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Summary

Resolution of Banking Crises in
Thailand

Overview

When past Thai banking difficulties are thoroughly examined, it becomes
clear that commercial banking practices reflected the economic atmosphere,
political pressures, and government policies of the time. Futher, these three
factors had considerable bearing upon bank ownership as well as management
and, in most cases, also influenced the direction and approach used to resolve the
crisis.

From the period before World War I until before World War II, Thai banking
practices were still primitive, with much banking business conducted on a
trial-and-error basis. Then, when Thailand converted from an absolute monarchy
to a constitutional monarchy in 1932, the government established and/or
encouraged and/or subsidized numerous enterprises—and companies—to
undertake different lines of business. Banking was one of them. During shifts in
the political scene, commercial banks closely aligned to the waning political
groups tended to encounter problems of one sort or another. Indeed, the
simultaneous change of bank shareholders and executive officers often paralleled
political change.

After the Second World War capitalism was viewed with increasing favor
and, although several additional enterprises were set up by the government,
government officials did not create new banks. What occurred instead was that
political leaders of booming state enterprises tried to enlarge their territory by
annexing themselves to commercial banks. Some military groups tried to take
advantage of ailing banks as well. Nevertheless, such banks were hardly more
than convenient financial accounting channels for associated businesses. Military
officers rarely chose to manage banks by themselves, but they did tend to be on
the board of directors.
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In later regimes (despite the fact that overall military protection in favor of
commercial banks started to lose its momentum), military groups able to maintain
political clout continued to play a role in banking. Their rather supportive role
hinged very much upon the effective rank and file reconfirmation of tight links
between the ruling powers and banking in Thailand. In subsequent periods,
economic evolution allowed successful private entrepreneurs to accumulate
enormous wealth from businesses in commerce and industry. Therefore, it is not
surprising to find that these wealthy businessmen became influential in banking
and succeeded some military groups. It was not until the post 1984 banking crises
that local money markets witnessed new roles for the Central Bank, the Bank of
Thailand, which through its financial authority, began to participate in the
ownership and management of private banks. In addition, some commercial
banks from abroad were tempted to join in, helping local financial institutions
struggle through their management difficulties.

Banking mergers and acquisitions took place in almost every era and tended
to occur when the financial position of the relevant banks had weakened
considerably. The groups taking over battered banks were either politically, or
militarily, or economically powerful. But all banking crises gave rise to two
common consequences: (1) changes in equity ownership; and (2) changes in
executive management personnel.

Characteristics

Banking crises can generally be traced back to two primary origins: (1)
uncollectable debts; and (2) foreign exchange fluctuations. These two factors
undermined the overall quality of bank assets which later impinged upon their
capital adequacy and solvency.

The culmination of most banking hurdles was often manifest in a shortage of
liquidity. But the underlying flaws tended to stem from improper credit extension
and excessive foreign exchange exposure. After banks incurred repetitive losses
from bad debts and unexpected exchange-rate fluctuations, the general public
became increasingly aware of the problems and started to withdraw its
confidence —and deposits—from the banks. Thereafter, these banks had
difficulty avoiding liquidity shortfalls unless concerned parties had foreseen the
possibility and had extended assistance beforehand.

Unfortunately, in most past crises, concerned partics stepped in only after
liquidity problems were obvious. Otherwise, the crises would not have occurred.
The banks which survived without depending upon external help did so by
enlarging capital funds and/or switching executive officers and/or gradually
liquidating ownership. When crises did take place, outside assistance came from
two sources:

1. that provided by the Central Authority.
2. that provided by other commercial banks.

Prior to providing any assistance, the Central Authority tended to wait for
onc ultimate signal to emerge —whether the bank in question lacked funds for
crediting/debiting at the interbank clearinghouse. It should be noted that
inadequate funds for clearing purposes could very well be the outcome of either
general panic and bank runs, or the gradual, yet continuous, outflow of funds due
to the accumulation and aggravation of chronic debt problems. Ordinarily, once
help was approved and provided (by offing insufficient funds for clearing
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purposes) initial steps included ordering particular public agencies to place their
deposits at problem banks. However, such measures seemed to be designed only
as a temporary way to rescue the bank from liquidity shortages. After the Bank
of Thailand came into the picture, aid was mostly funneled through various
Central Bank windows. Then, after providing these temporary financial cushions,
the Central Authority screened plausible policy actions and opted for more
pragmatic means to help dissolve the problem banks’ fundamental difficulties. An
example of this approach is transfer of ownership (e.g., the Agricultural Bank and
the Asia Trust Bank).

