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TAMC, improve the legal framework for debt
restructuring outside the TAMC, phase out
forbearance on prudential reguldion, strengthen
risk-focused prudential regulation, develop bond
markets and ensuretha policiestower dsthe state
owned banks do not conflict with the medium
term objective of developing a sound financial
system.

Thailand’s competitiveness has been
hampered by a weak knowledge economy.
Once the balance sheet of the firms has been
strengthened their ability to compete will
depend on productivity growth, which has been
hampered by arelatively weak knowledge base.
The country faces challenges in four areas: (a)
secondary school enrollment rates that lag
behind other countries in the region, (b) the
technological capability of Thai firms lags
behind other countriesin the region, (c) askills
mix that does not support the emergence of a
knowledge economy (in which new industrial
and services companies seek to increase
productivity through technological and
organizational change), and (d) institutions and
public programs tha have been less effective
than those of other countriesin helping firmsto
upgrade their skills development, training,
technology and ‘knowledge networks'.

To take one example, at least 17 public
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organizations or funds exist to support
technology and innovationin Thailand. Thelack
of public infrastructure for a knowledge
economy istherefore not anissue. Thechallenge
isthat the pubdic institutions and incentives are
rooted in an old policy model, one that focuses
on single entities (whether firms or institutions)
rather than on knowledge networ ks, interactions
and supply chains.

Knowledge sharing and networking will be
important drivers of the competitiveness of
T hai firms. The fact that knowledgeisapublic
good, one that has significant externalities
associated with it, means that strengthened
partnerships between the private and public
sectors will be required. But in the search for a
framework for this partnership a strategy of
“picking winners” rather than providing
solutions may only raise more questions.
Instead, policy makers may want to place more
emphasis on reforming existing public
institutions and increasing inter-agency
coordination to improve the delivery of
services, improving the governance of these
agencies by giving a greater voice to SMEson
the Boards of Management, targeting public
support more effectively (e.g., by reaching out
not only to firms but also to networks) and
integrating technological and skill devel opment
programs.
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POSITIONING FOR A SUSTAINABLE RECOVERY

CHAPTER 1

POSITIONING FOR A SUSTAINABLE

Outlook for growth hasimproved

In the July 2001 Economic Monitor we argued
that Thailand should be able to weather the
global downturn. Despite the decline in the
global output growth rate from 4.7 percent in
2000to 2.2 percent in 2001, the deteriorationin
the external terms of trade and the September
11 terrorist events, Thailand managed to keep
its growth rate positive, at around 1.8 percent.
Thanks to its diversified economic base and
supportive macroeconomic policies Thailand
managed the downturn well. It is now on the
path to recovery.

There are early signs that the wor st of the
downturn is past. The rate at which key
economic indicatorsfell during 2001 appearsto

RECOVERY

be moderating. The economy bottomed out in
the third quarter of last year, athough a fim
recovery has not yet materialized. The rate at
which high-tech exports (e.g., integrated circuits,
telecoms equipment and electrical appliances)
fell during 2001 al so appears to be moderating,
in line with the global recovery. Growth in
manuf acturing production remains positive,
although modest. Domestic cement sales have
increased shar ply. The property sector appears
to be turning around; throughout the country
approved construction areas in municipalities
enjoyed positive growth of 8.4 percent in 2001,
compared to negative growth of 4.1 percent the
previous year. In Bangkok the number of
applications for ownership during 2001
increased by 8.3 percent for condominium units
and by 4.3 percent for housing units.
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Box 1-1
Thai economy seems to have turned around

1. Rateof declinein export growth has 2. External termsof trade are bottoming
slowed. out.

Export Growth Terms of Trade

(% y-y)
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3. Manufacturing production growth is 4. ...and some of the sectorswaor st hit
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Labor markets have improved

Private sector employment conditionsare no
longer deteriorating The number of people
insured with the Social Security Office, which
fell sharply in the aftermath of the 1997 crisis,
is rising again. The NSO Labor Force Survey
data al so show an improvement in labor market
conditions, with the unemployment rate
coming down sharply from a high of 4.4
percent in November 1998 to 2.4 percent in
November 2001.

Thailand managed to create around 1.4 million
new jobs between November 2000 and
November 2001 according to the Labor Force
Survey data. The bulk of the new jobs (0.41
million) were in the services sector, followed
by the manufacturing sector (0.39 million).
After agriculture the services sector now
accounts for the largest share of employment
(21 percent) and it has dearly overtaken the
manufacturing sector in terms of its contribu-
tion to job creation and national output. Real
wages have stabilized, with the possible
exception of the agriculture sector.

Table 1-1
Employment by sectors (in thousands)
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Figure 1-1
Number of people insured with the Social
Security Office

(1,000 persans)
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Figure 1-2
Real wages have stabilized

Real Wages (Q1/1999 = 100)
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Source: National Statistical Office and World Bank estimates

No v-98 Nov-00 Nov-01 Nov-01 Nov-01 / Nov-00

Share of Total % _Change % _ Jobs Created
Total Employment 30,794 31,749 33,194 100.0 4.6 1,445
Agriculture 14,857 14,771 14,937 45.0 1.1 166
Manufacturing 4,150 4,574 4,968 15.0 8.6 394
Construction 1,283 1,317 1,413 4.3 7.3 97
Commerce 3,843 4,341 4,722 14.2 8.8 381
Senices 6,576 6,697 7,108 214 6.1 410
Other 85 49 47 0.1 (5.6) (3)

Source: Labor Force Surveys (LFS)
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Post-crisisrisein poverty has
stalled

Thailand’s gowth rate of about 4 to 4.5
percent per annum during 1999-2000 was
sufficient to break the trend of higher
poverty rates triggered by the Asian crisis of
1997-98. Based on an analysis of the Socio-
Economic Survey 2000, the National Economic
and Social Development Board (NESDB)
reports that poverty levels have dropped from
15.9 percent of the population in 1999 to 14.2
percent in 2000. This implies that the number
of individuals living in households with an
income below the poverty line has declined by
amost one million, from about 9.8 million to
8.9 million.

In rural areas the number of people living in
poverty declined by about 2.5 percent, compared
with only 0.4 in sanitary districts, while poverty
actually increased by 0.2 percent in urban
areas. Nevertheless poverty continues to be a
predominantly rural phenomenon, and urban
poverty remains insignificant although the
quality of life of the urban poor (e.g., migrant
construction workers) is probably worse than
that of the rural poor.

Southern region overtakes the Northern
region in cutting poverty. The progress in
poverty reduction was uneven across different
regions. The South experienced a significant
improvement; the poverty headcount dropped by
30 percent, from 15.7 percent in 1999 to 11
percent in 2000. This means that the Southem
region has now been replaced by the North -
where poverty actually increased - as the
second poorest in the country. The Northeast,
the poorest of the regions, and the Central
areas, saw more modest progress in poverty
reduction.

External vulnerability has been
reduced

The global downturn and the September 11
terrorist events tested Thailand’s ability to
withstand external shocks. Thailand
maintained a surplus on its external current

[16 |

Figure 1-3
Increase in poverty has stalled
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Source: NESDB

Figure 1-4
Poverty by region

Headcount Index of Poverty by Region
(%), 1999 - 2000
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Northeast
South
Vicinity

Source: NESDB

account balance in 2001 equivalent to nearly 5
percent of GDP. A flexible and competitive
exchange rae along with a diversified export
base helped cushion Thailand from the external
shocks. Thailand was |ess severely affected by
the downturn in the terms of trade for electron-
ics, for while the proportion of electronics
among total exportsissignificant at 36 percent
it islow compared to other countries in the re-
gion. Agriculture and forestry exports account
for over 20 percent of Thailand’s total exports.
Thecountry isalso astrong exporter of services,
with tourism accounting for 5-7 percent of GDP
and 11 percent of total export earnings.
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Financial conditions have
improved

Total external debt fell from a high of $109
billion (72 percent of GDP) in 1997 to $71
billion (61 percent of GDP) in 2001. External
private debt more than halved from $85 billion
in 1997 to $40 billion in 2001. The maturity
structure of external debt has also improved.

Sentiment in theequity market hasimpr oved.
Like other markets in the region the Thai stock
market index has surged 26 percent sinceitslow
at the beginning of the year. From the start of
the year to date daily turnover on the Stock
Exchange of Thailand (SET) has averaged Baht
11 billion, amost doublelast year'sfigure. This
increase has been driven by foreign investor
demand, which can be ascribed to at least three
factors (1) international asset managers have
increased their investment weighting in this
region following re-emerging problemsin Latin
America, (2) lower global interest rates have
reduced their required rates of return, making
equity investment in Thailand more attractive,
and (3) optimism about the expected earnings
of blue chip firms.

Financial conditionsappear to have stabilized
although they continue to remain tight.
Financial market indicators (e.g., foreign
currency debt ratings, the spread between
deposit and lending rates, long term interest rates
and bank lending) appear to be stabilizing
although the picture is mixed, reflecting under-
lying weaknesses in the bal ance sheets of banks
and firms.

Private investment remains
sluggish

The household sector perfor mance has been
strong relative to the business sector. Since
households were not asfinancially leveraged as
firms private consumption has recovered.
Lending for personal consumption has begun to
improve although total bank lending remains
sluggish.

POSITIONING FOR A SUSTAINABLE RECOVERY

Figure 1-5
Thai export structure is diversified
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Figure 1-6
External debt has been reduced
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Figure 1-7
Foreign reserves to external debt ratio has
improved
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But privateinvestment hasremained duggish,
particularly in machinery and equipment.
Overall, the contraction in private investment
since the 1997 crisis has been by far the largest
when compared to other crisis countries such as
Malaysia and Kor ea.

Several reasons have been suggested for this
duggishnessin privateinvestment. Theprinciple
oneisthat the opportunity to buy assets cheaply
during restructuring is preferred to creating new
assets. Therefore, as long as real restructuring
remains unfinished — i.e., as long as there is
till the potential to buy fixed assets cheaply
through distressed sales — there will be
constraints on new private investment. Four
years after the crisis excess capacity in the
manuf acturing sector and the high level of
unutilized investments remain a major drag on
growth. If the 1997 crisis has permanently
changed the level of asset prices, these prices
have not yet adjusted fully to the new levels.
This has created uncertainty about asset prices
which in tum has held back new investment.
However, there are signs in some sectors that
the cash flow and return on capital of firmsis
improving and thisis positive f or new business
investment. Whileimproved cash flow will help
to increase business expenditure the extent of
the investment recovery islikely to be retarded
by the weakness of balance sheets and the high
level of indebtedness.

Will Thailand bene€fit from the
global recovery?

The global recovery is being led by the
turnaround in the US economy. The US
recovery is being powered by strong consumer
demand, the change from inventory liquidation
to accumulaion, lower energy prices and the
stimulus — substantial by historical standards
— created by the easing of monetary and fiscal
policy. Capital investments are restrained. The
strength of recovery will depend on how the
economy overcomes imbalances in the
corporae sector (weak balance sheet and alarge
financing gap) and whether weakness in the
household sector (low savingslevels) will put a
brake on private consumption growth. The

[15]

Figure 1-8
Thai stock market is bullish
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Figure 1-9
Bank lending for personal consumption is
improving
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Figure 1-10
Private investment remains sluggish
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revival of the US economy is expected to act as
acatalyst for arebound in Europe. The outlook
for Japan is weak, although the structural
reformsbeing implemented will provide astrong
foundation for recovery. Global growth is
expected to increase from around 2 percent in
2002 to closetoitstrend level of 3-4 percent in
2003.

Thailand iswell positioned totake advantage
of the expected global recovery. The policy
reformsthat Thailand hasimplemented sincethe
crisis have positioned it well to take advantage
of the expected global growth. Firstly, thereis
sufficient fiscal and monetary stimulus in the
system, given the large budget deficit and low
interest rates. Secondly, Thailand has become
more open since the crisis. While openness was
ahandicap last year it will boost growthin 2002.
Thirdly, the reduction in external debt has
cleared the national balance sheet and positioned
the country well for recovery.

Thailand is not expected to suffer further
large income losses as a result of changesin
the external terms of trade. In recent years
large declinesin export pricesand terms of trade
have inflicted significant income losses on
Thailand Dollar pricesf or devel oping countries
non-oil commodity exportsfell 9 percentin 2001
and a cumulative 32 percent in the four years
1998-2001. Agicultural prices fell, cumula-
tively, by athird in this period, partly asaresult
of large currency depreciations among
exporters in East Asia and Latin America and
partly becausetechnological progressand policy
reforms allowed substantial increases in
agricultural production and exports. For
example, pam oil, rice and rubber pricesfell by
40-50 percent during 1998-2001. From late 2000
semiconductor prices also slumped, as a result
of the global high-tech recession. The terms of
trade were also reduced by the upward trend in
oil pricesin the last few years. World oil prices
averaged $23-24 a barrel in 1999-2001, nearly
30 percent more than the average earlier in the
1990’s.

L ossesdueto weaker termsof tradein Thailand
averaged 3.3 percent of national income per year

POSITIONING FOR A SUSTAINABLE RECOVERY

Figure 1-11
Thailand is a more open economy post-
crisis

Export & Import of Goods and
Services to GDP Ratio

DAverage: 1991-
1997

Baverage: 1997-
2000

Thailand Korea Malaysia

Source: World Bank

Figure 1-12
Commodity prices are expected to improve
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Figure 1-13
Thai exports are less dependent on Japan
while exports to China have increased

Thai Exports to Selected Markets
(% of total)
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Source: Bank of Thailand
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in 1998-2000 —acumulative 13 percent in these
four years. By comparison this is higher than,
say, Korea where annual terms of trade-based
losses averaged 2.7 percent of national income
in the same period.*

An important factor in the current recovery in
Thailand is that primary commodity prices
stabilized and started rising from late 2001, as
did semiconductor prices. Asworld growth and
demand gains ground the World Bank’s
Economic Policy and Prospects Group expects
further mild improvements in non-oil primary
commodity pricesin the next two years. Even
if the terms of trade do not improve markedly,
the simple fact that Thailand will not suffer
further large income losses because of changes
in the terms of trade will be an important factor
in fostering recovery.

