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Summary

was hot what wasinitially intended for it.

mohility. Singapore has a prudent government char-
acterized by fiscal surpluses and forced saving.

The deliberate effort to set up a financial center
can be avery costly exercise, as those that failed at
the effort soon found out. Financial infrastructure
involves more than physical buildings and sophisti-
cated telecommunication facilities. A successful fi-
nancial center must be located in a geographic area
and time zone that can fill the gap in international
trading hours and serve the needs of the economies
intheregion. Internationally recognized accounting
standards, a well-established legal system, a strong
local economy with a stable currency, and a harmo-
nious political environment and effective government
are also essential. In addition, the financia center
should be equipped with an international airport and
topnotch accommaodation facilities. Successalso de-
mandsaquality workforcewith English asthelingua
franca. Singapore does go along way in satisfying
thelist of requirements.

Theongoing Asian currency turmoil isessentialy

 acase of grand-scale mismanagement of private-
Singapore is one of the few economiesin Asiathat :
have experienced sustained growth for over three :
decades, with full employment and prolonged price :
stability. Its unique financial system has weathered :
severd financia criseswithrelative stability, and plays |
apivota rolein its continued growth. Although the
financial sector was developed since the 1960s as
part of thegovernment’soverall industridization strat- -
egy, itsevolution into afull-fledged financia center -
- with swift and contagious outflows in the midst of

International banking and financing activities in
Singapore are very much influenced by the external
and domestic economies, local ingtitutional arrange-
ments, and macroeconomic stabilization priorities. To
fully understand and appreciate the impact of thedi- -
chotomized financid system (inwhich theonshoreand -
offshorefinancial activitiesaredemarcated), onemust
first recognizethat Singaporeisasmall openeconomy
engaged in international trade. Thefinancid markets
in Singaporeare small and open, and have high capital

sector funds which led to loss of confidence and to
massive, swift, and contagious capital flight. In the
face of such volatility, the extent to which an off-
shore financia center can protect the domestic fi-
nancial sector against intense fluctuation in asset
pricesand capital mobility isof interest. Thisability
would berelevant particularly for emerging econo-
miesthat were flooded with massive capital inflows
for years before the currency crisis and then met

financial paralysis.

Singapore is a mgjor financial center that plays
the funding role of inward financial intermediation,
pools savings, integrates capital markets, creates
employment opportunitiesin all related sectors, fa-
cilitates cross-border trade and foreign direct invest-
ment, supports economic activities across sectors,
and provides a reliable framework for the conduct
of monetary and fiscal policies. The significance of
the contribution of the financial and business ser-
vices sector cannot be underestimated.

Theterms*“Asian currency unit (ACU)” and “do-
mestic banking unit (DBU)” are potentially confus-
ing as they are not currency units like the ECU of
Europe and should not beinterpreted as demarcated
financial markets. Both are simply accounting con-
ventionsfor financial legal entities established within
financia institutionsand registered to operate accord-
ing to specific guidelineslaid down by the Monetary
Authority of Singapore (MAS). An ACU, unlike a
DBU, candeal in any currency except the Singapore
dollar.

This demarcation between an ACU and a DBU
is made to protect the latter from overcrowding by
foreign participantsand from external shocks. At the
same time, MAS seeks to encourage active foreign
participation in ACUs through minimal regulations
for offshore banking activitieswithin anincreasingly
liberal financial framework. How such objectivescan
be effectively achieved requires an indigenous




response and subtle implementation. The authority -
has to tread a fine line between ingtituting controls

and ensuring market efficiency.

tent of financial deepeningin Singapore.

dollar.

Over the past three decades, Singapore hasfaced
various internal and external shocksto its financial
system. Theinternal disturbancesincluded thefold-
ing up of the Pan-El Company in 1985, which para-
lyzed the stock markets of Singapore and Malaysia -
for afew days, the brief economic recessionin 1986, :
and the collapse of Barings Bank in 1995. Among :
the external shockswere theinternational monetary :
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crisisin 1971/73, the stagflation in 1974/75 induced
by the oil-price hike, the global stock crash of 1987,

~ the substantial contraction of offshore financial ac-

ACU assets grew at an average annual rate of :
75.4 percent in the 1970s but the growth slowed to :
25 percent in the 1980s. In contrast, DBU assets :
grew at an annual average of only 24 percent through- :
out the 1970s and 1980s, in step with the steady :
growth in gross domestic product (GDP) during the :
period. In 1970, DBU assets were only 8 percent :
and ACU assets only 30 percent of GDP. By 1980, :
DBU assets were as large as GDP while ACU :
assets were 3.4 times higher. In the 1990s, ACU :
assets were seven to ten times as large as GDP, :
while DBU assetsrose at asteadier rate, from about -
twice the size of GDP in 1990 to about two-and-a -
half timesin 1997. Theratio of ACU to DBU assets -
climbed from 27 percent in 1970 to 340 percent in -
1980 and 500 percent in 1990, then declined to about
300 percent in 1997. These statistics show the ex-
- by MASfor DBUsand ACUsin the 1970s required

As of 1998, there were 34 full-license banks; of -
these, 12 wereindigenous and therest wereforeign- -
owned. There are now 13 foreign restricted-license
banks. Between 1984 and 1998, the number of for- .
eign offshore-licensed banks increased from 14 to
107, while the number of merchant banksalso grew -
from 11 to 81. Thisinteresting phenomenon reflects
theimpact of global policy—induced structural change
and market preferences regarding the quality of
local versus foreign currencies. Clearly, such mar-
ket devel opments have affected and will continueto
dictatetheway inwhich MASmanagesthe Singapore -

tivities in 1992 before the imposition of the capital
adequacy ratio requirement, and the Asian currency
turmoil which beganin 1997. The way in which the
financial system operates must therefore be clearly
understood and the specific featuresthat allowed the
system to cope with such shocks must be identified.
The dichotomized financial system may be
studied intermsof itsregulatory rules, prudential safe-
guards, and fiscal incentives. The regulatory frame-
work refersto rules and regulations that are deemed
fundamental in shaping the system according to cer-
tain economic principlesand palicy priorities. Theevo-
[ution of the framework suggests that the governing
authoritiessince the 1970shave consi stently opted for
aliberalized financial environment based on the op-
eration of market forces and high capital mobility.
The administrative supervisory framework set up

the periodic submission of statisticsand reports. This
shows that at the start, when MAS had very little
experience, it focused on establishing an extensive
matrix of dataand information on the two-tier finan-
cial system. Authoritiescommonly begin regulating
and supervising by imposing strict or even excessive
rulesthat may eventualy stiflefinancid activitiesand
institutions. Effective administrative supervision de-
mands aworking relationship between financial in-
stitutions and the supervising authority where the
former are market playersand thelatter isthewhistle-
blowing referee.

Financial sector deregulation is being carefully
sequenced and reflects both external and domestic
monetary conditions. While market forces should be
respected in principle, government initiatives, policy
interventions, and promotion efforts remain key to
the success of a leading financial center. Interna
tional financia intermediation and globally integrated
financial markets are so complex that nonmarket
intervention measures by the authorities must often
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becarried out through trial and error. Itisnot easy to -
supervisewithinrigoroudly defined rules. Instead, the |
authorities are forced to learn to regulate and cope :
with uncertainty while alowing financia ingtitutions :
: fledged financial center. The financial sector was

Thegoverning authoritiesregard financial service :
ingtitutions quite differently from manufacturing com- |
panies. The conservative stance of MAS can be seen
from itsguidelines on such matters as minimum capi-
tal funds, capital adequacy ratio, bad-debt provision,
and credit facilitiesfor single borrowersor groupsof
borrowers. The prudential safeguards instituted by
the dichotomized financial system have significant
~ sen to take an unconventional path in shaping the

On the asset management side, measuressuch as
imposing aceiling on Singapore dollar credit facili-
tiesfor resident nonbank customersof offshore banks -
are perhaps more effective in preventing foreign -
encroachment on DBUs. On the liability manage- -
ment side, therelativeinaccessibility of local depos- -
itsto restricted banks and offshore banks also tends

to manage their own market risks and shocks.

impact on domestic financial stability.

to discourage foreign participation in DBUs.

The Macroeconomic
Context and Its Effect on
Financial Sector Policies

Singapore is one of the few economiesin Asiathat
have registered sustained economic growth for over
three decades with full employment and prolonged
price stability. Behind thiseconomicresiliency liethe
twin engines of growth, namely, the manufacturing
sector and the financial and business services sec-
tor. These two sectors are mutually reinforcing and
each has consistently contributed to about a quarter
of Singapore's real gross domestic product (GDP)
since the 1980s. Its unique financial system, which
has weathered several financia crisesincluding the
ongoing Asian currency turmoil with relative stabil-
ity, playsapivotal roleinits continued growth.
Considering the weaknesses inherent in the sys-
tem, the relative success of Singapore as a regional

financial center was a bonus. Although the govern-
ment developed the financial sector since the 1960s
as part of itsoverall industriaization strategy, it did
not initially intend the sector to evolve into a full-

meant to provide the necessary infrastructure sup-
port for multinational corporations (MNCs), which
the republic had successfully attracted since inde-
pendencein 1965 and the establishment of the Jurong
Industrial Park. An understanding of the history and
unique circumstances of Singapore will alow abet-
ter appreciation of the complexity of the situation
and clarify the reasons why policymakers have cho-

evolution of thefinancial system. International bank-
ing andfinancing activitiesin Singapore are very much
influenced by the external and domestic economies,
local ingtitutional arrangements, and macroeconomic
stabilization priorities.

Therefore, to fully understand and appreciate the
impact of thedichotomized financial system (inwhich

* the onshore and offshore financial activities are de-

marcated), onemust first befamiliar with Singapore's
economy, ingtitutional setting, and policy priorities.
Singaporeisasmall open economy engaged ininter-
national trade. Itstotal merchandise trade (excluding
entrepot trade) as a percentage of GDP has well ex-
ceeded 200 percent since the early 1990s, compared
with 52 percent for Hong K ong, China; 50 percent for
Korea; and 75 percent for Taipei,China. Nonoil ex-
ports as a percentage of GDP stood at 48 percent in
1980, peaked at 80 percent in 1988, and have hovered
around the 75 percent mark in the 1990s.

Since nonoil exportsarethelargest component of
aggregate demand in Singapore, the exchange rate
hasagreat effect on GDP. With the high import con-
tent of exports (70 percent) and of total domestic
expenditure (60 percent), domestic pricesarelargely
determined by world prices for a given exchange
rate. According to a recent study by the Monetary
Authority of Singapore (MAS), for agiven nominal
effective exchangerate (NEER), al percent increase




inforeign priceswouldlead toa0.7 percent increase -
in Singapore’s consumer priceindex (Menon 1995). :

The country’sfinancial marketsare small and open, :
and have high capital mobility. Singaporeisan inter- :
national financial center dominated by a large off- :
shore banking sector with neither exchange controls :
nor restrictions on foreign direct investment flows. :
Asof March 1998, assetsin the Asian dollar market :
(ADM), denominated largely in US dollars, stood at :
about US$513 hillion, over three times larger than :
the assetsin onshore domestic banking units of about :
US$ 169 hillion.

Since deposits are freely convertible between lo- :
cal and foreign currencies, and capital can be swiftly :
mobilized to exploit opportunitiesfor covered inter- :
est arbitrage dueto rate differentials, domestic inter- :
est ratesarelargely determined by both foreign rates 3
and expectations of the future strength of the -
Singaporedollar. High capital mobility intheabsence -
of exchange controls and with substantial balance-
of-payment flows also means that movements in
domestic monetary aggregates are by and large af- -
fected by funds from abroad.

Singapore has a prudent government character-
ized by fiscal surplusesand forced saving. Sincethe -
1970s, except in 1987, the government hasbeenrun-
ning on budget surpluses. A favorable external envi- -
ronment and strong regional growth translated into -
an upturn for the Singapore economy in the 1980s
and 1990s, with the brief 1985/86 recession provid-
ing the only minor glitch. Forced savings, or thenet
contribution to the Central Provident Fund (CPF),
grew rapidly. Gross national saving was about 45
percent of gross national product throughout the -
1990s. Theserather unusual government and institu- -
tional features not only led to an incipient apprecia- -
tion of the Singapore dollar and aliquidity drainon
the banking system, but also complicated theimple-
mentation of policy objectives. '

The resiliency of the dichtomized financial :
system and how it has made Singapore the major :
international financial center that it istoday cannot :
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be overlooked. To evaluate the system, what is
needed is a broad understanding of how the govern-
ment offers policy inducements and market forces
ensure efficiency by promoting financia activitiesac-
cording to comparative advantage. (See Appendix 1
for a chronology of financial market-related mea-
sures and events.) After highlighting the macroeco-
nomic context of Singapore, this study traces the
evolution of thedichotomized financial system since
the 1960sin terms of its underlying principles, per-
formance, and economic contribution. Then the study

- takes a critical look at the regulations, safeguards,

and incentives that separate domestic banking units
(DBUSs) from Asian currency units (ACUs). The
analysis is meant to show whether and how such a
demarcation insulatesthe economy from volatility of
capital and other external shocks. The next to the
last section examinesthe unique monetary transmis-
sion mechanism of Singapore, itspeculiar ingtitutiona
features, and the sequencing of its macroeconomic
policy stabilization. Issues at stake are explored and
conjectures are made regarding the variousimplica-

- tionsof the dichotomized financial system. The con-

cluding remarks include observations and lessons
drawn for the Association of Southeast Asian Na-
tions (ASEAN) financial system.

The Dichotomized
Financial System and Its
Evolution Since the 1960s

A practitioner is not judged by the rigor of his
logic or by the elegance of his presentation. He
is judged by results. Practitioners need to be in-
novative in grappling with tasks of a third world
economy. The book of rules tells you very little;
precedents borrowed from advanced countries
have a nasty habit of coming apart in your
hands.—Dr. Goh Keng Swee (The Practice of Eco-
nomic Growth, 1977)

There is no good definition of an offshore finan-
cia center in the literature. Its characteristics are
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not clearly defined and itsclassification accordingto -
itsactivitiesisat best ambiguous. An offshore finan- |
cial center deals with nonlocal currency, generaly :
with very little regul ation and primarily but not exclu- :
sively for nonresidents (Park 1982). With total as- :
setsamounting to US$557 billionin 1997, Singapore :
isprobably theleading, and certainly the biggest, off- |
shore center. Other major offshore centers that are
dichotomized or not fully integrated with the domes-
tic banking sector arefoundinthe Bahamas, Bahrain;

Cayman Idlands; Hong Kong, China; and Panama.

The deliberate effort to set up afinancial center
can be avery costly exercise, asthose that failed at
~ terminating itscolonial link to the British pound. This
involves more than physical buildings and sophisti-
cated telecommunication facilities. A successful fi-
nancial center must be located in a geographic area
and time zone that can fill the gap in international -
trading hours and serve the needs of the economies
intheregion. Internationally recognized accounting -
standards, a well-established legal system, astrong
local economy with astable currency, and aharmo-

the effort soon found out. Financial infrastructure

nious political environment and effective government
are also essential. In addition, the financia center
should be equipped with an international airport and
topnotch accommodation facilities. Successalso de-
mandsaquality workforcewith English asthelingua
franca. Singapore does go along way in satisfying
thelist of requirements.

Aninternational financia center existsand flour-
ishes because of the presence of financial institu-
tions that reap economies of scale through their in-
ternationa banking activities. Financia indtitutionscan
servetheir clientsmore efficiently in acommon cen-
ter or marketplace because they are better able to
constantly update, process, and disseminate infor-
mation. For an international financial center to suc-
ceed, enough financial institutions must participate
actively to enable frequent interaction and exchange
of ideas among professionals and to facilitate finan-
cial innovation. In an active interbank market, sur-
plusfundswould be optimally all ocated. Fundswould

be employed most productively where banks could
share liquidity and risks. All these reasons explain
Singapore’s existence and continued progress as a
leading offshore financial center.

The idea of starting an offshore financial center
was first mooted by A. Winsemius, a Dutch eco-
nomic adviser to the country in the late 1960s, after
adiscussion with an American banker. The two had
concluded that Singapore could become afinancial
center for Southeast Asiasinceitstimezone alowed
it to fill the gap that existed in the trading hours of
global financial centers. Singapore had to be pre-
pared, however, to take drastic measures, such as

could expose the fragile domestic banking sector to
international banking competition and erode the ef-
fectiveness of monetary policy by compromising
monetary autonomy. After a difficult but important
cabinet decision was made, then Deputy Prime Min-
ister Goh Keng Swee was asked to design a master
plan for the establishment of the Asian dollar market
(ADM) to service the untapped pool of hard curren-
cies, mostly dollar-dominated, in theregion. Bank of
Americawas the first to be given approval, in No-
vember 1968, to participate in the ADM.

The pace of financial liberalization in the various
stages of economic development has always been a
point of contention. It is not surprising, then, that the
financial system and financia structureareonceagain
a theforefront of the debate. The ongoing Asian cur-
rency turmoil isessentially acase of grand-scaemis-
management of private-sector funds, whichledtoloss
of confidence and to massive, swift, and contagious
capita flight. Inthe face of such volatility, the extent
to which an offshore financia center can protect the
domedticfinancial sector against intensefluctuationin
asset prices and capital mobility isof interest.

