Narkornthon Bank

Projections / Model

1) GENERAL COMMENTS:

Developing projections for Nakornthon Bank, or any bank for that matter, is a difficult undertaking.  One of the primary reasons for this is the sensitivity of the major balance sheet and income statement accounts to changes in interest rates.  An increase in underlying rates boosts income on loans, increases the interest expense paid on deposits and will likely attract deposits to the bank, but may depress overall loan volume.  The importance of loan losses, non-performing loans, loan write-offs and recoveries on non-performing loans also complicate development of an accurate model.  Nakornthon’s model was further complicated by the uncertainty at present regarding the future capital structure and ownership of the bank.

The following sections discuss the major assumptions behind the model, some of the interactions between various components and things to think about when refining the model.

2) INCOME STATEMENT:

Income

a) Interest income on loans:  This amount is sensitive to both the net amount of loans displayed on the balance sheet, and the projected interest rate on loans.  For Nakornthon we project a relatively high interest rate environment.

b) Interest Income on Government Bonds:  As part of its re-capitalization Nakornthon will receive government bonds from the Bank of Thailand in exchange for fully provisioning the NPL’s and the issuance of preferred shares to the BOT.  Nakornthon will receive interest income on these bonds.  Although the rate is unknown at present, the projected rate reflects the coupon on bonds issued to other Thai banks under similar re-capitalization plans.

c) Other Interest Income:  Is projected to grow at some multiple over the prior year’s level.  For Nakornthon this amount is projected to grow robustly reflecting an anticipated strong recovery for the bank, tempered by continued real estate non-performing overhang.

d) Non-interest Income:  Nakornthon has a strength in trade finance, which is a traditional source of non-interest income for banks via letter of credit fees, document processing fees, etc…  Additionally, Nakornthon formed a joint venture with Schroeder Bank to offer fee income generating investment alternatives to its customers.  With an increasing level of liquidity available in the Thai economy we projected this income to grow rapidly.

Expenses

e) Interest Expense on Deposits:  As with interest income on loans, this amount is sensitive to both the projected level of deposits at the bank, and the underlying interest rate.  Thought must be given to the margin that the bank can realize on its loan interest income verses its deposit interest expense.  In the case of Nakornthon we developed a proxy measure of the income, expense and margin, and used this as a basis for our projections.  Historically the proxy margin has varied between 1.00% and 2.00%, but recently has increased to 4.81%.  We anticipate that as overall interest rates decrease banks will drop rates on deposits quicker than rates on loans, thereby boosting their income and thus their reserves.

f) Interest Expense on Long Term Debt:  Nakornthon issued some dollar denominated bonds some years ago.  The rate on these bonds is fixed, however the Thai Baht amount that must be repaid obviously varies with the underlying exchange rate.  The Baht has strengthened in recent months and the prognosis for the economy is improving (albeit with a multitude of attendant caveats).  We project a stable 35 THB:1.00 USD exchange rate.  The amount of the bond issue is not large enough to have a significant effect on our projections, unless the currency experiences another massive devaluation.

g) Non-interest expense:  One of the key variables for any bank, other than net interest margin, is their operating efficiency ratio (the percentage of total revenues taken up by operating expenses).  For most banks the operating expenses are variable, but somewhat inelastic.  That is to say revenues can increase 5% on the basis of a less than 5% increase in operating expenses.  Nakornthon’s non-interest expenses as a % of total revenues had been declining until 1997 and 1998.  We expect the bank to grow in the coming years while cautiously increasing operating expenses, and thus to realize gains from operating leverage.  As a percentage of revenues, non-interest expenses decline from 21.5% in 1999, to 18.0% in 2005.

h) Loan loss provision:  Historically this amount has been small for Nakornthon, but since the devaluation has increased sharply.  In order to participate in the BOT capital program Nakornthon must fully provision for its non-performing loans, which as of September 1998 total 19 billion THB.  After fully provisioning for the existing NPL’s we assume a sliding percentage of new loans will go non-performing.   The percentage decreases over time to reflect an anticipated strengthening of the Thai economy and stringent lending guidelines.  Additionally, we assume that Nakornthon will ultimately realize 40¢ on the $ for its non-performing loans.  These amounts are realized over a five year period and appear as cash collected from NPL’s.

i) Taxes:  Thailand’s corporate tax rate is 27%.  We have heard no indications that the government is anticipating lowering this and so have kept it stable.

