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Executive Summary

Changing Macroeconomic Environment and Financial Landscape:
Challenges for the Banking Sector

The changing macroeconomic environment and financial landscape over the next
4-5 years have significant implications for commercial banks. On the one hand, it poses
threat to business continuity. On the other, it opens a new set of opportunities for those
ready to capitalize. Banks that find ways to respond to these changes will have the best
chance of securing their long-term place in the Thai economy.

The objective of this paper is to raise awareness among commercial banks, their
customers, and policymakers about the changing economic and financial environment.
Our hope is that, by familiarizing themselves with these changes early, all parties can
better prepare for them.

Four important macroeconomic changes will impact banks’ performance over
the near-term: (1) the expansion of public and private investment, (2) the interest rate up-
cycle, (3) the return of current account deficits, and (4) the decline of excess liquidity.
While higher interest rates may impair banks’ asset quality, the impact is expected not to
be significant. Meanwhile, the expansion in investment coupled with favorable
demographic changes opens up key business opportunities for banks.

Changes in financial landscape reviewed in this paper include the Financial
Master Plan, the pending Deposit Insurance Act, and Basel II capital adequacy standards,
as well as competition from Specialized Financial Institutions (SFIs), foreign players,
non-banks, and capital markets.

The paper uses financial data from banks’ annual reports and an opinion survey
of bank executives to assess banks’ readiness to face the challenges posed by the
changing macroeconomic environment and financial landscape. The analysis finds that
going forward will not be easy for banks. However, improved profitability, financial
strength, efficiency, and risk-management capability over the past couple of years should
help them weather the challenges. Banks with potential and adaptability will find long-
term benefits of these changes outweigh their short-term costs. The economy will also
benefit from better functioning of the banking sector in three key areas:
(1) intermediation between savers and investors in the economy, (2) provision of
payment services, and in particular (3) distribution of risks to those best able to bear
them. Finally, while the changes will render the economy and the sector more sensitive
to business cycle, proper policies can alleviate this problem.

The paper offers some recommendations for both banks and policymakers. The
former is on how to cope with the challenges and take full advantage of the
opportunities. In particular, banks should focus on four areas: (1) strategic positioning,
(2) good governance, (3) risk management, and (4) revenue generation. The latter is on
how policymakers can help smooth the transitioning process.
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Sources: BOT; SET; TBDC
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HUUaaUaIN 2005 Bank CEO Survey

1. Overall assessment

1.1 What is your view on the foll domestic ic environment over the next

1-2 years in relation to your bank’s strategic visions and goals?

L Neutral Supportive ; Too uncertain to assess

Economic growth

Internal stability (inflation,
unemployment)

External stability (current
account, external debt)
Interest rate policy

ogooogoo

Exchange rate policy

Ooooooo
Ooooogo
Ooooogoo

Mega projects

1.2 How concerned are you on the issues of excess liquidity and NPL overhang?

Not Very
concerned concerned
1

2 3 4 E
Excess liquidity | O J O ]
NPL overhang D D D D D
1.3 How do you view the impact of the following landscape changes on your bank?

Negative ~ Mildly ~Neutral Mildly ~Positive | Do not
negative positive + know

Regulatory landscape
A. The Financial Sector Master Plan 0

B. Deposit Insurance Agency

C. Basel IT
o Pillar One (capital requirements)

ooo oo
ooo og
ooo og
ooo og

O
O
o Pillar Two (supervisory review) O
O

o Pillar Three (market discipline)

1.5 With regards to your preparation above, please rate your concern on the

followings?
Not Very
concerned concerned
IT platform
Staff

Data collection and validation
Risk models

Clarity on regulatory expectations
and requirements

oooono

ooodoo-
oooodk
OoOdod|s
oogood-

1.6 If you have other major concerns beyond those listed above (for example, merger and
acquisition, adoption of international accounting standards for provisioning, consolidated

supervision, etc.), please describe them below.