This ability would be relevant particularly for
emerging economies that were flooded with mas-
sive capital inflows for years before the currency
crisis and then met with swift and contagious out-
flowsinthemidst of financia paralysis.




Contribution of Financial
and Business Services to
Economic Growth

Ness services sector cannot be underestimated.

percent yearly over the past three decades (adlightly
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- sector maintained its growth momentum through-
. out the period. Because Singapore is an interna-
-~ tional financial center, itsfinancial activitiestend to
Aninternational financial center contributes not just :
tothelocal economy but also tofinancia intermedia :
tion in the surrounding economies. A financial cen- :
ter supports and serves the local economy through :
variouschannels. Singaporeisamajor financial cen- :
ter that plays the funding role of inward financial :
intermediation, pool s savings, integrates capital mar- :
kets, creates employment opportunitiesin all related :
sectors, facilitates cross-border trade and foreign :
direct investment, supportseconomic activitiesacross :
sectors, and provides a reliable framework for the :
conduct of monetary and fiscal policies. The signifi- :
cance of the contribution of the financial and busi- -

accelerate with growth in real activities around the
region. The manufacturing sector, too, experienced
double-digit growthinthe 1970s, but intensified com-
petition from the newly industrialized economies
and the emerging ASEAN economiesin the 1980s
and 1990s gradually slowed down the growth rate
(Table 1).

Thefinancial and business services sector hasin-
creased itsaverage contributionto GDP growth over
the past three decades, from 1.9 percent inthe 1970s
to 3.4 percent in the 1980s and 2.3 percent in the
1990s. On the other hand, the manufacturing sector’s
contribution dropped from 3.2 percent in the 1970s

to 14 percent in the 1980s and 1.8 percent in the
Singapore’s GDP has grown by an averageof 8.4

higher average growth rate of 9.5 percent was -
achievedinthe 1970s, compared with 7.4 inthe 1980s -
and 8.2 in the 1990s). The transport and communi- -
cations sector had the highest average annual growth,
with a growth rate of 11 percent between 1970 and -
1997. Growth in the sector averaged 14.9 percentin -
the 1970s, but decel erated to 9.5 percent inthe 1980s -
and 9 percent in the 1990s as the infrastructure of
the republic matured. Average growth in the finan-
cial and business services sector, at 10.3 percent over
the last three decades, was the second highest. This

1990s. Other sectors had astable contribution to GDP
growth, except for the construction sector, whose
contribution tended to fluctuate over time (Table 2).
In terms of share of GDP, thefinancial and business
services sector caught up with the manufacturing
sector inthemid-1980sand overtook it dlightly inthe
1990s. The two sectors, which are regarded as the
twin engines of growth, accounted for 54 percent of
GDP in the 1990s. The share of the commerce sec-
tor has been steadily declining, whilethat of thetrans-
port and communications sector hasgradually picked
up, in tandem with the financial and business ser-
vices sector (Table 3).

BIELICHM Annual Changes in Gross Domestic Product at 1990 Market Prices, by Sector, 1970-1997 (percent)

Sector 1970-1974

1975-1979

1980-1984 1985-1989 1990-1994 1995-1997

Commerce 10.2 51
Manufacturing 15.6 8.8
Transport and Communications 15.7 14.0
Construction 9.9 5.0
Financial and Business Services? 13.9 7.9
Others® 5.4 3.3
Total 115 7.4

5.8 6.9 8.4 7.0

5.2 9.2 8.0 5.9
11.0 7.9 8.7 9.3
22.0 (10.0) 15.1 13.7
13.5 7.9 9.8 8.8
(0.7) 8.8 3.1 4.2

8.5 6.3 8.6 7.8

() = negative values are enclosed in parentheses.
2|ncludes insurance and real estate services.

b Includes agriculture and fishing, quarrying, utilities, other services, less imputed bank service charge and import duties.
Sources: Singapore System of National Accounts 1995 and Yearbook of Statistics Singapore, various issues.
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JELIEWH Contribution to Growth in Gross Domestic Product at 1990 Market Prices, by Sector, 1970-1997 (percent)

Sector 1970-1974 1975-1979 1980-1984 1985-1989 1990-1994 1995-1997
Commerce 2.2 1.1 1.0 1.0 1.4 1.2
Manufacturing 3.8 2.5 1.3 1.4 2.0 15
Transport and Communications 1.0 1.3 1.1 15 1.0 1.1
Construction 0.9 0.3 1.8 (3.4) 0.9 1.0
Financial and Business Services? 2.3 1.4 25 4.3 2.4 2.1
OthersP 1.3 0.9 0.8 1.4 1.4 0.8
Total 11.5 7.5 8.5 6.2 9.1 7.7
( ) =negative values are enclosed in parentheses.
2ncludes insurance and real estate services.
b Includes agriculture and fishing, quarrying, utilities, other services, less imputed bank service charge and import duties.
Sources: Singapore System of National Accounts 1995 and Yearbook of Statistics Singapore, various issues.

JELIEKH Share in Gross Domestic Product, by Sector, 1970-1997 (percent)
Sector 1970-1974 1975-1979 1980-1984 1985-1989 1990-1994 1995-1997
Commerce 22.7 21.3 19.0 18.2 18.7 18.1
Manufacturing 27.0 27.9 27.3 26.5 27.6 26.9
Transport and Communications 7.2 9.5 11.5 12.8 12.8 13.3
Construction 9.5 8.6 10.2 7.7 6.7 8.1
Financial and Business Services? 17.6 19.3 22.3 26.3 26.8 27.2
OthersP 17.8 14.4 9.9 8.6 7.4 6.4
Total® 100.0 100.0 100.0 100.0 100.0 100.0

2ncludes insurance and real estate services.

b Includes agriculture and fishing, quarrying, utilities, other services, less imputed bank service charge and import duties.

¢ Total may not be equal to 100 due to rounding.

Sources: Singapore System of National Accounts 1995 and Yearbook of Statistics Singapore, various issues.

The financial and business services sector is the
only sector whose share of employment has risen
consistently, from 6.7 percent in the 1970s to 8.5
percent inthe 1980sand 12.8 inthe 1990s. Thisswift
job-creation trend was confirmed by the robust ex-
pansion in international financial activitiesto serve
MNCs and to fund the growth of the region. Other
sectors, including commerce, transport and commu-
nications, and construction, have had stable employ-
ment shares (Table 4). The manufacturing sector,
however, appears to have had a declining share of
employment since 1993, and employment growth in
the sector actually contracted between 1995 and 1997.
Higher unit labor costs and business operation costs
may have driven the more labor-intensive manufac-
turing activitiesto rel ocatein other countries. In con-
trast, employment growth in the financial and busi-
ness services sector was 49 percent in the 1990s,

versus 18 percent employment growth over that same
period in the entire economy.

It is interesting to note that in the financial and
business services sector, changesin productivity, as
defined by the Ministry of Trade and Industry, peaked
at 7.3 percent in the second half of the 1980s but
then sank to 3.2 percent in 1990-1994 and 0.2 per-
cent in 1995-1997. These were well below the total
change in productivity of 4.3 percent and 1.9 per-
cent over the corresponding period (Table5). Interms
of changesin real productivity based on the defini-
tion adopted by the Ministry of Labor, the productiv-
ity trend for the financial and business services sec-
tor in the 1990s is even worse, at 2.1 percent for
19901994 and - 1.6 percent for 1995-1997, well be-
low the 5 and 4.2 percent changein real productivity
throughout the economy over the same periods (Table
5a). Low productivity in the financia and business
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services sector, which may be related to the protec-
g N o ® oo oo tion from foreign competition that has traditionally
AR F°IRS8 been afforded the domestic financial sector, could
. well be one price to pay under the dichotomized fi-
8l o<mnoao nancial system.
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<
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5|8 BISSE 3 § Singapore, became the subject of legislation, and
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g e D I titiesestablished within financial institutionsand reg-
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= 58 dix 2 on the terms and conditions of operation of
& %g ACUs and DBUSs.) This functional demarcation is
> [ .
= T, E£ intended by MASto ensure that DBUs are not over-
o o) 435 . e .
ki 5 % s §°§ crowded by foreign participation and are insulated
2 g § g2 from external shocks through strict regulations. At
2 é g 551 the same time, MAS seeks to encourage active for-
_i S 3 L eign participationin ACUsthrough minimal regula-
(o)) 85
= = EsE 535 tionsfor offshore banking activitieswithin anincreas-
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5 _ g § 2 é § % g3c ingly liberal financial framework. How such objec-
) = o g 238 . . . . _
% 3 § é g s § 8 el £&2 tives can be effectively achieved requires an indig-

enous response and subtle implementation. The
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Changes in Productivity,® by Sector, 1978-1997 (percent)

Sector 1978-1979 1980-1984 1985-1989 1990-1994 1995-1997
Commerce 1.2 2.8 5.3 4.3 4.1
Manufacturing 4.2 5.9 4.3 6.8 4.9
Transport and Communications 8.6 9.6 6.8 5.1 5.0
Construction (3.3) 6.1 0.9 3.7 (4.8)
Financial and Business ServicesP 2.3 5.1 7.3 3.2 0.2
Total 3.3 4.9 4.9 4.3 1.9
() = negative values are enclosed in parentheses.
2 Productivity is defined as real value-added per worker.
b Includes insurance and real estate services.
Source: Economic Survey of Singapore, various issues.

JELIEEER Changes in Real Productivity,? by Sector, 1977-1997 (percent)
Sector 1977-1979 1980-1984 1985-1989 1990-1994 1995-1997
Commerce 1.7 3.4 3.0 4.8 5.6
Manufacturing 3.4 3.3 4.1 7.0 6.5
Transport and Communications 9.6 10.4 5.5 3.6 3.0
Construction (8.4) 8.1 (8.5) 11.3 8.5
Financial and Business ServicesP (1.0) 6.0 1.5 2.1 (1.6)
Total 3.0 5.5 2.7 5.0 4.2

(') =negative values are enclosed in parentheses.

2 Change in real productvity is defined as the annual percentage change in S$ thousand per worker at 1990 market prices.

b Includes insurance and real estate services.

Sources: Singapore System of National Accounts 1995, Yearbook of Statistics Singapore, and Report on the Labor Force Survey of Singapore, various issues.

authority hasto tread afine line between instituting
controls and ensuring market efficiency.

Two overriding concernsjustify thisdemarcation
of the financial sector since the early 1960s. On the
one hand, the government wantsto ensurethat ACU
activities, largely dominated by offshore banks, are
only minimally regulated. As Goh (1984) has pointed
out, “freedom from regulation isthe raison d étre of
offshore banking, in particul ar, regul ations by the cen-
tral bank of the host country.” By strictly regulating
DBUs, on the other hand, MAS openly admits that
measures are “all confined to the domestic sector”
because “we want to make sure the system protects
the depositors. This is our overriding concern”
(Hu 1997).

It istherefore absolutely important to understand
the government’spolicy objectivesand policy priori-
ties from the outset. Yet these two basic concerns
tend to be overlooked or to give rise to confusion.

Onliberalizing offshore banking activities, Hu reiter-
ated that:

Once you put controls, you are no longer an
international financial center. We have no capi-
tal contrals, no foreign exchange controls. Given
the small size of the market, the whole idea of de-
veloping Singapore as a financial center isto do
offshore business, not to develop Singapore’s do-
mestic business. This is where there is fundamental
misunder standing.

The attempt by MAS since 1999 to further open
up the DBUs to competition by enticing afew more
full-license foreign banks should be seen as an effort
to modernizelocal banking institutionsrather than as
apolicy shift to blur the demarcation between ACUs
and DBUSs.

An examination of the country’s financial struc-
turedisclosestheinteresting evolution of itsfinancial
sector. From an economy with afinancial subsector




providing services and support to MNCs, Singapore -
has been transformed into amajor financial hub ca-
pable of funding regional growth and engaginginin- -

ternational financial intermediation (Table 6). As of - The Dichotomized Financial Sector:

1998, it had 34 full-license banks, of which 12were A Peérformance Review
local and the other 22 wereforeign-owned. The num- :
ber and distribution of full-license banks have been -
rather stable since the 1970s. The number of foreign :
restricted-license banks currently stands at 13. This :
figure hasal so remained largely unchanged sincethe :
1970s. It has been MAS' longstanding concern not :
to allow overcrowding inthe small domestic banking :
sector. The recent trend toward mergers among lo- :
cal banks, which the governing authorities encour- :
age, may reduce further the number of such banks. :
However, between 1974 and 1998, the number of -
foreign offshore-licensed banks increased (from 3
1410 107), and so did the number of merchant banks -
- of GDPin 1990 to about two-and-a-half timesin 1997.

The operation of restricted banks, offshore banks, -
and merchant banks in Singapore is subject torigid -
guidelines. Restricted banksare not allowed to oper- -
ate savings accounts or to accept fixed deposits of
less than S$250,000 each, and can operate only in
onelocation, with no subbranching. Such restrictions -
limit their retail banking activitieswith small account -
holders. However, restricted banks are permitted to
engage in al other banking services just like full-
license banks and tend to be oriented toward whole- .
salebanking. Offshore banks concentrate on regional
banking and thus mostly cater to nonresident com-
paniesor nonresident individualsin Singaporesince
there is a ceiling on their credit transactions in
Singaporedollars. In addition, offshore banks cannot -
accept fixed or other interest-bearing deposits in -
Singapore dollars or savings deposits from nonbank -
customerswho areresidents of Singapore. Merchant
banks are prevented from accepting deposits or bor-
rowing from the public in any form, or from raising -
funds by issuing securitized debts or certificates of :
deposit. Suchrigid guidelines clearly drive offshore :
and restricted banks away from DBU activitiesto the :

(from 11to 81).
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Asan dollar market, while merchant banks are delib-
erately kept from competing with commercial banks.

ACU assets grew at an average annual rate of 75.4
percent in the 1970s but the growth slowed to 25
percent in the 1980s. In contrast, DBU assets grew
at an annual average of only 24 percent throughout
the 1970s and 1980s, in step with the steady GDP
growth during the period (see Figure 1 for compari-
son of GDP, ACU and DBU asset valuesand trends.)
In 1970, DBU assets were only 8 percent and ACU
assets only 30 percent of GDP. By 1980, DBU as-
sets were as large as GDP while ACU assets were
3.4 times higher. In the 1990s, ACU assets were
seven to ten times as large as GDP, while DBU as-
setsrose at asteadier rate, from about twice the size

These statistics show the extent of financial deepen-
ing in Singapore. (See Tables 7 and 8 for ACU and
DBU asset values and trends.)

Gross Domestic Product at 1990 Market
Prices and Assets of Asian Currency Units

and Domestic Banking Units, 1970-1997
S$ million
1,000,000
900,000
800,000
700,000
600,000
500,000
400,000
300,000
200,000
100,000

Gross Domestic Product at 1990 Market Prices
— Total Assets of Asian Currency Units
- - - Total Assets of Domestic Banking Units

Source: Yearbook of Statistics Singapore, various issues.

The ratio of ACU to DBU assets climbed from
27 percent in 1970 to 340 percent in 1980 and peaked
at 570 percent in 1986, then declined to about 300
percent in 1997 (Figure 2). Thisinteresting phenom-
enon reflects the impact of globa policy—induced
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BELEXGM Financial Structure: Number of Financial Institutions in Singapore, 1970-19982

Item 1970 1971 1972 1974 1975 1976 1977 1978 1979 1980 1981 1982
Banks 37 42 44 62 63 70 73 77 81 91 99 111
Local® 11 11 11 12 12 13 13 13 13 13 13 13
Foreign 26 31 33 50 51 57 60 64 68 78 86 98
Full banks 26 25 25 24 24 24 24 24 24 23 23 23
Restricted banks na 6 8 12 12 12 13 13 13 13 13 13
Offshore banks na na na 14 15 21 23 27 31 42 50 62
(Banking offices including 167 192 197 231 235 243 251 261 272 292 311 335
head offices and main offices)

Asian Currency Units® 14 19 24 56 58 66 70 79 88 108 120 137
Banks 14 19 24 44 45 52 56 60 64 77 85 97
Merchant Banks na na na 11 12 13 13 18 23 30 34 38
Others na na na 1 1 1 1 1 1 1 1 2

Discount Houses na 4 3 4 4 4 4 4 4 4 4 4

Finance Companies 36 36 36 36 36 36 34 34 34 34 34 35
(Finance companies’ offices na 75 77 87 88 91 92 94 93 96 104 121
including head offices)

POSBank na 44 47 55 62 62 67 77 85 101 106 107

Merchant Banks 2 2 8 20 20 21 22 25 29 36 39 43

Insurance Companiesd na 79 80 s 69 67 67 68 70 71 74 77
Direct Insurers na na na na na na na na na 62 63 64
Professional reinsurers na na na na na na na na na 9 11 13
Captive insurers na na na na na na na na na na na na

Representative Offices 8 19 27 36 38 39 40 45 44 a7 49 52
Banks 8 19 27 36 37 38 38 43 41 44 45 48
Merchant Banks na na na na 1 1 2 2 3 3 4 4

Stockbroking Companies® na na na na na na na na na na na na
SES member companies na na na na na na na na na na na na
SES nonmember companies na na na na na na na na na na na na

Investment Advisers na na na na na na na na na na na na

International Money Brokers na na 2 4 5 5 5 6 6 7 7 8

SIMEX Membersf na na na na na na na na na na na na
Corporate Clearing Members na na na na na na na na na na na na
Corporate Nonclearing Members na na na na na na na na na na na na
Individual Members na na na na na na na na na na na na
Commercial Associate Members na na na na na na na na na na na na
Trading Permit Holders na na na na na na na na na na na na

na = notavailable, POSBank = Post Office savings bank, SES = Stock Exchange of Singapore, SIMEX = Singapore International Monetary Exchange.
2 All reported figures are for end-March except for the years 1970, 1971, 1972, and 1974 which are for end-December.

b Alllocal banks are full banks.