Impact of Japan’s uncertain economic
outlook. Will Thailand's recovery be compro-
mised by Japan’s fragile economic outlook?
Japan has been an important trading partner for
Thailand and economic sluggishness in Japan
may constrain Thai exports. However this risk
is now lower because Thailand has diversified
its export markets. The proportion of Thai
exports going to Jpan has come down while
that to the US has increased. In terms of
financia linkages, Thailand's private external
debt with Japan has been reduced. On balance,
the expected recovery in the US and Europe
should compensate for any losses caused by
sluggishness in Japan.

What about China's entry into the WT O?
Another concern is that China’s entry into the
WTO will create competitive pressures on
Thailand. There will be increased competition
from China because of the similarity in the two
countries’ export structures - the simple
correlation between the structures of manufac-
tured exports from Thailand and Chinais high
at 60 percent. But the similarity between Thai
and Chinese exports is not substantially higher

1 Terms of trade-based income losses are measured using national income account
deflators for exports and imports.

[20 |

Table 1-2
Thai and Chinese manufacturing exports
are similar in nature (1995)

CH HK IN KO MA PH SI TH TA
CH 1

HK 0.59 1

IN 0.350.171

Kl 02104 01 1

MA 0.17 0.43 0.18 0.73 1

PH 0.31 0.510.21 0.66 0.82 1

Sl 0.2 0.36 0.07 0.66 0.74 0.62 1

TH 0.57 0.54 0.21 0.52 0.59 0.580.7 1

TA 0.35 0.44 0.09 0.64 0.67 0.560.810.76 1

Source: Lall et al (1999)

than that between Chinaand other ASEAN coun-
tries. Thailand will come under increased com-
petitive pressure as a result of the diversion of
trade and capital to China. But at the sametime
Thailand will benefit from theincreased amount
of trade created by China's entry into theWTO.
On balance, any loss of exports from Thailand
asaresult of “tradediversion” to Chinaislikely
to be compensated for by the “trade creation”
arising from China’'s WTO membership. This
gain will be reinforced by both the improved
competitiveness of Thai firms and the global
recovery.

How strong will the recovery be?

The strength of the economic and social
recovery will be determined by a tug-of-war
between powerful forces boosting economic
activity and somewhat weaker but more
persistent structural forces acting to restrain the
momentum of recovery and poverty reduction
in the medium term.

There are several factors on the side of
recovery. The positive factors on the side of
recovery include the strong stimulus provided
by fiscal and monetary policies, alow inflation
and interest rate environment, the high share of
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foreign trade in GDP, expected improvements
in the external terms of trade (or at least no
further deterioration), expected global recovery,
a strong national balance sheet and the
establishment of the TAMC which will help
accelerate debt restructuring.

But there are also negative forces that will
restrain the momentum of r ecovery. Firstly,
fiscal risk has increased as a result of rising
public debt. Althoughitis manageable, debt dy-
namics could be complicated by lov growth or
a weak fiscal stance. Perception of fiscal risk
may, in turn, weaken investor and consumer
confidence and constrain private investment
growth. Secondly, the weak balance sheets of
firms will prevent them from increasing
business investment, without which recovery
cannot be sustained. Thirdly, Thailand hasfallen
behind other countries in the global competi-
tiveness rankings in criteria related to the
knowledge economy (education, technological
capability and skills). These negative forceswill
not derail the short term recovery but will
constrain growth over the medium term.

High growth isimportant for
poverty reduction

The fr agile recovery in T hailand has raised
concerns that Thailand may not be ale to

Table 1-3

Poverty projections under alternative scenarios

POSITIONING FOR A SUSTAINABLE RECOVERY

achieve its target of reducing poverty to 12
percent of the population by 2006, as ervisaged
in the Ninth Plan. Projections based on
household survey dataindicaethat meeting this
target depends on two crucial factors - high
growth and limited inequality.

Inthefirst scenario we assumetha GDP growth
recovers from 1.5 percent in 2001 to 5 percent
in 2006, averaging close to 4 percent between
2002 and 2006. At the same time the benefits of
growth are widely spread and inequality drops
below thelevelsobserved during the 1990's. This
leads to a reduction in poverty to single digit
figures by 2006, about 3.5 percentage points
below thetarget of the Ninth Plan and morethan
2.5 percentage points below the pre-crisislevel.
Correspondingly, the number of poor declines
by about 3.5 million from 8.9 millionin 2000 to
5.4 million in 2006.

The poverty-reducing impact of high growth
can beundermined by arisein inequality. In
Scenario 2 we assume the same growth pah as
for Scenario 1, but incorporate a widening in
income distri bution, so that the Gini coefficient
for 2002 to 2006 is on average just above the
level observed intheearly 1990's, when inequal -
ity was at its peak. In this scenario poverty
levels will remain close to 14 percent of the
population, similar to the level in 2000 and

Poverty Projections Under Alternative Scenarios

2000 2002-06

Actual Scenarios
1) High Growth and | 2) High Growth and | 3) Low Growth and
Declining Inequality Rising Inequality Stable Inequality

2006 2002-06 2006

2002-06 2006

Assumptions

GDP Growth 4.4 3.9
Gini Index 52.5 50.6
Poverty Projections

He adcount Index 14.2 104
Poverty Gap Index 41 28
Severity of Poverty Index 1.6 11
Number of Poor (Million) 8.9 6.6

5.0 3.9 5.0 20 23
50.3 54.0 55.1 52.5 52.5
84 139 138 13.3 12.6
21 46 51 4.0 3.9
0.8 23 2.8 17 17
54 8.8 8.9 8.4 8.1

Source: Staff estimates.
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substantially exceeding the target of the Ninth
Plan. Furthermore, the number of poor people
would remain unchanged between 2000 and
2006.

Sluggish growth can endanger progress
towards meeting the poverty reduction
tar get. Growth rates that were once the highest
intheworld may now remain moderate over the
medium term. In the third scenario we
stipulate a slower recovery in GDP, with GDP
growth rising to only 2.3 percent by 2006.
Assuming inequality remains constant over the
period of the Ninth Plan, progress in poverty
aleviation would be insufficient to reduce the
poverty headcount to below 12 percent.

Thailand is implementing its national
competitiveness programwhich aimsto achieve
full employment growth potential of around
5-6 percent, astargeted in the Ninth Plan. Some
of thekey measuresbeingimplemented indude:

* Improving fiscal management

* Improving the balance sheets
of banks and firms

» Strengthening the knovledge
economy

ThisMonitor reports progressthat Thailand has
made in implementing its competiti veness
program and the challenges that lie ahead.
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FISCAL MANAGEMENT

CHAPTER 2

FISCAL MANAGEMENT

I ntroduction

In 2001 the Thaksin Government embarked on
an aggressive fiscal stimulus program in order
to fulfill its election campaign promises and
manage the economic downturn. Itsplans are to
fully disburse the budgeted Baht 58 billion
emergency reserve fund (1 percent of GDP) in
FY02. The reserve fund will finance training,
programs to strengthen local communities and
labor intensive projects in agriculture, tourism,
and the SME sector. In addition to these
budgetary measures other stimuli, outside the
budgetary framework, are also being applied
(e.qg., the Village Fund, debt suspension for
farmers). If all quasi-fiscal activities are
included (central government, non-financial
public enterprises) the size of the comprehen-
sive public sector deficit will increase from
around 3 percent of GDP in FYOl to an
estimated 6 percent in FY02. Increased fiscal
stimulus was an appropriate response to the
expected downtum last yesr.

The govemment sees these “bottom up” fiscal
programs as different from previous stimulus
programs because they are not limited to
providing a stimulus in the conventional
Keynesian sense. Raher, the programs are also
seen as way of promoting social and structural
change based on balanced and equitable
development, and unlocking the entrepreneur-
ia spirit and talents of the Thai people.

Figure 2-1
Comprehensive fiscal balance

(% of GDP)

Source: Source: IMF
Figure 2-2
Primary fiscal deficit has increased

Primary Fiscal Deficit

(% GDP) £y1997  FY1998  FY1999 FY2000 FY2001  FY2002
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Source: Bureau of the Budget, MOF
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Box 2-1
What is the Village Fund?

This program aims to provide each of Thailand's
approximately 75,000 villages and urban communi-
ties with a revolving fund facility of Baht 1 million
($23,000) to finance micro-credit programsfor small
scale enterprises and working capital needs. Fund-
ing is initially provided by a specialized financial
institution (the Government Savings Bank or GSB).
However, principal and interest costs will be
reimbursed by the budget over an eight year period.
The funds allocated to the villages are administered
independently by village-level committees, with
broad oversight being exercised by a national
committee that has the ability to impose financial
penaltiesonindividual villagesthat misusethefunds.

By the end of February 2002, Baht 70.4 billion of
funds had been disbursed to the villages out of a
total of Baht 74.9 billion (1.5 percent of GDP)
allocated to theinitiative. Of thisamount about Baht
48.6 billion (1 percent of GDP) had been lent on a
short term basis (Ilessthan 1 year) toindividuals. The
individual credit limit is set at Baht 20,000 ($460)
and the average loan size is about half of that.
According to a BoT survey most of the loans (60
percent) are funding the purchase of intermediate
inputs (such asfertilizer) and therest are equally split
between investment in small scale projects and
refinancing of high-cost debt. Given the early stage
the program is at no religble infor mation on default
ratesis yet availale.

Overall operating results

The objectives of credit granted

Activity Percent
1. Agricultural sector 70.9
- rice 23.5
- crops 16.0
- fruit and vegetables 17.0
- hogs 8.3
- poultry 4.7
- cattle 23.2
- prawns 2.5
- other 4.8
2. Household industry 4.0
3. Trading 15.3

4. Services (repair shop, beauty salon, etc.) 3.7

5. Emergency alleviation 1.6
6. Group activities 4.5
Source: Bank of Thailand

Unit: Fund

Villages Urban Communities Total  Percent
1. Target 71,364 3,517 74,881  ***
2. Already established and received the 69,026 1,415 70,441 94.1
transfer of funds 1/
3. Remaining balance 2,338 2,102 4,440 5.9

Source: Bank of Thailand

Remark 1/ includes 4,251 village and urban community funds that received the 6" tranche of funds transferred on Feb 20, 2002
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Primary fiscal deficit (expenditure net of
interest payments) increased to 3 percent of GDP
in FY 02, up from around 1.5 percent in FY OL.

Public debt has increased. The cumulative
build up of fiscal stimuli since the 1997 crisis
and thefiscal cost of financial sector restructur-
ing have contributed to the rapid rise in public
debt (central government debt, FIDF debt
associated with financial restructuring and
non-financial pubdic enterprises) from 14.5
percent of GDP in 1996 to nearly 57 percent in
2001. The concerns about the rising level of
public debt have now begun to outweigh the
benefits from pump-priming of the economy.

The macroeconomic policy mix is changing
Given the high level of public debt, improved
economic outlook and low inflation, monetary
policy stimulus through low policy rates has
been increased while fiscal policy is being
tightened. The Government has announced that
itwill tightenfiscal policy startingin FY03. The
planned budget deficit for FY03 is Baht 175
billion compared to Baht 200 billion in FY 02.
The Bank of Thailand has shifted the balance of
focus of its monetary policy from supporting
BOP stahility to supporting growth. In addition
to changing the mix of macroeconomic policy,
other reforms are being implemented to lower
fiscal risk.

Thailand is implementing institutional and
policy reforms to improve its fiscal position
and to lower public debt. Theseinitidivesare
wide-ranging in scope and indude improving
tax revenue collection, better expenditure
management, privatization of state owned
enterprises and increased transparency and
accountability, as required under the new
Constitution.

Debt dynamics

Thailand’spublic debt iscompar ableto other
countriesin theregion. Thailand’s public debt
has risen sharply according to its own historical
standards, but it still compares favorably with
other countries such as Maaysia and Korea.

FISCAL MANAGEMENT

Figure 2-3
Public debt has increased

Total Public Debt

(% o GDP)
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Source: MOF

Figure 2-4
Thailand’s public debt compares favorably
with other Asian countries

Non-Financial Public Sector Debt

(%0fGDP)
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Source: IMF (Staff Report, July 2001)

Over two-thirds of theincreasein public debt is
directly attributable to financial sector restruc-
turing costs, while the rest comes from the
social safety nets and the expansionary fiscal
policy that supports growth. The currency
devauation brought on by the 1997 crisis aso
resulted in balance sheet losses and a rising
interest burden (in local currency) on the
foreign exchange liahilities of the govemment.

Public debt dynamicsaresustainablebut are
vulner able to growth and fiscal stance.
Public debt can come down to 50/55 percent of
GDP by 2010 if GDP growth can be increased

[55]
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to 5 percent, fiscal stance is tightened and
interest ratesremain low. A protracted period of
low growth or insufficient fiscal reform could
produce an unsustainable debt path (see IMF
Selected Issues Paper, 2001, f or details on debt
dynamics).

