each other
and how they function as a complete system. First, the sequencing of Thailand's
financial liberalization is examined. Second, the consequences of such measures are
evaluated—from the macro- and micro-economic points of view. Both favorable and
unfavorable outcomes are examined, and their causes traced. Finally, possible
trends for the future development of Thailand's financial system are discussed.

SEQUENCING

It is well known among economists that, theoretically, financial
liberalization efforts should be exerted first on the domestic market, and second on
external linkages. Such sequencing should help minimize disruption to the
domestic economy. But the actual sequencing of liberalization measures as pursued
in Thailand has principally been based on policymakers' political considerations,
which determined the timing and direction of financial liberalization in the country.

Although the sequencing of financial liberalization in Thailand did not
correspond to theory, the country's economy was not adversely affected. The
financial liberalization policies adopted by the Thai government include:

e Exchange control deregulation, Phase 1 (1990), Phase 2 (1991), and
Phase 3 (1992),

o Liberalizing interest rates, long-term deposits (1989), time deposits
(1990), savings deposits (1992), and lending rates (1992); and

o Instituting a broader scope of operations (1992), e¢.g. for banks to
underwrite and distribute securities, trade debt instruments, and sell
mutual funds; for finance and securities companies to undertake
leasing, sell government bonds and financial information, and serve as
securities custodians and registrars.

One characteristic of Thai society which assisted in the smooth transition
to these more liberal regulations is, ironically, its conservatism. This inclination
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prevails in the financial circuit as well as in macroeconomic management.
Therefore, even though the actual sequencing of financial liberalization in Thailand
deviated from what theory deems as desirable, it did not give rise to any strong
adverse repercussions, such as the ones experienced with financial libcralization in
Latin America.

CONSEQUENCES

In most developing countries, economic planners are often strained by
inadequate domestic savings which inhibit targeted investment. The stress could be
exacerbated by the ineffective transfer of scarce domestic savings to investment
projects. In this regard, it is useful to examine the relative extent of national savings
and domestic investment “processed” through the financial sector. This should help
indicate the degree of efficiency that the financial system has attained in funneling
available resources to proper uses.

Table 20 compares Thailand's gross national savings to changes in broadly
defined money supply (M2). M2 has been seclected because it represents the
financial liabilities of both the monetary authorities and commercial banks, or
currency plus deposits. In other words, the ratio of changes in M2 to gross national
savings should reflect to what extent the financial system has been able to capture
savings. Statistics suggest that the Thai financial sector has become increasingly
efficient in financializing savings in the past three decades. The ratio of changes in
M2 to gross national savings grew, on average, from 27 percent in the 1970s to 37
percent in the 1980s and 38 percent in 1990 to 1992. The same conclusion is
reached when examining investment financing. The ratio of changes in domestic
credits to gross domestic investment confirms greater efficiency in the Thai
financial sector in financializing investment. That ratio rose on average from 30
percent in the 1970s to 32 percent in the 1980s and 38 percent between 1990 and
1992.

The above statistics may indicate that the efforts at “financializing”
resources in Thailand have proved fairly successful from a macroeconomic context.
And the financial liberalization measures undertaken since 1990 must have partly
contributed to this growing financialization. From a microeconomic viewpoint,
however, the data are rather disappointing. After one to two years of financial
liberalization, the effective profit margin on interest rates attained by commercial
banks grew from 0.9 percent in 1988 to 1.3 percent in 1990 and 2.3 percent in 1993
(see Table 21). These seemingly contradictory data may be misleading, as they
suggest less competition and therefore may belittle financial liberalization.
Theoretically, the atmosphere which suits liberalization contains no barriers, but the
Thai banking industry has been permeated by such rigidities.
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Table 20  Financialization of Gross National Savings and Gross Domestic

Investment
(Amount in billions of baht)
6] @ ©)] “@ &) ©
Gross Gross Changes
National Changes Domestic in
Savings in Investment Domestic
Year (GNS) M2~ (2)/GNS (GD)) Credits** (5)/GDI
1972 35.9 11.6 323 36.9 11.6 314
1974 72.7 15.7 21.6 74.4 15.1 20.3
1976 74.4 21.9 29.4 83.1 26.0 313
1978 114.5 29.2 25.5 137.5 49.1 35.7
1980 131.9 46.3 35.1 174.0 494 28.4
1982 167.6 70.9 423 189.6 80.2 42.3
1984 193.8 87.4 451 242.5 97.9 404
1986 245.5 79.3 323 238.6 46 4 19.4
1988 468.1 147.5 315 508.4 147.0 28.9
1990 713.6 322.0 45.1 899.9 384.8 42.8
1992 961.5 2853 29.7 11254 373.9 332

Broadly defined money supply.

