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Abstract

This article argues that a within-case analysis of the causes and patterns of the Guideline for
Nano Finance in Thailand. Using the method of systematic process analysis, the article explores the
expansion of credit rating in Nano Finance in Thailand from three perspectives: historical (power),
sociological (diffusion) and behavioral institutionalism (prospect theory). It demonstrates that the
proliferation of credit rating resulted from a change of preference on the part of Thailand. Nano
Finance will grant the maximum of 100,000 baht for each borrower without collateral. The
borrowing purpose is for business operation, not for consumption. The highest charging interest rate
should not exceed 36 per cent a year including effective interest rate charges, fees, and penalties.
This high regulated interest rate (36% per annum) would attract many new lending players who are
non-bank institutions. These new players may not be financial institutions who may have no any
lending experience. Therefore, the personal credit scoring guideline can help them to screen the high
potential borrowers in order to lessen the bad debt problems.

Keywords: Credit Rating, Nano Finance, Financial System, Institutionalism, Systematic Process
Analysis

1. Introduction

Personal credit scoring is a statistical method to evaluate an individual’s creditworthiness that
represents credit payment history of a person. The scoring systems are different criteria depending
on each credit bureau considerations. In the United States, there is a well-known organization, FICO
(Fair, Isaac, and Company) who provides personal credit scores to national credit bureaus, banks,
insurance companies, and financial institutions since 1989 (http://en.wikipedia.org/wiki/
credit_score in_the united states).

The Bank of Thailand (BOT) said "nano-financing" could provide added protection and
fairness for consumers along with better management of informal loans outside the financial
institution system through the increase of clarity and transparency, as nano-finance would encourage
people to offer and get loans from within the formal system.

The Finance Ministry has devised the "nano-finance" concept to help non-bank lenders to
extend money to grass-roots people, or those who don't have access to capital, as commercial banks
are having cost difficulty in providing such loans to micro-borrowers. It plans to submit a proposal to
promote nano-financing to Deputy Prime Minister Pridiyathorn Devakula before the end of this
month.
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Currently the smallest form of loan that financial institutions can offer is "micro-finance", which has
a maximum loan amount of 200,000 Baht, at an interest rate of 28 percent, while the nano-finance
idea would offer 100,000-120,000 Baht and the interest rate would be higher at 30-36 percent.

In methodological terms, the study uses systematic process analysis (Hall 2008), which
compares the historical record of the emergence and institutionalization of rating in Thailand with
the expectations of rival analytical approaches. Systematic process analysis requires deep empirical
foundations because rival empirical expectations are tested against each other by documenting
conforming and non-conforming observations (Hall 2008: 314). For this reason, I have double-
checked basic information and collected data from three different types of sources: academic and
professional publications on rating; newspaper articles about Thai financial market deregulation; and
interviews with experts who represent the financial authorities.4 At the request of our interviewees,
the matters discussed are used and quoted in the text anonymously.

This article assumes that the clue for understanding institutional change is the exploration of
preference change. The reason for this is that material interests change little and preferences translate
material interests (such as the profit interest of banks) into action. Following Frieden (1999), Vogel
(1999), Hall (2005:), Woll (2005) and others, 1 claim that there is a difference between material
interests and preferences and that it is useful to assume interests are fixed and to derive them from
economic theory. Interests (which can be multiple) are the (mostly economic) values and benefits
that actors pursue; their preferences define the way they order the possible outcomes of their
behavior. In this study, ‘interests’ are defined as banks’ profit-seeking motives. Banks’ preferences
reflect their ranking of the governance mechanisms that they can use in the assessment of
creditworthiness to maximize their profits — namely how they order the use of networks, firm-
hierarchy and the market.