Contingent liabilities could complicate debt
management. In the aftermath of the crisisthe
Government has faced increasing off-budget
obligations, particularly in the form of
contingent liabilities. These off-budget
obligaions have accumulated primarily in the
banking and enterprise sectors. Some of these
obligdions are of alegal nature (for example,
state-guaranteed debt) while other sreflect policy
commitments (for example, non-guaranteed
obligations of state owned enterprises and
revolving funds to sustain price controls). If
enterprises and funds continue to incur losses
this practice of alowing their further borrow-
ings (often with explicit government guarantees)
only postpones the need for direct govemment
financing and increases the size of the
government’s off-budget obligations. The
Govemment is planning to limit guarantees to
state enterprises through the reform of the
Public Debt Law, and corporatization and
privatization of enterprises.

Fiscal refor m

Thailand’s low tolerance for public debt is
largely due to its relatively low tax base of
around 15-17 percent of GDP and declining
flexibility in spending. The gover nment hasbeen
implementing reforms to enhance the tax base
and to increase the revenue collected. Tax
reforms are promising and will be important
given that an increasing proportion of the
budget will go towards mandated spending in
the future (e.g., payments on public debt,
revenue alocated to the local governments as
required under the constitution and wages and
salaries). Having said that, discretionary
spending in Thailand is still relatively high
compared, for example, to Indonesia or Brazil.
A high level of discretionary spending should
provide the flexibility to cope with fiscal
vulnerabilities, at least in the short run.

[ |

Box 2-2
Categories of contingent liabilities in
Thailand

Explicit contingent liabilities of the Thai Govern-
ment are commitments that are based on law and
contractsand primarily include guaranteed debt and
other liabilities of state owned enterprises as well
as financing needs resulting from price support
programs. Government implicit contingent liabili-
ties are commitments that are based on poalitical
announcements, public expectations and possible
interest-group pressures. 1n Thailand these mainly
include:

e Deposit guarantees

« Obligaions of FIDF (the result of the past
and possibly future recapitalization actions,
liquidity support and deposit insurance
claims) and, indirectly, the future recapital -
ization needs of the entire financial system

e Liabilities of extra-budgetary funds

« Net worth of the Bank of Thailand

» Losses, non-guaranteed obligetions, arrears
and deferred maintenance of state-owned
enterprises (including concession
agreements of state owned utilities, arrears
of the State Railways to the PTT and
deferred railway track rehabilitation)

e Future possible commitments and
obligationsof sub national govemments (for
example, losses of provincial enterprises)

e PAYG Pension system

Source: Bank staff

Theother key driversof fiscal outcomesinclude
decentralization, privatization, transparency and
accountabilities. Will the proceeds of
privatization help to improve fiscal balance and
lower public debt? What are the implications
of financial sector restructuring on public deot
(discussed in Chapter 3)?

[=]



Tax refor ms

The total revenue of the central government in
Thailand for 1999-2000 amounted to Baht 817.6
billion?, of which Baht 717.3 billion was tax
revenue®. Of that total tax revenue Baht 91.8
billion was personal income tax, Baht 145.6
billion corporate income tax and Baht 10.6
billion petroleum income tax. Taxes on
property amounted to Baht 3.6 billion. The Thai
VAT represented Baht 192 bhillion, specific
business tax Baht 17 billion and excise taxes
Baht 168.8 billion. Import duties amounted to
Baht 85.3 hillion, reflecting a downward trend
that has been evident since 1994.*

Given that an increasing proportion of the
budget will go towar ds mandated spending,
in future Thailand will have to rely on
revenue measures to reduce the budget
deficit, which mainly means tax revenue.
Some obvious candidates are theincrease of the
VAT rate to 10 percent and the increase of
excise taxes on beer and spirits, tobacco,
petroleum products, motor cars and the like.
Reform of personal income tax, corporate
income tax, VAT and the tax administration
as awhole will also be important in increasing
revenue.

Thailand isimplementing r eformstoimprove
the tax system. Although much progress has
been made in recent years, particularly in tax
administration, certain tax law and administra-
tive reforms have the potential to improve
revenue. Firstly, a simplification and
rationalization of existing (mostly income) tax
laws, regulations and compliance. Secondly, a
reconsideration by the government of tax
incentive policies, curbing “leakage” and
restricting such incenti ves to situaions where
they are really effective in attracting additional
investment. Thirdly, while the current
organization of the Thai tax administration is
modern and efficient there is dearly room for

2 Atone US $ equals around 43.5 Baht.

3 The remainder is mostly income from state enterprises and the state lottery.

4 Thailand is a member of the WTO and of the ASEAN Free Trade Agreement, which
entails significant restrictions on import duties.

FISCAL MANAGEMENT

Figure 2-5
Thailand has alow tax revenue base

Tax Revenue to GDP (1997)
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Figure 2-6
Divergence between import tariffs and
import revenues
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How flexible is public spending?
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improvement. Adopting a“ service approach” to
taxpayers, improving thetraining of tax officials
and rationalizing some of the administrative
functions are redlistic and modest goals. They
would reduce overall administrative costs,
increase voluntary compliance and the efficiency
of tax assessments and collections.

Tax Incentive Policy. The government has
already reviewed its corporate tax incentive
policy and this had lead to certain restrictions
on the tax savings available under the
Investment Promotion Act®. The international
consensus now leansto the view that the impact
of certain tax incentives on atracting sustained
FDI is much overrated and that many tax
holiday regimes may actuall y cause more harm
than good®.

Tax Administration. There are some
well-known issues with respect to the organiza-
tion of the Thai tax administration, including
optimal structuring along functional and
district lines and the sustained computerization
of tax administration functions. Some of these
issues have already been addressed to a certain
extent, for example through the creation of a
“Large Taxpayers Office” and the computeriza-
tion of tax-paying by the public, enabling the
payment of taxes through bank transfers and
intra-administrative communication and
data management. Others issues however may
still deserve further attention, such as
increasing third-party obligations for providing
information and collection of taxes and
effective cooperation between different
departments of the Ministry of Finance (such as
between the Revenue Department and Customs).
One somewhat pressing matter is the VAT
refund and related abuses lggislaion. This is
considering making compulsory the carrying

° See above.

& Van der Bruggen, E., “A review of the OECD Report on corporate tax incentives for
FDI", Asia Pacific Journal of Taxation, March 2002; Yelpaala, K., The efficacity of tax
incentives within the framework of the neoclassical theory of foreign direct investment,
19 Texas International Law Journal, 1984, 400-403; SIMMONS, R.S., “Corporate taxa-
tion and the investment location decisions of multinational corporations”, Asia-Pacific
Journal of Taxation, Vol. 4, No. 1 (Spring) 2000, p. 88-107; Abed, G.T., Norregaard, J.,
van der Heeden, K., Gropp, R., and Walsh, J., “Thailand: Improving the Structure and
Performance of the Revenue System”, IMF, Fiscal Affairs Department, May 1998, p. 40-

[

forward of a VAT credit, rather than alowing
cash refund (except in casesinvolving exports),
and introducing minimum amounts for tax
refunds.

The theme of simplification and rationalization
of tax law and regulations can aso be pursued
at the administrative level of Thailand's tax
system. There seems to be some room for
scaling down the compliance and admini-
strative burden on certain taxpayers and
officials’.

Public expenditurereform

Mandated spending — the rising debt servic-
ing commitment, fixed expenses on wages and
salaries and a rapidly increasing proportion of
revenue allocated to local government under the
decentralizaion program — is likely to reduce
expenditure flexibility in future. Inturn thisis
likely to limit the scope to use future expendi-
ture cuts to cope with fiscal shocks.

Capital expenditures, which are more
discretionary in nature, have already been
reduced. The reduction in capital expenditure
has been applied across the board, including in
education, health and housing. The money
savedwaslargely allocated to local government.
However, current expenditures on educaion and
health have been maintained or increased. This
would suggest that the cuts have focused on
investment while operations and maintenance
have been protected.

Public expenditure management should be
improved. The key areas of weakness in
expenditure management in Thailand are: (a)
lack of timely audited accounts, (b) effective
monitoring and evaluation of spending, (c)

7 Silvani, C., and Baer, K., “Designing a Tax Administration Reform Strategy: Experi-
ences and Guidelines”, IMF Working Paper, WP/97/30, p. 10-13; Bird, R.M., “Tax policy
and tax administration in transitional countries”, ibid, p. 72.
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management of contingent liabilities, and (d)
lack of line agency flexibility and accountability.

Decentralization

There are 7,951 local administrations in
Thailand today, in 5 classifications: (1) 75
Provincial Administr &ive Organizations (PAO),
(2) 1,229 municipalities, (3) 6,745 Tambon
Administrative Organizations (TAO), (4)
Bangkok Metropolitan Administration, and (5)
Pattaya City.

These local administr ations are being given
increased resour cesand g eater responsibili-
ties for the delivery of public services. The
1999 Decentralization Act mandates that local
administrations’ revenues should be & least 20
per cent and 35 per cent of the national
government’s revenues in y ears 2001 and 2006
respectively® In FY 2000 it is estimated that
43 percent of local administration revenues and
transfers were from shared taxes, 44 percent
from both unconditiona and specific grantsfrom
the national government to the local adminis-
trations and only 13 per cent from locally
collected revenues. The 20 percent target was
achieved in FY 2001 mainly by more than
doubling the national-to-local grants, with
three-quarters of the grantsbeing specific grants
allocated through naional government depart-
ments. Beginning FY 2003, all specificgrantsare
dated to be terminated, alowing local adminis-
trations greaer discretion over the use of the
funds. In February 2002 the Parliament
approved the DecentralizationAction Planwhich
nominates six areas, including 245 functions,
whichwill be devolved to local administrations.
These functions, which are categorized as
either mandatory or voluntary, will be devolved
by FY 2004.

8 From 1990-1999, local governments' revenues were on average 8 per cent of that of
the national government.

FISCAL MANAGEMENT

Table 2-1
Public investment in social sectors has
fallen

Public capital expenditures in social sectors ( percent GDP)
1996/1997 1997/1998 1998/1999 1999/00  2000/01

Total expenditure 7.6 7.5 7.9 7.6 7.8
Education 4.1 4.2 4.4 4.1 4.5
Health 1.6 1.7 1.6 1.4 1.3

Social security and welfare 0.7 0.7 0.8 1.2 2.0

Current expenditure 51 5.4 6.1 6.3 6.8
Education 3.1 3.3 3.7 3.6 4.1
Health 1.1 1.2 1.4 1.3 1.2

Social security and welfare 0.7 0.7 0.8 1.1 1.5

Capital expenditure 2.5 2.1 1.8 1.3 1.0
Education 1.0 0.9 0.6 0.5 0.4
Health 0.5 0.5 0.3 0.2 0.1

Social security and welfare 0.0 0.0 0.0 0.0 0.5

Source: IMF, Bank staff estimates

Table 2-2
Areas for improving expenditure manage-
ment

Good Practice Criteria  Indonesia Malaysia Philippines Singapore Thailand

Budget formulation through
interministerial and
legislative deliberation

Budget covers all or most
fiscal operations

Actual spending deviates
only slightly from
planned levels

Timely, audited public
accounts
Results specified,
performance reported

Adequate compensation for
public service

Competence-based hiring
and promotion of public
service

Line agency flexibility and
accountability

Contingent liabilities
identified and managed

Effective monitoring and
evaluation of spending

Transparent budget process
with timely and accurate
reporting 2 3

Overall 1 3

Note: Rating are High = 3, Medium = 2, Low = 1
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=
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Source: World Bank, “East Asia Recovery and Beyond”, and World
Bank staff
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Decentralization provides Thailand with a
significant opportunity to improve the
delivery of public services by allowing it to
respond better to local needs and enhance
participation and accountability at local level.
To see al the benefits that decentralization has
to offer requires further strengthening of the
local administrative capacity. Thiswould include
improving their financial management (revenue,
expenditure and asset and liability management)
to ensure efficient use of resources, strengthen-
ing accounting and financial reporting and
building up technical skills related to the
decentralized functions, including an under-
standing of the lavs and procedures relating to
local govemments. Given the very small size of
some local governments, joint provision of
public services by several local governments
may also be important to ensure that services
areprovided efficientl y and on asufficient scale.

Duplication should be minimized. Moreover,
the decentralization of functions specified inthe
Decentralization Action Plan should be accom-
panied by a clear plan for the decentralization
of personnel so that the duplication of functions

Figure 2-9

Figure 2-8
Structure of local government public
finance (1999-2000)

(% of GDP)
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and staff at the national and local administra-
tion levelsis minimized, along with any undue
risks to the budgget.

Accountability & transparency
T hailand hastaken significant stegpstowar ds

improving accountability and tr anspar ency.
The Office of the Ombudsman has been estab-

Thailand’s governance compares favorably with other lower middle income countries, with

the exception of corruption

THAILAND (2000/01)

Voice and Accountability

100%

Control of Corruption

Rule of Law

Regulatory Quality

Political Stability/No Volence

Government Effectiveness

== Thailand

Lower Middle Income Country

Source: Kaufmann, Kraay and Zoido (KKZ), 2002: Governance Matters Il: Updated Governance Indicators for 2000-01

[30]
[]



lished, the Ombudsman appointed, the National
Counter Corruption Commission was officially
established and seventeen Supreme Adminis-
trative Judges have been officially gopointed. A
code of ethicsfor civil servantshasbeenrevised
and an Ethics Promotion Center established.

