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Collateral has long occupied a central position in the financial sector thanks to the role it plays as a mechanism for reducing
exposure to credit risk arising from an asymmetry of information between creditors and debtors, but by more securely
binding borrowers to their repayment schedules. Collateral also sends a positive signal to creditors, helping to alleviate
problems that may arise from adverse selection and moral hazard. In addition, collateral cuts lenders’ exposure to losses,
reduces the systemic risk, thus remains an important factor in judging a borrower’s overall creditworthiness.

Good-quality collateral has the four characteristics of: (i) having an easily ascertainable value that is sufficient to cover the
loans that it is securing; (ii) retaining its value through the entire period of the loan; (iii) being readily for foreclosure or of
having its ownership easily transferred; and (iv) being liquid. In many countries, a wide range of different types of asset may
be used as collateral, but in the case of Thailand, the Civil and Commercial Code specifies that the only class of asset that may
be used as collateral for business loan without its being physically handed over to the creditor is real estate or other
immovable assets. As such, in the past, releasing credit was heavily dependent on real estate collateral, but these rules have
been relaxed with the passing of the Business Security Act B.E. 2558, which opened the way for commercial borrowers to use
a much wider range of assets as security for loans, including their business itself, claims that borrowers have against 3™
parties, assets used by the business, intellectual property, and other types of asset, such as perennial plants. Thanks to the
new law, all these alternative types of asset can now be registered as collateral against loans from financial institutions,
without creditors needing to take possession of them.

However, although Thai law now allows lenders to accept a broad range of assets as collateral, in practice the majority of
loans continue to be secured against immovable assets in the form of land, houses, and other built structures because these
generally meet all four criteria for desirable collateral, whereas many other non-real estate types of property satisfy only one
or two of these.

Unfortunately, if lenders continue to depend on traditional forms of collateral, this may generate an increased risk of
problems within the financial sector, including for banks themselves since businesses, especially SMEs, have only limited
access to the kind of real estate collateral that banks demand, their ability to access credit may be restricted. Moreover, for
players in the new economy, such as IT startups, company value is overwhelmingly in the form of intangible assets, and under
the current lending paradigm it is very hard to secure loans against these. At the same time, banks’ insistence on receiving
only traditional types of loan security may further add to their exposure to risk because industries that are closely linked to
real estate markets and that are able to use this as collateral typically see an unusually high rate of businesses entering and
exiting the market, while at the macroeconomic level, collateral taken in the form of real estate typically also accelerates
procyclical swings within the financial system.

Krungsri Research believes that if the blockages that are preventing players from accessing credit secured against other types
of collateral are to be removed, all parties involved in the process will need to address their own contributions to this
situation, whether that be with regard to the law, the development of secondary markets, access to and use of data, and even
revising the procedures and framework of commercial banks themselves. If banks are successful in this undertaking, they will
be much better able to fulfil their role as financial intermediaries that facilitate the efficient allocation of resources and
thereby oil the wheels of the broader economy.

Lending is widely accepted as one of the central roles played by financial institutions acting as middlemen, collecting deposits
from those with a surplus of savings and then using this to provide credit to households and businesses that are experiencing
a financial need. However, this simple image is complicated by the fact that debtors (or borrowers) and creditors (or lenders,
which here refers to banks and other financial institutions) do not have access to the same information, because while
debtors naturally have a full understanding of their own financial situation, creditors are likely to be uncertain about (i) the
extent of a debtor’s ability to repay a loan, (ii) how far the debtor will go to meet the repayment schedule, and (iii) whether
the debtor will actually use the loan for the purposes specified in the application. In economics, this situation is referred to as
Asymmetric Information problem that adds to the risk that creditors may not be repaid in full. If a creditor believes that there
is a strong possibility that a debtor may not repay a loan, the loan application may be refused outright or the creditor may
impose a higher interest rate to compensate for the additional perceived risk.
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Moreover, even in cases where the creditor has full access to information about the debtor and is assured that the borrower
has the ability and intention to repay the loan and will indeed use the money as stated, risk will persist for the creditor since
factors in the business environment may still prevent the borrower from repaying the original loan. Thus, as happened on a
huge scale in 2020, the outbreak of a pandemic can cause otherwise healthy businesses to see their income drop to the point
that they are no longer able to make their loan repayments. However, from the lender’s side, at least a part of the funds used
to make loans come from depositors’ savings and so the impact of losses from bad loans may not be restricted to just the
creditor and debtor, but may also spread through the financial system, a risk that is amplified by the latter’s high and
increasing level of integration.

Collateral plays a major role in reducing credit risk in four different ways, as described below.

1. Reducing adverse selection: This refers to one of the problems arising from asymmetric information, that is, the fact that
lenders lack clear information about the extent of the risk any particular loan entails, and the quality of the borrower
making the loan application (information which by contrast the borrower is necessarily very likely to have). In this
situation, being able to offer a high level of security against a loan is one way of sending a signal about the quality of the
debt and to indicate to creditors that the debtor should be considered a low-risk borrower. Thus, Monove, Padilla, and
Pagano (2001) explain that when a lender lacks sufficient information to make a properly informed decision about a
borrower, lender will fall back on a procedure to assess the borrower’s creditworthiness and then to approve only those
applications that fall below some predetermined level of risk. However, this process imposes costs on the lender, which
are then generally passed on to all borrowers, regardless of the level of risk underlying any individual loan application.
High-quality borrowers may look to reduce their costs by segregate themselves from this mixed group of applications, and
one way to side-step the whole procedure is to offer high-value collateral against the loan being requested. This typically
makes a convincing argument to lenders that this is a high-quality borrower, and the risk of debt default is only minimal,
while by contrast, high-risk debtors are generally unable or unwilling to do likewise.

2. Reducing moral hazard: This is a second problem that arises from asymmetry of information, and describes a situation
where, once debtors have secured their loan, they may use these funds for purposes other than those specified in the
loan application. For example, these may be used for investments that are riskier than those approved by the lender, they
may be diverted to fund expenses that do not make returns, e.g., for consumer purchases rather than for business
investment, or they may be invested in speculation in asset markets instead of used as working capital in the business. In
this situation, demanding collateral that will be set against the loan will help to ensure that borrowers make their
repayments as specified in the original agreement. If they do not do so, they are clearly at risk of forfeiting the loan
security and indeed, according to both Aghion and Bolton (1992) and Hart (1995), this disciplinary function of collateral is
at the heart of the incomplete contracts approach to financial contracting. Godlewski and Weill (2006) also state that
collateral helps to reduce problems generated by asymmetric information and creditors’ exposure to risk, with lenders
requesting significant levels of collateral from high-risk borrowers, whereas low-risk borrowers are expected to put up
only correspondingly low levels of collateral®.