The focus on preferences means that, in contrast to most other institutional analyses, which,
following Hall and Taylor (1996), use the trinity of rational choice, historical and sociological
institutionalism, this article replaces the rational choice approach with ‘behavioral institutionalism’.
The reason for this is that rational choice institutionalism has problems in analyzing preference
change and processes of preference formation. Historical, sociological and behavioral
institutionalisms treat preference change as an empirical question because they see the formation of
preferences as endogenous. Rational choice institutionalism views preferences as exogenous and
given, and it is only an exogenous shock (thus a heavy and rapid systemic transformation) that is
expected to change them (e.g., Hall & Taylor 1996; McDermott 2004; Hall 2005; Fioretos 2011; for
an exception, see Greif & Latin 2004). In this approach, ‘institutional change happens only when
ceteris is no longer paribus, that is, when shocks exogenous to the system alter the context’ (Hall
2010, emphasis in original; similarly, see Mahoney & Thelen 2010).

This article has to note that the three strands of institutionalism — historical, sociological and
behavioral — share two points. First, they contend that there is an interactive relationship between
actors, institutions and the decision-making situation. And second, they analyze processes of
preference formation in an inductive manner and allow for endogenous preference change as a driver
of institutional change. However, despite these commonalities the three institutionalisms are
nevertheless quite distinctive in their understanding of Institutions and how endogenous preference
change comes about (see also Table 1). While historical institutionalism has a political and historical
understanding of actors’ decision making and preferences and sociological institutionalism highlights
normative and cognitive dimensions, behavioral institutionalism views institution-building and
endogenous preference change from the perspective of economic decision making.
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Table 1 Difference between Historical, Sociological and Behavioral Institutionalism

Historical Sociological Behavioral
institutionalism institutionalism institutionalism
(power) (diffusion) (prospect theory)
Institutions Institutions reflect | Institutions not  only | Institutions are choice
power specify ‘what one should | architectures
relationships and are | do’, but also ‘what one
instruments of power | can imagine oneself
redistribution doing’ (Hall &
Taylor 1996: 948)
Endogenous | Conditioned by | Conditioned by cognitive | Conditioned by actors’
preference existing and normative | framing of  relative
change institutions, power dimensions of existing | losses and gains
struggles and strategic | institutions and decision-
interaction making situations

Historical institutionalism conceptualizes institutions from a power-distributional perspective
and views preferences as conditioned by existing institutions and power struggles as well as strategic
interaction (Thelen & Steinmo 1992; Hall 2010; Jackson2010: 68).6 Sociological institutionalism
follows a ‘cultural approach’ by stressing the cognitive dimension of institutions and preferences
(Hall & Taylor: 1996). Assuming the logic of appropriate behavior (Hall & Taylor 1996: 947-949),
institutions not only specify ‘what one should do’ but also ‘what one can imagine oneself doing’,
with the result that cognitive and normative dimensions also affect actors’ preferences (Hall &
Taylor 1996).

Behavioral institutionalism loosens the ‘calculus’ approach of rational choice
institutionalism, which, according to Hall and Taylor (1996), assumes that actors maximize their
material interests by a specific and fixed ‘preference function’ and defines institutions as
coordination mechanisms sustaining particular equilibrium (similarly, see Mahoney & Thelen 2010).
Instead of stringent calculus, behavioral economics assumes bounded rationality — thus, that
rationalist calculations are limited by psychological effects such as ‘loss aversion’ and ‘framing
effects’ or ‘hyperbolic discounting’ (Shepsle 2006; similarly, see Posner 1998; Levi 2009).As a
result, in contrast to rational choice institutionalism, and in line with sociological and historical
institutionalism, behavioral economics (prospect theory) acknowledges that endogenously generated
preference shifts are possible (McDermott 2004): Preferences and their formation are not deductively
conceived but, as in historical and sociological institutionalism, they are treated as empirical
questions. What distinguishes behavioral institutionalism from historical and sociological
institutionalism is that this approach claims it is actors’ framing of relative losses and gains which
make their preferences change.

