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Abstract

Research Title : The Reform of Financial Supervision Structure
Author :  Chawin Leenabanchong, Ph.D. (Associate Professor of Economics)

Year . 2005

From the changes in economics and financial environment, the main role of
financial institutions has a trend to overlap. Moreover, the economic crisis in 1997, which
in some part unquestionable caused from the overlook in financial institutes supervision,
has produced the idea to separate the supervision of commercial banks from the Bank of
Thailand and integrated the scattered regulatories into a single regulatory. Hence, the role
of Bank of Thailand will be limited to conduct monetary policy to secure economic
stability goal.

The objective here is to study the suitable structure of financial supervision in
Thailand. Recently, there has been a trend towards consolidating the previously divided
and sometimes scattered regulatory structure from multiple into a single
regulator/supervisor that integrates all supervisory bodies.

Since this idea is just an initiative, the review in literatures found that there are
advantages and also disadvantages of moving to a single and unified supervisor. From the
disadvantage views, first, an information about each financial institution taken from
supervision process is still important and indispensable to conduct monetary policy in
macroeconomic level.

Second, financial systemic stability can not sustain unless central bank gets
information to separate the problem between insolvency and illiquidity. This strictly confidence

information about bank status can not know without supervisory role. Third, the protection of



4)

financial system can not be done smoothly without instrument such as the lender of last resort.
And this instrument is strictly belong to the central bank only.

On the contrary, there are two main reasons or advantages here to support for
single/unified regulator. First, the conflict of interest within monetary authority between role of
central bank to conduct monetary policy (macro level) and the stability of financial institutions
(micro level). Since these two goals are expected from markets to trade-off each another, conflict
of interest is believed to be unavoidable. Second, from recent development in information
technology area, the distinctions between the different types of financial institutions and their
products are becoming blurred. Banks and non-banks are increasingly moving onto one
another’s traditional turf. Thus, the overlap and intertwine pose difficulties for supervision of
each type of business under scattered regulatory framework.

However, the above pro and con should be evaluate in context of developing country
aspects and also should consider the new issues such as micro and macro prudential dimensions,
financial stability and the regulatory governance.

In this study, the methodology is focused on the measurement and determinants of
financial stability and regulatory governance. Since financial stability is the main task of
central bank, but is there any relations with regulatory role? If there is a relationship between
financial stability and the good conduct of supervisions, so called regulatory governance,
then central bank should retain the regulatory role with it. Under the measurable stability during
the study period the results show that our financial system had stable recovered, but could
not clearly conclude that this stability came from measurable regulatory governance conducted
by the Bank of Thailand due to the lack of data.

The conclusion here is weighted to retain supervision of commercial banks with the
Bank of Thailand. This may come from empirical evidences that after the crisis the regulatory
framework conducted by the bank of Thailand unquestionable help the financial system
recovered in a stable path. Without new evidences, the current supervision structure is the most
suitable. Furthermore, the scope of supervision should be extended to include government owned
Specialization Financial Institutions which take deposits like ordinary commercial bank is

also recommended.
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First, outside the Central Bank, there will be political interference with
supervisors:-
All financial sector regulatory authorities reported to the minister of finance.
The minister, appointed by the President, had tremendous personal power in
deciding how banks would be treated. The superintendent of banks, who
reported to him, was in charge of regulating, supervising and sanctioning bank.
Yet he lacked the power to take key actions, such as intervening in ailing
financial institutions, authorizing the establishment of new ones and approving
changes in a bank’s capital base. The superintendent could not authorize the
sale, merger or dissolution of a financial institution, or suspend or revoke its
operating license. The minister of finance had control over these areas, and
highly discretionary powers. That meant a bank depended directly on the will of
a minister for its survival. Thus, the most important rules could be, and often
were, managed on a political basis.