Only in one case did healthy commercial banks decide to bolster a frail bank
by themselves, i.e., the Thai Development Bank. It is worth noting that the
procedure used in this case is analogous to many of the rescues extended by the
Central Authority in which problem bank shareholders transfer their ownership to
rescuer(s) and the rescuer(s) appoint representatives to directly manage the bank.
This similarity hints at two vital prerequisite characteristics for a rescuer. A
rescuer must have: (1) sufficient purchasing power; and (2) capable executive
personnel. That was precisely why a group of Thai commercial banks was
successful in sustaining Thai Development Bank operations.

Should one thoroughly ponder and examine the different methods used to
resolve banking predicaments, one is likely to conclude that the genuine means for

. terminating recursive-loss problems is to write off some bad assets while applying
the approach of symmetrical capital curtailment. This method was once
employed by the Siam Commercial Bank before the Second World War.
However, banking problems were not handled this way later on (as in the cases of
the Agricultural Bank, the Provincial Bank, the Tan Peng Choon Bank, and the
Thai Development Bank). The method of writing-off bad debts while
simultaneously reducing capital was only recently revived (in 1986 this approach
was used to attempt to disentangle the complications at both the Asia Trust Bank
and the First Bangkok City Bank, formerly the Thai Development Bank).

A few other painful lessons from experience are described below. Before
bank problems or difficulties became evident—or they were recognized by the
general public—the assets at stake and the financial loss involved tended to be
massive. For example, in several cases (such as the Provincial Bank) it was
discovered that nonperforming loans amounted to more than half the total assets
of problem banks. Worse still, existing troubles were frequently exacerbated by
new shareholders who could not resist exploiting their bank’s financial services by
misallocating credit. And this interference tended to stymie the overall asset
quality of the banks in question. In addition to its having adequate funds available
and  capable exccutives, a bank—to be able to completely eliminate
hurdles —needed an accommodating economic atmosphere.

Fundamental causes

In general the causes of banking problems can be grouped into two
categories: external and internal causes. External causes are those relating to the
political and economic environment while internal causes arise from how the
banks themselves are administered.

Political factors, as mentioned earlier, generated shifts in bank equity
ownership. In some cases new shareholders participated in bank administration
as well and, depending upon their (lack of) honesty and capability, produced
fluctuations in asset quality. Only on a few occasions did political shake-ups
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directly hamper liquidity management and give rise to immediate shortfalls.
Later, private bankers commanded a greater degree of professionalism and
independence and the links between the banking and political sectors were
loosened —a considerable change from the earlier banking era.

The extent to which variations in economic conditions had an impact on
banking depended very much on the commercial bank’s business orientation as
well as the capability of its executives. Initially, international trade — especially
trade in rice —directly affected the status of various banks. Economic recession
stunted the ability and capacity of debtors to service their debts and this
necessitated debt rescheduling or even conversion. Yet it should be noted that in
Thailand economic stagnation alone has never culminated in a banking collapse.
Instead, a downturn in the economy was frequently coupled with drawbacks in the
commercial banks themselves.

External economic factors take another explicit form: interest and
exchange-rate fluctuations. High interest rates arrested profits or magnified
losses when banks depended too heavily on borrowed funds. Also, highly volatile
exchange-rate movements generated substantial losses, especially when exchange
risk exposure was not adequately covered. Examples of victims of interest- and
exchange-rate fluctuations were the Asia Trust Bank and the First Bangkok City
Bank, which floundered during 1984-86.