3. Reducing losses: Collateral obviously plays a function as compensation for a lender’s losses in the event that a borrower
defaults on a loan. When this happens, creditors may seize assets that have been put up as security and then sell these,
offsetting this income against the unmade loan payments. In this way, collateral acts as a type of insurance for lenders,
allowing them to hedge against ‘Loss Given Defaults’ (LGDs).

4. Reducing systemic risk: If the collateral set against a loan is sufficient to cover the full value of that loan in the event of a
default, then clearly creditors will not experience losses when loans turn bad. Lenders’ financial foundations will remain
unaffected by non-performing loans. In this case, lenders will be able to meet demands on their own cashflow and capital,
and this is especially important when the bank needs to return funds to its own depositors. As long as the bank is able to
meet all requests for withdrawals and as long as depositors remain assured that the bank is stable and healthy, it will be
able to avoid a bank run?, which has important knock-on consequences for the whole financial sector.

1/ Observed-risk hypothesis

2/ Bank runs occur when depositors lose faith in a bank and begin to believe that it may fail, taking
their savings with it. In this case, depositors often rush to the bank to withdraw their deposits and
close their accounts before they incur losses, though this very action may help to precipitate the
event that they fear and with this, instability may spread through the financial system.
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The use of collateral in securing loans dates back to antiquity. In Asia, evidence of the use of collateral has been found in 5t
century CE records from Chinese pawnshops operated by local monasteries, where loans were made to farmers and the poor
in return for pawned goods. In the West, the practice of making loans against secured property was recognized at least as far
back as the Roman era, when Roman law explicitly forbad the use of clothes, furniture and agricultural implements as
collateral. Following the Romans, the practice continued across Europe, famously immortalized in the case of Shakespeare’s
‘The Merchant of Venice’ and Shylock’s insistence that he should have his pound of flesh in return for Antonio’s inability to

Figure 1: The Functions of Collateral for Lenders and Borrowers
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meet his bond.

Despite all this, though, the use of collateral is not a universal panacea that solves all debt-related problems by ensuring that
no debtors ever default. In reality, the risk to creditors sits at the intersection of a wide range of factors, though the overall
framework for analyzing the general level of exposure to risk for any particular loan can be determined through the ‘5 Cs’, as

follows:

Character describes the borrower’s personality and
behavior as it relates to loan repayments. This includes
their credit history and the financial discipline of the
borrower or (in the case of household loans) their
family.

Capacity refers to the borrower’s capacity to generate
sufficient income to meet the repayment schedule
together with an evaluation of the overall security and
sustainability of the business, which will then inform a
decision about whether this constitutes a sound
investment or not.

Capital describes the extent of the debtor’s access to
capital and how this will affect their ability to make
loan repayments.

Collateral is used to secure potential losses to creditors
as well as to indicate the scale of the borrower’s need
for credit.

Condition refers to the state of the immediate
business environment and of the wider economy, and
how this will likely affect debt levels.

Moral hazard
Imposes greater costs on the borrower in the
event of a default
Loan loss

Collateral can be set against unmet loan
repayments

Figure 2: The 5C Framework for Assessing Loans
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A What are the qualities of high-quality collateral?

The most desirable qualities of the collateral will depend to a large extent on the particular purposes it serves. If a
lender is requesting collateral for a loan with the intention to compel the borrower to prevent any defaults on the loan
(i.e., to overcome or to ameliorate problems with moral hazard), the collateral requested should be property that has
an especially strong value for the borrower, at least to the extent that it is sufficient to generate the required financial
discipline. By contrast, this might not be something that is notably valuable from the perspective of a lender. For
example, the debtor’s house might be inherited from their parents and so if this is used as collateral, it will likely have
an exaggerated emotional or sentimental value for the lender, making it more desirable than other houses with a
similar market value. In this instance, if the borrower begins to have financial problems that make it more difficult to
make all their loan repayments, the strong desire to avoid seeing their parents’ house repossessed by creditors will
likely ensure that payments for loans that are secured against this will be made ahead of others. However, in addition
to reducing moral hazard, lenders will also wish to cut expected losses (ELs), especially their LGDs, and this will add to
the list of qualities that they will look for in their collateral. These will thus include the following.

1. Valuation: Property used as collateral needs to have a readily ascertainable value since this allows lenders to calculate the
risk entailed in making the loan and their LGD in the event of a default. If it is not possible to easily identify the security’s
value, this may impose additional costs on borrower and it may then be the case that extending credit may no longer be
attractive. In addition to having a clear value, collateral should also have a value appropriate for the loan that it is being
set against, and this may be a matter of quantity. Thus, some goods have only a negligible value when present in small
quantities (a small amount of rice or 1-2 items of low-value inventory) but en masse (a whole silo full of rice or a
warehouse packed with inventory) these same goods will be suitable as collateral for large-value loans.

2. Value Retention: For lenders, collateral should hold
its value for the lifetime of the loan that it is Figure 3: The Value of Loans and of Collateral
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help reducing risk for lenders, which should then
translate into larger loan value and cheaper borrowing
cost.
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A The collateral universe: What can be used to secure loans?

Many different types of goods may function as security for a loan, from the goods traditionally used as collateral in financial
institutions worldwide, such as land, houses and other properties, to property such as cars and financial goods (e.g., savings
accounts) and more innovative and unusual items, though the use of these tends to be limited to only certain lenders. For
example, Knight Frank Finance in Britain once accepted a thoroughbred world-champion showjumping horse as security. It
was claimed that the horse had a value of GBP 300,000 and was used to secure a loan of GBP 120,000 (or 40% of the
collateral’s value). In Italy, the bank Credito Emiliano has also accepted a quantity of Parmigiano Reggiano (or Parmesan
cheese) as collateral, while in Hong Kong, Yes Lady Finance has authorized loans against brand-name handbags.

The extremely wide range of collateral in use can, however, be classified into the following major groups.