Second, outside the Central Bank, there is a greater likelihood of
corruption, and efficiency :-
Accounting rules and prudential norms, covering areas such as loan
classification, asset valuation, provisioning, income accounting and lending to
affiliated parties, where also inadequate. The Office of the Superintendent of
Banks received mountains of data, undertook ritualistic scrutiny of financial
statements and remained largely in the dark. The longstanding requirement that
banks publish their monthly balance sheets and half-yearly income statements in
newspapers was also inconsequential. Instead of providing real information,
these statements were often riddled with window dressing and misleading
creative accounting. Because the regulations themselves were meaningless,
banking supervision became generally lax and ineffective in practice.

Additionally, the Office of the Superintendent of Banks carried the stigma of
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corruption (Oscar Garcia Mendoza, Cronica involuntaria de una crisis
inconclusa. (Caracas : Editorial Planeta de Venezuela, 1995), p.194). Bluntly
put, supervision had become a meaningless ritual, no matter who held the job.
There may have been formal monitoring of compliance, but there was no
ongoing analysis of the solvency of Venezuela’s financial institutions. As a
result, bank assets were simply not what they appeared to be.

Third, outside a Central Bank, funding for banking supervision is less
likely to be adequate:-
Technological, financial and personnel resources with which the government
could have implemented supervision dwindled with the deterioration of public
finances, reaching record lows after 1989. Neither the government nor most
legislators cared. Banking supervision was simply not a political priority. On
the eve of the 1994 banking crisis, the Office of the Superintendent of Banks
had a staff of 60 to supervise more than 150 financial institutions. While the
banking system’s technological capabilities was state-of-the art, the Office of
the Superintendent of Banks had virtually no data processing capability,
Banking law required supervisors to conduct an on-site inspection of each bank
at least once a year. Yet the superintendent’s annual budget had dwindled to
about $8,000 per financial institution — less than the annual salary of a mid-level
clerk. On-site inspections — when conducted — where largely ceremonial, hand-

shaking affairs. Many banks were not inspected for years.
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MaaT 5.2 AnuFuiussznie RP 14 fudautlimamanisal (EF) uazmsmnugua
(SVD) AL (1)
AL

dulivasy (1.0) (1.1) (12) (1.3) (1.4) (1.5) (1.6)
Constant -71.14% -18.33 12.02 -18.98 13.19 -30.51* -8.33
CPI -0.13*
Core CPI 0.85% 0.15 -0.19 0.16 -0.24 0.36%* 0.09
7t 0.67* 0.80* 1.10%* 0.72%* 1.16%* 0.50%* 0.74%*
%A Core CPI -0.24 0.18 0.58** 0.10 0.49 0.38%*
%A 71t -0.01%* -0.004 -0.009* -0.007 -0.01%** -0.004
Lagged %A M, -0.02
Lagged %A Cr 0.07
Lagged M, -1.07E* -1.68E* -1.49E*
Lagged Cr 1.61E* 2.66E* 2.48E*
CAR 0.24%** 0.26* 0.24* 0.22%* 0.35% 0.33*
NPL -0.03 -0.05%* -0.03*** | -0.05* -0.03** -0.03*
Cr/Dep. 7.38%* -13.97* -9.85%
R’ 0.83 0.88 0.93 0.82 0.85 0.95 0.96
n 32 32 32 32 32 32 32
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ALTERNATIVE DEFINITIONS OF FINANCIAL STABILITY

This appendix provides an overview of definitions or descriptions of financial stability by
a selected group of officials, central banks and academics.'
John Chant (Bank of Canada) :

Financial instability refers to conditions in financial markets that harm,
or threaten to harm, an economy’s performance through their impact on the
working of the financial system. ... Such instability harms the working of the
economy in various ways. It can impair the financial condition of non-financial
units such as households, enterprises, and governments to the degree that the
flow of finance to them becomes restricted. It can also disrupt the operations of
particular financial institutions and markets so that they are less able to continue
financing the rest of the economy. ... It differs from time to time and from place
to place according to its initiating impulse, the parts of the financial system
affected, and its consequences. Threats to financial stability have come from

such diverse sources as the default on the bonds of a distant government;

'Some authors choose not to define financial stability and instead use the concept of
systemic risk. See Oosterloo and Haan (2003) for a discussion of this concept.