Despite these achievements independent
or ganizationsneed morer esourcestoimpr ove
their staffing. Thechallenge now isto contirue
devel oping government policies and procedures
for budgeting and human resource management,
as well as the reporting roles of independent
organizations concerned with monitoring
accountability, (so enhancing the integration of
these organizationswith other reform agencies)
and promoting public avareness of therolesand
responsibilities of these organizations. Emerg-
ing issues, emphasized in the government’s new
program, include developing and implement-
ing an effective government-wide, anti-cor rup-
tion strategy.

Privatization

The Govemment estimates that it will receive
about Baht 10-20 billion per year from the
proceeds of privatization. The amount is
modest because the bulk of the money raised
will gotothe enterprisesthemselvesto pay down
debt or finance future investments. However a
more significant result will be the reduction in
the SOE debt which is counted as public debt.
Currently, government-guaranteed debt from
state owned enterprises is close to Baht 1
trillion. This could be cut in half if the
privatization program planned for the next 2-3
yearsis successful. In turn this could lower the
ratio of public debt to GDP by 7-8 percentage
points.

Eighteen state owned enter prises will be
privatized. In 2001 the government successfully
privatized Internet Thailand through an equity
offering of more than 50 percent of the
government’s holding. The Government
corporatized the Petroleum Authority of
Thailand (the PTT Co. Ltd was created on 1
October 2001) and a month later launched a

FISCAL MANAGEMENT

successful initial public offering of 30 percent
of its holding.

In addition to the corporatization of SOEs,
the govemment is considering restricting the
provision of financial guarantees for state
enterprises to alimited recourse basis, with the
criteria and conditions for underwriting
financial guarantees meeting generally accepted
business practices.

Regulatory reforms will help acceler ate
privatization. Telecom utilities, the Airports
Authority of Thailand, the Ports Authority of
Thailand and some financial institutions are to
be privatized in 2002. Privatization of the power
and water utilities is scheduled for 2003.
Resolving outstanding issues of market and
regulatory structure will help to accelerate the
privatization program.

Conflictsof interest will need to be managed
well. Currently the corporate govemance role
and theregulaory govemancerolein many stae
enterprises often overap, resulting in conflicts
of interest. Independent economic regulatory
agencieswith credible procedures and processes
need to be established. A degree of separation
between the political and the decision making
systems should be introduced. The economic
regulatory agencies that have so far been
established are the National Telecommunica-
tions Commission and the National Broadcast-
ing Commission. Establishment of additional
regulatory agencies such as a National Energy
Regulatory Commission, aNational Waterworks
Commission and a National Transportation
Commission are being considered.
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FINANCIAL AND CORPORATE REFORM

CHAPTER 3

FINANCIAL AND CORPORATE

I ntroduction

Much hasbeen doneto stabilize thefinancial
and corporate sectors since the crisis and
mar ket sentiment has improved, as is
demonstrated by the 26 percent surgein the
SET sinceitslow at the beginning of the year.
Policiesaffecting financia institutionsand firms
during 2001 wereaimed at preventing economic
contraction, managing an orderly re-pricing of
assets, supporting the banks with regulatory
forbearance, stimulating the economy to keep
businesses alive and increasing bank lending.

Recent trends in firms and banks

Are companies still highly indebted®?
Anaysisof thedebt to equity ratiosof 231 listed,
non-financial firms shows they have been
volatile since the Baht flotation in 1997. The
ratios peaked in 1997 at over 4x, came down to
below 3x in 1998, went up again in 2000 to 4x
and hasgradually declined since 2001 to dightly
more than 3x in 3Q 01. The main contributor to
these lower D/E ratios has been adeclinein the
level of corporate debts rather than an increase
in corporate equity.

9 This analysis looks system-wide and there is a significant difference of indebtedness
and performance across sectors and firms.

REFORM

Figure 3-1
Debt to equity and interest coverage ratios

Debt to Equity and Interest Coverage
Ratios
of 231 Non+inancial Listed Firms
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Figure 3-2
Quarterly Sales, EBITDA, and EBITDA
margin of 231 non-financial listed firms
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The ability of Thai listed firms to service debt
as measured by interest coverage ratios
(EBITDA™ to interest expense) has improved
from the 1998 low. However interest coverage
ratiosof listed firmsin 3Q 01 werestill lessthan
half of the pre-crisis level. The lower interest
rate environment has been crucial to the survival
of the Thal corporate sector.

While quarterly sales of listed, non-financial
firms have increased steadily since 1994, their
EBITDA have not seen a concurrent increase
because of a declining EBITDA margin. Loss
of pricing power by Thai firms is probably a
better explanation for thisthan increasesin their
operding expenses.

Domestic financing for non-financial
cor porate activity is sluggish. There are
several factors which further depressed
corporate bond issuance in 2001, including
uncertainty over the BoT's interest rate policy,
the steepness of the yield curve and the future
volume of FIDF bonds required to refinance the
costs of intervention in failed financial
institutions.

Restructuring of firms and their
debts

While headline NPL** figures have dropped
from a peak of 47 percent to about 11
percent, distressed loan levels remain high.

Theflow of re-entry NPL s*? hasexceeded new
NPL sduetothepoor quality of debt restruc-
turing There hasbeen adownwardtrend in new
NPLs, from 0.3 percent of total loans in the
financial system per month in 2001 to 0.15

10 Earnings before interest, taxes, depreciation and amortization.

B Headline reports of NPLs have become increasingly unreliable as a source of
information for tracking the level of distressed loans and the flow of NPLS in the
financial system. Transfers to AMCs (both private and public) and restructuring by
AMCs are not captured by the BoT's aggregated NPL figures. As of January 2002, the
outstanding book value of transfers to AMCs totalled Bt885 billion, which represents
65% percent of total distressed loans in the financial system. ~ While total transfers to
AMCs to date can be added back into the BoT -reported NPLS to derive the system-
wide figure for distressed loans, there is no information on NPL re-entrying and
restructuring by those AMCs. As a result, system-wide measurement of the NPL
inflow and outflow is difficult.

Re-entry NPLSs are defined as previously restructured loans that have since reverted
to non-performing status.

=
Ny

Figure 3-3
Domestic funding sources for Thai
corporates
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Figure 3-4
Distressed loans remain high
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percent of total loans in January 2002.
Re-entry NPL s came down to 0.30-0.33 percent
of loans during November-December 2001,
from more than 0.4 percent of total financia
system loans per month during January-
October 2001. The figure rose again to 0.53
percent of total loans as of January 2002.
However astransfersto AMCsare not captured
in these reported NPLs, the level of re-entry
NPLsreported by the BoT could be understated.

Debt restructuring has been the largest
contributor to the reduction of NPLsin the
financial system, but the rate of restructur-
ing has been declining This declining trend
of completed debt restructuring could be

m
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explained by the fact that banks are now restruc-
turing more difficult cases. In addition the
overal completion rate of cor porate debt restruc-
turing (including proactive debt restructuring of
performing loans) hassowed system-wide This
has been due in part to debtors delaying
negotiaions until the TAMC was established,
withthe hopethat their loanswould receive more
favorable restructuring terms and conditions
from the TAMC. Going forward, completed
restructurings by AM Cswill need to be consoli-
dated into the figures so that the trend of
completed debt restructuring in the overall
financial system can be properly measured.

Out of court workouts by CDRAC

The debt restructuring of large corporate
casesunder thevoluntary CDRAC processis
seen ashaving played a significant rolein the
reduction of NPL s so far, although the impact
on SME cases has been relatively small. The
total number of cases and the credit exposure of
SME loans under the CDRAC process are
minute compared to the total SME credit
exposureinthe system, simply because CDRAC
initially targeted larger cases. Debt restructur-
ing under the CDRA C process has slowed down
with the establishment of TAMC. However a
scaled-down CDRAC operation continues, to
facilitate casestha are not transferred to TAMC
and NPL re-entry.

Court-led NPL resolution

The pace of restructuring has been under-
mined by the backlog of cases in the Civil
Cour ts,where mortgages are enf orced. Filings
to foreclose on collateral and sue guarantorsare
increasing. There are two predominant
categories of filings: cases that failed the
CDRAC process and loans in default for more
than a year where direct negotiations with
debtors and guarantors outside the CDRAC
process have failed. The Civil Courts estimate
that there are more than 65,000 NPL cases
awaiting judgments. It is estimated that this
backlog will take at least seven years to clear
given the cumbersome civil procedures and
evidentiary process, the limited administrative
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Figure 3-5
Contributors to increases and decreases in
NPLs by quarter
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Box 3-1
Thai Asset Management Corporation (TAMC)

As of December 2001, the majority of eligible
distressed assets had been transferred to TAMC.
Bt 698.4 hillion (outstanding book value) of total
eligible assets of Bt 1.3 trillion (specified as of
December 2000) were transferred at an average of
33% of book value. Approximately 160,000 small,
single creditor loans (approximately Bt 250
billion) remain with state banks and FIDF-owned
AMCs. Before adecisionistaken to transfer this
high volume of small accountsto TAMC, careful
consideration should be given to TAMC's
capacity and comparative advantage.

Fewer |oans were transferred to TAMC than were
eligible because some were restructured by banks
and some were adjudicated or by the courtsin the
meantime. As of November 2001 distressed loans
managed by TAMC will account for 52% of the
distressed assets in the Thai financial system. As
aresult TAMC could be the main catalyst for the
next wave of distressed loan resolution.

TAMC has set aggressive goals and plans to
restructure Bt 500 billion (75% of total transferred
loans) by the end of 2002. It may be challenging
to meet these goals given the limited in-house
resources (management has received approval to
hire 100 additional employees, making atotal of
200). The Board's strategy appears to be to offer
favorable discounts to current debtors, with an
initial focuson accountsthat wereblocked by state
banks who were reluctant to accept liability on
behalf of the state for losses. TAMC intends to
complete resolution plans for all distressed loans
in its portfolio within 2 years and to complete its
operaions within 5 years, quicker than its earlier
estimate of 8 years. Since loans to the manufac-
turing (27%) and real estate (24%) sectors are the
two largest in its portfolio TAMC will give ahigh
priority to restructuring these loans. Asof Q1 02,
TAMC had restructured Bt 100.2 billion of loans.
The 177 restructured loans include 47 in the
property sector, 51 in manufacturing, 23 in
wholesalefretail, 11 infinance and 29 in services.
Around 50% of the resolutions were resolved
through debt restructuring (primarily term exten-
sions, write downs, interest rate reductions and
debt/equity swaps), around 10% by bankruptcy
rehabilitation and 40% via foreclosure of
collaterd. TAMC defines “resolved” as either the

Figure 3-8
Transfers of banks’ distressed assets to
TAMC
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Figure 3-9
Industry breakdown of transfers to TAMC
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conclusion of negotiations, the rehabilitation
agreement has been confirmed by vote or a
decision has been reached to liquidate the debtor.
Once transactions are finalized TAMC will track
the resolution process to completion. It will be
important for TAMC to track and disclose the
transactions which have an accounting effect,
including debt restructuring, cash collections and
the final disposition of the assets back to the
markets. For therelatively few single creditor cases
transferred from state banks, TAMC has given
asset managers specia guidelines. Of the single
creditor cases transferred, 840 are in the courts,

[
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250 are not. Debtors were given 30 days to
propose arepayment plan and their responseswere
due in March. Cases are supposed to be resolved
in April and May. If a debtor does not perform
then TAMC will remove the case from the courts
and exercise its special powers of liquidation.

Two problems have arisen with starting the
restructuring process. Thefirst isthe selection of
asset managers and the payment of asset manage-
ment fees. This has yet to be finalized among the
TAMC, FIDF, state banks, stete bank AMCs, and
private banks, which may cause a lapse in the
servicing of some loans. T he second problem has
been a difference of goproach between the private
banks, as asset managers, and the TAMC on what
constitutes an acceptable restructuring. The
private banks push for maximum recoveries, while
the TAMC seeks to balance the positions of
creditors, debtors and taxpayers. The best solution
is to develop a transparent and competitive
process in which the TAMC seeks from the
market alter native plansto restructure a particul ar
debt or firm, so that the highest value option can
be selected by the Board.

Close monitoring of key challenges will be
required. These include: (1) TAMC' s willingness
to exercise its special powers when needed,
including the prompt liquidation of non-viable
cases, (2) building the capacity (including human
resources), systems and procedures to manage the
parties and assets in the restructuring processin a
fair and transparent manner, (3) the importance
given to maximizing the number of recoveries,
which would require a change of operational
appr oach away from conducting negotiationswith
only the current debtor towards soliciting from
the market competitive plansto resolve an NPL or
rehabilitate a debtor, (4) developing the capacity
and strategy to manage and sell assets which
result from debt restructuring, including perform-

capacity of the judiciary and a lack of judges
with the necessary experience to handle
relatively complex disputes over secured loans.

Given this backlog, the government could
consider taking steps to expedite the civil
procedures or the evidentiary process. The
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ing loans, collateral and equity in firms, and (5)
the quality of debt restructuring, which could be
compromised by unrealistic goals based on
volume.

The last two issues are particularly important for
Thailand because the secondary markets are
moribund. Thegovernment’ s primary responsibil-
ity in post-crisis asset resolution is to re-establish
asset markets and pricing. This is accomplished
by selling or joint-venturing the assets it has
acquired by intervening in failed banks. The
assets should be transferred back into the private
markets either befor e or after the loans have been
restructured, depending on which route maximizes
the number of recoveries. It'simportant that this
is a measured, transparent and competitive
process. As the first investors or partners make
money and competition huilds, prices rise, and
the private financial institutions can then re-enter
the mar kets with their own portfolios over time.