Financial assets, e.g., income, savings accounts, equity stocks, bonds, debentures, and other types of financial
instrument.

Real estate, e.g., land, houses, and commercial property.
Movable assets, e.g., cars, boats, machinery, gems, watches, company inventory, and amulets.
Intangible assets, e.g., patents, copyrights, trademarks and goodwill.

Loan guarantees provided by institutions or individuals, e.g., the Government, the Thai Credit Guarantee Corporation
(TCG), other financial institutions, parent companies, communities, and individuals.

A Thai law and loan collateral

In Thailand, there are two legal structures governing the use of loan collateral; the Civil and Commercial Code, which has
been enforced since 1925, and the Business Security Act B.E. 2558, which was written into the statute book with the
intention of expanding and diversifying the range of property that could be used to secure business loans. The key features of
the Thai regulatory framework are given below.

1. The Civil and Commercial Code has been in effect for almost a century, though it has been constantly revised since its first
introduction in 1925, most recently with the passing of the 2014 Civil and Commercial Code Amendment Act (No. 20).
Although the Code has a total of 6 books* and 1,755 sections, those relating to the use of collateral can be summarized as
follows:

Mortgage (Book Il Specific Contracts of the Civil and Commercial Code, Title XIl Mortgages, Section 702-746) involves a
borrower legally binding over an asset as collateral against a loan, though the lender does not take physical possession
of this. Under the Code, assets that may be used as security against a loan are limited to: (i) all types of immovable
assets; (ii) boats with a tonnage in excess of 5 tonnes; (iii) rafts; (iv) draught animals; and (v) other types of moveable
assets that the law has provisionally permitted. Although these items may be used to guarantee a loan, the borrower is
not prohibited from using them during the period of the loan repayment provided that doing so does not cause
damage, degradation or loss to the item%. Loans for real estate are generally of this type, so standard residential
mortgages and commercial loans that are secured against immovable assets fall under this set of legal provisions.

Pawning or pledging (Book Ill Specific Contracts of the Civil and Commercial Code, Title XllI Pledges, Section 747-769)
is defined as the securing of a loan against a moveable asset that is held by the creditor for the duration of the loan,
though lenders and borrowers may agree to allow a third party to take this role. Under these regulations, collateral
should be in the possession of the lender and so it is not possible for borrowers to benefit from its use during the
period of the loan.

Hire purchase (Book Ill Specific Contracts of the Civil and Commercial Code, Title V Hire-Purchase, Section 572-574) is
not formally a type of loan. Rather, under hire-purchase agreements, owners of assets hire these out to an individual
or organization for a fixed duration, and agree to sell the asset to the hirer on the termination of the hire-purchase
agreement, provided that all payments have been made as agreed. As the law does not specify the types of assets that
may be used to secure these agreements, hire purchase is thus applicable to both fixed and moveable assets.

3/ Book | covers general principles, Book Il debt, Book IIl specific contracts,
Book IV assets, Book V households, and Book VI inheritance.

4/ As per section 723
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It is worth noting that in practice, leasing, which is another type of arrangement, can be very similar to hire-purchase.
Under lease agreements, an item is rented and on the completion of the pre-agreed rental period, the renter then has the
option to buy the item at a pre-agreed price. However, leasing is not covered by its own legal framework, but rather it is
considered to fall under the general provisions for rental agreements (Book Il Specific Contracts of the Civil and
Commercial Code, Title IV Hire of Property, Section 537-571) combined with the Principle of Freedom of Contract.

Under the Civil and Commercial Code described above, it is only immovable assets and special types of moveable assets
that may be used as loan guarantees without their being physically transferred to creditors. However, many businesses
have only limited access to these, especially if they rent the land or property from which they operate, while the Code
specifies that it is not possible to use other types of asset to guarantee loans without these being in the possession of the
lender, but in the latter case, the borrower is legally prohibited from using the asset. Because this arrangement places an
excessively severe brake on businesses’ access to credit, it was decided that there was a need for greater flexibility in the
types of collateral that were allowed, and this then led to the passing of a new law.

The Business Security Act B.E. 2558 became law in 2015, and was drafted with the intention of expanding the possibilities
open to enterprises (or ‘security provider’ as per the Act) and allowing them to use a much wider range of assets as
security against loans agreed with financial institutions (or ‘security receiver’). Thanks to the new law, borrowers may now
register these assets as collateral electronically with the Department of Business Development (part of the Ministry of
Commerce), without their needing to be handed over to creditors.

Assets that may now be used to secure loans includes:
Figure 4: Types of Collateral Registered under the

e Businesses . X
Business Security Act B.E. 2558

e Third-party claims, that is the right to collect

payments' or receive monies from others, for erennial plants Third-party Claims (Deposit
example income from rental agreements, trade 0% a;:countzlAccount

. i , etc.
debts, or money on deposit in banks. Business R <)

0% ;
e Assets that are used by borrowers in their business, Real Estate used in business
. . 0%

such as machinery, stock and inventory, and raw

X . . Intellectual Property
materials and inputs to production processes. 0%

e Immovable assets in cases where borrowers are
directly involved in the real estate sector, e.g., the Movable assets
buying and selling of land and the development of used i;:;“"ess
residential housing.

e Intellectual property, including trademarks, patents
and copyrights.

° Other assets as Speciﬁed in ministerial regulations Source: Department of Business Development (DBD), Krungsri Research
’
e.g., perennial plants.

In theory, the Business Security Act increased debtors’ flexibility in using collateral, especially for those that do not have the
large immovable assets registered in their own name that are required under the earlier regulations as collateral. Following
the passing of the act, borrowers have been able to secure loans against a much wider range of business asset classes,
including items as varied as the business itself, food carts/stalls, shops, rental agreements, machinery, items in stock, raw
materials, forests and even intangible goods such as intellectual property, trademarks, patents and copyrights. This flexibility
also increases borrowers’ ability to pay, as they can still utilize their asset in the business operation.