2. Basel 11 preparation

d d i Have not yet decided
IRB IRB
2.1a Which approach will your M O | |
bank adopt for Basel I
compliance at end 2008?
d d i Have not yet decided
IRB IRB
2.1b Which approach will your M O | |
bank adopt for Basel I
compliance at end 2013?
Not Early ignificant
yet  implementation  progress near complete completed
started stage made

22Whatisthe [ ] 0 J J |

current state of

implementation?
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Negative ~ Mildly ~ Neutral
negative

Mildly
positive

Positive

Do not
know

D. Proposed idea on single regulator
E. Clarity of laws an regulations
Competitive landscape

A. Financial services FTA

B. Competition from foreign banks

C. Competition from state-owned
commercial banks

D. Competition from specialized
financial institutions (SFls)

E. Competition from non-banks

O0ooo go
O 0ooo go
O0ooo go

F. Disintermediation by capital O O O
markets

O0ooog oo

O

O0oog oo

O

1.4 How prepared is your bank to cope with challenges or capture benefits

from the following landscape changes?

Oooooo go

Ready ~ Expected Expected Expected |  Not
as of to be to be tobe | applicable
today  readyin readyin  ready in
Lyear  2-3years 4-5 years
Regulatory landscape
A. The Financial Sector Master O O O O O
Plan
B. Deposit Insurance Agency O O O O O
C. Basel I —— Please see Section 2-——}-——-
D. Proposed idea on single [ O O O O
reonlator
Competitive landscape
A. Financial services FTA [ [ [ [ [
B. Competition from foreign [ O O O O
banks
C. Competition from state-owned [ ] O O O O
commercial banks
D. Competition from specialized [ O O O O
financial institutions (SF1s)
E. Competition from non-banks [ O O O O
F. Disintermediation by capital [ O O O O
markets
3. General risk management process
Yes No No, but No, but in
under f

process of
1

ion

3.1 Has your bank set up a
supervisory structure for assessing
soundness of risk management

O

3.2 Does your bank use economic
capital, RAROC, or other risk
management tools in capital
allocation decisions?

O
O

3.3 Does your bank use credit-
scoring model(s) for consumer
lending?

3.4 Does your bank use credit-
scoring model(s) for SME
lending?

3.5 Does your bank have
system(s) for loan grading/internal
ratings?

O o o O
O o o O

3.6 Does your bank have model(s)
for credit portfolio management?

3.7 Does your bank have model(s)
that adequately manage interest
rate risk in the banking book?

3.8 Does your bank have loan loss
reserve methodology directly
linked to loan risk profile (i.e.,
beyond classification specified by
the BoT)?

4. Policy suggestion

O o o O

U
U

O o o O

If you have any suggestions that may help you and/or the banking sector to weather the changes in

and financial |

please feel free to write them here.
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Supportive
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1
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Excess Liquidity NPL Overhang
Average score: Average score:
(1 =not concerned, 5 = very concerned) (1= not concerned, 5= very concerned)
5 5
4.0 4.0 4.0
4 4 All banks
3 3.0 3.0 27 All banks 3 =34
=30
2 2
1 1
0 0
Large Medium- Small Hybrid banks  Foreign Large Medium- Small Hybrid banks  Foreign
private banks sized private private banks bank private banks sized private private banks bank
banks and branches banks and branches
state-owned state-owned
banks banks
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Financial Master Plan

1 = Negative
2 = Mildly negative
3 =Neutral

Average Score 4 = Mildly positive
5 5 = Positive
43 43
4 33 All banks
=34
3
23 20
2
1
0
Large Medium- Small Hybrid banks  Foreign
private banks sized private private banks bank
banks and branches

state-owned
banks
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Deposit Insurance Agency