€ Asian currency unit is a separate accounting unit of banks and other financial institutions that is given approval to transact in the Asian Dollar Market.
dnsurance companies are subdivided into the categories life insurance, general insurance, and life and general insurance for the years 1970-1979.

€ More stringent monitoring of stockbroking companies came into effect after the Securities Industry Act (1986).

fSIMEX began operations in December 1983.

Source: Monetary Authority of Singapore, Annual Report, various issues.

structural change and market preferences regarding . A Two-Tier Financial Entity:

the quality of local currency versus foreign curren- - The Domestic Banking Unit vs.

cies. Clearly, such market developmentshaveaffected . the Asian Currency Unit

and will continue to dictate the way in which MAS . When evaluating the republic’s dichotomized finan-
manages the Singapore dollar and will, inturn, affect . cial system, most local scholars choose to describe
theflow of fundswithin thetwo-tier financia entity. how the two tiers of the financia system have dif-
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1983

1984 1985 1986 1987 1988 1989 1990

1991

1992 1993 1994 1995 1996 1997 1998

118
13
105
23
13
69
358

153
106
45

35
135

111
49
80
65
15
na
58
54

na
na
na
na

na
na
na
na
na
na

122 129 135 133 135 136 141 137
13 13 13 13 13 13 13 13
109 116 122 120 122 123 128 124
23 23 23 23 22 22 22 22
14 14 14 14 14 14 14 14
72 79 85 83 86 87 92 88
368 381 393 396 406 411 422 431
160 174 180 183 190 191 199 198
110 118 124 123 125 126 131 127
48 54 54 58 63 64 67 70
2 2 2 2 2 1 1 1

4 4 na na na na

34 34 34 31 31 30 28 27
132 133 134 134 135 135 137 135
123 132 136 135 135 138 142 147
51 55 55 59 64 65 68 71
82 82 84 90 99 110 124 135
64 63 63 60 57 57 57 60
16 16 16 18 18 19 25 29
2 3 5 12 24 34 42 46
57 51 51 47 46 47 45 49
53 47 47 44 42 43 42 46
4 4 4 3 4 4 3 3
na na 41 36 45 48 57 63
na na 29 24 24 25 26 26
na na 12 12 21 23 31 37
na na 7 10 21 43 60 81
8 8 8 8 8 8 8 7
177 204 244 298 314 349 386 389
32 31 30 30 35 36 37 39
33 36 39 40 43 42 43 39
112 137 175 228 236 240 279 277
na na na na na 9 11 12
na na na na na 22 16 22

131 128 142 140 153 152 154
13 13 13 12 12 12 12
118 115 129 128 141 140 142
22 22 32 22 32 22 22
14 14 14 14 14 13 13
82 79 83 92 95 105 107
439 435 446 463 473 482 474
196 188 198 209 214 224 227
121 118 123 132 135 144 146
75 70 75 7 79 80 81
0 0 0 0 0 0 0
na na na na na na na
27 27 27 23 22 19 19
129 130 131 128 128 125 119
150 149 140 145 135 133 130
76 78 76 7 79 80 80
136 140 142 141 146 154 163
60 58 58 58 59 59 61
32 36 36 35 38 45 50
44 46 48 48 49 50 52
52 52 49 57 58 65 70
50 50 47 54 55 62 68
2 2 2 3 3 3 2
71 72 78 81 82 95 90
26 33 33 33 33 33 33
45 39 45 48 49 62 57
93 108 125 136 151 162 156
7 8 10 11 10 8 9
349 452 468 492 520 546 533
37 39 38 39 38 36 36
36 30 31 30 27 29 26
264 371 387 411 443 470 460
12 12 12 12 12 11 11
na na na na na na na

fered over the years (Lee 1986; Lim et al. 1988).

Some comment on the relative performance of the -

two and their significance with regard to macroeco-
nomic stabilization objectives (Peebles and Wilson
1996; Ngiam 1996). Foreign scholarstend to conjec-
ture on thewaysin which the dichotomized financia

system may beinsulating the republic against exter-
nal shocks (Hodjera1978; Hewson 1981; McKinnon
1981; Bryant 1985; Claassen 1992; Fischer and
Reisen 1993; Woo and Hirayama 1996). However,
no one has systematically explained how a built-in
mechanism within the two-tier financial entity
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S Asset Ratios of Asian Currency Units and contributes to such ablllty. In view of the ongoing

Domestic Banking Units, 1990-1997 - currency turmoil and the resultant volatility of capi-
tal, such abuilt-in mechanismisof particular interest
and relevance.

Over the past three decades, Singapore has faced
various internal and external shocksto its financial
system. The internal disturbances included the
folding up of the Pan-El company in 1985 which para-
lyzed the stock markets of Singapore and Maaysia
for afew days, the brief economic recessionin 1986,
and the collapse of Barings Bank in 1995. Among
the external shockswere theinternational monetary
crisisin 1971/73, the stagflation in 1974/75 induced
by the oil-price hike, the global stock crash of 1987,
the substantial contraction of offshore financial ac-
tivities in 1992 before the imposition of the capital

Gross domestic product at 1990 market prices.
Source: Yearbook of Statistics Singapore, various issues.

Commercial Banks (Domestic Banking Units): Assets and Liabilities, 1970-19982 (S$ million)

Item 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982
Assets
Cashin hand 50.0 46.0 630 700 97.0 107.0 105.3 ns51 154.6 161.1 2724 2224 2479
Balances with MAS 116.8 147.0 2330 594.0 4450 4541 511.7 546.3 633.1 7337 9231 1,195.1 14175
S$NCDs held 3812 380.1 2926 1984 166.2 127.8 89.0 76.8
Amount due from banks? 800.7 37125 43315 5,646.6 6,880.1 11,8243 9,823.6
In Singapore 1,263.6 1,616.2 1,986.6 2,756.7 4190 37279
ACUs 1,068.4 853.1 1,265.9 1,655.0 3,094.2 3,074.1
Outside Singapore 1,380.5 1,862.1 2,394.1 24684 45341 3,021.6
Money Market Investments 604.7 843.0 989.0 695.0 7120 7804 8199 8324 947.7 1,065.6 15730 2,262.0 2,486.3
Treasury bills® 604.7 843.0 895.0 3400 3190 3645 3285 306.7 3244 369.9 688.9 7840 568.4
Deposits with discount houses 94.0 355.0 3930 4159 4914 525.7 623.3 695.7 884.1 1,478.0 1,917.9
Other Investments 2213 4340 544.0 817.0 922.0 1,0732 1,446.8 1,604.7 1,685.7 1,690.6 19149 1,955.6 3,180
In Singapore 334.0 430.0 727.0 831.0 995.4 1,365.7 15406 1,620.4 1,639.6 1,845.7 1,882.6 2,994.4
Government securitiesd 90.0 1290 196.0 3330 38L0 4734 762.0 897.5 955.2 908.9 861.1 689.0 1,016.2
Other securities® 1313 205.0 2340 394.0 450.0 522.0 603.7 6431 665.2 730.7 984.6 1,1939 19782
Outside Singapore 100.0 114.0 90.0 910 778 811 64.1 65.3 510 69.2 727 1236
Loans and advances 2,367.2 26150  3,565.0 5,146.0 5,697.0 7,678.7 88942 101830 122264 160070 202069 252291 29,4429
to nonbank customers
of which bill financing 1,326.2 16225 2,352.2 28275 39483 44,0493 39794  4,107.3
Commercial bills 555.0 719.0 1,054.0 11m.0
Fixed and other assets 1387 2310 2780 526.0 633.0 7387 840.1 9514 1,0409 12770 14179 1,853.0 19242
Total Assets 42994 48710 63910 89020 96170 11,2133 129981 182380 21,2183 26,747.8 333161 44,6308 485372
Liabilities
Paidup capital and reserves 2625 350.0 4170 788.0 921.0 1,088.7 1,270.9 13539 1,498.1 1,861.2 2,665.4 37995 43013
Deposits of nonbank customers' 2,896.8 37460 47370 58000 6,586.0 76060 84885 8969.5 10,0457 121784 16,0350 20,0079 23,4087
S$NCDs issued 527.6 617.8 5134 4553 5150 3319 4045 4280
Amount due to banksP 830.8 296.0 702.0 1,316.0 8110 642.9 9033 5,044.2 6,624.1 8,615.9 99425 153660 14,4264
In Singapore 120 120 910 26.0 289 17 1,271.7 1,718.7 24154 28884 42413 3,941.6
ACUs 57.0 1480 350.0 940 332 538 1,355.1 19443 2,399.8 2,267.1 3,035.2 36834
Outside Singapore 2270 542.0 875.0 691.0 580.8 847.8 24174 29611 38007  4,787.0 8,089.5 6,801.4
Amount borrowed from other creditors 135.0 1920 401.0 655.0 658.0 7746 792.9 8439 1,0534 1,549.2 21154 26238
Bills payable 75.0 95.0 126.0 107.0 266.7 298.1 7389 864.0 1,410.2 1,261.1 9895 1,291.0
Other liabilities 309.3 2190 2480 4170 538.0 574.0 644.9 8252 886.6 11137 15310 1,948.0 2,058.1
Total Liabilities 42994 48710 6,391.0 8,902.0 96170 112133 129981 182380 21,2183 26,7478 333161 44,6308 485372

ACU = Asian currency unit, MAS = Monetary Authority of Singapore, NCD = negotiable certificate of deposit.

2 End-December except for 1970 and 1998 whose reported figures are for end-March.

b Figures for 1971-1976 are reported as “Net balances due to banks.”

€ Figure for 1970 is an aggregate figure for Treasury bills and Singapore government securities.

d1n 1970, “Government securities” is called “Other Government.”

€1n 1970, the item “Other securities” is the sum of “Other Singapore public authorities securities” (S$4.9 millon) and “Private securities” (S$126.4 million).
fThis item is called “Deposits” in 1970.

Source: Monetary Authority of Singapore, Annual Report, various issues.



adequacy ratio requirement, and the Asian currency

turmoil which beganin 1997. The way in which the

financial system operates must therefore be clearly

understood and the specific featuresthat allowed the

system to cope with such shocks must be identified.
It is useful to study the two-tier financial systemin
terms of its regulatory rules, prudential safeguards,
and fiscal incentives. These three broad aspects,
besides their other functions, cushion the economy
against the adverse effects of swift capital flows.

Regulatory Rules

The regulatory framework refersto rules and regu-

lations that are deemed fundamental in shaping the :

financial system according to certain economic prin-
ciplesand policy priorities. If one were to carefully

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

examine the underlying principles of the regulatory
framework and theway inwhich it hasevolved over
time, it becomes clear that the governing authorities
have consistently opted for a liberalized financial
environment based on the operation of market forces
and high capital mobility.

In June 1967, almost two years after Singapore’'s
independence in August 1965, the Board of Com-
missioners of Currency, Singapore (BCCS) started
issuing Singapore dollars which were fully backed
by gold and foreign reserves. Following thiswasthe
introduction of the Banking Act of 1970, which took
immediate effect when MAS began operating in
January 1971. Singaporeformally abolished the car-
tel system for exchange-ratefixingin July 1972 and
terminated the currency interchangeability between
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1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
2754 2914 3035 334.2 3284 568.3 401.3 4712 5329 5431 578.3 5935 688.0 812 802.2 790.2
1,557.6 17423 18301 1,907.9 2,1532 2,3709 3314.1 3486.3 42274 4,764.5 5,198.9 5,564.3 64718 7,095.4 7,702.2 78433
1365 1330 105.0 1342 1355 1459 2830 296.6 2717 198.6 1803 710 1049 1985 2125 2125
119045 17,0878 20,7684 28000.6 338532 38,1481 57,2382 552057 47,6837 57,7242 625166 79,1529 798370 86,1126 999517 91,784.0
3,699.2 4,088.4 53415 6,694.3 9,270.5 88326 151659 184384 12,0584 11,9364 174015 284112 309266 335551 30,2206 31,594.9
38316 5,724.8 6,820.2 8,299.4 99617 138287 21,4279 169227 179002 22,7036 21,3288 263738 253986 248519 345171 22,5638
4,373.7 72754 86067 130069 14,6210 154868 20,6445 198446 17,7250 230842 237863 243679 235118 27,7056 352140 37,6253
2,482.8 2,664.3 2,560.6 2,867.1 2,399.4 2,161.2 17733 1,9889 3,362.0 4,660.0 4,798.5 4,888.1 5,661.4 5,939.0 6,738.3 7,557.1
4329 2771 2705 551.1 2,399.4 21612 17733 1,988.9 3,362.0 4,660.0 4,7985 4,888.1 5,661.4 5,939.0 6,738.3 7,557.1
2,049.9 2,387.2 2,290.1 2,316.0
39574 4,101.9 4,802.4 4,898.5 6,125.9 6,891.4 9,0450 103768 108629 11,7171 131775 146082 16,6376 186943 196675 20,299.5
3817.0 3,959.7 4,609.9 4,538.1 58712 6,644.2 87643 10,0352 105323 114480 12,7773 134396 155084 17,4004 183400 189453
1,601.2 1,680.4 2,100.2 17730 2,887.4 3,251.2 5,053.1 5,934.0 6,403.1 6,945.8 7,975.1 86813 10,0925 11,5990 12,1451 12,5339
2,2158 2,279.3 2,509.7 2,765.1 2,983.8 3,393.0 37113 4,101.1 4,129.1 4,502.2 4,802.2 4,758.3 54159 5,801.4 6,194.9 64114
1404 1422 1925 3604 2547 2472 280.7 3416 330.7 269.2 400.2 1,168.7 11292 1,2939 13275 13542
34,0458 368675 374031 357928 37,8686 41,8488 50,7859 57,6964 64,0091 69,1389 784543 909742 1089740 126987.7 1432438 141,046.6
3,900.4 41248 3,628.1 4,113.0 3,599.6 4,096.9 45334 4,952.0 5,466.0 57103 58358 6,247.8 6,879.2 8,693.4 9,3635 7,9055
2,1778 2,819.0 2,844.8 2,898.0 3,619.5 4,306.6 4,360.7 4,480.0 51438 4,556.0 5,346.0 6,100.3 6,203.2 6,884.7 11,2706 10,102.7
56,537.8 657072 706180 76,8333 864836 964412 127201.7 1340020 1360934 1533024 1702504 2019525 2245787 252,7234 289,588.8 279,635.8
4,887.9 5,539.8 54755 5,383.1 6,412.1 6,759.5 79722 8,623.1 9,7480 11,3793 132963 156853 189041 209773 23,7096 23724.1
26,2655 280263 28,7445 306126 363930 424753 533511 63979.7 722411 784832 854008 99,0322 1088855 1182015 124,134.8 130,349.8
4717 300.7 2636 696.4 896.8 9926 14217 1,457.0 11934 939.7 1,015.7 667.2 920.0 1,0430 846.0 805.0
18803.7 254039 295311 333039 363975 393276 574751 526971 450021 543975 622647 77,2951 860631 1015768 1258561 109,379.9
3,895.1 4,275.2 5,724.1 6,8335 8,560.4 88729 163919 145123 104197 11,8628 16,626.7 251255 29,8810 34,3286 31,1342 32,596.1
6,046.5 8,359.2 96885 10,7015 10,1804 10,1837 139703 153099 133070 159949 204500 24,9930 262933 31,2934 50,0496 44,4835
88621 12,7695 141185 157689 17,6567 202710 27,1129 228749 21,2754 265398 251880 27,1766 29,8888 359548 44,6723 32,3003
25537 25525 2,3836 1,791.0 907.2 815.2 769.1 683.0 8779 1,096.3 1,101.6 13376 1,369.8 14231 1316.0 13222
1,296.3 1,200.5 11481 1,100.8 5225 587.4 607.6 726.1 633.8 566.7 7522 5116 5034 589.2 5525 584.7
2,259.1 2,6834 30717 3,9455 4,954.6 54835 5,604.9 5,836.1 6,397.2 6,439.8 6,419.0 74236 7,932.8 89117 131739 134701
56,537.8 65,7072 706180 76,8333 864836 964412 127201.7 1340020 1360934 1533024 1702504 2019525 2245787 252,7234 289,588.8 279,635.8
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BEVJIX Asian Dollar Market (Asian Currency Units): Assets and Liabilities, 1970-19982 (US$ million)

Item 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982
Assets
Loans to nonbank customers 139 1888 600.9 12143 26294 33034 40483 4,782.0 6,376.8 84844 124023 194522 27,6063
Interbank funds 3702 850.8 23311 49619 7,528.0 90985 129514 157515 198297 280937 395522 62,1731 69,564.4
In Singapore 131 385 994 2616 2230 270.1 4144 5734 866.6 1,100.4 1,084.7 1,495.2 1,7385
Inter-ACU na na na na na na na na 37189 5999.3 99554 155223 19,2139
Outside SingaporeP 357.1 8123 22317  4,700.3 7,305.0 88284 125370 151781 152442 209940 285121 451556 48,6120
NCDs held na na na na na na na na na na 879.3 1451.6 22740
Other assets 57 232 441 101.0 199.9 1955 354.1 4848 8336 1,585.0 1,558.6 2,698.3 3,851.0
Total Assets 389.8 1,062.8 2,976.1 62772 103573 125974 17,3541 21,0183 27,0401 381627 543926 857752 103,295.7
Liabilities
Deposits of nonbank customers 2437 2379 398.7 912.8 1,614.2 2,067.7 1,960.3 2,254.6 3,600.0 57714 92506 135556 17,629.7
Interbank funds 1410 811.2 2,550.1 5,249.3 85314 102943 150672 183503 219872 294249 408796 66,3663 79,2239
In Singapore 57 56.4 1450 405.6 675.6 584.0 799.2 1,382.8 14425 1,881.8 1,304.3 18175 1,496.9
Inter-ACU na na na na na na na na 3,719.1 5,999.5 99552 155230 19,226.6
Outside Singapore® 1353 754.8 24051 48437 7,855.8 97103 142680 169675 168256 21,5436 29,620.1 49,0258 585004
NCDs issued na na na na na na na na na na 24985 3126.8 3,126.6
Other Liabilities 51 137 273 151 n7 2354 3266 4134 1,452.9 2,966.4 1,763.9 2,726.6 3,315.6
Total Liabilities 389.8 1,062.8 2,976.1 62772 103573 125974 17,3541 21,0183 27,0401 381627 543926 857752 103,2295.7

na = not available, ACU = Asian Currency Unit, NCD = negotiable certificate of deposit.