In addition, if the debtor defaults, creditors may take control of the loan collateral without the need of a court order. Even
though this is contested by the debtor, the legal process provided for in the Act is less time-consuming than that required
under the Civil and Commercial Code (Orawan Gaysorn, 2017).
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Table 1: Summary of the Different Types of Collateral

Type of asset used as collateral

Relevant Required to be in the physical
Class : .
regulation/law T EDID FEEG Moveable assets possession of the lender?
Mortgage Civil and All types Boats with a tonnage of No
Commercial Code 5 tonnes and over, rafts,
section 702 draught animals, and
other types
Pawn/pledge Civil and - All types Yes
Commercial Code
section 747
Hire purchase Civil and All types All types No, although on the completion
Commercial Code of the contract, ownership
section 572 instantly transfers to the buyer.
Leasing No specific laws but No, although on the completion
covered by Civil and of the contract, the leasee has
Commercial Code the option of purchasing the
section 537 instead item, extending the rental period
or returning it to the owner.
Business collateral  Business Security Limited to those Businesses, 3™ party No
Act directly involved in claims, assets used in the
real estate business, intellectual
property and other types
of assets

Source: Krungsri Research

A The use of collateral in the Thai financial sector

Prior to 1997, issuing loans in Thailand was heavily dependent on the use of collateral (the industry took the form of
collateral-based lending)® and lenders, especially commercial banks, would typically make loan decisions based largely on the
quality of the collateral against which the loan was secured. Thus, potential borrowers with access to higher-quality collateral
would be treated as good credit risks, with banks generally taking ‘higher-quality collateral’ to mean real estate of all types.
Indeed, it came to be said that the rule for loan issuance was simply ‘Bring us your collateral, and you can take away your
loan’ or even just ‘No land, no loan’®, such that the business of approving bank loans became remarkably similar to how
pawn shops operate, with the result that putting up high-quality collateral came largely to displace other forms of credit
assessment, such as analyzing the project for which investments were being sought, or of assessing the borrower’s
creditworthiness”/. In this situation, the function of loan guarantees and collateral leaned heavily towards assuring lenders
that their loans were sound and their losses would be minimized (i.e., reducing creditors’ potential LGDs) at the expense of
overcoming problems resulting from asymmetries of information®’.

This situation changed with the 1997 Asian Financial Crisis, which rocked the Thai banking system and led to a shake-up of the
whole financial sector®. These reforms focused especially on strengthening financial institutions, shifting industry oversight
from a focus on compliance-based regulation to one that was much more centered on a risk-based approach?, and increasing
the financial sector’s ability to utilize information by establishing a number of new agencies, such as National Credit Bureaul?/.
However, major sectoral changes related to managing credit risk had to wait until 2008, when the Bank of Thailand (BOT)
introduced rules for calculating the banks’ exposure to credit risk through the use of an internal ratings-based approach (IRB).

5/ Thailand showed a very strong reliance on the use of collateral as a proxy for assessing loan quality, and this often exceeded
the extent to which lenders did this in developed economies. See Menkhoff, L., Neuberger, D. & Suwanaporn, C. (2006).
Collateral-based lending in emerging markets: Evidence from Thailand. Journal of Banking & Finance, 30: 1-21

6/ From an interview with a bank manager quoted in Rachakrit Klongpayabal’s ‘SME Business Plans — The history of Business
Plans’, and ‘Views on the Situation with Household Debt and the Future of Thai Banking’ by Surapol Opasatien.

7/ Manove, M., Padilla, A. J. & Pagano, M. (2001). Collateral versus Project screening: a model of lazy banks. Rand Journal of
Economics, 32: 726-744.

8/ Financial Sector Master Plan Phase | (Jan 13, 2004), Bank of Thailand

9/ Saowanee Chantapong and Nitisan Phongpiyaphaiboon (Jun 2017). 20 Years After the 1997 Crisis: Lessons for a Balanced and
Sustainable Economy, FAQ Issue 115, Bank of Thailand

10/ National Credit Bureau (NCB) was established in 1999 to act as an intermediary collecting information on businesses’ and
households’ credit history, with the intention of helping lenders better assess borrowers’ creditworthiness. The existence of
credit bureaus also helps to encourage borrowers to maintain a healthy credit history since this will generally lead to easier
and cheaper access to credit. Recording credit histories also helps to overcome problems with asymmetrical information and
as such, this move has helped to allocate financial resources more effectively, increasing the overall efficiency of the Thai
financial sector.
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On the basis that this reflects the real risk to the lender, the IRB approach evaluates credit risk by calculating the value of
expected losses, which then allows banks to set aside sufficient loan loss provisions to cover these. As they looked to cut their
exposure to bad debts, this regulatory change then had the consequence of encouraging banks to much more carefully assess
the risk of individual loans and borrowers, both with regard to the borrower’s ability to repay the loan on time and how they
intended to cover the payments. These changes helped banks reduce the probability of debt default, banks’ potential losses
in the case that such defaults do occur (their LGD) and the risks connected to the banks’ total exposure to unrepaid debt (the
‘exposure at default’, or EAD). Banks increasing care over how much credit they released and who they issued it to is
reflected in the total rate of non-performing loans (NPLs) within the overall financial sector, which fell significantly following
these changes. These reforms have therefore helped to protect the financial system from the kind of systemic risk that arose
in the pre-crisis period as a result of reckless lending and loose appraisal of risk and collateral levels. (Details of the
importance of collateral in the twin situations of expected and unexpected loss are given in Box 1 below).

Following the introduction of the Bank of Thailand’s Financial Sector Master Plan Phase Il (2010-2014), the financial sector
ramped up its efforts to extend access to financial services across the Thai population, while action by the public sector also
emphasized the importance of improving the ease of doing business. In terms of accessing credit by business, all parties
connected to the process attempted to make real progress in widening the range of collateral and loan guarantees that could
be used, through for example, the passing of the aforementioned Business Security Act and the Bank of Thailand’s issuing of
regulations covering digital lending. The latter allowed for the submission of digital information in support of loan
applications, such as payments for utilities (water, electricity, telephone, etc.) and records of sales and purchases of goods
online, and as a result, opportunities have improved for small businesses looking for credit, even when they lack assets such
as land or buildings to use as a collateralY.

Figure 5: Proportion of Gross Non-performing Loans in the Banking System (%)

s e Commercial Banks Total Financial Institutions

40
30
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10

1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2019

Source: Bank of Thailand, Krungsri Research

A Using Collateral in practice

Although the regulatory environment now allows for a large number of different types of asset to be used as collateral, in
practice, the majority of loans issued in Thailand continue to be secured against the same kinds of asset as were used prior to
the reforms, and in particular, land is favored as an especially high-quality collateral. This is at least partly because in the Thai
context, market mechanisms help to ensure land and other types of immovable asset meet the four aforementioned criteria
of ‘good collateral’ more fully than do other types of asset.