The most significant internal problem these banks had was the administrative
capacity of their own executives. Unless misconduct was due to clear-cut fraud,
bank failures can be largely attributed to administrative imprudence or incorrect
judgement made by bank executives. The absence of continuous and effective
internal management control was another major shortcoming of these executives,
particularly in cases in which their banks attempted to expand beyond their
capacity. Improper credit was therefore extended and overall credit profiles were
barely monitored. Examples of cases in which bank executives were fully
responsible involve fake debtors or direct misuse of bank funds. Also there were
times when initial errors in bank administration became worse (or even incurable)
as a result of deceptive accounting techniques. Although these fraudulent
practices could certainly have been treated as economic crimes, full-brown legal
prosecution was rare because there was little supportive evidence against
wrongdoers.

The following incidents are examples of inappropriate credit extension which,
in the past, subsequently beset the asset and debt management of various
commercial banks:

e Bank executives established several companies of their own and these
companies were interrelated. However, they held equity ownership of one
another in such a fashion that those requesting credit from a certain bank had
no bank executive serving as an explicit shareholder.

e Collateralized assets or securities were of poor quality. Furthermore, they
tended to be overpriced.

e The companies above were used as channels seeking foreign borrowings
guaranteed by parental banks. When these companies encountered
debt-servicing difficulties, affiliated banks had to bear the consequences.

e Avals were granted without being correctly recorded in bank accounts. But
banks, when taken to court, often yielded to bill- or note-carriers.

e Bank clients in the real estate business tended to (1) continuously enlarge
their requested lines of credit far beyond their collateral, or (2) give up in
mid-stream, causing damage to creditor banks.
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e Friends of bank executives and men with no credit worthiness were allowed
concessional loans.
e Doubtful debts were compromised or written off on unreasonable bases.

Resolution methodologies

Despite the fact that in early resolutions to most Thai banking crises, the
primary role was assumed by different parties at different times (e.g. the Ministry
of Finance, government officials, the Bank of Thailand, or other commercial
banks), all rescuers opted for the following common approach. Rescue
operations were undertaken only after explicit problems occurred i.e., a liquidity
shortage. And the primary means of assistance was to provide additional funds at
either market or subsidized rates. Also, in most cases, it was presumed that new
executives of problem banks were already knowledgeable in commercial banking
practices to the extent that they could help banks cope successfully with ongoing
and/or impending obstacles.

Today, on the other hand, rescue attempts are exerted before a crisis
emerges. Nevertheless, switches of equity ownership are still unavoidable and the
Bank of Thailand has become quite adept at selecting not only new shareholders
but also new executive staff members. Unravelling complications at the beginning
of an episode has a better chance of success than providing assistance at the
terminal stage. Notwithstanding the assistance provided, the probability or extent
of success is very much contingent upon the quality of the new bank executives as
well as the new shareholders. This statement can be firmly substantiated by the
cases involving the Provincial Bank, the Tan Peng Choon Bank, and the Thai
Development Bank. It should be noted, however, that the Central Bank, using
several new rescue operation angles, is bearing considerable responsibility, as it is
providing all forms of assistance—including concessional credit, screening of
executive staff, and temporary relocation of senior central bankers.

Concluding remarks

e Variations in the economic and political environments had definite bearing
upon commercial banking practices. The extent of the impact, however,
depended upon political connections as well as the a priori financial status of
the commercial banks.

® The notion that commercial banks’ bad debts are likely to come from loans
extended to affiliated units or familiar faces has become so proverbial that the
Central Authority stipulated regulations restraining intra-affiliate financial
services. Notwithstanding these regulations, these services are not necessarily
harmful to commercial banks. What is more important and what therefore
deserves more attention is the lack of thorough screening of requests from
affiliates or acquaintances— prior to the approval of credit. In these cases,
the feasibility of the loan project and the financial position of the borrower
are frequently taken for granted. This gives rise to the strong likelihood of an
adverse impact upon the bank’s asset quality in conjunction with interruptions
in expected income streams. On the other hand, positive results from
intra-affiliate services should not be overlooked; if familiar debtors are truly
capable and honest and their loan projects are highly viable, the overall risks
involved are certainly less than cases involving new or barely-known clients.
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The reality of this scenario can be shown by siting the rapid growth of several
banks whose success was achieved through its interaction with efficient
affiliates. Therefore, the issue of intra-affiliate financial services is a delicate
one requiring extreme caution and sensitive handling. Otherwise, rules which
are too restrictive (or which are too liberal) could easily be destructive to
commercial banks.