2 End-December except for 1998 whose reported figures are for end-March.
b Figures for 19701977 include Inter-ACU transactions.
Source: Monetary Authority of Singapore, Annual Report, various issues.

theMalaysian ringgit and the Singapore dollar in May
1973 but maintained par interchangeability with the
Brunei dollar. In July 1973, MASremoved the cartel
system of foreign-exchange quotation among banks
and allowed the Singapore dollar to float “freely.”
Unofficialy, though, thisfloating system was man-
aged. In 1981, MAS officially adopted a managed-
float regime, creating a basket of currencies based
on thevalue of trade with Singapore’ smajor trading
partners. The Ministry of Tradeand Industry (MTI),
which was then in consultation with MAS, would
decide the future worth of the basket of currencies
or the value of the Singapore dollar vis-&visthe up-
per and lower bands of the weighted basket of cur-
rencies. MAS has since been authorized to manage-
float the Singapore dollar within thisband, which has
been widening gradually in the 1990s.

The abolition of the cartel system of interest-rate
determination (MAS Notice 620, July 1975) allowed
banks to quote their own interest rates on deposits
and advances to customers. MAS, however, had to
beinformed, at least oneworking day in advance, of
any change in the prime lending rate, the rates paid

on all types of nonbank customer deposits, and the
rate charged on overdraft facilities. Reliance on the
market mechanism to regulate preciousfinancial re-
sources would ensure both efficiency and competi-
tivenessin credit allocation and capital mobility.

Capital-account liberalizationin Singaporetook full
effect in 1978 with the complete abolition of exchange
controls (MAS Notice 754, June 1978). Residents
could now participate fully in ACU asset-liability
activities and foreign-exchange transactions. MAS
was quite prepared to liberalize the capital account
a thisearly stage of financial development. Certainly,
it did not intend to deal with capital flows through
exchange controls since ampl e safeguards could be
installed by legidating incentivesthat would not ham-
per the healthy expansion of the offshore financia
sector.

MAS began supervising DBUs and ACUs by re-
quiring the periodic submission of statistics and re-
ports. Fortnightly reportsincluded a computation of
the liability base and reserve requirements mainte-
nance (MAS Notice 613, April 1987), and the capi-
tal funds and net head-office funds of banks (MAS
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1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
30,3846 33,766.1 37,4403 38,7418 550108 66,550.7 863935 1255160 134,0782 134,184.1 1368574 1458225 1732647 1805055 173,286.3 152,276.0
744468 853290 1049332 146,609.7 171,0929 1947555 228,7252 239,119.8 197,0282 193,757.8 2142768 234,3385 258,769.8 278,743.1 330,6855 309,950.7

2,791.4 38321 4,618.7 49265 5,079.7 5,254.2 7,329.6 8,744.6 82211 87264 12,7169 17,1067 185916 22,3572 29,8463 27,6672
19,6900 21,8625 269918 30,6038 260558 25800.6 27,5659 344402 26,6264 26,7403 31,7135 363566 39,6695 402368 488829 457715
519654 59,6344 733227 1110794 1399574 163,700.7 193829.7 1959350 162,180.7 1582911 169,8464 180,875.2 200,508.7 216,149.1 251,956.3 236512.0

2,7281 2,726.9 2,949.9 3,008.1 29227 15233 1,496.4 1,7404 17811 18845 2,8995 3917.7 6,450.4 79527 5,837.0 4,979.1

4,301.4 62328 10,0509 122422 158421 17,6478 19,966.7 24,0192 24,8375 245522 320694 322667 39,7478 39,6688 47,3847 46,136.7

111,8609 128,054.7 1553742 200,601.8 244,8688 280477.2 3365818 3903955 357,7250 3553786 3861030 416,3454 4782329 506,870.2 557,1935 513,342.6
206199 21,5236 280188 338046 415755 474539 550194 66,8855 634994 636122 626690 657878 806036 953735 1136834 114,056.9
84,7434 1001865 120,030.1 159,3689 1924853 2218036 2695821 3094271 2818134 279,821.3 3089399 3335378 3761065 3894696 4145262 3694544

1,787.7 2,9432 41742 4,860.9 6,538.7 84442 126203 11,9558 14,2588 181947 185024 22,6763 251335 252574 322719 21,8290
19,6979 218665 269938 306035 260566 258014 275665 344381 266241 26,7416 31,7164 363543 396702 402433 489053 45,796.0
632578 753768 888621 1239045 1598900 187,558.0 229,3953 263,0332 2409305 2348850 258,721.1 2745072 311,3028 3239689 333,349.0 3018294

3,364.6 29974 2,3104 2,028.1 2,1772 2,126.4 2,3553 2,014.0 13341 925.0 760.2 797.2 17375 2,2295 2,198.1 1,989.3

31331 33471 5,014.9 5,400.2 8,630.5 9,093.3 96251 120688 11,0780 11,0201 137336 162226 19,7852 19,7973 26,7859 27,8614

111,8609 128,054.7 1553742 200,601.8 244,8688 280477.2 3365818 3903955 357,7250 3553786 3861030 416,3454 4782329 5068702 557,1935 513,342.6

Notice 601, November 1983). Monthly reports in-

cluded afirst schedule showingthe DBU'sorACU'’s -

assetsand liabilities position on the last business day
of each month, taking into account loans and ad-
vances to nonbank customers, forward foreign-
exchange transactions, interbank indebtedness, and

asset transfers between the two units (MAS Notice

610, November 1983). Credit files and loans and
advances made to al borrowers, including bank di-
rectors, staff, and related concerns, as of the last
business day of each month also had to be submitted
(MASNotices611 and 612, November 1983). Other
reguirementswere aquarterly schedule of loansand
advances of banking offices and branches in

Singapore, and annual reports with balance sheets -

and profit-and-loss statements (MAS Notice 608,
November 1973).

This showed that at the start, when the authority
had very little experience, it focused on establishing

an extensive matrix of data and information on the -

two-tier financial system. Authoritiescommonly be-
gin regulating and supervising by imposing strict or
even excessive rules that may eventualy stifle fi-

nancial activitiesand ingtitutions. Effectiveadminis-
trative supervision demands aworking relationship
between financial institutions and the supervising
authority where the former are market players and
the latter is the whistle-blowing referee.

Financial sector deregulation is being carefully
sequenced, and reflects both external and domestic
monetary conditions. While market forces should be
respected in principle, government initiatives, policy
interventions, and promotion efforts remain key to
the success of a leading financial center. Interna
tional financia intermediation and globally integrated
financial markets are so complex that nonmarket in-
tervention measures by the authorities must often be
carried out through trial and error. It is not easy to
supervisewithin rigoroudly defined rules. Instead, the
authorities are forced to learn to regulate and cope
with uncertainty while alowing financial ingtitutions
to manage their own market risks and shocks. In-
deed, agood understanding of the“ rules of the game”
andthe" appropriaterole’ of financial institutionswill
becrucial to asmooth working relationship between
supervisors and market players.
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Prudential Safeguards

Singapore has always stood for free trade and free |
market competition. It has always been at the fore- :
front of liberalization and has benefited from it. -
Couldn’t the same consciousness apply to financial :
services? When the issue was put to the then Chair- :
man of MAS, Hu, he offered no apology but retorted |
tense regulation reflectsinsufficient understanding

Would you advocate that? Have you thought
through the problems? When a bank collapses,
not only will the shareholders lose, all the de-
positors’ money and the voters' money will be -
lost. In addition to that, the collapse of the bank
may have a systemic effect: the whole economy -
may be undermined. (Business Times, 23-24 Aug-
- and ACU accounts separate (item 2). The total

instead:

ust 1997)

In other words, because money isthelifeblood of -
the economy, the governing authoritiesregard insti- -
tutions offering financial services quite differently
" cating the two unitsto facilitate supervision and to

The conservative stance taken by MAS toward
financia ingtitutionsisthusnot surprising. Asof 1998,

from manufacturing companies.

local banks were required to have minimum capital
funds of S$800 million, while foreign banks had to
have at least S$200 million to operate in Singapore.
Reflecting thishighly cautious approach, local banks
maintain acapital adequacy ratio of between 15 and
18 percent despitetheir relatively limited international
dealings and although MAS requires aratio of only
12 percent and the Bank for International Settlements,
in 1992, set aminimum guideline of 8 percent. This
has put Singapore banks among the strongest banks
worldwide (Merrill Lynch 1992). Compared with re-
gional banks, Singapore banks have arelatively low
level of nonperforming loans of 6-10 percent, asdis-
closed by MAS in August 1998 in the midst of the
Asian currency crisis. In any case, MAS and
Singapore banks are known for their conservative
stancein classifying and grading loans (MASNotice
612, November 1983). Infact, even beforethe Asian
currency turmoil, Singapore banks routinely
overprovided for and wrote off bad and doubtful debts

under close monitoring by MAS (MAS Notice 606,
February 1978). Total credit facilitiesto asingle bor-
rower or group of borrowers are capped at athresh-
old value of 30 percent in excess of the bank’s capi-
tal fund (MAS Notice 623, March 1984).
Internationalization of financial intermediationis
tightly scrutinized and monitored. Usually, suchin-

of the costs and benefits involved, on the part of
the regulating authority. The MAS Guidelines on
Asian Currency Unit (Terms and Conditions of
Operation) provide ample safeguards in the form
of strict prudential requirements designed to pro-
tect certain macroeconomic aims or policy objec-
tives (see Appendix 2). A bank must keep its DBU

ACU assets and liabilities of a bank are subject to
amaximum limit fixed by MAS (item 3). These pro-
visions are classic examples of caution in demar-

prevent external disruptions.

The MAS Guidelines provide further that a bank
must:
furnish a satisfactory undertaking to the Mon-
etary Authority of Singapore either from its Head
Office or other parties named by the Authority
that it will maintain a sound liquidity position at
all times and that the Head Office or other par-
ties named by the Authority will on demand pro-
vide adeguate funds to make up for any liquidity
or other shortfall. (item 15)

Banks are also expected to use the actual names
of account holders, rather than anumber, acodeword,
or the names of proxies (item 16); otherwise, the
approval to operatean ACU may berevoked by MAS
(item 18). Such strict prudentia requirementsimposed
on banks discourage the operation of financial insti-
tutions whose clients require confidentiality and, to
some extent, prevent financial activities that thrive
on anonymity.

To comprehend how the dichotomized financial
system ensures prudential safeguards, we will ex-




amine those measures that significantly affect do-
mestic financial stability and the ability of thefinan- :
cial system to withstand external shocks. On the as- :
set management side, measures such as imposing a :
ceiling on Singapore dollar credit facilities for resi- :
dent nonbank customers of offshore banks are per- :
haps more effective in preventing foreign encroach- :
ment on DBUs (MAS Notices to Banks on Guide- :
lines for Operation of Offshore Banks). MAS has :
consistently denied that such a ceiling poses a con- :
straint to offshore banks since “every foreign bank :
has excess of up to $150 million in Singapore-dollar :
loans and it is not fully utilised.” Such argument is :
technically valid since the credit ceiling has been :

steadily revised upward over the years (Table 9).

JELICRC Singapore Dollar Resident Loan Limit on
Offshore Banks

Year Limit (S$ million)
1973 15
1978 30
1988 50
1992 70
1993 100
1995 120
1996 150
1997 200
1998 300

Source: Monetary Authority of Singapore.

A rough calculation suggests that an increasein -
thelimit by US$30 million can increase the stake of
offshore banks in DBUs by a collective US$3 hil- .
lion. Ascan be seen, thecelling hasbeenraisedsince
the 1970s, very gradually at the outset but in more
generous increments since the mid-1990s. Foreign -
banks tend to consider the argument as a vicious
cycle. Credit facilities are not fully utilized because -
the ceiling itself has effectively capped the potential
market for each foreign bank so that its manage- -
ment board is unwilling to commit resourcesin the -
DBU. In effect, the ceiling discourages foreign par- :
ticipation even if that is not its stated purpose. For :
many offshore banks, however, the ceiling is hot a :
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problem since most of their syndicated loans are
dollar-denominated and their clients' fund require-
ments are mostly denominated inforeign currencies.

Ontheliability management side, theréativeinac-
bility of local depositsto restricted banksand off-
shore banks also tends to discourage foreign partici-
pation in DBUs. Both offshore banks and restricted
banks are not allowed to accept fixed deposits of less
than S$250,000 per deposit and savings depositsfrom
nonresidents. Offshore banks are not allowed to ac-
cept savings deposits, fixed deposits, and other inter-
est-bearing deposits in Singapore dollars from
Singaporeresidents(MASNoticesto Bankson Guide-
lines for Operation of Restricted Banks and Guide-
linesfor Operation of Offshore Banks). Other restric-

~ tionsincludelimitson the number of branch premises,
- exclusion from the Network for Electronic Transfers,
- Singapore (NETS); and limits on the number of auto-

mated teller machines (ATMs) alowed (MASNatice

- 603, November 1983). Thesefactorshave, quite natu-

rally, discouraged offshore banksfrom participating in
DBUs (Table 10). The unequa treatment of foreign

- banksin the domestic sector, wherethey are excluded
. from éectronic point-of-sal e systems and the shared
. ATM network and are restricted from branching, is
. perceived by some quarters as congtituting acartel to

keep them out of DBUs.

It has often been argued that such restrictions
contribute to higher reserve costs and, hence, to a
higher effective cost (EC) of fundsfor foreign banks.
The latter is the true interest rate that a bank will
have to pay to raise funds, and it therefore deter-
minesthe bank’s minimum lending rate, or the mini-
mum yield onitsinvestment. Thus, EC hastwo com-
ponents: the nominal cost of funds (NC) and the re-
serve cost (RC, or il RY)). Thisrelationship is ex-
pressed by thefoll owi ng formulas:

> RY +(100- X)EC =100NC ~ (13)

5
100NC- Y RY,
EC = = (10)
100- X
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ELCNIV Branches and ATMs: Local Banks vs
Foreign Banks, as of 1999

Number of  Number of

Bank Branches ATMs
Local Banks
Post Office Bank 131 670
United Overseas Bank 82 286
Overseas Chinese Banking

Corporation 55) 304
Development Bank of Singapore 42 260
Overseas Union Bank 40 152
Tat Lee Bank 32 94
Keppel Bank 16 17
Total 398 1,783
Foreign Banks
Malayan Banking Berhad 22 22
Standard Chartered Bank 19 19
Hong Kong Bank 11 20
Sime Bank 7 0
Bank of America 3 2
Bank of China 3 3
Citibank 3 15
UCO Bank 3 0
Bank of Tokyo-Mitsubishi Bank 2 0
Chase Bank 2 0
Kwangtung Provincial Bank 2 2
ABN Amro 1 0
Ban Hin Lee Bank 1 0
Bangkok Bank 1 0
Bank of East Asia 1 0
Bank of India 1 0
Credit Agricole Indosuez 1 0
PT Bank Negara Indonesia 1 0
HL Bank 1 0
Indian Bank 1 0
Indian Overseas Bank 1 0
Sakura Bank 1 0
Total 88 83

ATM = automated teller machine.
Source: Monetary Authority of Singapore.