1) Valuation: Land values may be ascertained with a reasonable degree of accuracy by reference to sales on open markets,
while trained and licensed appraisers are also able to provide accurate judgements of the value of land and buildings. This
differs from the values of other, more specialist types of goods, such as (in the case of Thailand) amulets, Buddha images
and other sacred objects, and forestry. Although these items may command a high price, deciding what this value is
outside a market relies on specialist knowledge, while the goods will also likely be of interest to only a small market of
buyers and this makes it harder to determine a reference price. Given this, banks that accept more unusual items as
collateral may need to shoulder the additional costs incurred in seeking out reliable expert appraisals, and these costs may
increase in the event that the goods are seized and sold on the open market.

11/ Bank of Thailand (2020) Regulations, methods and conditions for offering digital consumer loans, Circular letter.
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Value retention: The fact that the supply of land within a country is strictly limited tends to raise its value over time,
while the depreciation in value that may happen during a recession is usually only small and temporary. This differs from
other items, such as stock or machinery, which may see a sharp decline in value during a recession. Land also benefits
from not (except in extreme cases) being depreciated or degraded, which again differs from items such as buildings, cars,
and rice stocks.

Foreclosure: Land is a type of immovable asset and as such it is clearly not possible for it to be moved or relocated, while
it is relatively straightforward to reassign ownership. Land also has advantages as a form of collateral since its ownership
carries with it essentially no maintenance costs, which may become a factor if there is a prolonged court battle over
ownership and the item then needs to be auctioned off by a lender looking to recoup their losses. With land, owners do
not have to contend with fees for maintenance or storage, or worry about stock losses, destruction, transportation, or
even substitution with another good. In addition, although it is true that the new regulations allow lenders to accept a
much wider range of assets as collateral, in the event of a default, these remain the property of the borrower until a
court order is issued in favor of the creditors, and working through the various stages of the legal process, from filing a
case and enforcing a judgement to selling seized goods and recovering costs'?/ (figures 6.1 and 6.2) can take at least 2
years, and in some cases, it may take as much as a decade for lenders to complete the process (the longest length of time
permissible in law)!¥. As mentioned above, it is true that the Business Security Act has reformed the process of seizing
collateral and this is now accomplished more rapidly than under the regulations provided for in the Civil and Commercial
Code, and indeed, it may be possible to avoid going to court at all (Figure 6.3). However, banks might remain unwilling to
accept guarantees made under the new business collateral rules since even in the shorter time it takes to recover these
goods, lenders are open to the risk that during this period, the goods may depreciate substantially in value, whether that
be because of natural declines in their quality or from a lack of care, attention, maintenance and so forth. Thus, it may be
the case that owners who have defaulted on loans, aware that there is a strong possibility that lenders will forfeit their
goods, lack the motivation to take good care of them. It may also happen that goods placed as collateral may decline in
quality to a point where they lose both their use and financial value. For example, with many types of machinery, if some
parts are removed and sold separately, the value of the machine as a whole will rapidly plummet, while over the course
of a extended court case, goods may also become outdated or they may be superseded by new models and production
may cease, which would then likewise cause the value of these to decline dramatically. In contrast, land is largely
immune from these types of consideration.

Liquidity: Because of the many functions served by immovable assets such as land, there is generally a relatively large
market. This situation is significantly different from the market for, for example, much second-hand machinery, which
may be designed for very specific purposes and so auctioning off these kinds of repossessed goods is considerably harder.
Given this, although these goods may have high value for the borrower, for a lender, their value is likely to be much
lower. For commercial banks, the requirement to sell seized goods within 5 years!# imposes another cost that has to be
managed, and so banks have a marked tendency to prefer collateral that can be converted into liquid assets rapidly (e.g.,
land) over other types.

Looking at these four qualities, it is clear that lenders will prefer collateral that display these most fully, that is liquid financial
assets such as securities and money on deposit, followed by land, and then by other types of asset that may not meet all four
criteria quite as well, e.g., buildings, cars (which meet three of these criteria), machinery, payments from trade debtors
(which meet two) and business stock (which meets only one, that of having an easily appraisable value). Thus, with the
exception of liquid financial assets and gold (which carries some additional storage costs), it is only land that can serve fully as
good collateral (Figure 7).

12/ This can be undertaken by private-sector players (as per paragraph 2, section 470 of the

Civil and Commercial Code), the Legal Execution Department or by the administrator
(when the case is being pursued via administrative enforcement).

13/ This is with the exception of cases involving auto hire-purchase agreements, which can

be concluded rapidly since under the relevant law, ownership of the vehicle that is used
as collateral remains with the lender until the conclusion of the repayment schedule.

14/ As per the Commercial Banking Act B.E. 2505, section 12 ter.
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Figure 6.1: Business Loan Applications, Loan Payments, Loan Defaults and Suing Defaulters
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Figure 6.2: Seizing Assets and Auctioning these by the Department of Legal Execution
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Figure 6.3: Steps Involved in the Security Enforcement as per Business Security Act B.E. 2558
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Figure 7: Qualities of Different Types of Collateral
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In addition, for commercial loans, banks tend to prefer collateral that is a core asset of the business (e.g., a factory or office
that is essential to the main business activity) over non-core assets, such as the home of a business owner or their cars, since
the former are the means by which the business generates its income. In addition, taking core assets as collateral helps to
prevent these being used to secure other loans!® . Lenders take this position because the relative importance of core and
non-core assets can open them to higher levels of risk, especially in situations where a debtor has loans from different
creditors. In this case, if a borrower experiences financial problems and has difficulties making all their repayments, they will
be forced to pay these in order of importance, and borrowers in danger of defaulting are very likely to consider loans secured
against core business assets as having the highest priority because allowing these to become delinquent may further imperil
business income. Given this, loans that are not secured against core assets are at higher risk of delayed or non-payment.

Despite these broad tendencies, lenders and especially commercial banks will tend to show individual preferences for the
types of collateral that they accept, as well as the exact purposes that they expect the collateral to fulfill. Their choices will
depend on the level of risk that they find acceptable as well as their expertise in individual markets. Thus, banks that are
relatively risk-tolerant may decide to accept patents and copyrights. Those that have intimate knowledge of the real estate
market might be keener to take land and buildings as collateral, while banks that focus on the tourism industry might be more
willing to lend to players in this market in exchange for security in the form of land and buildings belonging to, for example,
hotels.