Assets such as real estate collateral remain
unproductive, locked up on bank and AMC
balance sheets instead of being reallocated to the
best management and new sources of capital
through the secondary markets. One approach for
real estate-related loans and collateral is for the
TAMC to enter into equity partnerships with
private asset managers and their capital partners
over a specified pool of assets. This strategy of
accepting deep haircutswith the current debtor has
the benefit of reducing the debt of those firms,
which should then be able to grow. However,
without competitive bidding the process will not
be transparent. One danger is uneven treatment of
debtors by banks, based on favored r el gionships,
and by the TAMC, based on palitical interference.
Another danger is that without a competitive
process, the TAMC exposes itself to charges of
improper behavior. Fnally, this strategy may not
minimize the cost to the taxpayer.

existing legal regime lacks aquick mechanism
for debt collection and enforcement of security
rights outside the bankruptcy law. Since
debtors are already able to use the legal
framework to delay restructuring negotiations
it may not be appropriate to amend the Bank-
ruptcy Act again to f avor the debtors further.

&1
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TheMediation Center for Financial Disputes
(MCFD) within the Office of the Courts of
Justice was opened in August 2000 to relieve
the backlog in the courts by providing
out-of-court mediation as an altemativeto trial.
The demand for out-of-court mediation has
increased from an average of five cases per
month between A ugust-December 2000 to
twenty cases in June 2001. All cases were
mediated and settled within three weeks and all
have withdrawn their court petitions. MCFD is
now looking to recruit more experienced legal
and financial professionals to serve as
mediators.

Cost of financial sector reform

The recovery rate achieved by TAMC hasa
direct effect on the public debt and it is
helpful to understand where the losses will
be booked. During the crisis the FIDF, in its
role as the rescue fund and lender of last resort,
acquired assets from failed banks and finance
companies. After paying off the depositors of
thoseinstitutionsand salling or restructuring the
assets (mostly NPL s), the government estimates
that FIDF's net loss will be Baht 1,386 billion.
Baht 500 billion of those losses were
attri butable to the failed finance companies and
have already been fiscalized through the
issuance of government bonds. The other Baht
886 hillion of thoselosses are currently financed
by the FIDF in the short term repurchase
markets. When it inter vened the FIDF acquired
the assetsfrom the failed banks at approximately
90 percent of book value. The bulk of those
assets have subsequently been transferred to
TAMC a approximately 30 percent of book
value (which accounts for Baht 460 hillion of
the total estimated loss of Baht 886 billion).

Importantly, the Baht 886 bhillion loss estimate
assumes arecovery rate on assets transferred to
TAMC of 40-45 percent of book value. The
actual recovery rateisunknown, but will depend
on the quality of the assets, which isbelieved to
be relatively poor, and on TAMC's future
performance. The only benchmarks for
recovery raes are FRA auctions and the third
party sale of NPLs by DBSThai Danu Bank at
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about 23 percent of outstanding book value.
Given thesefacts, FIDF sremaining losses could
far exceed Baht 886 billion unless TAMC
maximizes the recoveries on FIDF's (eg., the
taxpayer’s) assets. The FIDF can make claims
on its gain/loss sharing agreement with TAMC
on anet basisfor the assets managed by TAMC
in year ten (2012).

The recovery rates achieved by four other
FIDF-owned AMCs are also impor tant and
should bedisclosed. Baht 300 billion remains
in these AMCs, which are mostly single
creditor accounts, and the asset management of
these accounts needs to be rationalized
(possibly including mergers) with profit
incentives provided to the asset manager. There
remains areluctance to sell resolved assetsinto
the secondary market, gventheresistancetothe
rapid liquidation of assetsfrom thefailed finance
companiesthat was achieved by the FRA using
a transparent auction process. For example,
Sukhumvit Asset Management (SAM), which
took over NPLs from KTB, has retained about
Baht 120 hillion (6,000 borrowers) of assets
(from single creditor accounts and multi-
creditor accounts less then Baht 50 million in
size), after transferring their larger multi-
creditor accounts to TAMC. SAM has
outsourced the restructuring of these loans over
the next three years, and plans to liquidate the
restructured assets ther eafter.

Financing FIDF’s losses from financial
sector restructuring is a fiscal matter, and a
plan to fiscalize those losses would r educe
both thefinancial and policy risk tothe BoT.
FIDF is currently funded in the short term
repurchase market at low rates. In order to
reduce interest rate risk and to move the
obligation off the BoT’s balance sheet, in
Octaober 2000 the cabinet approved the govern-
ment guarantee of FIDF bonds to the amount of
207 billion. Thus far the FIDF has issued Baht
112 billion in guaranteed bonds. It is expected
that the remaining Baht 95 billion of guaran-
teed bonds will be issued this year. Any new
issuance that has an impact on the budget faces
legidative hurdles. First, the enactment of the
draft Public Debt Management Act continues
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to be delayed. Second, Pardiament must enact
an additional law to fiscalize remaining
financia restructuring costs borne by the FIDF.

To date, the fiscalization of remaining losses on
FIDF s balance sheet has not been finalized and
the interest costs of further fiscalization were
not included in the most recent government
budget. The BoT does not have the ability to
service the interest obligation on longer term
FIDF bonds. Currently financial institutions
contribute about Baht 20 billion annually to the
FIDF. Assuming the FIDF will issue 6 percent
coupon bonds to lengthen the term of its total
liabilities of Baht 776 billion, annual interest
expenses will be Baht 47 billion, exceeding
FIDF sannual income Exposing the BoT to this
shortfall and failing to fiscalize these costs could
compromise the independence of monetary
policy. Inthe short runthe FIDF may continue
to rely on short term financing to keep itsinter-
est expenseslow. Moreover, excess capacity in
the Thai economy may help to keep inflation
down. Neverthel ess, too much reliance on short
term funding exposes both the FIDF and the BoT
to refinancing and interest rate risk.

Public debt management capacity has been
improved with the establishment of the
PDM O, but the capacity totrack public debt
and contingent liabilities needs to be
enhanced. Significant contingent liabilities are
embedded in the state owned specialized finan-
cia ingtitutions, some of which take deposits
and compete directly with private banks. The
Ministry of Finance is implementing an action
plan to rationalize the roles, business strategies
and fiscal treatment of these institutions.
However, the government mandate to provide
off-budget stimulus through these institutions
should be carefully monitored, especially given
the weak risk management capacity in some
ingtitutions and the rising public debt.

Policy towar ds state banks

Policy toward state banks should be consis-
tent with the medium ter m objectives of
developing a sound financial system. Private
banks are experiencing low loan demand from
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credit-worthy borrowers. As the loan stock
continuesto decline the gover nment has directed
the four state owned commercial banks to
accelerate their new lending (although the
year-end figures show that the state banks have
not yet gained market share at the expense of
private banks). These four state banks have had
their balance sheets cleaned up by transferring
NPLs to TAMC. The government’s strategy
poses two challenges. Firdly, state banks are
offering the customers of private banks more
open credit linesand lower interest rates, which
could cannibalize the spreads of already weak
private banks. If this contributesto abank fail-
ure it might increase the contingent liability of
the government. Secondly, state banks have
relatively poor risk management systems,
especialy when it comes to pushing new lend-
ing. This may creae a new stock of NPLs and
lossesfor thetaxpayer. Thirdly, the debt-driven
strategy of stimulating the economy through
state banks does not provide incentivesfor firms
and SOEs to reduce their indebtedness.

Earlier plans to privatize the state banks
could be revived. KTB'’s strategy is reverting
to afocuson itsgovernment dient. Whilethere
is an effort in the MoF to consolidate procure-
ment of expensive systems by the state banks
thereisno question that kegping four state banks
competing amidst excess capacity is not just
costly for the taxpayer, but distorts both com-
petitiveincentivesand pricing inthe market. The
recent merger of BMB and SCIB, two failed
banks which were nationalized and in which
there had been intervention, is a positive step
that could reduce the amount paid by taxpayers.
Potential benefits indude increased economies
of scale and reduced operating costs. Ultimately,
privatization should include a shift to commer-
cially-based corporate govemance. Without this
change in governance, the sale of a minority
stake to retail investors presents the risk of no
improvement in the risk management and
performance of the institutions.

Competitiveness of Thai
financial institutions

Regulatory for bearanceincreased to support
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the weaker banks. Thisis intended to stimu-
late new lending and lower the cost of valuing
collateral. The relaxed guidelines for general
reserves indude: (1) a change in the reserves
for loans classified as ‘Norma’ and ‘ Special
Mention’ from 1-2 percent to either 1-2 percent
or arate based ontheloan aging into lower-qual -
ity classifications over the previous four quar-
ters - whichever is the lower - subject to the
BoT’s discretion, and (2) extension of the re-
newal requirement for re-appraisal of collateral
from 12 months to 36 months. Guidelines for
specific reserveswere also relaxed intwo ways:
(1) 95 percent of the value of aletter of credit or
letter of guarantee may now be used as a new
type of collateral (whose valueisdeducted from
therequired reserve), and (2) collateral may now
be appraised by the bank’s in-house (instead of
third party) appraisers up to avaue of Baht 50
million, instead of the previous level of Baht 5
million.

Therearefour risksto extending thisregula-
tory forbearance. Firstly, while it alleviaes
regulatory stresson weaker banksit under mines
competitive incentives in the market by
allowing lesscompetitiveinstitutions and excess
capacity to survive, and this reduces the
earnings opportunities for the better managed
institutions. Secondly it allows banks to
continue operating with less capital than neces-
sary to compensate for the risks of their portfo-
lios. This could increase the probability of
future systemic problemsand contingent liabili-
ties for the taxpayer. Thirdly, increasing
forbearance does not mean more lending. The
constraint is the level of effective demand not
regulatory capital. Fourthly, unless forbear ance
practicesaretransparent bank balance sheetswill
become obscure. This may discourage sound
analysis and investor interest when and if the
bank does need to raise new caital, especially
to refinance the SLIPS and CAPS.

Because of increasing inter est rate spreads
lar gebankshavebeen generating positivenet
inter est incomesince 1999 and all banksshow
positive net inter est incomein 2001. Thewider
spreads were driven primarily by lower funding
costs. Whileall banks showed positive, if small,
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Figure 3-10
Interest yield, costs of funds and spreads
of large banks

Interest yid d, costs of funds, and spr eads
of lar ge banks

Per cent
= N W
[eNeoNe)

Yield Costs of funds Spread

2000 B 2001 |

Source: Merrill Lynch Phatra, World Bank estimate

pre-provision profit, levelsfell in 2001 for some
banks because of non-interest income and
expense dynamics. Provisions for loan losses
dropped in 2001 because banks met the
provisioning reguirements as they were phased
in at the end of 2000, and now have significant
discretion on provisioning levels because of
regulaory forbearance.

L egal reform

Improvements to the legal regime and
judicial capacity for debt collection could be
accelerated. A number of draft lavs have been
held up in the legislative queue for years,
including the financia institutions law, further
amendments to the bankruptcy act and foreclo-
sure procedures, the secured lending law, the
credit bureau act, and the securitiesand exchange
act tonameafew. Recently enacted accounting
standards should be maintained.

T herefor m of thebankruptcy law, now under
consideration by the Legal Reform Committee
for the Development of Thailand (LRC), needs
to be both expedited and expanded to consider
other related business laws. The process should
be placed within the framewvork of an easily
monitored schedule. There are several problems
to be fixed, foremost of which are: (a) the
criteria for commencement of bankruptcy
proceedings, which currently don't rely on the
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ability of the debtor to meet his obligations as
they come due, and (b) the issue of failed
reorganizations that do not automatically
corvert into liquidations.

Capital market development

Progress has been made in developing the
capital market master plan, following a
government wor kshop in ear ly January. The
master plan emphasizes six key areas: (1)
strengthening cor porate govemance of partici-
pants in the capital market, (2) enhancing the
quantity and quality of supply, (3) expanding
and strengthening theinvestor base, (4) strength-
ening financia intermediaries, (5) reforming the
supervisory and regulatory regime, and (6)
enhancing the efficiency of the infrastructure.
The steering committee for the master plan is
chaired by the Chairman of the SET. There will
bethreeworking groupsfocusing on action plans
for the equity, bond and derivatives markets.

The development of an organized trading
platform for the bond market will require a
consensusamong different stakeholders. The
BoT isinthe processof formalizing the primary
dealer system for its open market operations.
Primary dealers may be required to engage in

Box 3-2
Medium term strategy for the financial sector

A recent conference served as a caal yst for T hai
policy makers to set a medium term strategy for
the Thai financia system. The Governor of the
Bank of Thailand is now heading the strategy
creation process which will involve key
stakeholders from the public and private sectors.
A framework is now being set up by a high level
steering committee. The goal is to design and
manage the transition of the Thai financial sector
into a deeper, more efficient, balanced and sound
system which serves all sectors, including rura
areas and smaller enterprises.

As afirst step a conference was co-organized by
the BoT and the Wor Id Bank on “Maodernizing the
Thai Financial System”. The conf erence produced
anumber of key messages. These included
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market making in addition to the existing
requirement to quote indicative prices for
benchmark issues. Incentives for primary
dealers are under consideration, including
giving them preferential access to information
and exclusive access to the secondary market.
At the sametimethe Thai Bond Dealing Center
(TBDC) isplanning to devel op amore transpar-
ent mar ket which will be more open and easily
accessible to all market participants, not only
primary dealer s. Alternatively, broad accessand
a transparent trading platform could be
developed for only a few liquid benchmark
issues. Access could be restricted to primary
dealers for non-benchmark issues. The
development of an organized secondary market
for bonds requires a consistent policy and
co-ordination among various stakeholders,
including BoT, the SEC and the TBDC.