Thus, EC can be expressed as follows:
EC = f[R,Y,,NC,X(R)]

where reserve requirements comprise various per-
centage ratios ( R ) of acombination of returns (Y,)
on some non-interest-bearing cash balancesand low-
yielding liquid assets against the liability base. Inthe
case of Singapore, thefivei itemsare minimum cash
bal ances, notes and cash in circulation, government

securities such as Treasury bills and bonds, over-
night repurchase agreements, and bills of exchange.
Xisdefined astheratio of total reserve requirements
held against theliability base.

All banks with DBUs are obliged to observe the
statutory reserve requirement that is currently fixed
at 21 percent of the liability base (X), of which 3
percent consists of the minimum cash balance (MCB)
and 18 percent liquid assets (MAS Notice 613,
April 1987). The effective cost of funds would in-
clude additional reserve costs on top of the nominal
cost of local deposits or interbank borrowing. Since
Xismostly fixed, it follows from the first equation
that EC can be reduced only if RY isrising or NC is
declining. Therelativeinaccessibility of local depos-
itsforcesforeign banksthat wish tolendin Singapore
dollarstorevert tothelocal interbank Singapore dol-
lar money market for funds. A foreign bank’s liabil-
ity baseislikely to fluctuate more than that of alocal
bank and, therefore, theliquid assetsit acquireswould
naturally be geared more toward short-term, lower-
yidding Treasury billsthan longer-term, higher-yielding
bonds on which the risk of capital loss is greater.
The EC of foreign banksisthereforelikely to beless
competitivesincetheir RY tendsto belower and their
NC tends to be higher than local banks' (see Charts
3and 5in Tan and Seow 1997).

Infact, MAS hasdetected and dealt severely with
cases of “round tripping,” wherein abank treats de-
posits made with it as balances held for banks or
branches outside Singapore, instead of part of itsli-
ability base, to avoid the statutory reserve provision
and, hence, evade the additional reserve cost which
otherwise would have been incurred. (See MAS
Notice 613, April 1987.) MASalso further tightened
loopholes by prohibiting banks from accepting
Singapore dollar deposits from nonbank customers
via foreign-exchange swaps.

The core activities of abank revolve around the
efficient management of its assets and liabilities.
To maximize profit, banks must not only acquire a
portfolio of assetsthat offersthe highest yield, but




also raise the required funds while minimizing the
costs of borrowing. It appears that the conspicuous :
inertia of foreign banks when it comes to partici- :
pating in DBUsis not explained by theinterplay of :
market forces and competition. Rather, it should be :
perceived as a result of the government’s policy- :
inspired regulations to nurture local banks and to :
insulate the domestic financial sector from foreign :
participation. Such adeliberately protectionist strat- :
egy discourages competition and does not makefi- :
nancial services more efficient. After decades of -
nurturing by MAS, the local Big Four banks have :
grown in size and are among the top 20 banks in :
Asiabased on tier-1 capital. Although the limit on :
foreign shareholding of the locally incorporated :
bankswas raised from 20 to 40 percent in the 1990s, :
these local banksare till considered too small when

compared with global players.

and ACUs.
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panies that were incorporated in Singapore and are
jointly owned, majority-owned, or otherwise controlled
by foreigners(MASNotice 621, July 1992). Thelat-
est statement of MAS policy defines “residents’ in
broader and clearer terms as Singapore citizens, in-
dividuals who are tax-residents of Singapore, com-
paniesincorporated in Singapore, and overseas sub-
sdiariesthat arejointly owned or mgority-owned by
Singapore citizens(MASNotice 757, August 1998).

The MAS Noticesto Banks under the Asian Cur-
rency Unit (Terms and Conditions of Operation),
which has not been revised since it was first issued,
contains a clause on the prohibited use of the
Singapore dollar in nine out of its 18 items. These
nineitems(seeitems4, 6,7, 8,9, 10, 11, 12, and 13)
govern the scope of financial activities allowed to
banks with ACUs. The prohibitions against the use

- of the Singaporedollar stated in thoseitems, together

From the perspective of safeguarding, having a -
definite distinction between residents and nonresi- -
dents enables the authority to demarcate the finan- -
cial activities of bank as well as nonbank custom- -
ers between the DBU and the ACU. This policy is
known as the noninternationalization of the .
Singaporedollar. Such apolicy, which canbetraced
totheearliest MAS Notice 621, September 1981, is -
indispensableto the objective of “throwing sandinto -
the wheels” of perfect capital mobility. MAS can
then monitor the sources and uses of funds aswell
as influence demand for the Singapore dollar but
without restricting flows of capital between DBUs .
. dentsinMASNotice 757, August 1998, encompasses

The distinction made regarding the eligibility of
financial participation by residentsand nonresidents -
isacrucial safeguard of the two-tier financial sys-
tem. Strict regulations and rules are often imposed -
because of fear of excessive asset price variability -
or volatile capital flows, given thedifficulty of strik-
ing afine balance. The terms “residents’ and “non-
residents’ refer to both bank and nonbank custom-
ers. “Residents” comprise Singapore citizens and :
permanent residents. “ Nonresidents’ comprise com- :

with other regulationsand guiddlines, essentialy drive
a wedge between DBUs and ACUs while at the
same time promoting the latter.

In the context of the noninternationalization policy,
thethrust isthereforeto restrict nonresidents’ use of
Singapore dollar credit facilities outside Singapore.
However, asthe strength of indigenousfinancial in-
stitutions and the local economy grows over time,
the authority should gradually relax the limits on
Singapore dollar financing to residents for overseas
projects. Thisapproach isalso known asthe gradual
internationalization of the Singapore dollar.

The revised definition of residents and nonresi-

a broader classification of borrowers and wider us-
age by destination. Residents now have access to
cheaper Singapore dollar funding and can borrow
Singapore dollarsfor use even outside Singaporefor
bonafide overseas projects, provided the Singapore
dollar proceeds are converted into foreign curren-
cies. Foreign companies can now issue bonds de-
nominated in Singapore dollars, evenif the proceeds
are to be used outside Singapore. Foreign compa-
niescan asolist Singapore dollar—denominated shares
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on the Stock Exchange of Singapore. But the ulti- -
mate safeguard is that Singapore-dollar proceeds |
would have to be converted to a foreign currency :
beforeleaving the DBU; thisrule appliesto both resi- :
: just another attempt to gradually internationalize the

Comparing the November 1983 and July 1992 :
versionsof MAS Notice 621, which has since been :
replaced by MAS Notice 757, August 1998, one -
will notice clearer rules and awider net being cast -
on the acceptabl e bounds of theinternationalization -
of the Singapore dollar. These are evident in the -
classification by residential status, the applicable -
range of economic activities, and the thrust of the
policy. Without getting into the technical detailsof
the greater internationalization of the Singapore
dollar, whichisnot within the scope of thisstudy, a
fair observation can be made here. When MASwas
less certain of theimpact of the policy and of MAS'
ability toinfluence that impact, acautiousapproach -
wasto leavethe MAS Notice 621, November 1983, -
brief and vague by stating that “banks should ob- -
serve the Authority’s policy of discouraging the

dents and nonresidents.

internationalisation of [the] Singaporedollar.” Resi-
dential status was not specifically defined and the
economic activities for which the Singapore dollar
could be used were not mentioned at all. Only a
blanket requirement of a detailed written proposal
in direct consultation with MA S was imposed.
MAS Notice 621, July 1992, spelled out residen-
tial status and the economic activitiesin greater de-
tail, followed by a stern warning that MAS “has no
wishtofacilitate external speculativeactivitiesinour
financial or property markets’; “if in doubt,” it went
on, “[a] bank should consult the Authority.” MAS
Notice 757, August 1998, explicitly spelled out the
instanceswhen banks had to consult with MAS, other
instances when banks could dispense with consulta-
tion, and i nstances when banks were prohibited out-
right from using Singapore dollars. The MAS'
longstanding policy of not encouraging the interna-
tionalization of the Singapore dollar was maintained.
Theimportant lesson to belearned hereisthat gradual

internationalization meansincremental revision and
evolutionary changewith judiciousrelaxation, with-
out jeopardizing the monetary policy framework. The
latest revision, MAS Notice 757, November 1999, is

Singaporedollar through policy fine-tuning (A ppen-
dix 3).

As the government’s signal for further financial
liberalization in Singaporeintensifies, callsfor are-
view of the controversial policy will again surface as
they have in the past. MAS noted the trade-off be-
tween the noninternationalization policy and the de-
velopment of the capital markets, particularly thebond
market, in Singapore. The controversy was put to
rest when the MAS Chairman reveaed that a sys-
tematic internal study undertaken had validated the
controversial Banking Act for thefollowing reasons:

Firstly, the policy makes it harder to mount a
speculative attack on the Singapore dollar. The
restrictions hinder speculators who need to bor-
row Singapore dollars in order to [go] short on
the currency. Secondly, the policy had impeded
the development of an offshore market in
Singapore dollars, beyond MAS oversight and
influence. Thirdly, the noninternationalisation
policy has an important deterrent effect, signal-
ling the MAS' determination not to tolerate specu-
lation in the Singapore dollar. (Lee 1998)

TheMAS Chairman then officially stated thefol-
lowingimportant policy conclusion:

We do not plan to change our policy on the
noninternationalisation of Sngapore dollar in the
foreseeable future. As a small and open economy,
we cannot afford to have our currency subject to
manipulation or speculation.

This must be the clearest official policy signal to
the markets and the international financial commu-
nity to maintain some degree of monetary autonomy,
and the effects of such an announcement should not
beoverlooked if the policy isto remain credible. The
feasibility of achieving the coexistence of exchange-
ratestability, capital mobility, and monetary autonomy,




or the“triad of incompatibility,” will bediscussedin
- and Asian dollar bond certificatesin 1980. Additional
-~ fiscal incentives granted inthe 1980sincluded afive-
: year tax holiday for al income derived from syndi-

the next major section.

FISCAL INCENTIVES

Incentives refer to measures that help to promote :
market development, strengthen market forces, and :
stimulate participants’ interest. Fiscal incentivesfun- :
damentally influence structural development. Inre- :
lation to the ACU, they directly reflect the :
government’s determination to promote it. A main :
objective of demarcating between the DBU and the :
ACU is to ensure exchange-rate stability through :
some degree of monetary autonomy, without impair- :
ing capital mobility. Recommended fiscal incentives :
may, however, have significant implicationsfor cur- :
rency switching between thetwo units. Fiscal incen- :
tivesthat influence the preference between thelocal 3
currency and foreign currencies would also affect -
capital-account balances through capital transfer, -
such that, contrary to the results of conventional
analysis, the alignment between exchangeratesand -
current-account balanceswould have doubtful value. -

To promotethe Asian dollar market, thewithhold- -
ing tax on nonresidents’ interest income was abol-
ished in 1968 and the ACU was exempted by MAS .
in 1972 from the statutory reserve requirement, ef- .
fectively paving the way for future developments
and providing alevel playing field for ACU players.
Unlikethe disadvantagein cost of fundsincurred by
foreign banks operating inthe DBU, all participants
in the ACU bear no extra reserve cost that denotes
. and pull factors. Push factors, such asthe ceiling on

To spur greater participationintheACU, thecon-
cessionary corporate tax on income was reduced -
from 40to 10 percent in 1973. Thisimmediately ren- -
dered participationinthe DBU relatively lessattrac- -
tive. Although the corporate tax on income was -
steadily reduced to 25 percentin 1999, itisstill much
higher than the 10 percent imposed on the ACU.
Further fiscal incentivesgranted included exemption :
from estate duty for approved Asian dollar bonds :
and nonresident ACU depositsin 1976, and abolition :

animplicit tax on financial transactions.
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of the stamp duty on ACU offshoreloan agreements

cated offshoreloans, tax exemption for offshorefee
income and commissions earned by nonresidents, and
exemption from stamp duty for nonresidents' ACU
transactionsin securitiesthat are not denominatedin
Singaporedollars.

Sincetheearly 1990s, substantial effortshave been
made to promote Singapore as a regional financial
trading center and to accelerate fund management
activities. For example, a 10 percent concessionary
tax rate was extended to lending and borrowing ac-
tivitiesinforeign securitiesand transactionsin ACUs
with approved fund managers. To further boost risk
management and capital -market activities, aconces-
sionary tax rate of 5 percent was granted to the trad-
ing of foreign securities by ACUs with taxable in-
come exceeding S$10 million. Fund managers with
managed funds of at least S$5 billion from foreign
investors operating in ACUswould enjoy a conces-
sionary tax rate of 5 percent for the incremental in-
creasein taxableincome over the preceding qualify-
ing year.

Government initiatives, in the form of attractive
fiscal incentives in support of the various financial
activities of ACUs, formed the basis of marketing
efforts. Insummary, foreign financia participationin
ACUswas successfully expanded and encroachment
on DBUs was discouraged because of various push

Singaporedollar loans, therelativeinaccessibility of
local deposits, and higher reserve costs, kept foreign
banksfrom participatingin DBUs. On the other hand,
pull factors, including the abolition of withholding tax
on theinterest income of nonresidents, the waiver of
the statutory reserve requirement, and awide range
of fiscal incentives pertaining to syndicated loans,
foreign securitiestrading, and fund management, led
foreign banks to concentrate and expand their off-
shore banking activitieswithin ACUs.
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A fine balance has to be struck between DBUs -
and ACUs since managing them can be a double- |
edged blade. If ACUsare madetoo attractivethrough :
awaliver of the reserve cost, the lowering of profit :
taxes, and the granting of fiscal incentives, DBUs :
may become unstable as financial activities shift to- :
ward the Asian dollar market. The strength of the |
Singaporedoallar, especially sincethe 1980s, haskept
thisfrom happening. Yet, thisvery record of success
could cause financial activities to shift from ACUs -
to DBUS, thereby destabilizing the domestic banking -
sector. The solution liesin prudential regulationand -
strict administrative supervision with ample safe-
guards, according to the policy of gradual interna-
tionalization of the Singapore dollar. These can pro-
videan effective buffer against internal and external -
~such management? Does the demarcation of finan-

shocks.

Thedichotomized financial systemwasachieved
through three broad strategies. segregation between
foreign andlocal financial intermediation, construc-
tion of aprotective shield between foreignandlocal
institutions, and insulation of the domestic banking

sector from possible international economic turbu-
lence. Informulating, implementing, and maintaining
the dichotomized financial system, MAS hashad to
take into account Singapore's economy and institu-
tions. Theseissuesand their policy implications must
therefore be clearly understood.

The Dichotomized Financial
System: Issues and Policy
Implications

Itiswidely acceptedintheliterature and among cen-
tral banking authorities, and confirmed by interna-
tional experience, that the monetary authority can-
not persist in trading inflation against higher economic
growth. Although the dominance of money supply is
widely recognized, money-supply targeting has not
been very successful worl dwide because of thelong
and unexpected lag in monetary impact. In fact, ac-
cording to arecent study by the International Mon-
etary Fund (1995), adecreasing number of countries

still peg their currencies to a single currency or a
basket of currencies or in terms of shares in world
trade. More countries appear to be moving toward a
flexible, independent floating exchange regime, in
which the authoritiesonly act to smooth fluctuations
but do not target a particular level.

Singapore has adopted an exchange-rate arrange-
ment whereby MAS concentrates on a single nomi-
nal anchor instead of monitoring several intermedi-
ate targets or control measures at the same time.
Singapore will aso not maintain an official peg of
any sort as this could lead to unrealistic exchange
rates. Macroeconomic stabilization by MAS since
the 1980s has been dominated by monetary policy,
essentially exchange-rate management. Does
Singapore'sdichotomized financial system facilitate

cial activities between the DBU and the ACU,
coupled with the segregation between local and for-
eign banks, make exchange-rate management more
effective by helping to regulate liquidity in the do-
mestic financial sector? These are interesting issues
to consider. An affirmative answer connotes rejec-
tion of the hypothesisof thetriad of incompatibilities,
or the coexistence of exchange-rate stability, free
capital mobility, and monetary autonomy, as some
authors (see, for example, Fischer and Reisen[1993])
have suggested.

Management and Transmission
Mechanism of the Singapore Dollar

Thelongstanding budgetary policy of therepublicis
to maintain operating and devel opment expenditures
at levelsthat can be financed with government rev-
enues. The role of active fiscal stabilization in
Singapore is therefore somewhat curtailed, even in
the short run. MAS has adopted the exchange rate
as the moving nominal anchor for monetary policy
since the early 1980s, as officially stated in the
authority’sannual report for 1981/82:

The Authority’'s ability to pursue independent
monetary and interest rate policies is constrained




by the open nature of the economy and the close -
linkage between domestic and international fi- :
nancial markets. In this setting, the Authority con- :
centrates on an exchange rate policy.... The :
Singapore dollar exchange rate is based on a :
managed float system, in which it is allowed to :
fluctuate within a target band. This target band :
is based on a trade-weighted basket of curren- :
cies of Sngapore's major trading partners. The :
Authority manages the float within the band :
mainly through its foreign exchange operations. :

Theunusual featuresof cons stent budget surpluses :

and ahuge but forced net contribution to the Central

Provident Fund make liquidity management and the :
implementation of exchange-rate policy rather unique :
(Figure 3). Conventional channels and instruments :
for regulating liquidity flows in an economy under 3
monetary policy, such as open-market operations -
through Treasury bills and bonds, variationsin re-
serve requirements, or the discount-window ap-

proach, do not play an active rolein Singapore.