The history of alternative types of collateral shows that in addition to their not being widely used, the value of the loans
secured against them remains small relative to the value of new credit guaranteed against more traditional assets, and this
reflects the hesitancy lenders continue to show in accepting non-standard collateral. This is partly because normally,
lenders will not loan to the full value of the collateral because they need to protect against the risk of depreciation in the
value of these assets if the collateral has to be seized and auctioned off in the future, while they must also take into account
the additional costs involved in recouping loan losses. The latter is colloquially referred to as a ‘haircut’, while the proportion
of the value of loan to the collateral that secures it is called the ‘loan-to-value’ (LTV) ratio. Normally, the LTV ratio will be less
than 100%, although different types of collateral will generally carry their own LTV rates. Loans secured against land often
have a higher LTV than do loans made against other types of collateral since the prices realized for land tend to increase over
time, while the value of other assets (especially depreciable assets) may well decline. In addition, the value of some other
types of asset is especially susceptible to changes in the business environment and the economy, and because the process of

15/ Menkhoff, L., Neuberger, D. & Rungruxsirivorn, O. (2012). Collateral and its substitutes
in emerging markets’ lending. Journal of Banking & Finance, 36:817-834.
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foreclosing on debt defaults can be very lengthy, there is a risk that the value of collateral may decline further. Indeed, as
stated above, the situation can be worsened if debtors are convinced that they will forfeit their assets to a lender, they will be
disincentivized to look after them, accelerating the likely impact of time on value to the point that some kinds of asset may
become entirely unusable. This will then naturally add to lenders’ costs in the event that debts become delinquent, and as
such their LGD will rise. Because of this, assets that lose value rapidly play only a subsidiary role as loan collateral, though
while these may not be used to calculate lenders’ risk, they may still find a function in increasing the cost to borrowers’ of
allowing loans to go bad.

A Can traditional types of collateral still be used in the new economy?

As we have seen, banks tend to use high-quality collateral as a way of judging the quality of the loan that it secures, and by
doing this, they help to reduce their exposure to credit risk. Unfortunately, this stance tends to encourage unintended side-
effects. If banks continue to insist that loans must be secured against high levels of collateral, especially if they continue to
favor traditional types of collateral while overlooking newer, alternative forms, they may inadvertently harm the business
sector. This attitude to the release of new credit poses a particular danger to SMEs, which are both an important part of the
wider economy and, at the macro-level, a significant determinant of the health of the financial sector, and so banks’ attitudes
may ultimately be self-defeating.

1) SMEs may be locked out of the formal credit system Figure 8: Total Income, by Business Size, 2019
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16/ Collateral requirements for SME loans: Empirical evidence from the Visegrad countries
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of big data and analytics in developing industrial Figure 10: Proportion of Small, Medium and Large Enterprises
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Given the kinds of activities that are going to be successful in the coming period, one can see that in many cases, compared to
traditional conceptions of business, modern industry operates in fundamentally different ways. Whereas in the past,
businesses would build value through the use of their fixed assets (e.g., office buildings, production lines, warehouses,
etc.), in the new economy, value is built through the gathering, analysis and application of big data. Indeed, for many
modern businesses, their primary asset is exactly just this access to data, or as it has been called ‘data as an asset’. In this
radically changed business environment, the traditional lending model and its reliance on a small set of asset types that are
acceptable as collateral will likely fail to meet the future needs of many companies.

3) Inindustries where companies have access to a large supply of immovable assets to use as collateral, business turnover
is high

Over the past 5 years, the 3 industries that have seen the greatest number of new and ongoing businesses are, in order, (i)
general construction companies (9% of new and ongoing businesses); (ii) real estate (8%), and (iii) wholesalers of machinery
(2%). Clearly, players in these industries are likely to have access to either machinery or land and property that can be used as
collateral when applying for loans. However, looking at the number of new businesses entering these markets and the
number of those ceasing operations and deregistering, both general construction and real estate companies have been in the
top 3 spots for both entering and exiting the market continuously over the past 5 years, while the other spots have tended to
vary according to changes in the economy (Figure 11). With regard to reducing lenders’ LGD, issuing credit that is secured
against real estate collateral to players in these industries may look reasonable since even if a large number of companies
cease trading each year and are thus unable to clear their debts, it will still be possible to seize their core assets, convert
these into cash and compensate creditors. However, the fact that there is a high level of business turnover in these two
industries means that banks may face difficulties in assessing borrowers’ creditworthiness and in identifying companies that
have the potential to grow, and so minimize the probability of default (PD).

17/ 5G is short for ‘5th Generation’ of wireless technology. 5G technology will not only
provide better mobile services but will also allow for the connection of a wide
range of devices, leading to the so-called ‘internet of things’ (IoT).

18/ INC., StartUs insight, Forbes, Forrest research
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Figure 11: Businesses Registering and De-registering, 2016-2020
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4) At the macroeconomic level, the use of collateral (especially of immovable assets) tends to generate problems with
procyclicality in the financial system

The value of real estate tends to be strongly procyclical, moving with changes in the economy overall. When the economy is
in an expansionary phase, personal incomes grow and businesses have expanding cashflows and this increases both asset
purchases and confidence in their future appreciation in value, which then in turn raises demand, causing prices to inflate
even further. Banks will benefit from this because the collateral that they hold will likewise appreciate, and one effect of this
will be to reduce their exposure to risk as LGDs decline. This will then tend to encourage banks to ease restrictions on access
to credit, feeding a rise in household and corporate debt, but with this the economy will become more fragile, until problems
with over-leveraging become widespread. At this point, if there is a cyclical turnaround in the economy or if an asset bubble
pops and prices crash, it is possible that the debt problem will suddenly blow up, rapidly re-raising banks’ exposure to risk and
pushing them to exercise much greater caution about authorizing new debt. Because access to credit has now tightened,
households and businesses that are seeing shortfalls in their income may flip into a state from being over- to under-leveraged
and they may then respond to their financial troubles by selling assets. Unfortunately, during a crisis, asset prices will be weak
and declining and so if banks have to seize collateral from troubled borrowers and then dispose of these, the prices that they
realize will tend to be poor, driving up expected losses across the financial sector. Given the role that assets in general and
collateral in particular plays as a fuel powering this process, assets have been referred to as a ‘financial accelerator’, a
description that matches research by Bernanke, Gertler, and Gilchrist (1998). Crowe et al (2011) and Davis and Zhu (2005)
also present empirical evidence from many countries for this relationship.

b Krungsri Research view: Overcoming problems with collateral

Collateral has for a very long time served a crucially important role in assessing creditworthiness and facilitating loan-making.
The longevity of the practice stems from the fact that collateral addresses two problems simultaneously: problems with an
asymmetry of information between debtors and creditors (here, a bank) and problems with expected losses suffered by the
creditor in the event that the borrower defaults. The impacts of the latter may then be transmitted into the wider economic
system thanks to the financial intermediary role that commercial banks play in the economy. Given this, the use of collateral
helps to increase the efficiency with which financial resources are allocated.