Historical institutionalism views preference change as a function of existing institutions,
strategic interaction or constellation of actors while sociological institutionalism points to the effect
of appropriate behavior. Behavioral institutionalism by contrast links endogenous preference change
to how actors frame the relative losses and gains of their behavior. Thus, behavioral economics
allows investigating economic reasons for preference shifts. FICO has disclosed the main factors of
credit  scores allocation as the following (http://www.myfico.com/crediteducation/
hatsinyourscore.aspx):
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A consumer’s payment history is accounted 35% of total scores. This concerns on late
payments, overdue, missing the payments, and default.

A consumer’s debt burden is accounted 30% of total scores. This counts the number of credit
accounts with owed amounts comparing to credit available amounts. It can be called debt-to-limit
ratio. The high ratio indicates the high risk that will get low scores.

A consumer’s credit history is accounted 15% of total scores. This is the length of time that a
borrower has been using and repaying the credit. It may be an average age of each credit account and
the age of oldest credit account.

A consumer’s credit usage is accounted 10% of total scores. This refers to types of credit
used by a consumer such as mortgage, revolving credit, auto loan, and studying loan. A consumer
who has no credit cards is weighted lower scores than a consumer with credit cards.

A consumer’s new credit account application is accounted 10% of total scores. hen a
consumer applies for many credit cards or loans that are recorded and displayed on personal credit
reports within 12 months. This may be lower the scores.

All these above factors are FICO’s basic credit scoring considerations. Here, FICO credit
scores focus on default risk of a consumer. So, FICO credit scores are widely uses by the lenders.
Anyhow, there are many details to evaluate a consumer’s creditworthiness. But the details are
secret!! Each credit assessment organization always develops its own credit scoring models and
calculating methods. Based on many researches from both academics and financial industry found
that there is no single technique proven as superior credit evaluation for the most accuracy credit risk
prediction. However, the more credit information of a consumer will help a lender to facilitate in
screening the potential borrowers. In business practice, a high credit scoring customer is able to lend
at a lower interest rate than a low credit scoring customer. Moreover, a high credit scoring customer
is also able to have a longer credit term as well as a larger credit line comparing to the low credit
scoring customer.

The major credit bureaus do much on credit reporting more than credit scoring. The credit
bureaus work as credit information providers, not credit scoring evaluators. Therefore, banks, credit
card issuers, and lenders have their own proprietary credit scoring models. They also have their own
interpretation of a credit score that will vary by lender, industry, and the economy as a whole. Even
though the same banking sector, each bank has its own credit granting criteria. Normally, smaller
banks will have the easier credit granting criteria than the larger banks. However, there is a set of
basic credit scoring assessments that are used by the bankers, especially the mortgage loans
consideration. The basic set of a debtor’s credit assessments is called 6 Cs which are as the following
(http://www.cbmfoundation.org):

Character - Paying bills on time and meeting financial obligations are signs of good character.

Capacity - Repaying a loan or other financial agreement (enough cash left over after paying fixed
monthly expenses to repay loan, the stability of employment or business)

Capital - Subtracting all your debts from your assets, including any property.

Conditions — Focusing on the intended purpose of the loan and considering the economic climate and
market conditions.

I M B E International Journal of
J Management, Business, and Economics



Collateral — Backing up for a payment of a debt by any property or possession.
Common Sense — Reflecting good reasons for answering the questions.

Recently, the Bank of Thailand and the Finance Ministry would permit the non-bank
institutions to provide personal credit loans which are called “Nano Finance” in order to get rid of the
loans from outside the financial system (http://www.nationmultimedia.com/business/Nano-finance-
regulations-approved). The Bank of Thailand found that the grass-roots people have a harder time to
access the capital in financial system. At the same time, most of Thai commercial banks have high
costs to lend to these groups of people who need a small amount of loan. Anyhow, there are a large
number of people who need loans but they cannot meet the banks’ lending criteria. Consequently,
they borrow from outside the financial system where there is no law protection. This is the main
reason to issue Nano Finance that is expected to ease the problem of unlawful loans in Thailand.