The more important, if not the most frequent, -
means of regulating liquidity in the banking system -
appearsto be intervention by MASthrough the for-
eign-exchange market, currency swaps, and direct
deposit injections or withdrawalsinthe money mar-
ket. Compulsory CPF contributions and domestic -
surpluses from government agencies such as the
statutory boardsand ministriesare channeledto MAS

MAS Operations and Flow of Funds

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

as part of official reserves for investment by the
Government Investment Corporation (GIC). Hence,
the banking system periodically experiences substan-
tial liquidity drains. MAStendsto purchase US dol-
lars and sell Singapore dollarsin the currency swap
market, in amountsthat depend onitsexchange-rate
objective.

If MAS wished to see a stronger Singapore dol-
lar, the offsetting transactionsin the currency swaps
would belessthantheinitial liquidity drainsfromthe
banking system. If the objective were a weaker
Singapore dollar, the offsetting transactions would
exceed theinitial liquidity drains. Since Singaporeis
a price taker when it comes to domestic interest-
rate movements, growth in the money supply would
therefore betotally subservient to the exchange-rate
policy if MASwere“actively” pursuingitsexchange-
rate objective. On the other hand, if MAS were
merely “guiding” the exchange-rate movements,
money supply could retain its dominance in amon-
etarist world.

The official objective of a strong exchange-rate
policy is to contain imported inflation and keep
domestic priceincreaseslow, for sustained economic
growth. Rapid economic expansion in the post 1985/
86 years has presented another task for exchange-
rate management, which is to regulate the economy
when it overheats. However, MAS also recognizes
that with full employment in Singapore, “ any attempt

Net contributions

» Net foreign assets

I Nonbank Private Sector of banking system
Taxes y:;;osits In FX Private Nonmonetary
v Capital Flows from Abroad

CPF Government

Banking System

Official Nonmonetary
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Advanced deposits Domestic |  Prudential Purchase of FX/MM Capital Flows from Abroad
for purchase of surpluses deposits government intervention
government v securities by MAS
securities (sale of S$)
> MAS/BCCS «
4

Official
Reserves

BCCS = Board of Commissioners of Currency, Singapore; CPF = Central Provident Fund; FX = foreign exchange; MAS = Monetary Authority of Singapre; MM = money market.
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to hold down the Singapore dollar artificially would
only buy atemporary improvement in competitive- |
ness. It would be quickly undermined by higher in- :
flation.” If there is a sharp rise in worldwide infla- :
tionary pressure, MAS admitsthat it may bedifficult |
to engineer “an offsetting sharp appreciation of ex- :
change rate without causing short-run competitive |
and adjustment problems.” An economic system of
highly flexiblewagesand swift price adjustmentswill -
have limited scope for monetary policy. Given the -
widespread year-to-year adjustments in wage con- -
tracts under the National Wages Council’stripartite -
arrangement, exchange-rate policy may be able to
exploit only a very short-term trade-off, lasting no
more than a year, between inflation and trade com-

petitiveness (Teh and Shanmugaratnam 1992).

The more pertinent issue to ponder must be the
extent to which MAS is willing to step in to safe- -
guard export competitiveness through aweaker ex- -
change-ratepolicy evenif it meansgoing against the -
market trend. Another issue is the extent to which -
the strong exchange-rate policy of the post 1985/86

recession years is MAS-managed, as opposed to
market-driven. The econometric evidence appears
to support theview that MASactudly “guides’ rather
than “targets’ the exchange rate.

Firgt, although money supply appearsto beadomi-
nant influence on the exchange rate, a significant
bidirectional association between thetwo constitutes
prima facie evidence that MAS has not been “ac-
tively” pursing an exchange-rate targeting policy
since money supply has not been made completely
endogenous. In fact, narrow (M1) and broad (M2)
money supply contributed 40 and 35 percent of the
feedback, respectively. Second, exchange rate does
significantly affect the consumer price index (CPI1),
as policymakers have foreseen, but the absence of a
link between the exchange rate and the domestic
supply priceindex (DSPI) is not unexpected. Third,
M1 and M2 have asignificant effect on both thereal
economy and general prices. Fourth, the major im-
pact of industrial production on unit labor cost (ULC)

can be explained by the tightening of the labor mar-
ket in a full-employment economy. Higher ULC in
turn exertsfurther pressure on CPI that can be eased
only through faster exchange-rate appreciation to
slow down export growth and industrial production
(Chen and Tan 1996).

Exchange-rate management since the inflation-
ary environment of the early 1980s has been suc-
cessful in containing imported inflation (Table 11).
Theweaker Singaporedollar has contributed to higher
export growth overal, but theimprovement in export
performance really came from increased export of
services rather than goods (Chen et al. 1991). MAS
did not engineer the steady appreciation of the
Singapore dollar sincethemid-1980s; the market did.
MA S happened to agreethat astrong Singaporedollar
was needed to maintain price stability and recog-
nized the new role of the exchange rate in cooling
down the overheated economy. It is difficult to de-
termine the costs incurred by the authority in the
course of exchange-rate management, and foreign
reserve statistics may not tell the full story. GIC,
which is responsible for investing surpluses, does
decide on the movement of fundsin an opague man-
ner. Suffice it to say, however, that one of the pre-
requisites of exchange-rate management must be a
hedthy level of surplusaccumulation. SolongasMAS
adheresto the stated principle of leaving fundamen-
tal currency value to market forces, the costs in-
curred should be moderate and tend to average out
over time.

In Singapore, the money supply managesto retain
its dominance in the real economy and inflation is
still essentially amonetary phenomenon. MAS seems
to have no long-term ability or intention to “target”
theexchangerateandits“guiding” policy servesonly
to smaooth fluctuationsin the short run through liquid-
ity management. Despite the absence of capital con-
trol and high capital mobility, the Singapore dollar
remains one of the most stable currencies. The“im-
possibletrinity” of exchange-rate stability, free capi-
tal mobility, and monetary autonomy would have been
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IELICAEE Exchange Rate and Inflation Rate, 1980-1997

Imported Inflation Domestic Inflation Total Inflation Exchange Rate

Year (percentage points) (percentage points) (percent) (S$/USS)
1980 4.7 3.8 8.5 2.1
1981 3.3 4.9 8.2 2.1
1982 1.1 2.8 3.9 2.1
1983 (0.4) 1.6 1.2 2.1
1984 (0.1) 2.7 2.6 2.1
1985 (0.5) 1.0 0.5 2.2
1986 (0.8) (0.6) (1.4) 2.2
1987 0.1 0.4 0.5 2.1
1988 0.6 0.9 1.5 2.0
1989 0.6 1.8 2.4 2.0
1990 0.4 3.0 3.4 1.8
1991 0.4 3.0 3.4 1.7
1992 0.2 2.1 2.3 1.6
1993 0.5 1.9 2.4 1.6
1994 0.7 29 3.5 1.5
1995 0.3 1.4 1.7 1.4
1996 0.2 1.2 1.4 1.4
1997 0.2 1.8 2.0 1.7

() = negative values are enclosed in parentheses.
Source: Economic Survey of Singapore, various issues.

difficult toachieveif liquidity managementintheDBU -
werefrustrated by themoney multiplier, whichwould -
become more unpredictable since capital flows are -
not contained in the ACU. Exchange-rat7e'2manage- :
ment would have been less effective if the short- .
term exchange-ratetarget were neutralized by asig-
nificant pool of Singapore dollarsoutside Singapore -
or with nonresidents, outsidethejurisdiction of MAS.
Speculative attacks on the Singapore dollar in the
foreign-exchange market would have been difficult
toqudl if liquidity inthelocal interbank money mar-
ket were controlled by the local and foreign full-li-
cense banks with along-term interest in Singapore.
Thismust be the essence of the dichotomized finan-

cial system.

Trade Competitiveness and
Current- and Capital-Account
Liberalization

real effective exchangerate (REER) index isatrade-
weighted exchange rate, adjusted for relative infla-
tion differentials, and is computed as a geometric
weighted average of the bilateral real exchange rate
index with each of the magjor trading partners of
Singapore. The Singapore REER index was declin-
ing in the mid-1980s but picked up from 1989 on-
ward. In fact, in terms of the REER index, the
Singapore dollar has appreciated against the US dol-
lar by as much as 27 percent since 1987. Similarly,
the nominal exchange rate (NER) of the Singapore
dollar, measured as a bilateral rate against the US
dollar, has also appreciated substantially, by asmuch
as 33 percent, since 1987. The real exchange rate
(RER), which customarily uses the consumer price
index as the price deflator, has also appreciated by

~ about 27 percent since 1987. (See Figure 4 and
- Table12for the exchange-rate movements from 1980
~ 101997.)

Managing a trade-weighted Singapore dollar float- :
ing within a band would still involve market judg- :
ment, and may not be an easy task for MAS. The :

The steady appreciation of the Singaporedollaris
in line with the currency experience of the surplus-
driven East Asian newly industrialized economies
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(NIEs) such as Hong Kong, China; Korea; and
Taipei,China whose currencies were closely linked

to the US dollar and therefore appreciated after the

latter’s overvaluation peak in 1985. Singapore'sin-
ternational trade, however, does not seem to be af-
fected by the appreciation of its currency. The rela

tive export competitiveness index (RECI) takes the

SR Exchange-Rate Movements, 1980-1996
(1980=100)

difference between a country’s export prices and
that of itscompetitorsin their common market, mea-
suredin USdollars. The RECI canimproveor worsen
depending on theinterplay of threefactors: imported
material costs, wage costs, and the exchange rate.
The relative unit labor cost (RULC) takes the ratio
of one country’s unit labor cost versus that of its
competitors, expressed in US dollars. The RULC
canrise or fall in a period of strong exchange-rate
movements depending on the rel ative strength of the

Exchange Rate Index S$/US$
160 25 opposing forces, that is, the relative exchange-rate
150 N effect and the price effect. The ability of Singapore
i:g i; to sustain its export competitiveness in the 1980—
e i 1994 period can be attributed to interactions among
110 15 threefactors—cost of imported materials, wage co<t,
Y R and the effects of the exchange rate—which are
- e - captured in the RECI (Chen, Lee, and Tan 1996).
70 | 22 Nominal Efectve Exchange Fale (NEEF), 1980-100 0.7 As Singapore increasingly looks toward the
6o L *==* RealEffective Exchange Rate (REER), 19802100 05  economiesintheregionfor jointinvestment partici-

1980 1982 1984 1986 1988 1990 1992 1994 1996

Sources of basic data: International Monetary Fund, International Financial
Statistics (CD-ROM); Asian Development Bank, Asian Development Outlook,
various issues; Yearbook of Statistics Singapore, various issues.

IELCHPA Exchange Rate Movements, 1980-1997

pation and business cooperation in its effort to
broaden and deepen its economic structure, further
financial liberalization and policy reformulation are

Nominal Effective Real Exchange Rate Real Effective Nominal Exchange

Exchange Rate (NEER) (S$/US$) (RER) Exchange Rate Rate (NER)
Year 1980=100 1980 =100 (REER) 1980=100 (S$/USS)
1980 100.00 100.00 100.00 2.09
1981 106.71 99.17 104.10 2.05
1982 113.79 102.41 107.10 211
1983 118.13 104.48 105.30 2.10
1984 121.45 106.59 104.80 2.80
1985 121.57 113.43 100.40 211
1986 107.02 117.16 88.22 2.18
1987 102.37 117.08 83.25 2.00
1988 102.80 114.59 81.49 1.95
1989 109.73 113.74 94.51 1.89
1990 116.97 107.44 98.84 1.74
1991 122.22 103.13 101.31 1.63
1992 126.28 98.29 102.60 1.64
1993 128.59 97.84 100.72 1.61
1994 133.72 91.90 104.38 1.46
1995 141.00 85.82 105.66 1.41
1996 144.24 93.39 1.40
1997 147.78 74.34 1.68

Sources of basic data: International Monetary Fund, International Financial Statistics (CD-ROM); Asian Development Bank, Asian Development Outlook, various issues;
Yearbook of Statistics Singapore, various issues.



to be expected. Does exchange-rate policy vis-a
vis the real effective exchange rate influence the :
outcome of such agrowth strategy? Policy simula- :
tions by Chen and Tan (1992) revealed that a :
weaker REER would lead to an increase in foreign :
investment in Singapore, while a stronger REER :
would discourageforeigninvestment by multinational :
corporations. On the other hand, a weaker REER :
would lead to lower investment abroad, whileastron- -
ger REER would significantly stimulate Singapore’s :
overseas investment. However, an increase in re- :
ceipts of Singaporeans from the rest of the world :
takes place when REER weakens, and vice versa. :
This is due to the dominance of the exchange-rate :
effect, through remittance conversion from abroad, :
over the effect of changes in investments made :
~ t036.4 percent in 1997 (Figure 6 and Table 14).

Itisuseful to note that exchange rates may havea -
weak link to Singapore’s current account, asitisap- -
parent that prolonged periods of appreciation in the -
Singapore dollar actually coincide with successive
periodsof current-account surpluses. Furthermore, the
use of the CPI index as a deflator may not be an -
appropriate guide to competitiveness since it merely
reflects domestic costs and also captures the prices -
of nontraded goods. Where the alignment between
exchange rates and current-account balancesis con-
cerned, however, therelationship isless clear-cut for
the several factual observationsoutlined below. First, -
inthe 1980-1995 period, Singapore’ s current account
generally improved while the REER fluctuated, with
moderate appreciation intheearly 1980sfollowed by
aperiod of substantial depreciation between 1985and -
1988 and further appreciation after 1988. Second, given
the high import content of the country’s exports, the -
benefits to export prices of lower costs for imported
intermediate goods appear to have more than offset
the disadvantage of astrong Singaporedollar. Third,a -
stronger Singapore dollar can reduce nominal expen-
diturefor importssincelower import pricesalso offset :
the negligible substitution effect between domestic and :

abroad by Singaporeans.

imported goods.

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

Singapore’s balance-of -payments position hasim-
proved significantly especially sincethe mid-1980s.
Surpluses have reached aceiling of around S$12 hil-
lion because of tremendousimprovement in the cur-
rent account, which hit arecord high of S$22 billion
in 1997. The capital account began to deteriorate
only following the spread of Singapore's “external
wing policy” totheregiona economiesin 1992 (Fig-
ure 5 and Table 13). After decades of dynamic eco-
nomic growth, the rate of investment decelerated as
the economy matured, resulting in a large positive
savings-investment gap. Gross national savingsasa
percentage of gross national product (GNP) went
up to 51.2 percent in 1997 from alow of 34.2 per-
cent in 1980. Grossfixed capital formation as a per-
centage of GNP declined from 48.1 percent in 1980

Balance of Payments, 1980-1996
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Source: Yearbook of Statistics Singapore, various issues.

Savings-Investment Gap, 1980-1996
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Trade balanceswere negativethroughout the1980s - has also been a corresponding surge in exports of
and early 1990s. Thereafter, they hovered at close | goodsaswell asof services. Inthe 1990s, Singapore
to zero, asshownin Figure 7. The maturing economy " has begun to reap the fruits of being an international
has reduced the need for imports of goods. There ~ service hub, including the earnings of its financial,

Balance of Payments, 1980-1997 (S$ million)

Year Capital Account (Net) Nonmonetary Capital Monetary Capital
1980 3,388.3 (3,345.6) 1,433.8
1981 4,578.5 (3,104.5) 1,938.4
1982 4,940.6 (2,773.6) 2,517.5
1983 5,204.4 (1,289.7) 2,237.7
1984 3,369.9 (820.9) 3,250.6
1985 1,536.9 (7.8) 2,941.7
1986 (967.7) 693.7 1,208.6
1987 989.6 (331.8) 2,328.5
1988 1,987.6 3,788.2 3,343.6
1989 2,438.5 5,700.2 5,334.2
1990 7,154.8 5,612.9 9,892.5
1991 4,051.9 17,364.7 7,262.8
1992 2,920.9 9,146.1 9,959.0
1993 (1,746.0) 6,794.7 12,153.7
1994 (17,855.6) 17,364.7 7,301.7
1995 (926.3) 20,254.2 12,173.9
1996 (3,437.6) 20,564.6 10,406.6
1997 (6,734.8) 21,722.4 11,855.7

() = negative values are enclosed in parentheses.
Source: Yearbook of Statistics Singapore, various issues.