However, due to the limitations discussed earlier, the use of collateral within the Thai financial system is as yet not very
diversified compared to the situation in many other countries. Although it is true that in some regards, collateral helps to ease
loan-making, in other ways, the need for collateral works as a barrier that prevents companies from accessing new credit. As
described above, the requirements imposed by lenders particularly affect SMEs and players in the new economy because
these typically do not own land or buildings that they can use as collateral. Instead, players in the new economy build value
through their technological assets, and although these companies have access to big data and accompanying analytics, these
are hard to appraise. Because of this imbalance, these players find it difficult to convince financial institutions to open credit
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lines for them, and even if they are successful in this, their borrowing costs are likely to be higher than those of other, more
established companies. For lenders, collateral has also become a double-edged sword because if all creditors set the same
loan conditions and require borrowers to secure loans against similar types of asset, this can work as a ‘financial accelerator’,
as described above. In this case, when the value of the collateral increases, the outlook improves for creditors and debtors
alike, which may then lead to excess borrowing, but when the economy contracts, the value of the collateral may crash,
causing a precipitous decline in the fortunes of both lenders and borrowers, and possibly leading to the kind of systemic
financial crisis that Thailand and other Asian countries experienced in 1997.

In the past, many attempts have been made to encourage commercial banks to increase their assessment of the riskiness of
new loans and so reduce losses from NPLs, to reduce their dependency on assessing the LGDs, to increase their flexibility with
regard to the types of collateral that banks accept, and to broaden their use of information-based lending which would help
to cut the probability of default (PD) in stead of LGDs. If undertaken, these moves would help to ramp up the efficiency with
which financial resources are allocated. However, change in this area is slow due to structural problems with market
mechanisms, the legal framework and institutional inertia within commercial banks. Challenging and overcoming these
problems will thus require the cooperation of all parties in exactly these areas, though change will be possible through the
development of asset markets, the law and, for commercial banks, a broadening of the types of collateral that are used.

1) Speeding up the legal process by which creditors recover unpaid debts, from filing a case through issuing a court order for
the seizure of collateral to selling foreclosed property, will help to protect against potential depreciation in the value of
collateral. This will then cut banks’ exposure to credit risk, reduce their operating costs, help them to offer better credit to
their customers, and extend the types of collateral that are considered acceptable, including those that degrade or lose value
over time. Reforming the legal side of the problem in this way will help to overcome limitations with collateral with regard to
its foreclosure and value retention characteristics. A precedent for these types of changes exists in the Business Security Act
B.E. 2558, under which the enforcer and foreclosure can take place quicker and are less onerous than the processes laid out
in other laws, and this might provide a model for future reforms.

2) Developing secondary markets for collateral, where at least initially, the government has a role to play as follows:

e Developing mechanisms for establishing reference prices will help to solve some of the problems with ascertaining the value
of particular types of collateral. As banks cannot hope to have expertise in all the types of asset that might be used as
collateral, this problem is especially salient for goods that might be used as collateral but for which at present it is difficult to
make expert appraisals or that lack an established value. If these shortcomings were solved, this would have the benefit of
increasing banks’ willingness to accept these assets as securities against loans, as well as cutting banks’ operating costs. One
route to a solution to this might be by exploiting the power of artificial intelligence to assess prices for a particular type of
asset on domestic and foreign markets and then to use this information to produce an initial benchmark price.

e Working with the private sector to develop tools to trade and auction assets will help the financial eco-system become more
varied and complete, and this would then address problems with the liquidity of collateral. One example of a market
mechanism that might be developed that would improve an asset’s perceived properties (as described above) and so
increase the chance of its being accepted as collateral is a ‘tree bank’, which might allow individuals or communities to
borrow against the high value of a timber plantation (Box 2).

3) Technology- and data-driven tools for evaluating credit risk, most obviously with regard to information on the business
operations of potential borrowers, will help to alleviate limitations connected to asymmetric information. This could
include electronic data on sales and purchases made for example via online platforms that can prove that a certain volume
of business activities did indeed take place, which initially may be used in tandem with other types of collateral. In the
future, it should be possible for lenders to develop a model for releasing new credit that is driven by big data (i.e.,
information-based lending) and success in this endeavor would help them to reduce the probability of default on debts,
which would in turn lower their dependency on collateral.

4) Changing lenders’ attitudes has a crucially important role to play in overhauling use of collateral, given commercial banks’
role in assessing individual creditworthiness, recording customers’ financial history, deciding to demand collateral, and
then agreeing to issue new loans. It is thus important to develop tools that help banks evaluate the potential of other,
non-standard types of asset. Also needed are systems for connecting to other sources of customer financial data so that
these can be used to evaluate creditworthiness, and processes that allow banks to check and track the new, more varied
types of assets that might be used in the future as collateral.

If the banking sector is successful in overcoming the limitations described above, the financial system will substantially
improve its ability to make loans, and commercial banks will more fully develop their role as financial intermediaries, with the
use of collateral then helping to improve the efficiency with which resource allocation takes place within the economy.
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Box 1: The importance of collateral to commercial banks for managing credit risk

Reckless lending has been the cause of innumerable past financial crises, most notably perhaps for Thailand during the 1997
Asian financial crisis. Following these events, delinquent debts tend to pile up, while the value of assets held as collateral
crashes, as a result of either a demand- or supply-driven popping of an asset bubble, to a level that is insufficient to offset
accompanying losses from bad debts. As these debts sour, the financial footing of banks and of the wider financial system
weakens. The trauma generated by these events has helped to underscore the necessity of commercial banks being much
more careful in assessing credit risk and of maintaining a sufficiently generous cushion of capital, such that losses in a
downturn, either a simple cyclical swing or a full-blown crisis, are not sufficient to destabilize the entire financial system.