Firstly, they can apply the 6Cs to develop the personal credit scoring assessments which
should focus on the first 2Cs: Character and Capacity. The good potential borrower’s character is to
measure his past ability to pay debt which may refer to credit bureaus’ information. If there is no
any historical credit payment records, the lender should interview each borrower. The specific set of
interview questions should be used as the standardization. The main questions should be related to
each borrower lending and payments history, for example:

Have you ever lent money from other people? If yes, how much it was? How you spent it?
In the past, how you paid off the loan(s)? (amount and timing of payments)
How many sources of loans you have at present? And how you plan to pay off the loan(s)?

The lender can weigh the credit scores referred to FICO’s credit scores allocation which is
accounted 35% for payment history and 15% for credit history. Then, the lender should allocate
marks on each question up to 50 marks for payment and credit history. The good potential
borrower’s capacity is measure his ability to pay debt in the future that should focus on a borrower’s
job stability, income, and income sufficiency. Most of Nano’s borrowers are self-employed that may
not have any official report of his job position, monthly income, and extra earnings. Again, the
borrower’s interview will be the only practical tool for data collection. Then, the specific set of
questions for assessing the borrower’s ability to pay off loan is a must!! These specific questions
should concern on the following information:

What is your business?

Where is located?

When is your business operating hours?
Why you do this business?

How you operate your business?

How much is your daily income and daily expenses?

How you plan to use this requesting loan? And how you plan to pay off this requesting loan?
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The lender can also weigh the credit scores as FICO’s that is accounted 30% for consumer’s
debt burden and 10% for credit usage. The rest of 10%, we may count for common sense that reflects
the borrower’s wise decisions to answer the questions. The lender should allocate the marks for each
question up to another 50 marks for the borrower’s ability to pay off the loan in the future.

Next, the lender must consider on the cut-off criteria that provide only 2 alternative decisions:

Yes : The borrower who passes the cut-off criteria is granted for a personal loan.
No : The borrower who fails the cut-off criteria is declined for a personal loan.

FICO’s credit scores model has no exact cut-off criteria. FICO has the guidelines for good
score of above 720 and bad score of below 600. The range of FICO credit scores are 300 — 850
which the average credit score is somewhere around 680 (http://www.investopedia.com/
erms/f/ficoscore.asp). As FICO guidelines, the lender can determine the cut-off criteria as percentile
methods which can be calculated as the follows:

720/850

Good credit score 84.7% and above

Bad credit score 600/850 70.6% and below

Here, the lender can set the cut-off criteria at 71% of total credit scores. Then, the lender
should consider on credit line (lending amount), credit term (lending period), and lending interest
rate. The good potential borrowers are rated over 85% that can get the maximum credit line and
credit term depending on the lending purpose with a lowest interest rate charge. The average range of
borrowers who are rated between 71% - 85% can get the normal credit line and credit term with an

average lending rate charge.

Table 2 The Recommend for Charging Interest Rate, Amount of Loan, and Credit Term

Credit Scores Interest Rate Charges | Amount of Loan Credit Term
96 — 100 30% 100,000 baht 24 months
91-95 31% 90,000 baht 24 months
86-90 32% 80,000 baht 24 months
81 -85 33% 70,000 baht 12 months
76 — 80 34% 60,000 baht 12 months
71 -175 35% 50,000 baht 12 months

The lender may offer the interest rate discount between 1% - 3% as a reward for a good
practice borrower who pays the installments and paying off the loan on time. The key success for
small lending loan is the frequency of following up each borrower’s payments. So, the lender should
arrange the payment methods to match the borrowers’ behaviors and should provide the variety
payment channels.

I M B E International Journal of
J Management, Business, and Economics



References

Abdelal, R. (2007). Capital rules: The construction of global finance. Cambridge, MA: Harvard
University Press.

Ball, M. (1998). Institutions in British property research:A review. Urban Studies 35(9): 1501-1517.
Berblinger, J. (1996). Marktakzeptanz des Rating durch Qualitdt. In H.E. Biischgen & O. Everling
(eds), Handbuch Rating. Wiesbaden: Gabler.

Campbell, J.L. (2010). Institutional reproduction and change. In G. Morgan et al. (eds), The Oxford
handbook of comparative institutional analysis. Oxford: Oxford University Press.