3) NET CASH FLOW:
To determine a rough net cash flow figure we add back depreciation to net income, subtract projected dividend payments on preferred stock and also add back any cash collected from non-performing loans.

4) BALANCE SHEET:

Assets

a) Cash:  We project a stable cash balance of 750 million THB.  This compares favorably to historical data, but may be low.  This amount could be increased, but would likely require an accompanying increase in either liabilities or equity (ie. Additional equity capital or debt).

b) Securities and Investments:  Given the highly unstable economic environment and lack of quality lending opportunities, Thai banks presently have a high level of liquid assets invested, rather then lent out.  We expect that as the economy improves banks will identify an increasing number of viable lending opportunities.  As a result the amount of money on the sidelines in relatively secure investment vehicles will decrease and the amount of loans (which ideally generate higher profits than investments) will increase. 

c) Government Bond Injection:  As part of the overall re-capitalization Nakornthon will receive trade-able bonds issued by the Thai government.   These bonds will be included as part of Nakornthon’s capital.  In essence this is a non-cash capital infusion that substitutes Thai sovereign risk for Nakornthon risk.  The amount of the infusion is unknown at present.  We assumed a 19 billion THB amount as this allows for full provisioning of NPL’s.

d) Total Loans:  One of the primary reasons the government will agree to re-capitalize a bank is their belief that the bank will turnaround and lend the funds back into the economy and thereby stimulate growth.  With that assumption in mind we project immediate loan portfolio growth of 5%, increasing to 10% in the later years.

e) Net Property, Plant and Equipment:  Nakornthon has a relatively small branch network and is not expected to grow this network rapidly.  We therefore project a relatively small and stable capital expenditure level of 300 million THB, with small annual increases.

Liabilities

f) Deposits:  In recent months the entire Thai banking industry has been the recipient of deposits.  This partially reflects the current lack of investment in equity vehicles, relatively high interest rates on bank deposits and increasing confidence in the prospects of most banks.  Additionally, it must be realized that deposits in Thai banks are insured by the government with no limit (in contrast to FDIC insurance, which is limited to $100,000).  For most banks deposits represent a cheap source of capital.  Fundamentally, and quite simply, the banks collect the deposits at a low interest rate, lend the monies out at a higher interest rate and the difference is net income.  We project deposit growth to outpace loan growth in the early years of the projection.  Reflecting a continued dearth of high quality lending opportunities.  As the economy gains strength borrowing will likely increase and deposit growth will slow.  Our projections reflect this dynamic.

g) Short Term Borrowings:  Although our model does not include a full cash flow statement we do know the operating cash flow deficit/surplus for each year.  We project Nakornthon borrowing the prior year’s cash flow shortfall on a short-term basis.  Thus for 1999 short term borrowings of 10,679 million THB equals the net cash flow shortfall from 1998.  The vehicle would be something akin to commercial paper, although given Nakornthon’s tenuous situation it is unlikely they can borrow at commercial paper rates.

h) Long Term Debt:  This amount represents two USD denominated bond issues.  Principal and interest are payable in USD and therefore subject to fluctuation based on exchange rates.  Although the bonds mature within the next 2-3 years, we project principal roll over given the liquidity and capital constraints on Nakornthon.  The bondholders will likely agree to the rollover only if the trends at the bank are positive.  If trends are not positive the bondholders must carefully consider the impact not rolling the bonds would have (ie. Where do they stand in preference order and what is the likelihood of realizing any repayment through a bankruptcy).  The complexity of Thai bankruptcy laws increase the probability of rollover.

i) Bond Issued to Thai Government:  In addition to issuing preferred shares to the Thai government, Nakornthon will issue bonds.  The bonds will pay an interest rate approximately equal to the rate on the government issued bonds to avoid a negative arbitrage and cash flow drain on the bank.