Savings-Investment Gap, 1980-1997

Gross National Savings/ Gross Fixed Capital Formation/ Gross Gross Fixed Savings-

Gross National Product Gross National Product National Savings Capital Formation  Investment Gap
Year (percent) (percent) (S$million) (S$million) (S$million)
1980 34.2 48.1 8,282.0 11,627.6 (3,345.6)
1981 37.2 48.2 10,482.5 13,587.0 (3,104.5)
1982 40.6 49.3 12,885.2 15,658.8 (2,773.6)
1983 44.6 48.1 16,306.1 17,595.8 (1,289.7)
1984 45.6 47.6 18,596.4 19,417.3 (820.9)
1985 41.0 41.0 16,543.4 16,551.2 (7.8)
1986 39.4 37.6 15,588.5 14,894.8 693.7
1987 39.6 38.5 17,108.4 16,636.6 471.8
1988 41.4 36.1 20,831.7 18,204.1 2,627.6
1989 42.8 34.7 24,128.3 19,568.6 4,559.7
1990 43.9 35.6 29,961.7 24,348.8 5,612.9
1991 45.4 34.2 34,183.6 25,746.6 8,437.0
1992 46.4 35.3 38,258.7 29,112.6 9,146.1
1993 45.3 38.0 42,315.3 35,520.6 6,794.7
1994 48.6 32.7 52,625.5 35,389.7 17,235.8
1995 50.0 33.4 60,957.0 40,702.8 20,254.2
1996 50.1 34.7 66,734.0 46,170.0 20,564.0
1997 51.2 36.4 75,1447 53,422.3 21,722.4

() =negative values are enclosed in parentheses.
Source: Yearbook of Statistics Singapore, various issues.



transportation, and tourism sectors, and the invest-
ment income of the public sector. The current-ac-
count surpluses clearly resulted from marked im-
provements in the export of services (Figure 7 and
Table 15).
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Capital-account deficits, beginning in the early
1990s, were largely caused by outflows of nonmon-
etary capita (including private-sector portfolio and
direct investment flows), public-sector capital sub-

AELCHISE Current Account, 1980-1997 (S$ million)

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

scriptionsto international institutions, and repayment
of foreign loans. Over the same period, inflows of
monetary capital included changesintheforeign as-
sets and liabilities of DBUs—mainly amounts due
from banks outside Singapore and ACUs, loans and
advances to nonbank customers, and discounting of
bills payable outside Singapore. The sudden plunge
in nonmonetary capital may be due to short-term
speculative movementsin equity funds (Figure 8 and
Tablel6).
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Year Trade Balance Balance of Services Transfer of Payments (Net) Current-Account Balance
1980 (9,056.0) 5,816.0 (109.0) (3,349.0)
1981 (13,056.0) 10,265.0 (130.0) (2,921.0)
1982 (14,587.0) 12,050.0 (245.0) (2,782.0)
1983 (12,304.0) 10,962.0 (389.0) (1,731.0)
1984 (8,684.0) 7,573.0 (440.0) (1,551.0)
1985 (6,224.0) 6,685.0 (469.0) (8.0)
1986 (4,497.0) 6,093.0 (415.0) 693.7
1987 (5,152.0) 6,116.0 (492.0) 471.8
1988 (4,719.3) 7,841.5 (597.0) 2,524.8
1989 (4,124.0) 10,270.0 (715.0) 5,431.0
1990 (6,703.5) 13,119.3 (803.0) 5,612.0
1991 (4,382.4) 13,682.8 (863.0) 8,437.0
1992 (6,367.3) 16,391.5 (878.1) 9,146.1
1993 (7,980.5) 15,744.1 (968.8) 6,794.7
1994 (1,600.6) 19,958.3 (1,121.9) 17,235.8
1995 (1,855.2) 23,564.9 (1,261.4) 20,448.3
1996 (733.6) 22,272.8 (1,708.2) 20,564.6
1997 (2,628.3) 23,741.6 (2,019.2) 21,722.4

() = negative values are enclosed in parentheses.
Source: Economic Survey of Singapore, various issues.

111




112

A STUDY OF FINANCIAL MARKETS

Capital Account, 1980-1997 (S$ million)

Year Capital Account (Net) Nonmonetary Capital Monetary Capital
1980 3,388.3 3,096.7 291.6
1981 4,578.5 3,583.6 994.9
1982 4,940.6 4,224.7 715.9
1983 5,204.4 2,378.4 2,826.0
1984 3,369.9 1,769.7 1,600.2
1985 1,536.9 2,554.8 (1,017.9)
1986 (967.6) 2,820.8 (3,788.4)
1987 989.6 2,799.8 (1,810.2)
1988 1,654.8 3,650.1 (1,995.3)
1989 3,710.5 6,329.1 (2,618.6)
1990 7,154.8 4,109.5 3,045.3
1991 4,051.9 5,722.7 (1,670.8)
1992 2,920.9 4,093.6 (1,172.7)
1993 (1,746.0) (6,137.4) 4,391.4
1994 (17,855.6) (19,562.9) 1,707.3
1995 (926.3) (8,830.2) 7,903.9
1996 (3,437.6) (9,827.6) 6,390.0
1997 (6,734.8) (16,584.1) 9,849.3

( ) =negative values are enclosed in parentheses.
Source: Economic Survey of Singapore, various issues.

How were these flows of “hot money,” seeking
handsome returns and quick killings, reduced to a
manageabl e size without noticeableinstability inthe
domestic financial sector? The capital market has
ample safeguards. Since November 1996, foreign
companies could list Singapore dollar—denominated
shares on the Stock Exchange of Singapore only if
they had operating headquarters (OHQ) status and
at least 35 percent of their revenue, profits, or ex-
penses were attributable to Singapore. Under such
stringent requirements, only two companiesqualified.
Theworking guideline of 35 percent was relaxed to
20 percent in August 1998. The point to note hereis
that these guidelinesare periodically reviewed. Mon-
etary capital is highly mobile: more than 70 percent
of the fundsin the Asian dollar market are of three
months' tenure or less. The noninternationalization
of the Singapore dollar keeps foreign fund flows
within the ACU with sufficient incentives. Domestic
outflows of funds are kept within the domestic bank-
ing sector since any funds deployed overseas from
the DBU, whether approved before or after the fact,
must first be converted into foreign currencies.

Domestic Banking Unit vs.
Asian Currency Unit:
A Flow-of-Funds Analysis
Banking activities in Singapore are 75 percent off-
shore participation and 25 percent domestic-based.
MAS has constantly tread afine line through trade-
offs between further liberalization of the financial
center and greater internationalization of the domes-
tic banking sector. Its approach is cautious, and fu-
ture changes are likely to beincremental and evolu-
tionary. In other words, the line of demarcation be-
tween the DBU and the ACU is expected to thin
over time. Given the conflicting objectives, striking a
delicate balanceto ensure nonvolatile flows of funds
between the two units can be tricky. Gradually, as
residents gain greater access to the ACU and wider
participation by nonresidentsinthe DBU isachieved,
market rates and competitiveness will increasingly
governtheflow of fundsbetween thetwo units. Regu-
lations, safeguards, and incentives, however, influence
or distort market rates and competitiveness.

In atwo-tier financial system governed by com-
petition, there is always the danger of the foreign




currencies in the ACU overwhelming the local cur-
rency of the DBU, or vice versa. Some economists :
have suggested that since the ACU is dominated by :
theUSdollar, thefiscal incentives make* dol arization -
encroachment” on DBU assetsand liabilitieslikely. :
The latter may, in turn, destabilize the DBU and, :
hence, the real economy. An analysis of the flow of :
funds from 1970 to 1982 can be found in the study :
by Bryant (1985). Important structural changes, how- :
ever, have since taken place. Between 1980 and :
1989, computed statistics suggest that DBU assets :
and liabilitiesgrew by 17.2 percent annually. Growth :
in the ACU was dlightly faster, at 25 percent. No :
encroachment took place, since there was no appar- :
ent “round tripping” of depositsfrom the DBU tothe :
ACU, probably reflecting the confidence of residents :

inthelocal currency.

The significant declinein the growth of ACU as-
setsand liabilitiesin the 1990sisprimarily duetothe
8 percent minimum capital adequacy ratio set by the
Bank for International Settlements. Growth of ACU
assets turned negative, dropping to -8.4 percent in -
1991 and -0.7 percent in 1992, as offshore banksran -
down their balance sheet to meet the requirements
of their home regulators, before bouncing back to
8.6 percent in 1993. Since Singapore banks are still
well abovethe 12 percent capital adequacy standard -
set by MAS, total DBU loansto nonbank customers
grew by an average 12 percent throughout the 1980s -
and 1990s. Average growth of ACU loansto non-
bank customers plummeted from 203 percentin 1971-
1979 to a staggering 27 percent in the 1980s and -
7 percent in the 1990s. (See Tables 17-18afor the
annual growth rates of DBU and ACU assets and -
- same period. Because of thefiscal incentives granted

Interestingly, as the momentum of growth re-
versed over the period 1990 to 1998, some “inter- -
nationalization encroachment” of the Singapore -
dollar may have occurred when DBU assets and
liabilities grew faster (at 9.3 percent) than those of :
ACUs (at 5.1 percent). However, the gradual :
strengthening of the Singapore dollar vis-a-visthe :

ligbilities.)
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greenback since the early 1990s could also have
contributed to this reversal in growth momentum.
As more than 70 percent of ACU liabilities and
more than 65 percent of ACU assets have tenures
of three months or less, the essentially short-term
Asian dollar market depicts the volatile nature of
fund flows (Table 19). The annual growth of inter-
bank lending from DBUs to ACUs declined to 3
percent in the 1990sfrom 34.6 percent in the 1980s.
In the 1990s, interbank deposits from ACUs to
DBUs grew by 15.5 percent yearly but interbank
deposits from DBUs to ACUs grew by only 6.8
percent. Theimportant lesson isthat market forces,
not just MAS alone, will affect the pace of the in-
ternationalization of the Singapore dollar as the
country’s economic structure evolves.

To understand the cause of the reversal in the
growth momentum, we need to study the distribution
of loansand depositsin both DBUsand ACUs. Non-
bank customer depositsin ACUshaveremained very
stable, at about afifth of tota liabilities. Theremain-
ing four fifthsareinterbank fundswhich come mainly
from banks outside Singapore, reflecting the success
of the ACU as a funding center (Figure 9 and
Table 20). On the other hand, ACU interbank lend-
ing has been on the decline whilelending to nonbank
customers has trended upward probably because of
strong regional growth in the 1990s (Figure 10 and
Table 20a).

Thedistribution of DBU assets between interbank
and nonbank customers has been rather stablein the
1990s (Figure 11 and Table 21). Likewise, thedistri-
bution of DBU liabilities between interbank and non-
bank customers has also remained stable over the

to ACUs, DBU liabilities in foreign currencies are
placedin ACUs, astheir steadily increasing share of
liabilities, from 6.8 percentin 1980to 15.9 percent in
1998, shows (Figure 12 and Table 214). DBU stabil-
ity revedls the effectiveness of the MAS' policy of
keeping atight rein on the domestic banking sector,
with virtually no new full-license banks entering the
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IELICENA Annual Change in Assets of Domestic Banking Units, 1971-1998 (percent)

>

[0}

Interbank Funds Other Investments E'

Total Loans to Nonbank Total Interbank In Inter- Outside Money-Market Total Other In Outside Balances Other 3

Year? Assets Customers FundsP Singapore ACUs Singapore Investments Investments Singapore Singapore with MAS Assets® (%

1971 13.3 10.5 0.0 0.0 0.0 0.0 39.4 96.1 0.0 0.0 25.9 46.8 %

1972 31.2 36.3 0.0 0.0 0.0 0.0 17.3 25.3 28.7 14.0 58.5 23.1 )Z>

1973 39.3 44.3 0.0 0.0 0.0 0.0 (29.7) 50.2 69.1 (21.1) 154.9 74.8 %

1974 8.0 10.7 0.0 0.0 0.0 0.0 2.4 12.9 14.3 1.1 (25.1) 225 E

1975 16.6 34.8 0.0 0.0 0.0 0.0 9.6 16.4 19.8 (14.5) 2.0 68.1 ;)S

1976 15.9 15.8 0.0 0.0 0.0 0.0 5.1 34.8 37.2 4.2 12.7 8.0 a

1977 40.3 14.5 0.0 0.0 0.0 0.0 13.7 10.9 12.8 (21.0) 6.8 25 "
1978 16.3 20.1 16.7 27.9 (20.2) 34.9 1.6 5.0 5.2 1.9 15.9 2.6
1979 26.1 30.9 30.4 22.9 48.4 28.6 12.4 0.3 1.2 (21.9) 15.9 15.1
1980 24.6 26.2 21.8 38.8 30.7 3.1 47.6 13.3 12.6 35.7 25.8 13.3
1981 34.0 24.9 71.9 52.2 87.0 83.7 43.8 2.1 2.0 5.1 29.5 19.0
1982 8.8 16.7 (16.9) (11.2) (0.6) (33.4) 9.9 59.4 59.1 70.0 18.6 3.9
1983 16.5 15.6 21.2 (0.8) 24.6 44.7 (0.2) 26.9 27.5 13.6 9.9 15.2
1984 16.2 8.3 43.5 10.5 49.4 66.3 7.3 3.7 3.7 1.3 11.9 25.2
1985 7.5 15 21.5 30.7 19.1 18.3 (3.9) 17.1 16.4 35.4 5.0 0.3
1986 8.8 (4.3) 34.8 25.3 21.7 51.1 12.0 2.0 (1.6) 87.2 4.3 3.5
1987 12.6 5.8 20.9 38.5 20.0 12.4 (16.3) 25.1 29.4 (29.3) 12.9 213
1988 115 10.5 12.7 4.7) 38.8 5.9 (9.9) 125 13.2 (2.9) 10.1 23.0
1989 31.9 21.4 50.0 71.7 55.0 33.3 (17.9) 31.3 31.9 13.6 39.8 0.5
1990 .8 13.6 (3.6) 21.6 (21.0) (3.9) 12.2 14.7 14.5 21.7 5.2 4.0
1991 1.6 10.9 (13.6) (34.6) 5.8 (10.7) 69.0 4.7 5.0 (3.2) 21.3 13.4
1992 12.6 8.0 21.1 (1.0) 26.8 30.2 38.6 7.9 8.7 (18.6) 12.7 (10.9)
1993 11.1 13.5 8.3 45.8 (6.1) 3.0 3.0 125 11.6 48.7 9.1 15.2
1994 18.6 16.0 26.6 63.3 23.7 2.4 1.9 10.9 5.2 192.0 7.0 10.8
1995 11.2 19.8 0.9 8.9 3.7) (3.5) 15.8 13.9 15.4 (3.4) 16.3 3.4
1996 125 16.5 7.9 8.5 (2.2) 17.8 4.9 12.4 12.2 14.6 9.6 12.8
1997 14.6 12.8 16.1 (9.9) 38.9 27.1 135 5.2 5.4 2.6 8.6 55.6
1998 (3.4) (1.5) (8.2) 4.5 (34.6) 6.8 12.2 3.2 3.3 2.0 1.8 (9.6)

() = negative values are enclosed in parentheses.

ACU = Asian currency unit, MAS = Monetary Authority of Singapore.

2 End-December figures except for 1998 whose reported figures are for end-March.

b Figures for 1971-1976 are reported as “Net balances due to banks.”

C“Other assets” include “Cash in hand,” “S$NCDs held,” and “Fixed and other assets.”
Source: Monetary Authority of Singapore, Annual Report, various issues.




Annual Changes in Liabilities of Domestic Banking Units, 1971-1998 (percent)

Interbank Funds

Total Deposits of Total Interbank In Inter- Outside Paid-up Capital Amount Borrowed Other
Year? Liabilities Nonbank Customers Funds® Singapore ACUs Singapore and Reserves from Other Creditors Liabilities®
1971 13.3 29.3 (58.4) na na na 33.3 0.0 (4.9)
1972 31.2 26.5 102.9 0.0 159.6 138.8 19.1 42.2 16.7
1973 39.3 224 87.5 658.3 136.5 61.4 89.0 108.9 58.3
1974 8.0 13.6 (38.4) (71.4) (73.1) (21.0) 16.9 63.3 18.8
1975 16.6 15.5 (20.6) 1.2 (64.7) (15.9) 18.2 0.5 112.1
1976 15.9 11.6 40.5 (94.1) 62.0 46.0 16.7 17.7 14.1
1977 40.3 5.7 458.4 74,705.9 2,418.8 185.1 6.5 2.4 33.1
1978 16.3 12.0 31.3 35.1 43.5 225 10.7 6.4 6.2
1979 26.1 21.2 30.1 40.5 234 28.4 24.2 24.8 37.8
1980 24.6 31.7 154 19.6 (5.5) 26.0 43.2 47.1 2.8
1981 34.0 24.8 54.5 46.8 33.9 69.0 42.5 36.5 7.0
1982 8.8 17.0 (6.1) (7.1) 21.4 (15.9) 13.2 24.0 13.0
1983 16.5 12.2 30.3 (1.2) 64.2 30.3 13.6 (2.7) 6.6
1984 16.2 6.7 35.1 9.8 38.2 44.1 13.3 0.0 3.9
1985 7.5 2.6 16.2 33.9 15.9 10.6 (1.2) (6.6) 7.1
1986 8.8 6.5 12.8 19.4 10.5 11.7 2.7) (24.9) 28.1
1987 12.6 18.9 9.3 253 (4.9) 12.0 19.1 (49.3) 11.0
1988 11.5 16.7 8.1 3.5 0.0 14.8 5.4 (10.1) 10.8
1989 31.9 25.6 46.1 84.9 37.2 33.8 17.9 (5.7) 8.1 %’
1990 5.3 19.9 (8.3) (11.5) 9.6 (15.6) 8.2 (11.2) 5.0 0
1991 1.6 12.9 (14.6) (28.2) (13.1) (7.0) 13.0 28.5 2.6 e
1992 12.6 8.6 20.9 13.8 20.2 24.7 16.7 24.9 (3.4) r;F-I
1993 11.1 8.8 14.5 40.2 27.9 (5.1) 16.8 0.5 3.0 (g
1994 18.6 16.0 24.1 51.1 222 7.9 18.0 214 51 (17
1995 11.2 9.9 11.4 18.9 5.2 10.0 20.5 2.4 8.8 9|
1996 12.5 8.6 18.0 14.9 19.0 20.3 11.0 3.9 12.7 Cz)
1997 14.6 5.0 23.9 (9.3) 59.9 24.2 13.0 (7.5) 38.2 N
1998 (3.4) 5.0 (13.1) 4.7 (11.1) (27.7) 0.1 0.5 2.0 =
Z
2
() negative values are enclosed in parentheses. %
na = not available. =
ACU = Asian currency unit. 0
2 End-December except for 1998 whose reported figures are for end-March. ('f<)
b Figures for 19711976 are reported as “Net balances due to banks.” =
C“Other liabilities: include “S$NCDs issued,” “Bills payable,” and other liabilities. E

Source: Monetary Authority of Singapore, Annual Report, various issues.

