Nakornthon Bank Teaching Notes:

Objectives:

· To help students obtain a better understanding of holistic risks when investing in an emerging market

· To stimulate discussion of the role of government and world organizations in emerging markets

· To emphasize the vagueness in valuing companies located in upheaval markets

· To stimulate discussion about the value and vagueness of real options in an emerging market

In order to achieve the objectives stated above, the students need to come to class with a valuation and its sensitivities, with an open mind, and with thoughts about the different risks associated with doing business in a severely troubled emerging market. It is suggested that one day be spent discussing risks and how to assign a value to risk and that a second day be spent discussing the valuation and outcome of the case. This way, the discussion on risk can be utilized when performing the valuation.

Risk:

Discussion about risk could be structured into two steps. First, what are the risks? Second, how does one put a value on those risks? 

Three ways to factor risk into the valuation are 1) add risk to the discount rate, 2) add variation to the cash flows using a distribution for certain variables, and 3) include the risk as a real option, separate from the actual DCF valuation.

Holistic Risks:

· The banking sector recovery depends on the recovery of those who use its services. If Thai businesses can not make enough money to pay interest on loans their loans, the banks will have difficulty creating earnings. One big risk is the recovery of the Thai economy in general. This risk can be assumed to be included in the cost of equity for Thailand.

· Part of the current problem with the banking industry is the power of the debtor. Debtors currently experience very few legal repercussions when they do not pay back their loans. Foreclosure laws (the few that exist) favor the debtor. The Thai government is currently reforming bankruptcy and foreclosure laws in order to make debtors more financially responsible to their creditors.  However, current politicians who own property and businesses would be hurt with the passing of such legislation which creates a stalemate situation. This is a risk of unknown probability, open for discussion.

· The Bank of Thailand committed itself to bailout the banking sector. The BOT promised in March 1997 to buy some real estate loans from finance companies. It did not follow through on its promise. The BOT and its true agenda pose a risk to valuation.  The BOT has never been confronted with the issues it is facing today.  Therefore, the probability that the bank will pass inappropriate measures or make ineffective decisions is high.

· Inherent in markets such as Thailand is the corruption risk. Why were some companies able to predict the float of the baht and others were not? The private communication links between business and government are strong in Thailand. This is the case in many emerging markets. This risk can be assumed to be included in the cost of equity for Thailand.

· The stability of the Thai government will affect any recovery plan.  There is a risk that the government and the current programs toward recovery could be ousted from office.  The introduction of a new regime also means that former plans set in motion in the previous government need to be brought up and voted on again in parliament which could yield substantially different results. This risk can be assumed to be included in the cost of equity for Thailand.

· IMF and World Bank focus funds towards fixing the underlying problems of the banking industry and the government. There is a risk that these funds will not be committed towards programs that work.  Thus, debilitating the economy further. This is a risk of unknown probability, open for discussion. 

· Exchange rate risk exists for the entire banking sector. Most bank have substantial (37% for Nakornthon) portions of their long term debt in US dollars. Large swings in the exchange rate can greatly effect the bank’s net interest income. This risk can be assumed to be included in the cost of equity for Thailand.

Specific Risks:

· Both Nakornthon and the foreign institutions need to think beyond the current balance sheet when performing a valuation on Nakornthon. A value need to be assigned to the chance events which may occur if Nakornthon were taken over. How many new accounts would Nakornthon get if it were associated with a foreign bank? What ancillary new businesses could Nakornthon enter with the help of a foreign partner? What is the value of these and other real posibilities or options? The deal is of no value without forward vision of growth or change. 

· If the government runs out of bailout money, what will happen to Nakronthon. What is the probability of closing Nakornthon’s doors and losing everything invested in the company? Perhaps the value of Nakornthon should be risk weighted for closure or some other catastrophic event.

Discount Rate:

A number of issues cause the determination of the discount rate for Nakornthon to be a nebulous process at best. First, different discount rates should be applied to the different strategic options, as the nature of the options substantially vary. Second, because this is a bank, a substantial portion of the value is long term debt. Third, the risk of the bank’s demise can not be taken into account with a discount rate. These and other interesting emerging market issues will create lively discussion on the discount rate. 
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Nakornthon has a large amount of US denominated debt. Assuming none of this debt is written off or converted to equity, this debt would be the debt base in the WACC calculation. There is $60 MM in debt at a weighted average interest rate of 7.25% until 2001, when it becomes 8%
. In 2003, a $30 MM bond becomes due. One can assume that this debt is rolled over. The tax rate is 28%.

If Nakornthon undertakes the Tier I recapitalization option, the bank will essentially become a state owned company. All existing equity shares will lose all value and the government will become the sole shareholder of preferred stock until the government re-releases shares on the open market. The discount rate, on the equity side,  in this case should then be linked to the cost of capital of the government. The Thai government has issued bonds with coupons between 12.75% and 6.25% with an average coupon of 9.625%.

If Nakornthon attracts a foreign partner, Nakornthon would most likely issue stock to the partner in exchange for cash. This cash would funnel into the NPL reserve account as an expense. The equity would then be assumed to follow that of the Thai stock market. The current beta of NTB is 1.01
 based on the Thai Stock Market. This beta would assume to hold true when a foreign partner obtained a majority share of the bank. 

One over ridding remains when using the WACC for a company such as this. What happens when the net value of the equity is negative? Can WACC be used for the discount rate? Some variations of the model which students may run would yield a negative net equity value for a few years until the recapitalization takes place. This would provide interesting discuss about the merits of WACC in emerging markets.

Other ways to calculate discount rate using measures discussed in class:
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� Assuming a LIBOR of 5%. For each issue, interest rate = 1.4% + LIBOR for years 1-5 and 3%+LIBOR for years 5-10.


� 1.01 as compared to the Thai Stock Market. The betas of other banks in Thailand ranged 1.29-1.6.