Equity

j) Common Stock and Capital Surplus:  A fundamental tenet of the BOT’s re-capitalization program is that existing shareholders must see their investment liquidated before any new capital comes into the bank.  Thus, when Nakornthon fully reserves for its NPL’s the existing shareholders get wiped out.

k) Newly Issued Common Shares:  Initially no new common shares will be issued.  However, after the re-capitalization Nakornthon’s financial picture improves dramatically.  If the trends are strong, which we believe they will be, the bank should be able to raise additional capital to fund its growth by a public offering of shares.  We project the issuance of common stock worth 5 billion THB in 2000 on the strength of Nakornthon’s recovery.  If the recovery is delayed then the capital required to fuel growth will be less and the share offering would be delayed.

l) Newly Issued Preferred Shares:  Nakornthon will issue shares to the Thai government in exchange for government bonds.  We project the issuance of 4.5 billion THB in preferred shares and the receipt of 19 billion THB of bonds.  It is through this unequal exchange that the re-capitalization is achieved.  Although the interest rate on the preferred shares is unknown at present, Siam Commercial Bank recently issued preferred shares as part of its re-capitalization and these instruments pay dividends at 6%.

m) Retained Earnings:  Although the bank’s liquidity and capital structure are expected to improve considerably as a result of the government’s efforts it will take some time before the operations return to profitability.  Analysts are projecting continued losses in the Thai banking industry for the next 3-5 years, depending on the strength of the overall economy, the length of time it takes to digest the overbuilt real estate market and the acceptance of re-capitalization measures.  Nakornthon will be no different.  Indeed we do not project profits until 2003.  Continued losses place tremendous strain on the bank’s capital and liquidity, necessitating the common stock issuance.  If the bank does not exhibit a strong trend towards profitability it is unlikely it can raise additional funds, and would likely fold.

5) OTHER ITEMS TO CONSIDER:

a) Balance Sheet:  the balance sheet does not balance exactly. Layering in an accurate level of short term debt is difficult without a cash flow statement.  The model does “borrow” the cash flow deficit from the previous year, but due to cash vs. accrual treatment of taxes, and the cash flow impact of other items the amount is only a proxy for the actual deficit.

b) Interest Income and Interest Expense:  in projecting these amounts we reviewed historical relationships between these amounts and their balance sheet drivers.  For example, Interest Income/Total Loans has historically been around 11-12%.  We project Nakornthon’s operations gradually returning to this historical relationship.

c) Capital Ratio:  The underlying assumption to the re-capitalization of Nakornthon is that an infusion of funds by the government today will ensure the future of the institution and benefit the economy as a whole.  The minimum Tier 1 capital requirement is 2.50% of Risk Weighted Assets.  Although the exact calculation of the risk weighted asset amount is unknown, we developed a proxy measure based on the risk weighted percentage vs. total assets (for 1998 this percentage was 59%).  To reflect anticipated improvement in the quality of Nakornthon’s assets (principally its loan portfolio) we show the risk weighting percentage decreasing each year.  The percentage decreases are gradual, but somewhat arbitrary.

Our projections calculate the capital ratio and compare that amount to the required level.  In all years of our projection Nakornthon displays a strong and improving capital ratio.

We need to know more about the weighting percentages for different asset classifications to accurately determine the risk weighted number.  We also need to know more about Nakornthon’s asset accounts and contingent liabilities to accurately calculate the capital ratio.  This information is not publicly available.