? See Chant (2003).



the insolvency of a small, specialized, foreign exchange bank; computer
breakdown at a major bank; and the lending activities of a little-known bank in
the U.S. Midwest. (pp. 3-4.)
Andrew Crockett (Bank for International Settlements and Financial Stability Forum) ’
... define financial stability as an absence of instability ... a situation in
which economic performance is potentially impaired by fluctuations in the price
of financial assets or by an inability of financial institutions to meet their
contractual obligations. I would like to focus on four aspects of this definition.
Firstly, there should be real economic costs ... Secondly, it is the
potential for damage rather than actual damage which matters... Thirdly, my
definition refers ... not just to banks but to non-banks, and to markets as well as
to institutions... Fourth, my definition allows me to address the question of
whether banks are special ... all institutions that have large exposures — all
institutions that are largely interconnected whether or not they are themselves
directly involved in the payments system — have the capacity, if they fail, to

cause much widespread damage in the system.

* See Crocket (1997).



Deutsche Bundesbank

The term financial stability broadly describes a steady state in which the
financial system efficiently performs its key economic functions, such as
allocating resources and spreading risk as well settling payments, and is able to
do so even in the event of shocks, stress situations and periods of profound
structural change.
Wim Duisenberg (European Central Bank) ’

. monetary stability is defined as stability in the general level of
prices, or as an absence of inflation or deflation. Financial stability does not
have as easy or universally accepted a definition. Nevertheless, there seems to
be a broad consensus that financial stability refers to the smooth functioning of
the key elements that make up the financial system.

Roger Ferguson (Broad of Governors of the U.S. Federal Reserve System) °

It seems useful ... to define financial stability ... by defining its
opposite, financial instability. In may view, the most useful concept of financial
instability for central banks and other authorities involves some notion of market

failure or extensities that can potentially impinge on real economic activity.

* Deutsche Bundesbank (2003).
> See Duisenberg (2001).

°See Ferguson (2003).



Thus, for the purposes of this paper, I’ll define financial instability as a
situation characterized by these three basic criteria : (1) some important set of
financial assets prices seem to have diverged sharply from fundamentals; and/or
(2) market functioning and credit availability, domestically and perhaps
internationally, have been significantly distorted; with the result that (3)
aggregate spending deviates (or is likely to deviate) significantly, either above or
below, from the economy’s ability to produce.

Michael Foot (U K. Financial Services Authority) ’

... we have financial stability where there is: a) monetary stability; b)
employment levels close to the economy’s natural rate; c¢) confidence in the
operation of the generally of key financial institutions and markets in the
economy; and d) where there are no relative price movements of either real or
financial assets within the economy that will undermine (a) or (b).

The first three elements of this definition are, I hope, non-contentious.
In respect of (a) and (b), it seems implausible to define financial stability as
occurring in a period of rapid inflation, or in a mid-1930s style period of low
inflation but high unemployment.

Similarly in respect of (c), it would be strange to argue that there was

financial stability in a period when banks were failing, or when normal conduits

" See Foot (2003).



for long-term savings and borrowing in either the personal or corporate sectors
were seriously malfunctioning. Such circumstances would mean the participants
had lost confidence in financial intermediaries. It would mean, almost certainly,
that economic growth was being damaged by the unavailability or relatively
high cost of financial intermediation.

This leaves us with (d) ... I would say that there are four main channels
by which changes in assets prices might affect the real economy: b changing
household wealth and thereby consumption .; by a change in equity prices .; by
their impact on firms’ balance sheets which can then affect corporate spending
.; by their impact on capital flows, with for example inflows of capital — as
during the dot.com boom in the UZS — strengthening the domestic currency.
Andrew Large :

In a broad sense ..... think of financial stability in terms of maintaining
confidence in the financial system. Threats to that stability can come from
shocks of one sort or another. These can spread through contagion, so that
liquidity or the honoring of contracts becomes questioned. And symptoms of
financial instability can include volatile and unpredictable changes in prices.

Preventing this from happening is the real challenge.

¥ See Large (2003).



Frederic Mishkin (Columbia University) ’

... financial instability “occurs when shocks to the financial system
interfere with information flow so that the financial system can no longer do its
job of channeling funds to those with productive investment opportunities.
Norges Bank 10

Financial Stability is often defined as the absence of crises in the
financial system. This means that the financial sector is robust in the face of
shocks to financial.