** Extended by commercial banks and central authorities.

Source: Bank of Thailand and National Economic and Social Development Board.

Table 21 Effective Interest Rates of Commercial Banks in Thailand
(Percent)
1987 1988 1989 1990 1991 1992 1993

(1) Effective Deposit

and Borrowing Rate 6.57 6.44 7.77 934 1145 8.90 7.72
(2) Regulatory Costs 0.21 0.21 0.24 0.27 0.31 0.27 0.23
(3) Administrative Costs 1.91 1.93 1.92 1.94 1.92 1.93 1.96
(4) Total Costs

=(1)+Q)+(3) 8.69 8.58 993 1155 1368 11.10 9.91
(5) Effective Lending

Rate 9.53 951 1082 1290 1450 12,66 1221
(6) Effective Profit

Margin = (5) - (4) 0.84 0.93 0.89 135 082 1.56 2.30

Source: Bank of Thailand.

Past records immediately demonstrate that the financial scenario in
Thailand had, and continues to have, far less than perfect competition. For decades,
entries or exits of commercial banks did not exist, since the central authorities
always top-ranked stability over all other objectives. By all means, they tried to
maintain stability by limiting the number of operating banks, by helping ailing
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banks to survive, or by rehabilitating their financial positions. Even in the case of
fraud or mismanagement, troubled banks or financial firms were rarely closed
down. Neither were their unlucky depositors left uncompensated. Most problem
banks or finance companies were taken over by other private or state banks, or
companies which were jointly owned by a group of financial institutions. In short,
the industry was well protected to preserve the country's financial stability and to
maintain the confidence of the general public.

Because of this protectionist approach, the number of powerful banks was
limited and price competition scarcely existed. Interest rate changes were always
spelled out in an oligopolistic fashion by a few large banks, or by the Thai Bankers'
Association. Other aspects of cartel also occurred, due to the fact that few suppliers
of funds commanded a large portion of the market shares in all regards, e.g.
deposits, credits, number of branches, variety of services, and technology. The
circuit of finance and securities companies developed similar characteristics,
especially after a series of crises was experienced in the early 1980s.

FUTURE OUTLOOK

Even though the aforementioned obstacles to financial liberalization may
appear discouraging, they are not insurmountable. In 1993 and 1994, the degree of
market competition in the Thai financial system rose markedly, as a result of
liberalization measures already undertaken. Commercial banks and finance
companies, for instance, became more alert in adjusting their deposit rates as a
means to capture or retain deposits. This was done because domestic savers had
more options as to where to place their savings, including securities in the stock
market, unit trusts managed by the mutual fund companies, and bills of exchange or
debt instruments issued by reputable private corporations. In other words,
commercial banks and finance companies have been gradually losing their
predominant market shares in handling domestic savings.

Once the government devotes more time and efforts to further trim down
market barriers and rigidities, thus giving customers added mobility, more
competition and efficiency will be achieved. Possible future measures could include:

e  Entry The government may have to further broaden the role of finance
companies so that they can better compete with commercial banks.
More foreign banks and more Thai banks may then be allowed to
open.

e  Exit The government should also give thorough consideration to the
exit policy and the disclosures of examination resuits.

These two policy directions are consistent with market mechanisms which
facilitate financial liberalization. If such disclosures and exits are permissible,
financial institutions will automatically feel pressurized to achieve admirable
performances. In other words, these two policy channels function as a safety valve.

On the contrary, if the government insists on no exit, ostensibly for the
sake of stability, customers will be more tempted to take risks, and moral hazard
may be encouraged. Financial institutions may very well fall into the same trap. In
other words, they may adopt a riskier strategy of financial management, frequently
referred to as adverse selection. If and when the exit and disclosure policies are
implemented, the role of the current Financial Institutions Development Fund will
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have to be revised. More emphasis needs to be given to depositors’ protection and
less to the rehabilitation of troubled banks or financial firms.

The stages of financial liberalization are listed below, in increasing degrees
of liberty.

e Relaxing the stringency of previous rules, step by step, e.g. branch
opening requirecments, mandatory rural credits, foreign exchange
exposure, exchange controls, and interest rates;

e Broadening the scope of operations;

e Allowing financial institutions to branch out in both metropolitan and
provincial or rural areas, and allowing eligible branches more freedom
to opt for unconventional practices;

o  Upgrading the status of financial institutions by means of mergers and
acquisitions; and

e Authorizing the establishment of new members for each type of
financial institution.

