Nakornthon Bank

Projection Scenario Discussion and Valuations
1) SCENARIO ONE (Government Bailout):

Although not the politically correct term for this scenario (at least not in Thailand given the implications for the government seeking to retain the favor of the population and avoid the appearance of bailing out rich bank shareholders) the name captures the essence of underlying events.

In this scenario Nakornthon participates in the Thai government re-capitalization program.  As a result it fully reserves its non-performing loans, issues preferred shares, received government bonds and issues debentures.  In a later year the bank accesses additional equity capital via a small secondary offering.  Each of these is described more fully below:

a) Government Bonds:  As discussed in the non-performing loan paragraph, Nakornthon receives trade-able bonds from the government in exchange for fully reserving its NPL’s.  The BOT recently amended its capital requirement definition to include these bonds as part of the capital.  These “investments” do pay interest, but the rate on the bonds Nakornthon will receive is unknown as of this writing.  Unlike the Tier 2 capital program the bonds pay a rate that is greater than or equal to the rate Nakornthon pays on its debentures (see below) thereby eliminating the negative arbitrage.

b) Non-performing loans:  A fundamental requirement of the Tier One re-capitalization is that the bank fully reserve for all its presently non-performing loans.  As of September 1998 this amount totaled 19.0 billion THB, and Nakornthon had reserved for only 5.7 billion THB.  Nakornthon must therefore take a reserve of approximately 13.3 billion THB.  This amount, which runs through the income statement as an expense, generates a substantial net loss for the bank and contributes to the need for capital.

c) Preferred Shares:  In exchange for the issuance of preferred shares to the government Nakornthon will receive government bonds that are counted towards capital.  The amount of the government bonds will substantially exceed the amount of the preferred shares, and it is in this way that the government re-capitalizes the bank.  It must be emphasized that this is a non-cash transaction and the Bank of Thailand has been criticized in some circles because of this.  A common complaint amongst foreign analysts and investors is that this is an accounting gimmick and does nothing to solve the liquidity needs of the bank.  The existing shareholders, who get their investment liquidated, probably have a different perception of the severity of the measure.

d) Debentures:  Nakornthon issues debentures to the Thai government.  The government may sell these bonds to a foreign investor during the first three years following issuance at an attractive discount in order to encourage capital inflows.  The structure and tenor of the debentures is unknown.

e) Secondary Offering:  This is a possible scenario for a foreign investor to acquire a majority stake in Nakornthon.  The government assumes the bankruptcy risk in the high risk years when the economy is still uncertain, and once the bank shows positive trends the foreign investor purchases some of the government interest.  We do not have enough information to determine how much of an ownership stake the government will initially take in Nakornthon, nor do we have any information regarding how much of a stake a foreign investor will acquire.  We do know, based on other transactions that have occurred in the Thai banking industry, that any foreign investor will want a controlling ownership interest and complete managerial control.

Valuation:  Under this scenario Nakornthon has a value of 4.8 billion THB.  However, it must be noted that all this value is derived via the terminal value which is heavily dependent on the last year’s cash flow.  Under our projections the last year, 2005, displays a robust cash flow of 1.85 billion THB.  Additional scenarios should be developed to sensitize this amount.

2) SCENARIO TWO:  (Foreign Investor)

Under this scenario the government still assists in the re-capitalization of Nakornthon, however a foreign investor (most likely one of the three banks mentioned in our case write-up) acquires a majority stake in the bank concurrent with the government intervention.  Whichever foreign bank ultimately purchases a stake Nakornthon they will demand protection from the Thai government from non-performing loans and perhaps a guaranteed minimum rate of return.  The details of the government intervention and foreign ownership are presently unresolved.  No information is available regarding ownership interests or structure of the re-capitalization.  In most ways this scenario closely resembles the government bailout scenario (no justification for changing underlying economic assumptions between the two).  

What follows is a discussion of our assumptions.

a) Government Bond Injection:  In conjunction with the re-capitalization the Thai government exchanges trade-able bonds for preferred shares and Nakornthon bonds.  Under this scenario however the amount of the bonds issued by the government is only 5 billion THB, vs. the 19 billion THB under the bailout scenario.

b) Non-performing loans:  as with the other scenario, Nakornthon fully reserves against its non-performing loans.  This requires a 13.3 billion THB increase to the reserve, which in turn negatively impacts retained earnings and therefore capital because this amount is recognized as an expense.

c) Preferred Shares:  Under this scenario Nakornthon issues only 1 billion THB of preferred shares to the government in exchange for the 5 billion bond injection.

d) Government Bonds:  None

e) Debentures:  None

f) Newly Issued Common Stock:  This reflects the issuance of new shares to the prospective foreign buyer.  The holdings of the existing shareholders, which already have been sharply reduced in value via write down to 0.01 THB par value, are now diluted.  We have no information on which to determine what percentage ownership this represents.

Valuation:  Under this scenario Nakornthon receives a valuation of 1.68 billion THB.  Again the terminal value is the driver of this number.  This value is significantly lower than the bailout scenario because Nakornthon losses much of the interest income on the government bonds.  Under the bailout scenario this income totals 1.3 billion THB per annum, while under this scenario it reduces to 325 million THB.