Carruthers, B.G. (2010). Knowledge and liquidity: Institutional and cognitive foundations of the
subprime crisis. In M. Lounsbury & P.M. Hirsch (eds), Markets on trial: The economic sociology of
the US financialcrisis: Part A. Bingley: Emerald.

Carruthers, B.G. & Kim, J.-C. (2011). The sociology of finance. Annual Review of Sociology 37:
239-259.

Cinquegrana, P. (2009). The Reform of the Credit Rating Agencies: A Comparative Perspective.
ECMI Policy Brief 12. Brussels: European Capital Markets Institute.

Deeg, R. (1999). Finance capitalism unveiled: Banks and the German political economy. Ann Arbor,
MI: University of Michigan Press.

Deeg, R. (2001). Institutional Change and the Uses and Limits of Path Dependency: The Case of
German Finance. MPIfG Discussion Paper 01/6. Cologne: Max Planck Institute for the Study of
Societies.

Deeg, R. (2005). Change from within: German and Italian finance in the 1990s. In W. Streeck & K.
Thelen (eds), Beyond continuity: Institutional change in advanced political economies. Oxford:
Oxford University Press.

DiMaggio, P.J. & Powell, W.W. (1983). The iron cage revisited: Institutional isomorphism and
collective rationality in organizational fields. American Sociological Review 48(2): 147-160.

Eckstein, H.H. (1975). Case study and theory in political science. In F.I. Greenstein & N.W. Polsby
(eds), Handbook of political science. Boston, MA: Addison-Wesley.

Economist (2001). Banking supervision — The Basel perplex: New bank rules get more complex and
unwieldy by the day. Economist, 10 November: 65-66.

Engelen, K.C. (2004). Das Empire strikes back. International Economy 18(1): 64-71.

Farrell, H. & Newman, A.L. (2010). Making global markets: Historical institutionalism in
international political economy. Review of International Political Economy 17(4): 609-638.

Fioretos, O. (2011a). Creative reconstructions: Multilateralism and European varieties of capitalism
after 1950. Ithaca, NY: Cornell University Press.

I M B E International Journal of
J Management, Business, and Economics

135



136

Fioretos,O. (2011b). Historical institutionalism in international relations. International Organization
65(2): 367-399.

Frieden, J. (1999). Actors and preferences in international relations. In D.A. Lake & R. Powell (eds),
Strategic choice in international relations. Princeton, NJ: Princeton University Press.

Greif, A. & Latin, D.D. (2004). A theory of endogenous institutional change. American Political
Science Review 98(4): 633-652.

Hall, P.A. (2005). Preference formation as a political process:The case of the monetary union in
Europe. In I. Katznelson & B.R.Weingast (eds), Preferences and situations: Points of intersection
between historical and rational choice institutionalism. New York: Russell Sage Foundation.

Hall, P.A. (2008). Systematic process analysis:What it is and how to use it. European Political
Science 7(3): 304-317.

Hall, P.A. (2010). Historical institutionalism in rationalist and sociological perspective. In J.
Mahoney & K. Thelen (eds), Explaining institutional change. Cambridge: Cambridge University
Press.

Hall, P.A. & Taylor, R.C.R. (1996). Political science and the three institutionalisms. Political Studies
44: 936-957.

http://en.wikipedia.org/wiki/credit score_in_the united states
http://www.myfico.com/crediteducation/whatsinyourscore.aspx

http://www.cbmfoundation.org

http://www.investopedia.com/terms/f/ficoscore/asp
http://www.nationmultimedia.com/business/Nano-finance-regulations-approved

Jackson,G. (2010): Actors and institutions. In G. Morgan et al. (eds), The Oxford handbook of
comparative institutional analysis. Oxford: Oxford University Press.

Kahneman, D. (2003). Maps of bounded rationality: Psychology for behavioral economics. American
Economic Review 93(5): 1449-1475.

Kahneman, D. & Tversky, A. (1979). Prospect theory: An analysis of decision making under risk.
Econometrica 47(2): 263-291.