1 = Negative

2 = Mildly negative

3 =Neutral

Average Score 4 = Mildly positive
5 4.7 5 = Positive

All banks
=32

3.0

S = N W A

Large Medium- Small Hybrid banks  Foreign
private banks sized private private banks bank
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banks
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Pillar One
Pillar One
1 = Negative
2 = Mildly negative
3 =Neutral
Average Score 4 = Mildly positive
5 = Positive
5 43
4 38 4.0
33 All banks
3 =34
2
1
0
Large Medium- Small Hybrid banks  Foreign
private banks sized private private banks bank
banks and branches
state-owned
banks
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Pillar Two

Pillar Two
1 = Negative
2 = Mildly negative
3 = Neutral
Average Score 4= Mildly positive
5 = Positive
5
4.0
4 3.7 All banks
3 =36
2
1
0
Large Medium- Small Hybrid banks  Foreign
private banks sized private private banks bank
banks and branches
state-owned
banks
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Pillar Three

Pillar Three

1 = Negative

2 = Mildly negative
3 = Neutral
Average Score 4=Mildly positive
5 = Positive
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4.3
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Single Regulator

1 = Negative

2 = Mildly negative
3 = Neutral
Average Score 4=Mildly positive
5 = Positive
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Financial Services FTA
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2 = Mildly negative
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B. MSUVaTHINTINSUIMsIIaivdmelszina

Competition from Foreign Banks

1 = Negative

2 = Mildly negative
3 = Neutral
Average Score 4=Mildly positive

5 = Positiv
5 ositive

4 3.7
3
All banks

2 =22

1

0

Large Medium- Small Hybrid banks  Foreign
private banks sized private private banks bank

banks and branches
state-owned
banks

Y Aa o a A JdaA a g YN Y [l [
Auimisvesaniiumsdu Ineuazsumsmasdntiaenadudoduluauesn
T W a g I~ [
mMsuTuMIn@sIMIMasiaelszmamiuraauiusuas Tasmmzluaaiagni
4 a Jd o
ﬂmmwﬁ (high-end customer segments) Lﬁmﬁ]1ﬂmeummﬂﬁwwm%ﬂNﬂizgmﬁmmmmqj
o Y A2 A =S [ 1 aa/l L:y a J
Tumsiearavaz lanfSeuluseunaTuladuazuinnssu vy et suAmsmalsdionsu

] () a d a 1 {
f’umﬂGlﬁmum)Qmméuamummmmmwm%mwmhmauﬁqw

Tumeanduiu JusmsansuasaelszmanesMsuaiduINgNEUIAG
k4
a Jda 1w o a
wiardanlszmmiumaddetsuimseaasszuuaniumsiinlaesw (healthy

competition)

[ d [
C. m‘swu'aﬁlmmﬂﬁmmimtﬁ‘mmmsg

Competition from State-owned Commercial Banks

1 = Negative

2 = Mildly negative
3 =Neutral
Average Score 4 = Mildly positive
5 = Positive

5
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All banks
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Competition from SFIs

Average Score

5

1 = Negative

2 = Mildly negative
3 = Neutral

4 = Mildly positive
5 = Positive

3.0
All banks

S = N W o

Large Medium- Small
private banks sized private private banks
banks and
state-owned
banks

=25

Hybrid banks  Foreign
bank
branches

1 o 9 a A a dy [ A c';
°]JNLL‘I(N‘I/I']11’Tﬂ’ﬂllﬂ‘lJ’fNSTﬂWUﬂL‘U@umﬂﬂ"liﬂﬂﬂ’ﬂﬂmﬂqluﬂﬂﬁwwfn

v A

o a 1 [ J [ @ a a
ﬁﬂ"l‘Uuﬂ"lﬁNL!ﬁTLlGl‘ﬁﬂJuLﬂU'J'lﬂ15LL"’IN‘U’H%"Iﬂﬁ'ﬂ"I‘]JUﬂ']ﬁNumW"lgﬂzﬂéllﬂﬂifﬁiJNﬁ

a9

A A g I Y Y a o A 1 = o 1 A
nsznundunarnsaluauaniion Tﬂﬂlﬂ‘llﬁﬁ']ﬁﬁﬂ']‘ﬂuﬂ”lﬁNH‘U']\ﬁ/ﬂUiJﬂ'J']ilﬂﬂ'lﬁ')']ﬂ']ﬁﬂ