Tommaso Padoa-Schioppa (European Central Bank) "

...[financial stability is] a condition where the financial system is able
to withstand shocks without giving way to cumulative processes which impairs
the allocation of savings to investment opportunities and the processing of
payments in the economy.

The definition immediately raises the related question of defining the
financial system. ...[which] consists of all financial intermediaries, organized
and informal markets, payments and settlement circuits, technical infrastructures
supporting financial activity, legal and regulatory provisions, ad supervisory

agencies. This definition permits a complete view of the ways in which savings

? See Mishkin (1999).
" See Norwegian Central Bank (2003).

" See Padoa-Schioppa (2003).



are channeled towards investment opportunities, information is disseminated
and processed, risk is shared among economic agents, and payments are
facilitated across the economy.
Anna Schwartz (National Bureau of Economic Research) 2

A financial crisis is fueled by fears that the means of payment will be
unobtainable at any price and, in a fractional reserve banking system leads to a
scramble for high-powered money. It is precipitated by actions of the public
that suddenly squeeze the reserves of the banking system..... The essence of a
financial crisis is that it is short-lived, ending with a slackening of the public’s
demand for additional currency.
Nout Wellink (De Nederlandsche Bank) a

According to our own definition at the Nederlandsche Bank, a stable
financial system is capable of efficiently allocating resources and absorbing
shocks, preventing these from having a disruptive effect on the real economy or
on other financial systems. Also, the system itself should not be a source of
shocks. Our definition thus implies that money can properly carry out its
functions as a means of payment and as a unit of amount, while the financial

system as a whole can adequately perform its role of mobilizing savings,

2 Schwartz (1986).
" See Wellink (2002).



diversifying risks and allocating resources. Financial stability is a vital

condition for economic growth, as most transactions in the real economy are

settled through the financial system. The importance of financial stability is

perhaps most visible in situations of financial instability. For example, banks

may be reluctant to finance profitable projects, asset prices may deviate

excessively from their underlying intrinsic values, or payments may not be

settled in time. In extreme cases, financial instability may even lead to bank

runs, hyperinflation, or a stock market crash.
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B.A. Economics, Ramkhamhaeng University, Bangkok, Thailand, 1979

M.A. Economics, National Institute of Development and Administration,
Bangkok, Thailand, 1982

Ph.D. Economics, Keio University, Tokyo, Japan, 1989
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Undergraduate Level

® Monetary Theory and Policy

® Seminar in Monetary Economics

Graduate Level

® Macroeconomics

® Seclected Topics in Monetary Economics of Developing Countries

® Fast Asian Economics

® Finance and Development
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Transport Economist in feasibility study for Laem Chabang Port Development Phase 2

Project, 1998

Advisor to Bureau of State Enterprise and Government Securities, Comptroller- General’s

Department, Ministry of Finance in evaluating the state enterprise performance, 1999

Financial Analyst in feasibility study of Si Racha to Rayong Loop Raiway Project, 2000
Transport Economist in Investigation of Capacity Constraints and Determination of the Need
for Track Doubling of State Railway of Thailand Network, 2002
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“SWAPS”, Economic Impulse (in Thai), Sep. 1995

“Bachelor Degree Advanced Register : An Option Contracts?”, Economic Impulse (in Thai),
Aug. 1995

“Futures, Forward and Option Market”, Economic Impulse (in Thai), May 1995

“Thailand Towards Fiscal Reform”, discussion paper prepared for Fiscal Reform and
Economic Development Seminar, Institute of Economic and Social Research, Jakarta,
Indonesia, Sep. 1995

“25 Years of St. Louis Model”, Thammasat Economic Journal (in Thai), Sep. 1995

“Mutual Fund Performance in Thailand”, discussion paper prepared for The 5" Convention of

East Asian Economic Association, Bangkok, Thailand, Oct. 1996



“New World Order in Asia-Pacific : Problems and Prospects of APEC Views from Some