Kerwer, D. (2005). Standardizing as governance: The case of credit rating agencies. In A. Héritier
(ed.), Common goods: Reinventing European and international governance. Lanham, MD: Rowman
& Littlefield.

King, M.R. & Sinclair, T.J. (2003). Private actors and public policy: A requiem for the new Basel
Capital Accord. International Political Science Review 24(3): 345-362.

Lall, R. (2012). From failure to failure:The politics of international banking regulation. Review of
International Political Economy 19(4): 609-638.

Levi, M. (2009). Reconsiderations of rational choice in comparative and historical analysis. In M.

Lichbach & A. Zuckerman (eds), Comparative politics: Rationality, culture and structure.
Cambridge:  Cambridge University Press.

I M B E International Journal of
J Management, Business, and Economics



Levy, J.S. (1997). Prospect theory, rational choice and international relations. International Studies
Quarterly 41(1): 87-112.

Levy, J.S. (2002). Qualitative methods in international relations. In F.P. Harvey & M. Brecher (eds),
Evaluating methodology in international studies. Ann Arbor, MI: University of Michigan Press.

Levy, J.S. (2003): Applications of prospect theory to political science. Synthese 135: 215-241.

Litz, S. (2002). Der Staat und die Globalisierung von Finanzmirkten. Regulative Politik in
Deutschland, GroBbritannien und den USA. Frankfurt am Main: Campus Verlag.

Mahoney, J. (2000). Path dependence in historical sociology. Theory and Society 29(4): 507-548.

Mahoney, J. & Thelen, K. (2010). A theory of gradual institutional change. In Explaining
institutional change: Ambiguity, agency and power. New York: Cambridge University Press.

McDermott, R. (2004). Prospect theory in political science: Gains and losses from the first decade.
Political Psychology 25(2): 289-312.

Pagliari, S. (2012).Who governs finance? The shifting public-private divide in the regulation of
derivatives, rating agencies and hedge funds. European Law Journal 18(1): 44-61.

Posner, R.D. (1998). Rational choice, behavioral economics and the law. Stanford Law Review
50(5): 1551-1575.

Shepsle, K.A. (2006). Rational choice. In S.A. Binder, R.A.W. Rhodes & B.A. Rockman (eds), The
Oxford handbook of political institutions. Oxford: Oxford University Press.

Sinclair, T.J. (2005). The new masters of capital: American bond rating agencies and the politics of
creditworthiness. Ithaca, NY: Cornell University Press.

Strang, D. & Meyer, J.W. (1993). Institutional conditions for diffusion. Theory and Society 22(4):
487-511.

Streeck, W. & Thelen, K. (2005). Introduction: Institutional change in advanced political economies.
In Beyond continuity: Institutional change in advanced political economies. Oxford: Oxford
University Press.

Tarullo, D.K. (2008). Banking on Basel: The future of international financial regulation.
Washington, DC: Peterson Institute Press.

Thelen, K.&Steinmo, S. (1992). Historical institutionalism in comparative politics. In S. Steinmo,
K.,Thelen & F. Longstreth (eds), Structuring politics: Historical institutionalism in comparative

analysis. Cambridge: Cambridge University Press.

Vogel, S.K. (1999). When interests are not preferences: The cautionary tale of Japanese consumers.
Comparative Politics 31(2): 187-207.

Weyland, K. (1996). Risk taking in Latin American economic restructuring: Lessons from prospect
theory. International Studies Quarterly 40(2): 185-207.

I M B E International Journal of
J Management, Business, and Economics

137



Woll,C. (2005). Learning to Act onWorld Trade: Preference Formation of Large Firms in the United
States and the European Union. MPIfG Discussion Paper 05/1. Cologne: Max Planck Institute for the
Study of Societies.

Woods, D.R. (2005). Governing global banking: The Basel Committee and the politics of financial
globalisation. Aldershot: Ashgate

International Journal of
138 IJMBE Management, Business, and Economics