A unified and integrated clearing and
settlement system for all securities should
enhance efficiency and reduce transaction
costsinthecapital market. Currently theBoT
performs clearing and settlement functions for
government securities, while the Thai
Securities Depository (TSD) clears and settles
corporate bonds and equities. Settlement of
government securities is based on a real time

» Rather than concentrating on institutions the
focus of regulation and supervision is shifting
towards functions such as consumers demand
for saving and investment alternatives.

e More open access, entry and exit for the
payments system is required to encourage
local institutionsto improvetheir efficiency and
competitiveness and to promote innovation.

e Aswell as traditional prudential regulation of
intermediaries there is now a growing
worldwide emphasis on regulations covering
disclosure and the conduct of those participat-
ing in the markets.

e Accessismoreimportant than price for people
and businessesin rural areas, and prices should
be risk-adjusted and should provide profit
opportunities that can attract the innovation of
the private sector.
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gross settlement (RTGS) system. On the other
hand settlement of corporate debentures and
equitiesis based on a netting system. The Thai
capital market would benefit from economies
of scale in infrastructure and from cross
collateralization between different markets
(debt, equity and derivatives) which is particu-
larly important for the derivatives market. If
Thailandismigrating towardsanintegrated C& S
platform, the sole egent should have a strong
risk management capability and good gover-
nance that can respond to the needs of all
market participants.

Strengthening cor por ate
gover nance

Significant improvements have been made in
corporate governance in Thailand in the last 4
years. Accounting and auditing standards have
been improved, securities regul ations have been
enhanced, an Institute of Directors has been
established and corporate governance has
become a high priority. The recent report of the
Thai In stitute of Directors and McKinsey &
Company Thailand (2002) underscor esthe need
to carry on with corporate govemance reform
in Thailand.

When benchmarked against other countries,
Thailand performsbelow Korea, Malaysia and
Taiwan, but was on par with India and ahead of
Mexico and Turkey. It isimportant to note that
Korea, Malaysia, and Taiwan both have higher
per capitaincomes and larger capital markets.

However, when benchmarked against individua
components of corporate governance, Thailand
performed relatively better in terms of board
responsibilities and structure. Thisis dueto the
emphasis in Thailand on improving boards’
performance, rather than, for example, improv-
ing shareholders’ rights. The recent proposed
amendmentsto the Public Company Limited Act
by the SEC, which would elevate the roles and
responsibilities of directors and improve the
protection of minority shareholders rights, are
encouraging.

In the area of transparency Thailand ranks
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Figure 3-11
International comparison of corporate
governance practices
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below Koreaand Malaysia. While Thailand has
improved its accounting and auditing standards
in the last few years, the challenge now is to
improve accounting and auditing practices. The
recent SEC initiativetointroduceincentivesfor
companies to improve their corporate gover-
nance practices, including introduction of a
“governance rating system” among listed
companies and the establishment of anindepen-
dent association of minority shareholders, are
commendable.

Some measures that Thailand can implement to
strengthen corporate governance are asfollows.

¢ Enhancetheroleof regulatorsin enfor ce-
ment of securities regulations by stream-
lining criminal procedures relating to
securities laws.

« Improve law enf orcement, including the
introduction of severe sanctions on
insiders for false and misleading disclo-
sure.

e Increase the accountability of directors
and management and further clarify the
fiduciary duties of directors.

e Further increase minority shareholder
rights and the ease with which they can
exercise those rights, induding the right
to access acompary’ sfinancial informa-
tion and the right to approve major and
connected transactions.
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» Provide cost-effective legal channels for
shareholders seeking redress or the
dismissal of adirector for misconduct or
violation of the law or an article of
incorporation.

« Further improve accounting and auditing
practices.

e Make the audit committees of boards of
directors more effective.

« Amend the Accounting Professional Law
to allow establishment of the Thailand

Box 3-3

FINANCIAL AND CORPORATE REFORM

Financial Accounting Standards Board
and strengthen the ICAAT.

e Improve the process for imposing
disciplinary action or sanctions on
accountantswho violate their professional
code and commit fraud.

e Continue to provide training for
accountants on new standards and for
directors of public companies on best
directorship practices.

Next steps to enhance financial and corporate debt restructuring

Legal and Judicial Regime: In order to lower
legal risk and promote new lending the legal
framework for corporate debt restructuring
outside TAMC needs to be speeded up. This
includes further revisions to the bankruptcy
code. Expediting the processes for both
judgments and legal execution in the civil
courts, where foreclosure is decided, is
crucial to clear the outstanding backlog.
Enactment of new legislation on secured
lending and credit bureaus is also crucial to
promote new lending. These reforms will
distribute losses more equitably among
debtors, guarantors, bank shareholdersand the
taxpayer.

Out of Court Restructuring: Build capacity
and awareness of mediation for viable cases.

TAMC: Seebox onTAMC above.

FIDF: For the single creditor NPLs which
remain under FIDF control, FIDF could
implement previous plans to use private
sector asset managers, working under
incentive arrangements, to resolv e the debts
and establish pricing of assetsin the secondary
markets. FIDF borrowings (from financial
sector restructuring) can be fiscalised by
issuing government securities that are
bankable and build the investor base.

Forbearance on Prudential Regulations:
Phase out implicit forbearance and requirefull
loss recognition by financial institutions to
satisfy the transparency requirements of new
investors and reward those banks which are

aggressively restructuring and raising capital.
Banks may be given reasonabletimeto raisethe
necessary capital under MOUs with the
regulator.

Supervision and Regulation: Further
strengthen risk-focused prudential supervision,
including consolidated supervision of financial
conglomerates and supervision of specialized
financial institutions according to BIS standards.
Enactment of the Financial InstitutionsAct (with
prompt corrective action) and the Central Bank
Act (with sufficient independence for the Bank
of Thailand to supervise banks) are key next

steps.

Disclosure: Establish competitive incentives by
implementing accounting standards which
reflect international norms.

Government-owned Financial Institutions:
Implement commer cially-based governance of
state-owned commercial banks so that they
compete with private banks on a level playing
field, until the time when they are privatized or
consolidated. For specialized financial institu-
tions, subsidies from the govemment necessary
to fulfill government mandates should be
budgeted prospectively. Thiswould be allow the
Ministry of Finance to monitor the impact of
subsidies and would prevent the depletion of
capital and the weakening of the SFIs over time.

Government Bond Market: Implement an
enhanced clearing and settlement system and a
trading architectur efor govemment bond trades.
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STRENGTHENING THE KNOWLEDGE ECONOMY

CHAPTER 4

STRENGTHENING THE KNOWLEDGE

Framework for a knowledge
economy

What is a knowledge economy? The
knowledge economy could be defined as one
where “comparaive advantage[is] much lessa
function of natural resource endowments and
capital-labor ratios and much more a function
of technology and skills’.23 |ts development is
the product of two forces: a rise in the
knowledge intensity of economic activities and
an increasing globalization of economic affairs.
Itisdriven by the revolution ininformation and
communi cationstechnol ogy, theincreasing pace
of technological change and by national and
international deregulation.*

From a policy perspective the knowledge
economy can be seen as consisting of four main
inter-related spheres.’> These are:

« Innovation Systems: R&D, diffusion of
technology, links between science and
industry, firms focusing on new technology,
industry clusters.

- Human Resource Development: basic
education, scientific and engineering talent,
lifelong learning, job training, organiza-
tional lear ning and innovation.

. Business Environment: regulatory

13 |, Thurow. ‘New Tool, New Rules: Playing to win in the new economic game', Prism.

4], Houghton and P. Sheehan. A Primer on the Knowledge Economy, Centre for
Strategic Economic Studies, Victoria University, Melbourne, 2000; Dahiman, C.J and
Aubert, J.-E. China and the Knowledge Economy: Overview, WBI Development
Studies, The World Bank, Washington D.C. (n.d.)

15 APEC, Palicies for Promoting the Development of Knowledge-Based Economies.

ECONOMY

environment, intellectual property rights,
competition policy, tax rates, physical
infrastructure.

- Information and Communications
Technology (ICT) Infrastructure: invest-
ment in |CT, digital networks, accessto and
use of ICT, growth of electronic commerce
and enterprises.

This Monitor focuses on the skill and techno-
logical components of the knowledge economy,
an area where Thailand is low in global
competitiveness rankings.

The most industrialized economies have
addressed many of the fundamental
infrastructure needs of a knowledge-based
economy and are focusing on improving their
innovation systems and promoting the devel op-
ment and use of ICT systems and services.
However the situation is less positive in Asian
economies such as Thailand that are at a
relatively early stagein building innovation and
knowledge infrastructures. A recent APEC
report comments, “Along with their mar ketplace
laws, [they] face the need to build their
economy’s skills base further modernize their
physical infrastructure and invest in
strengthening their science and technol ogical
capabilities’ .16

The'knowledge system’ iscomposed of three
parts; locally-owned Thai firms (especially

16 APEC, op cit, p. 127.
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SMESs), multinational or global corporations
(who possess product and process technol ogies
that are more advanced than the local versions)
and other knowledge institutions such as
schools/universities and govemment research
institutes.” Since firms and their workers are
the key components of a knowledge economy
the question is “what actions can governments
take to help firms and wor kers more effectively
acquire develop and utilize knowledge” .8

A central problem is that many govemment
institutions and incentive schemesfor industrial
technology and skills upgrading are following
old policy models which focus more on single
entities (whether firms or institutions) than on
knowledge networks, interactions and supply
chains.

I mportance of a knowledge
economy for Thailand

The importance of the knowledge economy
for Thailand has been highlighted in the Ninth
Plan. The Thai government’s policies broadly
recognize theimportance of improving skillsand
technological capabhility in all economic and
socia sectors.”® One specific goal for domestic
markets and rural communities is to “increase
production efficiency by promoting research and
utilizing local knowledge as well as modern
technological know-how”. For industry, the
policy supports cooperation in research,
technology and product development between
small and medium-sized enterprises (SMEs) and
other public and private sector organizations
(including those in higher education). The aim
isto assist Thai firms to obtain technology and
intellectual property from all sources and
ensure a supply of qualified personnel.

But if thewill isthere, what isthe way? What
progress has been made and what challengeslie
ahead in expanding the knowledge base of the
country? How can the government’s goal's best

7 Paul L. Robertson. Firm-level incentives for research and training in developing
economies, m/s, University of Wollongong, Feb. 2002.

18 Robertson, 2002, op cit.

19" Policy of the Government of H.E. Prime Minister Thaksin Shinawatra delivered to the
National Assembly on Monday, 26 February 2001 (Unofficial Translation), Section 7.
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be achieved, given the current range of
government initiatives and the relevant
experience of other industrializing countries?
Recent studies in Thailand have argued for
new ways of ‘thinking about’ industrial
technology policy as it affects knowledge
networks that involve clusters of innovative
fims and collaboration between the business,
public and education sectors. The studies
identify current barriers preventing knowledge
linkages. They highlight new ways of
formulating and implementing policies that
spread technol ogical capabilities, rai se standards
and overcome barriers within firms to
technology upgrading.

Table 4-1
Rankings of growth competitiveness
component indices

Country Global Macroeconomic
comp. Index Rank Institutions Environment
Ranking Index Rank Index Rank
Singapore 4 18 6 1
Korea 23 9 44 8
Malaysia 30 22 39 20
Thailand 33 39 42 16

Philippines 48 40 64 28

Technology Public

Source: World Economic Forum, Global Competitiveness Report 2001

Thailand isplaced low in global competitive-
nessrankings. Thailand facesconstraintsin four
areas:

e Secondary school enrollment rates that
lag behind other countriesin the region.

e Skills mix that is not suited to the
emergence of a knowledge economy,
where new industrial and services
companies seek to increase productivity
through technol ogical and organizational
change.

e Technological cgability of Thai firms
lags behind other countriesin the region.

e Institutionsand pulic programsthat have
been less effective than those of other
countriesin helping firmsto upgradetheir
skills development, training, technology
upgading and ‘ knowledge networks'.
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Education

The need for skillsin the labor for ce is now
even greater as Thailand’s industrial and
service companies seek to increase
productivity through technological and
organizational change. Finding ways to
improvethe skills of young people and adultsin
Thailand is a high priority for improving
competitiveness, boosting growth, reducing
poverty and raising the quality of life.

Although it is not a focus of this Monitor,
secondary education is the key to skills
development. The limited provision of quality
secondary education is a major bottleneck in
skillsdevelopment in Thailand. Enrollment rates
in Thailand lag behind Malaysia, Korea and
Philippines.

A recent Bank study on secondary education
identified a number of challenges facing
Thailand.

e Improving quality, efficiency and equity
(priority issues are science, math, IT,
teacher training and creating a learner-
centered approach).

» Financing 12 years of basic education.

» Privateand public provision of vocational
education.

Skill development strategies

Thai companiesfacecritical shortagesof high
guality engineer sand of specific skillsliketool
and die making. Thailand is in the process of
formulating a new Skills Development Act and
an associated fund. A December 2001 workshop
on skill development, which was part of the
Country Development Partnership on
Competitiveness, highlighted the lessons
learned in Korea, Malaysiaand Singaporein the
management of skill funds, cooperation between
the public and private sectors and cost sharing
arrangements.

Thailand isfor mulating a new Skill Develop-
ment Act which makes provision for pre-
employment skill training, re-training for job
changes, setting national standards for skills

STRENGTHENING THE KNOWLEDGE ECONOMY

and accreditation and tax relief for training
organizations and firms. The law also sets up
a restructured Skill Development Fund (SDF)
to pool government and employers’ contribu-
tions, donor funds and income in order to
provide loans to trainees and training organiz-
ers. Employers will contribute to the SDF only
if they are unable to arrange the necessary
training for themselves. The objective is to
improve both the skills of workersand trainers,
particularly for in-house training. However
detailsof the SDF arestill being worked out and
will depend on the way it is implemented and
administered.