Member Countries”, (editor) paper and proceedings of a symposium held at Montien Hotel,

Chon Buri Province, Thailand on July 28-29, 1995

“The Development of Small and Medium Enterprises (SMEs) in Some APEC Countries”,
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“The Thai Financial Sector Problems” (in Thai) , a paper prepared for 1998 Symposium at

Faculty of Economics, Thammasat University, Bangkok, Thailand

“What Went Wrong With Thailand’s Capital Inflows?”, a paper prepared for International

Conference on A Macroeconomic Core of an Open Economy for Progressive Industrialization

and Development in Asia in the New Millennium, Organized by Faculty of Economics,

Chulalongkorn University and The American Committee on Asian Economic Studies,16-18

December 1998, Bangkok, Thailand

“The Recovery of the Thai Economy : A Domestic Aggregate Demand View”, Chulalongkorn

Journal of Economics, Faculty of Economics, Chulalongkorn University, Bangkok, Thailand,

Jan. 1999

“In Securing Benefits from Financial Liberalization”, paper prepared for APEC Trade in

Financial Services Conference organized by The Australian APEC Study Centre, Monash
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“Re-emerging Thailand :Sins of the Past, Shape of the Future”, paper prepared for the 7"
International Conference on Thai Studies, organized by International Institute for Asian
Studies and Faculty of Social Sciences, University of Amsterdam, Amsterdam, The
Netherlands 4-8 Jul. 1999

“1997 Thai Financial Crisis” in From Crisis to Recovery :East Asia Rising Again? edited
by Tzong-shian Yu and Dianqging Xu, World Scientific, Singapore, 2001

“Deposit Insurance in Thailand: Theoretical Framework and Some Facts”, (in Thai)
Thammasat Economic Journal, Thammasat University, Bangkok, Thailand, Dec. 1999
"Japan Economic Lessons: A Lesson to Learn or Re-learn”, (in Thai) paper prepared for the
Japanese's Role to Thai Economic After 1997 Economic Crisis Conference, organized by
Institute of East Asia Studies, Thammasat University, Thailand, February 6, 2002

"East Asia Crisis Aftermath: Lessons from Struggling Economies", paper prepared for the 77"
Annual Conference, organized by Western Economic Association International, Seattle,
U.S.A. Jun 29-Jul 3, 2002

“Fiscal Vulnerability: An Assessment to Thailand After 1997 Economic Crisis”, paper
prepared for the international conference on Economic Recovery and Reforms, organized by
Thammasat University and the Bank of Thailand, Bangkok 28-29 October 2002

“An Appraisal of Effectiviness to Ministry of Interior’s Urgent Poverty Reduction Projects”,
an evaluation paper prepared for Ministry of Interior by Thammasat University Research and

Consultancy, Bangkok, March 2003 (in Thai)



® “Social Capital in Thailand: A Conceptual Framework and Its Indicator”, a research paper
prepared for National Economic and Social Development Board by Thammasat University
Research and Consultancy, Bangkok, June 2004 (in Thai)

® “The ASEAN+3 Monetary Integration: A Stairway to Heaven?” a paper prepared for
International Conference on Regional Economic Cooperation: EU-GMS Development
Strategies, organized by The Centre for European Studies, Chulalongkorn University in
collaboration with the EU-LDC Network, Chiang Rai, Thailand, 2-4 July 2004

® “Financial Constraints, Form of Ownership and the Channel of Monetary Policy: Evidence
from Thailand Listed Firms”, a paper prepared for The 12" Annual Conference on Pacific
Basin Finance, Economics, Accounting, and Business, organized by The Consortium of Thai
Universities, Rutgers University and The State University of New Jersey, Bangkok, 10-11
August, 2004

® “Rethinking Era: A Test of Relative Structural Change After Crisis”, a Paper prepared for The
1" Thai Economists Conference at Thammasat University, October 2005

®  “An FEvaluation of ASEAN-Korea FTA”, a research project for Minister of Trade by
Thammasat University Research and Consultancy, Bangkok, December 2005 (in Thai)
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Ph.D. scholarship awarded by Ministry of Education, Japan
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