E4
Y a a o o a Aa J o a
ﬁﬂ'l‘Uuﬂ"lﬁNumWTZﬂﬁ]‘UfNiﬁflﬂ']ﬁﬂ"l‘]jﬁﬂ'iﬁﬂl%\iW']ﬂ!%fJ‘lJ"lﬂ%u 61%%11ﬁ1ﬂa1ﬂ1ﬂﬂiﬂﬂlﬂﬂ

anudono 14 iesninaamiumstummiziessgnanuinguey lilssuuuims

d' d‘d o a a 4
ﬂ’J"IZJLﬁENVIﬂW’E)Gluﬂ"IiTI"ITgSﬂiilJLGINW1ﬂ!°IfEJ
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Competition from Non-banks

Average Score

5

1 = Negative

2 = Mildly negative
3 =Neutral

4= Mildly positive
5 = Positive
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Disintermediation by Capital Markets
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Financial Master Plan
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Competition from Foreign Banks
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Competition from SFIs
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Disintermediation by Capital Markets
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Current provisioning standard is already strict. To tighten it further would jeopardize the

economic recovery. This should be done based on Thai business and credit culture.
o Adoption of new international accounting standards, e.g. general reserves are not allowed
o [AS relating to derivative accounting
e Use of consolidated capital
¢ Onerous undertaking pertaining to anti-money laundering operation reporting

¢ Implementation of new policies such as DIA and FTA on the financial sector should be

made at a more appropriate time.
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Current State of Basel II Implementation

Completed 5 M Thailand (May 2005)

Near @ Asia-Pacific (Dec 2004)
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Source: 2005 Bank CEO Survey; Emst & Young December 2004 Basel II Survey
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4. YorguauuzBalaing (vinomg fusmsnamuaouilunidingy)

Competitive landscape
e The relevant number of state-owned/controlled commercial banks should be reviewed to

prevent unfair/unhealthy competition.

e Consolidation is good but must be carefully planned and implemented such that a real

benefit can be created.

e Provide a more efficient regulatory framework for financial institutions’ merger and

acquisition.

Communications
¢ Consistency in signaling the banking sector. The BOT sometimes does not step forward

to what [the Bank has] commented before.

e We would derive great benefit from written communication ahead of verbal assurance

[pertaining to BOT regulations].

e The BOT should try to solicit comments from foreign banks before finalizing some

policies. [Comment by a Thai bank]

e  The bank would like the BOT to indicate clearly what activities commercial banks cannot
do. Knowing exact products, banks can proceed directly to develop financial innovation
hoping to increase competitive advantage. Right now if we want to do a new product, we

have to ask permission from the BOT first.

Market development and training
e Trying to implement what is accepted in other financial markets in the Thai market,

specifically, new financial products.

e BOT should help create a long-term fixed rate funding markets.
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e Pooling of back-office systems.

e Pooling of credit information for research and development.
e Training on new financial products and technology.

e Deepen and broaden the local financial services’ talent pool.

Miscellaneous
¢ Lessening the authorities’ intervention and leave the banking sector alone likely enable
banks to weather the changes. Certain restrictive regulations should be freed up before
implementing new regulations. Public hearing would be useful for tuning for
practicality. Do not add unnecessary reporting or require banks to communicate with

customers in an expensive way.

e The bank would like the BOT to change the policy concerning the contribution to FIDF.
It should be calculated from the 12 months average deposit instead of the outstanding at

the end of each accounting period (half year and year-end).

e Need to expedite legal reforms, particularly in area of asset foreclosure relating to loan

default.
e Proactive asset or debt bubble management.

e Adoption of IAS should be carried out as soon as possible.
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