As demonstrated above, different degrees of financial liberalization are
applicable to all types of financial institutions, e.g. commercial banks, finance and
securities companies, credit fonciers, and mutual fund companies.

Thus far, the liberalization measures pursued in Thailand correspond to the
first three steps listed above, and in sequential order. Gradualism is continually
sought for the sake of prudence and stability. This may indicate the pattern of
liberalization that the Thai monetary authorities will choose in the future.

In 1988, the authorities foresaw that waves of liberalization and globalism
would prevail worldwide in the 1990s. Thai financial institutions were fortunate
that liberalization measures were introduced early, since the entire adjustment
process normally takes time. The remaining question is whether the Thai financial
system has been sufficiently developed to withstand stronger competition in the
global financial markets, or whether new financial institutions should be granted
licenses. Practically, introducing new financial institutions is almost out of the
question, because they could very well pose threats to financial stability. An
attractive alternative to entries is to further develop and upgrade existing financial
institutions. Several finance and securities companies are now ready (e.g. with
respect to capital base, manpower, and facilities) to assume the status of commercial
banks.

It comes as no surprise, therefore, that the monetary authorities have
recently provided certain special privileges to motivate finance and securities
companies to separate their finance businesses and securities businesses. Such
separation is generally seen as onc essential prerequisite for conversion to
commercial banks. Similarly, the authorities have given finance companies the
opportunity to set up provincial credit extension offices to strengthen their operation
bases. This coincidentally corresponds to the government's objective to spread
economic development to the rural areas.

As for small and unqualified financial firms, mergers and acquisitions
should serve as a promising means to improve their capability to compete and to
upgrade their status. Toward this end, the government may need to provide
incentives to healthy finance companies to take over ailing ones or credit foncier
companics. An example of these incentives is giving permission to finance
companies to set up more branches or to undertake a broader scope of operations.
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These methods also apply to other types of financial institutions. Insurance
companies, for example, are numerous in Thailand, but few operate efficiently. The
same can be said of savings and agricultural coopcratives. Improving the
competitive capacity of domestic financial institutions will definitely enable them to
cope with foreign ones in the current atmosphere of worldwide liberalization.

Regarding the exchange rate fronticr, since the current forcign exchange
market is still dominated by a few traders, i.c., mostly commercial banks, it is
understandable that the Thai monetary authorities have decided to unilaterally fix
the baht value to a basket of currencies on a daily basis. If the exchange rate was left
to market forces, excessive fluctuations, which disturb domestic price stability,
could casily occur, due to speculation and the market remaining too thin or fragile.
These events took place several times between 1979 and 1981, resulting in waning
confidence in the baht and a reversion to the previous unilateral exchange rate
specification. Nevertheless, more permits are being given to new foreign exchange
traders, e.g. eligible finance companies. Once the Thai foreign exchange market is
equipped with a large number of traders and adequate competition comes into play,
the authorities will be more willing to allow the exchange rates to be (partially)
determined by market forces.

From another angle, the government seems to have foregone some of the
interest rate and exchange control policies which formerly controlled the economic
climate of the country. Benefits of such a sacrifice may not be evident. Nevertheless,
the automatic adjustments of prices and quantities help the central authorities to
avoid resorting to financially repressive measures. At a time of high inflation, for
example, the Central Bank previously had to impose a ceiling on credit growth; it
also had to give emphasis to particular credit direction, and to lean on moral
suasion. The utilization of interest rate instruments was also subject to several types
of constraints, especially political ones. Under liberalization, on the other hand,
market distortions or constraints can be ignored. Yet, these implicit gains from
financial liberalization, or automatic adjustments, do not immediately occur, since
the entire adjustment process takes a certain period of time.

Careful appraisal of the situation indicates that the government has not
lost all its control of the pace of overall economic activities. It can still utilize
indirect means to influence the market, ¢.g. intervention in the repurchase market
and moral suasion. These means are effective, but they are distinctly different from
the previous system, which was full of directives or explicit interference.

Amid the present global economic atmosphere, which is flooded with
competition, it seems that financial liberalization, though not imposed by any
international organization, is the only viable alternative which will enable Thailand
to cope with rapid market fluctuations. Once the appropriate extent of competition
is authorized, it is expected that the final outcome of financial liberalization in
Thailand will prove better than that of the previous directive system.
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