In 2008 in the wake of the global financial crisis, the Bank of Thailand overhauled the regulatory framework governing the
operations of Thai commercial banks, which would henceforth be required to meet the Basel Il regulations, set by the Basel
Committee on Banking Supervision (BCBS). These lay out new rules on how banks are to assess credit risk and rank
customers’ risk of default, and the minimum capital requirements that banks need to maintain in order to meet both
expected and unexpected losses arising from the credit that they have issued¥.

Expected losses are calculated from 3 factors:

1) The Probability of default (PD)
2) The Loss Given Default (LGD)

3) The lender’s Exposure at Default (EAD)
Expected loss is calculated by simply multiplying these together:
EL = PD x LGD x EAD

For example, supposing that a bank issues a 30-year mortgage for the purchase of a house valued at THB 1,000,000 at an LTV of
90%, the initial value of the loan is THB 900,000.
e After 4 years, the remaining value of the loan is THB 800,000 and so a default at this stage carries an EAD of THB
800,000.
e If the market value of the house is THB 750,000 and the expenses entailed in selling the house come to THB 50,000, the
LGD will be -800,000 + 750,000 - 50,000 = -100,000, or 12.5%.
e Assume now that the borrower has a 50% probability of default, given that the mortgage has a higher value than the
house (i.e., the mortgage is now ‘underwater’).
e In this case, the expected loss will be 100,000 x 0.5 = THB 50,000 (PD x LGD x EAD = 0.5 x 0.125 x THB 800,000 = THB
50,000).

When evaluating the PD, banks may consider a variety of factors, and the ‘5C framework’ may be one of these. The LGD may
also be influenced by the quality of the collateral, with these two moving inversely against one another (i.e., the higher the
quality of the collateral, the lower the LGD). Collateral may also influence these calculations because it may disincentivize

borrower defaults?” and so although, debtors may put up collateral to demonstrate their ability to pay but this may
simultaneously increase their willingness to do so as they try to avoid having their assets seized.

Regarding unexpected losses, both the PD and LGD are important inputs into calculating the risk weighting, and so these have
a direct impact on capital requirements?Y. Given this, collateral has a significant impact on reducing commercial banks’
exposure to credit risk and on the opportunity costs that they must carry as a result of rules on minimum capital reserves that
divert this from more profitable outlets.

19/ Bank of Thailand (2013) ‘Regulations on Supervision of Capital in Accordance with the Basel Il framework’
20/ Chau H. A. Le & Hieu L. Nguyen, 2019. "Collateral Quality and Loan Default Risk: The Case of Vietnam," Comparative
Economic Studies, Palgrave Macmillan; Association for Comparative Economic Studies, vol. 61(1), pages 103-118, March.

21/ The formula for calculating risk for government, financial and business borrowers is as follows:

Risk Weighted Asset (RWA) = Capital requirement X 12.5 x EAD

. . _ vleen R o, 1+(M-2.5)b
where Capital requirement (K)—[LGD N|li=+ 1_RG(0.999)] PD LGD] =t

R = Correlation; M = Maturity; b = Maturity adjustment
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Box 2: Developing a market mechanism to allow the use of high-value timber as collateral

The development of ‘tree banks’ is an example of how new types of market mechanism may be used to make more unusual
asset types suitable as alternative choices for collateral, and so of extending access to credit to a broader range of
borrowers??. The idea of using tree banks has been around since 2006, when civil society network began to discuss the idea,
though the possibility of their use became much more concrete with the passing of the Business Security Act B.E. 2558, which
opened the way for borrowers to use perennial plants listed in the relevant forestry regulations?¥ as collateral for business
loans. Government agencies led by the Bank for Agriculture and Agricultural Cooperatives thus helped to establish the use of
tree banks as guarantees for loans. At the same time, communities have been encouraged to plant, maintain and to more
fully reap the benefits of plantation for the benefit of the broader value network, or “ecosystem”, surrounding forestry
stands. This has been achieved by training inspectors in how to appraise the value of forestry stands that are used as
collateral, and to add value to the timber being grown, community-level wood-processing businesses have been developed
and communities have been connected to carbon markets.

Nevertheless, it remains possible to develop market mechanisms that will further extend the tree bank financial ecosystem.
(i) Development of carbon markets and linking these to timber plantations will help to build value by allowing forestry
communities to sell carbon credits?# to industry, especially to carbon-intensive sectors such as petrochemicals, chemicals,
construction and transport. These are responsible for the release of large quantities of greenhouse gases, though this can
then be offset with carbon captured in forests. For example, research by the TDRI looked at Thai Airways, which has to pay
around THB 1,000 in carbon offsets per passenger flying to locations in the European Union. This then imposed additional
costs of around THB 500 million on the company. (ii) The development of a wood futures market would help to generate
value by reducing risk arising from fluctuations in wood prices. This would also make available future reference prices for
wood products to players in wood supply chains and help investors to better manage future supply and demand. (iii) Tree
bonds would help the timber financial ecosystems add value and develop further by raising capital to be used for timber
plantations, though this would necessitate recording data and estimating asset values, as well as requiring the provision of
comprehensive care to the growing trees.

Figure 12: The Thai Financial Ecosystem Surrounding High-Value Timber
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22/ Thailand Development Research Institute (2015) ‘The Design of Model for Forestry Bond in Thailand’

23/ There are 58 species listed in relevant forestry plantation law, including Tectona grandis, Dalbergia cochinchinensis, Pterocarpus
macrocarpus, Afzelia xylocarpa, Xylia xylocarpa, Shorea obtuse, Shorea siamensis, Hopea odorata, Azadirachta indica, Prunus
cerasoides, Millingtonia hortensis, Lagerstroemia floribunda, Mangifera indica, Durio, Dipterocarpus, Phyllanthus emblica,
Bambuseae Magnolia, Cassia bakeriana, Cassia fistula, Syzygium cumini, Samanea saman, Aquilaria crassna, and Lignum aloes.

24/ Carbon credits are a means of offsetting carbon that has or will be released against projects that aim to reduce the future
quantity of CO2 deposited in the atmosphere.
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