Experience in Malaysia, Singapore and
elsewhere suggeststhat successful SDFsshare
a range of characteristics® Firgtly, they are
joint projects bringing together government,
industry and training providers, sustained by
industry and government funding with very
strong industry involvement in, or control of,
their management. They use a wide range of
training providers. public sector organizations,
in-house trainers, private trainers and expert
consultants. They tend to provide grants to the
firms seeking training and loans to the training
providers. The overriding philosophy is one of
‘firms accessing their own contributions' to the
fund.

The scope of training schemes supported by
funds is also wide, rangng from basic literacy
to technical, craft and managerial skills.
Recognizing that the training ‘industry’ itself
may be weak, a crucia element is support for
the development of training providers: through
accreditation, promulgation and application of
standards, and financial assistance for training
infrastructure.

A further essential element is the support that
successful SDFsprovide; for skills planning, the
development of training strategies within firms,
for cooperation on training between firms and

20 Hong Tan, Do Training Levies Work: Malaysia’s HRDF and Its Effects on Training and
Firm-Level Productivity, Working Paper, World Bank Institute, July 2001; A. Dar, S,;
Canagarajah and P. Murphy, Training Levies: Rationale and Evidence from Evalua-
tions, draft m/s, Nov. 2001; S. Garrett-Jones, Government Incentives for Technologi-
cal Skills Development, paper presented to ‘Skills Development Fund Seminar', Dept.
of Skill Development, Bangkok, 19 Dec. 200

1
il



THAILAND ECONOMIC MONITOR

within industries, employer groups and
geographical regions.

The Skills Development Act is awelcome step
but care is required in its implementdion.
Comments at the December 2001 wor kshop
focused on the scope and administration of the
new SDF. Imposing a levy only on firms that
have no training activitieswould overlook firms
that had the budget but not the expertise to
implement a training strategy. Would it
adequately encourage ‘learning from other

Box 4-1
Skills development incentives in Singapore

Environment:
» Singapor e has a sound education system, with a
bias towards early vocational training.
« A range of public and private training providers
operate in a competitive environment.
* A range of human resource development
programs, including through the SDF, arein place.

Skills Development Fund: Financing and
Administration

» The SDF is long-standing: established in 1979
under the Naional Productivity Board, Ministry
of Trade and Industry.

» The SDF hasevolved: originally established with
employer subsidies, moved to planning training
prioritiesin 1987 and adopted an SME focusin
1992.

» Funded by a 1% employer levy on low-paid,
unskilled workers; at times the levy has been
higher, 2% (initially) and 4%.

e |ts budget in 1996-7 was S$86 million.

» Most of its budget comes from industry funding
and interest on invested funds: only 2% is from
government funds (1991 figures). However,
expenditure is cumrently exceeding the amount
raised from levies; and govemment ‘tops up’ the
Fund.

* Assistanceisprovided on acost sharing principle:
SDF pays 50-80% of costs, employers pay
20-50%.

* It has provided grants for more than 500,000
training places.

* In 1990 30,000 goprovals were made; a 90%
success rate.

* It requires prior goproval for programs, thereisa

fims'? For example, would large companies
and MNCs feel themselves ‘outside’ the
scheme and thus be unwilling to assist? Strong
employer representation, including the
establishment of working committee(s) from
particular industrial sectors, was strongly
advocated asacounter to having thefund overly
dominated by the public sector. While integra-
tion of public sector training was seen as highly
desirable (e.g. vocational and university educa
tion), substantial involvement of the private
sector in training was also seen as essential. It

2-year wait for reimbursement in some cases.

» Monitoring and evaluaion arecarried out at three
levels:
e Macro level (skills shortages, redundancies)
» Programlevel (variousperformanceindicators)
e Firms/trainees (client quality control/tracer

studies)

e The SDF manages a broad portfolio of schemes

and programs.

SDF Schemes & Programs

* Training Grants
* Training Leave (for unskilled mature wor kers).
« Training Vouchers (all firms are eligibe).

« Worker Training Plan (to support training in
firms).

 Training NeedsAnalysis Consultancy Scheme
(assistance with training strategies for
locally-owned firms).

 Approved-In-Principle Scheme (pre-accredita-
tion of public courses,making it easier for firms
to use them).

» Emerging/Ciitical Skills Development Grants
(e.g, in nominated priority areas likerobotics,
wafer fabrication, health care).

» Basic Educdion for Skills Training - BEST
(providing fundamental functional literacy/
numeracy to ‘ Year 6' level).

» Worker Improvement Through Secondary
Education - WISE (English, Math).

* Training Infrastructure Development.

* Partnerships with MNCs to set up industry-
specific training centers.

* Financial assistance to trades union groups for
training.
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was suggested that the SDF should therefore
provide encouragement for the ‘training service
industry’ to expand its activities and to improve
its quality, rather than simply acting as an
industry watchdog. A cautionary noteis provided
by Korea, where an intrusive ‘regulatory’
approach to the digibility of firm level training
and the application of skills standards failed to
produce any increase in training activity by
fims.?

Technological capability and
innovation within firmsis weak

Technological capabilities in firms can be
thought of as three interlocking sets of
competencies. production capability (manage-
ment and engineering), project execution
(feasibility, training, execution) and innovation
capability.? Put more succinctly these are ‘the
skills, technical knowledge and organizational
coherence required to makeindustrial technolo-
giesfunction in an enterprise’.?

Technological capability is perhaps shown best
when firms face the need to innovate, to change
their products, processes or technological
organization. However when it comes to
technological innovation relatively little is
known about the activities or capabilitiesof Thai
firms. Consequently it is hard for firms and
industriesto benchmark themselves against their
competitorsinThailand or el sewhere, or for the
government to formulate policies and measures
to improve the technological capacity of local
firms. So an important first step has been to
gather such information through surveys and
case studies.

Threeout of four Thai firmsdonot engagein
any activities to improve their technological
capability. In 2000, the Naiona Science and
Technology Development Agency (NSTDA) and
the Brooker Group PLC carried out the firg
R& D/Innovation Survey of Thailand’s manufac-
turing industry. The survey covered both R&D

2L Tan and Middleton, op. cit., p. 4.

22 plice H. Amsden, The Rise of ‘The Rest": Challenges to the West from Late-Industri-
alizing Economies (New York: Oxford University Press, 2001), Table 1.2, p. 4.

2§, Lall, Learning from the Asian Tigers, London, Macmillan, 1996, p. 29.
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Box 4-2
Innovation clusters

Industrial innovation clustersexist wherethereisa
loose geographic concentration or associdion of
firms and other organizations involved in a value
chain, producing goods and services and
innovating Innovation clusters, particularly in the
knowledge services sector, can be‘virtua’ rether
than geographically based.

The innovation cluster concept goes beyond
traditional ideasonindustry clusters, which involve
horizontal networks of firmsfocusing on the same
product linesin the sameindustry sector. It stresses
the advantages of producer s, suppliersand support
servicesfrom avariety of industries being close to
each other. Thus, innovation clusters are
cross-sectoral, involving dissimilar firms that
collaborate with each other and with public
‘knowledge ingtitutions’ such as universities and
research laboratories.

Michael Porter uses the term ‘cluster’ in asimilar
although more restricted sense to describe formal
cooper aive linkages among firms - and between
firms and technology organizations - that result in
business ‘clusters that are globally competitive.
The concept of ‘supply chains' is closer to the
traditional ‘industry cluster’ model (i.e. focused on
aparticular product and sector), but incorporates
vertical relationships and, increasingly, an
acknowledgment of the importance of sharing
knowledge and learning.

Where innovation clusters have developed their
financial, learning and productivity ‘ cultures’ to a
level that supports systemic innovation they can be
regarded as constituting a ‘regional innovation
system’. An analysis of innovation dusters will
usually reveal the extent to which such
collaboraive action has developed in funding,
learning and the production of innovaive goods
and services,and thelevel of support for these goals
inthe commercia and public sectors.

2]




THAILAND ECONOMIC MONITOR

and other innovation activities, including
training and market research, for thethree years
1997-1999. A total of 1,019 firms responded to
the survey (including the 200 largest fims in
Thailand). Of these 154 (or 15.1 percent)
reported carrying out R&D, while 223 (21.9
percent) reported carrying out other innovation
activities. In other words, more than three out
of four firms responding had not engaged in any
activities to improve their technological
capability inthe preceding three years* (not even
emplayeetraining or the acquisition of machin-
ery to improve production processes). Most of
the firms carried out only simple testing and
quality control, fewer than half had a design
capability and only one-third a capacity for
reverse engineering.®

R & D is concentrated in a few sectors.
Research is perhaps the most skill-intensive
driver of innovation and the survey showed it
was clearly aminority activity. Fewer than one
in six firms said they had carried out R&D in
thelast three years. Firms spent Baht 1,350 mil-
lion on R&D in 1999, with companies in the
food, beverages and tobacco industry carrying
out around 48 percent of the total, and firmsin
the fabricated metal s, machinery and equi pment
sector performing a further 35 percent. Nearly
1,100 research personnel were employed. The
survey shows that R&D activities are
concentrated in afew sectorsbut, at least in the
case of the food industry, ones not regarded
internationally as sectors of ‘high R&D
intensity’.

Strong linkages between local and foreign
firmssupport innovation. Expenditureby firms
oninnovation activities other than R& D totalled
Baht 2,084 million in 1999, or about 1.5 times
the expenditure on R& D, again concentrated in
the same two industry sectors. Acquisition of
machinery and equipment was the most

24 Technical Information Access Center, National S&T Development Agency (2000).
Thailand R&D/Innovation Survey - 2000, (Questionnaire); The Brooker Group plc (2001).
Technological Innovation of Industrial Enterprises in Thailand: Project Synthesis
prepared for the Workshop on ‘Innovation and R&D in Thailand's Private Secta:
Information and New Findings, June 21, 2001".

25 Patarapong Intarakumnerd, Pun-arj Chairatana and Tipiwan Tanchipiboon, ‘National
Innovation System in Less Successful Developing Countries: The Case of Thailand,
m/s submitted toResearch Policy, Sept. 2001.
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Box 4-3
Scope of innovation activities

* Research and development (R&D).

e Acquisition of machinery, equipment and
software for product and process innovation
(i.e. new or significantly improved products
Or processes).

* Acquisition of external technology (e.g.,
paents and licenses) linked to product and
process innovation.

* Industrial design and engineering, market
research and marketing linked to product and
process innovation.

e Training linked directly to product and
process innovation.

Source: Thailand R&D/Innovation Survey 2000

Box 4-4
Factors limiting innovation

Factors limiting innovation
(1 — not important, 5 — very important)

Lack of government support 3.6
Perceived cost too high 3.6
Lack of qualified personnel 3.5
I nadequate support services 34

Source: Thailand R&D/Innovation Survey 2000

common activity and buying external technol-
ogy the least common. The main reasons for
innovation were reported as a) to improve
product quality; b) to reduce production costs/
improve yield and c) to expand product ranges
and markets. Factors limiting innovation were
also canvassed. The survey also found that
innovating firms saw it asimportant to use their
parent and associated overseas companies and
their foreign-owned suppliers as collaboraors
and sources of information on innovation.

Technology and innovative capabilities in
Thailand lag behind comparable Asian
countries. The government policies and
institutional framework supporting technologi-
cal development inT hai firms haverecently been
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reviewed with the support of the World Bank.%
The study found that technology and innovative
capabilities in Thailand lagged far behind
comparable Asian countries. For example, the
current level of R& D among business enter prises
in Thailand is around 10-15 years behind the
level in Korea in the early 1980s when that
country had alevel of industrial and manufac-
turing development similar to that in Thailand
today. The intensity of R&D in business in
Thailand would need to increase to around 20
timesitspresent level in order to ‘ catch up’ with
the level in Korea & its corresponding earlier
stage of industrial development.

The most important thresholds of
technological capability that firms need to
cross are not concerned with formally organized
R& D but with other technological development
and learning acti vities:

e For larger fis, they are about building
design and engineering capabilities as a
starting point for significant technology
development activities.

» For the majority of SMESs, especialy in
traditional industries, they are aout in-
creasing the efficiency with which exist-
ing technologies are acquired, used and
operated.

Public policy and institutional
framework for innovation must
change

The common finding of recent studiesisthat
most Thai firms do not have the resources
they need to upgrade their process and
product technologies. In particular SMEs (the
backbone of most economies, whether devel op-
ing or developed) lack both the knowledge
required to make informed decisions and the
financial resources to acquire tha knowledge

26 E. Amold, M. Bell, J. Bessant and P. Brimble. Enhancing Policy and Institutional
Support for Industrial Technology Development in Thailand: The Overall Policy
Framework and the Development of an Industrial Innovation System, Technopolis,
SPRU, CENTRIM and Brooker Group plc, December 2000.
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andto invest in new technol ogies oncethey have
decided on a reasonable strategy. In countries
with relatively low per capitaincomes, govern-
ments offer the best (and perhgps the most
equitable) prospects for providing the funds
needed to surmount these barriers.