o The different resolution methodologies which were employed in different
cases depended very much upon the prevailing political and economic
atmosphere and the character of the prominent persons involved. These
differences help explain the biased assistance provided to two different
commercial banks facing the same set of problems.

e According to past experience, bailing out a troubled bank did not necessarily
mean that all pertinent troubles were terminated or eradicated. On the
contrary, some problems remained unsolved while others were even
aggravated. Examples of these dismal cases were the mergers of the Chinese
Siam Bank and the Bangkok City Bank, the Tan Peng Choon Banking Co.,
Ltd. and the Provincial Bank, Ltd. The implied lesson is that if specific
problems are not closely monitored or are handled loosely and as separate
issues, it is likely that problems will be exacerbated by the expansion of the
size of the bank.

o The Central Authority preferred to wait until clearinghouse problems
emerged before stepping in to provide assistance. This preference was based
on grounds of avoiding the abuse of authority. However, while they were
clearly present, some banking problems were not dramatized in the form of
clearinghouse difficulties. Therefore, one may conclude that, on several
occasions, the debt-servicing capacity of commercial banks slackened to the
point that they should have been supported by outsiders. However, no
clear-cut action was taken because the supposedly near-final episode had not
been reached.

e Ailing banks used a number of means to hide their weak financial positions so
that confusion and hectic clearinghouse queries were postponed or became
meaningless. Examples of these means were: deposits from public offices and
foreign borrowings — especially since credit from abroad has recently become
so convenient and accessible in a variety of formats. Thus, banking
difficulties such as the ones at the Asia Trust Bank can be concealed for a
long time before they reach a critical point.

e Almost every banking crisis ended with a turnover of sharcholders and bank
executives. In the earlier period, high-ranking officials from the Ministry of
Finance were fairly active in assuming decisive roles. After 1957 the Bank of
Thailand largely replaced the Ministry of Finance as the chief guardian of
commercial banks. It should also be noted that in all past banking crises, no
damage fell on depositors because rescuers took care of all liabilities as well
as all assets. One crucial impact of these banking crises and their aftermath
was the tightening of bank examination and supervision. Indeed, stricter
regulations and closer focus on asset quality and executive staff reverberates
through a string of revisions of the Commercial Banking Act. And these are
explicit responses to the bad-debt and other banking problems previously
encountered.
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e Often there would be a concurrent new business group offshoot when there
was a turnover of bank shareholders and executives. It is quite evident that
most successful business leaders wish to enlarge their domain by getting a
firm grip on the banking world. Doing so certainly facilitates all of their other
business activities as credit is indispensable to business undertakings.

o Past experience indicates that for an ailing bank to recuperate — a bank which
has already suffered acutely from inactive debts—is definitely not an easy
task. Strenuous effort is needed in numerous areas (such as the amelioration
of internal control and debt-monitoring systems). Essential prerequisite
characteristics of rescuers from outside the circuit include financial strength
and possession of capable executive staff. Moreover, whether or not attempts
to stem ongoing difficulties or pressure will bear fruit in the long run is also
contingent on the prevailing economic climate.

e Insofar as government bank ownership is concerned, past experience does not
indicate that the government successfully maneuvered its bank operations to
implement its economic policies. There are several reasons for its failure to
do so, as follows: First, government bank executives tended to be shifted
according to prevailing political waves. Second, these executives mostly
favored the political attitude of prominent persons rather than the country’s
macroeconomic orientation. Finally, at the time, these executives maintained
a rather excessive degree of independence, since the government rarely gave
them explicit guidelines for moving toward primary targets. Typically, the
government did not wish to differentiate the course of its banks from that of
private banks. As the number of banks under government and central bank
direct influence has been enlarged recently, it will be quite interesting to
monitor how well government banks will perform with regard to the
government’s overall economic policies and the financial stability of the
country.
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