Public institutions are viewed as weak and
ineffective by firms. In the 2001 innovation
survey companies were also asked about their
knowledge and use of government support and
funding and which services and incentives they
had used. Firms rated the availability of
government incentives for innovation as weak
and requested the provision of better informa-
tion on innovation, better human resource
development and financial incentives for R&D
and innovation. Firmsthat used public services
vaued the inf ormation, technical and training
services provided by the government more
highly than the monetary incentives, whichwere
not used extensively by the firms sampled.
University laboratory services were also well
used.

Supply side driven technology development
will need to be changed. The Technopolis study
was strongly critical of a“ supply side’ approach
to technology development in Thailand and
argued for gving end-users moreinfluence over
government sponsored technology devel opment.
It saw current policy and institutional arrange-
ments as‘ mono-structura’, favoring public and
semi-public institutions at the expense of
building up technology development cgoabili-
tieswithinindustrial firms. Thisfinding hasclear
implications for future policy.

The nexus between universities and the
private sector. In 2002 Thai public universities
are expected to achieve greater management
autonomy while being required to generate more
income from the business sector. This should
prompt growth in university-industry collabo-
rative R& D, training and service activities.

Policy reforms, funding arrangements and
the organization of technical support
institutes would build technological
capability. Thereisaneed for more specidiza

s |
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Table 4-2

Financial Incentives for R&D and innovation activities in Thailand

Scheme

BOI promotion for R& D activities

Promotion of R&D as:

(a) R&D activities aready induded in a pr omoted investment project
(b) R&D as an addition to an already promoted investment project.
(c) activities separate from firm’s other business activities

Depreciation allowances for
machinery and equipment for R& D

Depreciation rate raised to 40% from 20%

200 percent tax concession

200% deduction for R& D expenditure

Deduction or exemption from
R& D machinery import duties

Research and Technology
Development Fund (M OSTE)

R& D soft loans Baht 10-20 million per project

Company Directed Technology Development Pr ogram

Innovation Development Fund

Grants and soft loans for business innovation and start-ups

Thai Research Fund R& D Grants

Science and technology for production, marketing and services

Industrial R& D f or production processes and product development

MOI Productivity | mprovement Plan

Soft loans for improving productivity and upgrading machinery

NSTDA Industrial Consultancy Service

Provides up to 75% of consultancy costs

Support for Technology Acquisition and
Mastery Pr ogram (STAM P)

Financial support and arrangement of f actory visits

BOI Unit for Industrial Linkages Development

Skills development: 150 per cent tax concession for
training expenditure

Source: Garrett-Jones, Robertson, Turpin, and Charoenpanji (2002)
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Objective

Mechanism
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Target

Promote firm-based R& D

Taxéaion concessions

Firm located in  ary zoneinvolved with R& D activities

Encourage firm-based R& D

Taxéaion concessions

Firms engaged with R&D

Encourage firm-based R& D

Taxdion concessions

Firms conducting R&D or hired to do R&D.

They must be approved by MOF. NSTDA s the certifying body.

Encourage technology acquisition

Taxétion concessions

Firms importing specific types of machinery: esp. scientific tools,

R& D testing equipment, electronics parts and computer parts

Soft loans to improve and devel op Loans Genera
production processes and invest

in R&D results

Assist SMEsto invest Loans and grants SMEs
in technolagy development

Grants and soft loans for strategic projects Grants and |oans Genera
Raising levels of R&D to develop Grant SMEs
processes and products

Improving fims' machinery and productivity —Loans SMEs
Enhancing production capability Subsidies SMEs
in SMEs through the use of consultants

Support for technology acquisition Subsidies SMEs
Improving linkages betw een manufacturers

and local suppliers

Encourage private sector to invest intraining Levies Firms that don't conduct training themselves

5]
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Table 4-3

Administrative benefits and constraints on different forms of financial incentive for research
and technology development

Assistance Benefits Possile Constraints Budgetary/Administrative/L egal
Measure I ssues
Tax Non-discriminatory: open No benefit to Cost is open-ended (difficult to
concessions to al firms tha meet unprofitable/start-up control the level of revenue
stated criteria. fims. foregone).
Businesses more likely to Subsidizes ‘existing’ Relaively simple administration.
be aware of taxation activities thet would have
benefits. occurred anyway (unless Does not require annual approval of
based on incremental budget.
‘Arm’s length’ performance, which is
instrument: activities hard to police). Usually requires changes to taxation
chosen by industry. legisldion.
Abuse (e.g., ‘double
Maintenance of firm dipping’ when fims are also Requires careful accounting of
confidentiality. eligible for loans or grants). eligble costs within the fim.
Speedy processing (when Selection criteria may Problems of definition and legal
approval ‘automatic’). encourage risk-averse activities  interpretation.
to achieve short term
repayment.
Repayable Can be targeted widel y or Lesslikely to subsidize Maximum cost can be set but actual
loans focused on specific activities.  activities thet would cost hard to determine.
occur anyway.
Priorities or scope (type, Requires annual budget.
timing, size) set by govt., Fommal application may
specific proposals made be required. Requires formal procedure for
by firms. application and selection.
Cumbersome and lengthy
selection procedure. Difficult to decide what constitutes a
successful outcome for the purpose
of repayment — clear criteria
required.
Grants Generally for specific Less likely to subsidize Annual cost is set.

activities. Priorities or
scope set by govt.,
specific proposals made
by firms.

activities tha would
occur anyway.

Fomal application
required. Cumbersome
and lengthy selection
procedure.

Source: Garrett-Jones, Robertson, Turpin, and Charoenpanji (2002)

Requires clear criteriafor selection
and the evaluation of outcomes.

Requires formal procedure for
application and selection.
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tion by institutions (including both integrating
and separating current functions), more
competition between institutions to encourage
rationalization (e.g. between NSTDA's national
institutes and the universities), greater stake-
holder involvement (govemment and industry)
in decision making and priority setting, and
performance-linked financing. For example a
key part of NSTDA's mandate is to foster
industrial development. However industry plays
a surprisingly small part in the govemance of
NSTDA. NSTDA has a range of support
instruments to help develop technological
capabilities but these are not widely deployed
and do not interact much with NSTDA's main
research activities.

Agencieslike NST DA could consider shifting
the focus of their activities from developing
public research capabilities to fostering
technological capabilities in industry. This
would require changes in governance, manage-
ment and strategy development in NSTDA.
Changesinfocuswould also be necessary. These
include separating policy-making and policy/
program implementation, adopting formal goal
setting, performance measurement and
reporting of achievements and increased
mobility of personnel between NSTDA, the
universities and industry.

There is a strong consensus among analysts
that it istimefor a change of direction on the
part of NSTDA and other technology
agencies. The important 10-year phase of
building up the public research and technol ogy
infrastructure must now lead on to the crucia
‘second step’ — that of working directly with
industrial ‘customers’ and with groups of
players in the knowledge economy. This
represents a significant change of emphasisin
government programs.

Knowledge networking

There is a growing recognition of the
important role of ‘knowledge networ ks' in
driving innovation (rather than the catalyst
being technology alone). Other important
factors are the importance of clustering in

STRENGTHENING THE KNOWLEDGE ECONOMY

Figure 4-1

Industrial technology development policy
in Thailand: alternative strategy — policy
emphasis
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Source: Arnold et al (2000)

industries to support smaller firms in skill
development and the collective acquisition and
distribution of technology; a reliance on
knowledge intensity rather than capital or Iabor
intensity; the need to link local, national and
international knowledge and innovation
systems rather than focusing on developing an
isolated national system. Theimplicationisthat
future government policies should support
knowledge networking as a means of improv-
ing the capability of firms in an equitable
manner.

Linkages between the ‘knowledge actors
(local and multi-national firms, technology
institutes, universities) within Thailand’s
innovation system appear gener ally weak and
fragmentary. The result of thisis weak links
between users and producers, limited
intra-sectoral cooperation, limited technology
spillover from MNCs and poorly developed,
short-term relationships between firms,
universities and technology institutes.2” For
example, in the 2000 innovation survey fewer
than onein five firms reported having used the
services of the government research and
technology organizations.

Past studies have supported incentives that
promote collaboration between universities and
industry, with the dual aimsof stimulating world

27 Patarapong Intarakumnerd et al. op cit.
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Box 4-5
Malaysia —the search for spillovers

Since Malaysiaachieved independencein the 1960’ stherole of technology in development policy hasevolved
greatly. In particular in the mid-1980s the government embarked on a large-scale program to promote
industrialization through technological development in targeted industries. Asaresult of dissatisfaction with
the failure of investments by MNCs to provide substantial spillovers at that time, public R& D expenditures
were centralized in the Fifth Malaysia Plan of 1986-90 and the I ntensification of Research in Priority Areas
program of 1986. Increased private sector input was provided as a result of the Action Plan for Industrial
Technology Development (1990).

Although government spending on R&D more than doubled between 1986 and 1995 and public sector
technol ogy institutes expanded greatly, afeeling arose that activities had become excessively centralized and
bureaucratized and that, as a result, they were not sufficiently efficient in meeting industrial needs. To
counteract these tendencies and to hamess technological dynamism in the private sector government policy
followed a new direction after 1993. In order to encour age the creation of industria clusters the Malaysian
government increasingly sought spillovers from MNCs operating locally. In a policy similar to Singgpore's,
the government has tried to promote technol ogical advances in indigenous firms that belong to subcontract-
ing networks centered on foreign firms (largely from Japan or East Asian NICs) with manufacturing
operations in Malaysia. Through keitretsu-like structures small local firms are meant to get the resources to
upgrade their technological skills and reduce Malaysia's high level of dependence on labor-intensive
operations. A cluster in Penang, built around disk-drive firms that had migrated from Singgpor e, has been
viewed as especially successful. A more recent phenomenon, the Multimedia Super Corridor, is currently
receiving alarge amount of funding from the Malaysian govemment to cr eate another private-pubic cluster.
However despite this partial shift in emphasisto technology transfer within the private sector, two prominent
observers (Felk er with Jomo, 1999, 24) have argued that;

“In sum, though industrial and technology policies have gradually
shifted from expansive aspirations to strategically direct structural
change to a model more focused on private-sector dynamics and
institutions, the Malaysian state retains its activist stance in fostering
technological upgrading. It continues to emphasize strategic interven-
tion, if increasingly in a supportive and facilitating role” .

Althoughitistoo early to evaluate theseinitiativesfull y, there are concernsthat, inreality, the spillovers from
MNC:s to indigenous firms are less than had been hoped. Moreover, the lack of local skilled and educated
labor may inhibit further rgpid development if MNCs capture the bulk of the skilled workfor ce, so leaving
locally-based firms that wish to participate in technological upgrading at a disadvantage This situation had
led to calls for immediate and substantial growth in the infrastructure devoted to training and education.
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class research and doctoral level training and
encouraging ‘people-focused’ (rather than
equipment focused) technology link-ups
between technology institutes and industrial
enterprises.

Potential locations for such collaboration
already exist. Inthe Chiang Mai areaanumber
of service providers (government agencies,
universities and technology institutes) cater to
SMEs in the local ceramics industry. However
their relationship appears to be short term and
ad hoc rather than systematically supporting a
strategy f or building the technol ogical capability
required for higher quality and higher priced
products. An eff ective example of colleboration
is that between King Mongkut’s Institute of
Technology in Bangkok and the Hi-Tech
Industrial Estate, which hasled to the setting up
of the Ayutthaya Technical Training Centre.

Potential collaborative dusters may also be
found in the supply chains of manufacturing
MNCs. In the automotive industry MNCs like
Toyota have significant in-country R&D and
technological skills which can be used to
support their Tier 1 and Tier 2 (primarily local)
suppliers. Theactivities of semi-puldic agencies
like the Thailand A utomotive Institute (in
information, training, quality certification and
testing) can also play an important role.
However, arecent analysis of theThai automo-
tive industry identified a lack of collaborative
mechanisms within the supply chain, in
addition to the common problems of a shallow
skills base and inadequate support services.®
Communication within the supply chain was
largely informal, making little use of |CT-based
systems. The challenges facing the automotive
sector at the Tier 2 level concern the interaction
of technology/skills development, trade policy,
investment policy and SME development. Asis
the case in other sectors these problems cut
across severa government. agencies, including
NSTDA and the Ministries of Industry and
L abor.

28 World Bank Group, SME Global Product Group/East Asia and Pacific Private Sector
Development, Supply Chain Deepening in the Thai Automotive Sector: Analysis of
Key Issues-Pilot Program Design, December 2001.

STRENGTHENING THE KNOWLEDGE ECONOMY

There is no single focal point within
government with responsibility for producing
a coherent sectoral strategy or coordinating
the government’s r esponse to the technical
and policy needs of the sector. In such
industriesthe technol ogical needswill be almost
wholly determined by the MNCs. But public-
private sector cooperation is also required to
assist the local companies in building their
capability to serve MNCswith technol ogy-based
products of the required quality and price.

Conclusion

Thailand ranks low in global rankings of
technological and skills capability despite the
large number of public institutes that have been
established to support science, technology and
labor skills. It is estimated that at least 17
public organizations or funds exist to support
technology and innovations. Most of these
programs suffer from alack of targeting. There
isalack of coordination amongst agencies, and
many of the programs are supply driven. The
programs on technological development are not
well coordinated with those for skills develop-
ment. Along with institutional deficiencies the
instruments used to deliver the services (eg.,
taxes and subsidies) are aso ineffective.

Thailand will need to consider the following to
improve its technological and skills develop-
ment.

* Improve targeting (e.g., by reaching out
not only to firms but also to networks,
targeting SMES).

¢ Improve coordination across agencies.

* Improve govemance of these agencies by
giving a greaer voice to SMEs on the
boards of management.

* Increase awareness.

e Integrate technological and skills
devel opment.

[4]
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