=
=
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IELICHE Annual Change in Assets of Asian Currency Units, 1971-1998 (percent)

Interbank Funds

Total Loans to Total Interbank In Inter- Outside Other
Year2 Assets Nonbank Customers Funds Singapore ACUs Singaporeb Assets®
1971 172.7 1,258.3 129.8 193.9 0.0 127.5 307.0
1972 180.0 218.3 174.0 158.2 0.0 174.7 90.1
1973 110.9 102.1 112.9 163.2 0.0 110.6 129.0
1974 65.0 116.5 51.7 (14.8) 0.0 55.4 97.9
1975 21.6 25.6 20.9 21.1 0.0 20.9 (2.2)
1976 37.8 22.5 42.3 53.4 0.0 42.0 81.1
1977 21.1 18.1 21.6 38.4 0.0 21.1 36.9
1978 28.7 334 25.9 51.1 0.0 0.4 71.9
1979 41.1 33.1 41.7 27.0 61.3 37.7 90.1
1980 42.5 46.2 40.8 (1.4) 65.9 35.8 53.8
1981 57.7 56.8 57.2 37.8 55.9 58.4 70.2
1982 20.4 41.9 11.9 16.3 23.8 7.7 47.6
1983 8.3 10.1 7.0 60.6 2.5 6.9 14.8
1984 14.5 11.1 14.6 37.3 11.0 14.8 27.5
1985 21.3 10.9 23.0 20.5 23.5 23.0 451
1986 29.1 3.5 39.7 6.7 13.4 51.5 17.3
1987 22.1 42.0 16.7 3.1 (14.9) 26.0 23.0
1988 14.5 21.0 13.8 3.4 (1.0) 17.0 2.2
1989 20.0 29.8 17.4 39.5 6.8 18.4 12.0
1990 16.0 45.3 4.5 19.3 24.9 1.1 20.0
1991 (8.4) 6.8 (17.6) (6.0) (22.7) (17.2) 3.3
1992 (0.7) 0.1 (1.2) 6.1 0.4 (2.4) (0.7)
1993 8.6 2.0 10.0 45.7 18.6 7.3 32.3
1994 7.8 6.6 9.4 34.5 14.6 6.5 3.5
1995 14.9 18.8 10.4 8.7 9.1 10.9 27.7
1996 6.0 4.2 7.7 20.3 1.4 7.8 3.1
1997 9.9 (4.0) 18.6 33.5 21.5 16.6 11.8
1998 (7.9) (12.1) (6.3) (7.3) (6.4) (6.1) (4.0)

() = negative values are enclosed in parentheses.

ACU = Asian currency unit.

2 End-December except for 1998 whose reported figures are for end-March.
b Percentages for 1971-1977 include Inter-ACU transactions.

¢ “Other assets” include “S$NCDs held” and other assets.

Source: Monetary Authority of Singapore, Annual Report, various issues.

SR Composition of the Assets of Asian S Composition of the Liabilities of the Asian
Currency Units: Nonbank Customers Currency Units: Nonbank Customers and
and Total Interbank Funds, 1980-1998 Total Interbank Funds, 1980-1998

Percent of total assets Percent of total liabilities
80 90
=== | oans to Nonbank Customers
70 === Total Interbank Funds 80 NW_\
60 70
60
50
50 | ™= Deposits of Nonbank Customers
40 ====_Total Interbank Funds
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30
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—
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Source: Monetary Authority of Singapore. Source: Monetary Authority of Singapore.
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ELIEREEW Annual Change in Liabilities of Asian Currency Units, 1971-1998 (percent)

Interbank Funds

Total Deposits of Total Interbank In Inter- Outside Other
Year? Liabilities Nonbank Customers Funds Singapore ACUs Singaporeb Liabilities®
1971 172.7 (2.4) 475.3 889.5 0.0 457.9 168.6
1972 180.0 67.6 214.4 157.1 0.0 218.6 99.3
1973 110.9 128.9 105.8 179.7 0.0 101.4 321.6
1974 65.0 76.8 62.5 66.6 0.0 62.2 83.9
1975 21.6 28.1 20.7 (13.6) 0.0 23.6 11.2
1976 37.8 (5.2) 46.4 36.8 0.0 46.9 38.7
1977 21.1 15.0 21.8 73.0 0.0 18.9 26.6
1978 28.7 59.7 19.8 4.3 0.0 (0.8) 2515
1979 41.1 60.3 33.8 30.5 61.3 28.0 104.2
1980 42.5 60.3 38.9 (30.7) 65.9 37.5 43.7
1981 57.7 46.5 62.3 39.3 55.9 65.5 37.3
1982 20.4 30.1 19.4 (17.6) 23.9 19.3 10.1
1983 8.3 17.0 7.0 19.4 2.5 8.1 0.9
1984 14.5 4.4 18.2 64.6 11.0 19.2 (2.4)
1985 21.3 30.2 19.8 41.8 23.4 17.9 15.5
1986 29.1 20.6 32.8 16.5 13.4 39.4 1.4
1987 22.1 23.0 20.8 34.5 (14.9) 29.0 45.5
1988 14.5 14.1 15.2 29.1 (1.0) 17.3 3.8
1989 20.0 15.9 21.5 49.5 6.8 223 6.8
1990 16.0 21.6 14.8 (5.3) 24.9 14.7 17.5
1991 (8.4) (5.1) (8.9) 19.3 (22.7) (8.4) (11.9)
1992 (0.7) 0.2 (0.7) 27.6 0.4 (2.5) (3.8)
1993 8.6 (1.5) 10.4 1.7 18.6 10.1 21.3
1994 7.8 5.0 8.0 22.6 14.6 6.1 17.4
1995 14.9 225 12.8 10.8 9.1 13.4 26.5
1996 6.0 18.3 3.6 0.5 1.4 4.1 2.3
1997 9.9 19.2 6.4 27.8 21.5 2.9 31.6
1998 (7.9) 0.3 (20.9) (32.4) (6.4) (9.5) 3.0

() =negative values are enclosed in parentheses.

ACU = Asian currency unit.

2End-December except for 1998 whose reported figures are for end-March.
b percentages for 1971-1977 include Inter-ACU transactions.

¢“Other liabilities” include “S$NCDs issued” and “Other liabilities.”
Source: Monetary Authority of Singapore, Annual Report, various issues.

SIICHNM Composition of the Assets of Domestic - IZl[=l¥H Composition of the Liabilities of Domestic
Banking Units: Nonbank Customers and Banking Units: Nonbank Customers and
Total Interbank Funds, 1980-1998 Total Interbank Funds, 1980-1998

Percent of total assets Percent of total liabilities
70 : 60
=== | 0ans to Nonbank Customers '
60 === Total Interbank Funds 50
S0 40
40
30
30
20
20
10 . 10| Deposits of Nonbank Customers
: === Total Interbank Funds
0 ) 0
1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998

Source: Monetary Authority of Singapore, Annual Report, various issues. Source: Monetary Authority of Singapore, Annual Report, various issues.
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IELICHEE Asian Dollar Market: Maturity Classification of Assets and Liabilities, 1970-1998

Maturity Classification 1970 1975 1980 1985 1990 1995 1997 19982
Amount (US$ million)

Assets

Up to 7 days 197.5 942.2 7,918.4 29,130.6 71,920.0 89,709.1 131,356.6 133,192.0

Over 7 days to 1 month 9,814.2 34,338.2 82,2349 84,731.7 106,318.6 98,689.0

Over 1 month to 3 months® 76.8 4,736.1 14,552.0 33,846.7 102,193.3 116,031.0 115,402.8 106,464.2

Over 3 months to 12 months 105.7 4,873.3 11,746.8 28,765.2 67,399.9 102,093.3 112,918.7 92,481.3

More than 1 year 4.1 1,850.3 10,361.2 29,2935 66,647.4 85,667.7 91,196.8 82,516.0

Liabilities

Up to 7 days 304 1,856.3 11,830.4 39,182.3 99,804.7 123,729.0 165,240.8 161,077.0

Over 7 days to 1 month 12,293.7 42,373.3 104,839.1 129,946.3 150,252.5 137,051.9

QOver 1 month to 3 months® 238.1 5,161.1 16,3729 40,546.7 104,664.5 129,254.7 136,103.3 125,653.3

Over 3 months to 12 months 114.0 5,087.2 11,126.6 28,381.6 61,433.3 81,408.7 87,882.6 72,009.1

More than 1 year 2.2 282.0 2,769.0 4,890.3 19,653.8 13,894.2 17,714.3 17,551.3

Total Assets/Liabilities 384.7 12,386.6 54,392.6 155,374.2 390,395.5 478,232.9 557,193.5 513,342.6

Percent of Total

Assets

Up to 7 days and

Over 7 days to 1 month 51.3 7.6 32.6 40.8 39.5 36.5 42.7 45.2

Over 1 month to 3 months® 20.0 38.2 26.8 21.8 26.2 24.3 20.7 20.7

Over 3 months to 12 months 27.5 39.3 21.6 18.5 17.3 21.3 20.3 18.0

More than 1 year 1.1 14.9 19.0 18.9 17.1 17.9 16.4 16.1

Liabilities

Up to 7 days and

Over 7 days to 1 month 7.9 15.0 44.4 52.5 52.4 53.0 56.6 58.1

QOver 1 month to 3 months® 61.9 41.7 30.1 26.1 26.8 27.0 24.4 24.5

Over 3 months to 12 months 29.6 41.1 20.5 18.3 15.7 17.0 15.8 14.0

More than 1 year 0.6 2.3 5.1 3.1 5.0 2.9 3.2 3.4

Total Assets/Liabilities 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

2 Figures for 1998 are for end-March, the rest are for end-December.
b Figures for 1970 and 1975 are classified as “Over 7 days to 3 months.”
Source: Monetary Authority of Singapore, Annual Report, various issues.

sector over the last three decades. There appears to
be a trade-off between stability and efficiency in
domestic banking activities, asthe low productivity
infinancial and business services has shown.

Since ACU assetsand liabilitieswerethreetofive
times those of DBUs over the 1980s and 1990s, un-
restricted flows of largely US dollar—denominated
foreign funds between ACUs and DBUs can them-
selves be destabilizing. Therefore, in a two-tier fi-
nancial system, not only must the local currency’s
value be relatively stable to discourage currency
arbitragesandto prevent financia round tripping, the
regulations, safeguards, and incentives designed for
the two units must remain consistent, with only in-
frequent revisions, since stability itself would obviate

the need for tighter regulations. Free movements of
capital are obvious when we note that the three-
month interbank Singapore dollar money-market
interest rate has moved in tandem with the three-
month interbank US dollar interest rate (SIBOR
[Singapore interbank offer rate]) in ACUs over the
last two decades. Local interest ratestend to belower
than their US dollar counterparts, partly because of
lower domestic inflation. Still, the interest-rate dif-
ferentials have narrowed since the 1990s, indicating
theinternationalization or dominance of the US dol-
lar inthe ACU (Figure 13).

The only known massive speculative attempts on
the Singapore dollar took place in September 1985.
The Singaporedollar was sold short against the green-
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JELICRAO Distribution of Assets of Asian Currency Units, 1970-1998 (percent)

Interbank Funds

Total Loans to Total Interbank In Inter- Outside Other
Year? Assets Nonbank Customers Funds Singapore ACUs Singaporeb Assets®
1970 100.0 3.6 95.0 3.4 0.0 91.6 1.5
1971 100.0 17.8 80.1 3.6 0.0 76.4 2.2
1972 100.0 20.2 78.3 3.3 0.0 75.0 1.5
1973 100.0 19.3 79.0 4.2 0.0 74.9 1.6
1974 100.0 25.4 72.7 2.2 0.0 70.5 1.9
1975 100.0 26.2 72.2 2.1 0.0 70.1 1.6
1976 100.0 23.3 74.6 2.4 0.0 72.2 2.0
1977 100.0 22.8 74.9 2.7 0.0 72.2 2.3
1978 100.0 23.6 73.3 3.2 13.8 56.4 3.1
1979 100.0 22.2 73.6 29 15.7 55.0 4.2
1980 100.0 22.8 72.7 2.0 18.3 52.4 4.5
1981 100.0 22.7 72.5 1.7 18.1 52.6 4.8
1982 100.0 26.7 67.3 1.7 18.6 47.1 5.9
1983 100.0 27.2 66.6 2.5 17.6 46.5 6.3
1984 100.0 26.4 66.6 3.0 17.1 46.6 7.0
1985 100.0 24.1 67.5 3.0 17.4 47.2 8.4
1986 100.0 19.3 73.1 25 15.3 55.4 7.6
1987 100.0 225 69.9 2.1 10.6 57.2 7.7
1988 100.0 23.7 69.4 1.9 9.2 58.4 6.8
1989 100.0 25.7 68.0 2.2 8.2 57.6 6.4
1990 100.0 32.2 61.3 2.2 8.8 50.2 6.6
1991 100.0 37.5 55.1 2.3 7.4 45.3 7.4
1992 100.0 37.8 54.8 2.5 7.5 44.8 7.4
1993 100.0 35.4 55.5 3.3 8.2 44.0 9.1
1994 100.0 35.0 56.3 4.1 8.7 43.4 8.7
1995 100.0 36.2 54.1 3.9 8.3 41.9 9.7
1996 100.0 35.6 55.0 4.4 7.9 42.6 9.4
1997 100.0 31.1 59.3 5.4 8.8 45.2 9.6
1998 100.0 29.7 60.4 54 8.9 46.1 10.0

() =negative values are enclosed in parentheses.

ACU = Asian currency unit.

2 End-December except for 1998 whose reported figures are for end-March.
b Percentages for 1971-1977 include Inter-ACU transactions.

¢ “Other assets” include “S$NCDs held” and other assets.

Source: Monetary Authority of Singapore, Annual Report, various issues.

SR SIBOR and Three-Month Interbank
Interest Rates, 1980-1997
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SIBOR = Singapore interbank offer rate (US dollar interest rate), 3-month interbank =
Singapore dollar money market interest rate.
Source: International Monetary Fund, International Financial Statistics, various issues.

back in theforeign-exchange market, resultingina5
percent depreciation of the local currency in just a
few weeks (Figure 14). MAS successfully fended
off the attacks by tightening the short-term money-
market liquidity in DBUs, pushing the overnight in-
terest rate past 120 percent. Such amove hurt specu-
lators who needed short cover for their exchange
positions from the local money market (The Straits
Times, 19 September 1985). The effectiveness of
this strategy presupposed that the ability of MASto
tighten the liquidity in the local money market was
not neutralized by amatching pool of Singaporedol-
lars offshore. This, indeed, is the essence of the
noninternationalization policy.
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IELICWPAEW Distribution of Liabilities of Asian Currency Units, 1970-1998 (percent)

Interbank Funds

Total Deposits of Total Interbank In Inter- Outside Other
Year2 Liabilities Nonbank Customers Funds Singapore ACUs Singaporeb Liabilities®
1970 100.0 62.5 36.2 1.5 0.0 34.7 1.3
1971 100.0 22.4 76.3 5.3 0.0 71.0 1.3
1972 100.0 13.4 85.7 4.9 0.0 80.8 0.9
1973 100.0 14.5 83.6 6.5 0.0 77.2 1.8
1974 100.0 15.6 82.4 6.5 0.0 75.8 2.0
1975 100.0 16.4 81.7 4.6 0.0 77.1 1.9
1976 100.0 11.3 86.8 4.6 0.0 82.2 1.9
1977 100.0 10.7 87.3 6.6 0.0 80.7 2.0
1978 100.0 13.3 81.3 5.3 13.8 62.2 54
1979 100.0 15.1 77.1 4.9 15.7 56.5 7.8
1980 100.0 17.0 75.2 2.4 18.3 54.5 7.8
1981 100.0 15.8 77.4 2.1 18.1 57.2 6.8
1982 100.0 17.1 76.7 1.4 18.6 56.6 6.2
1983 100.0 18.4 75.8 1.6 17.6 56.6 5.8
1984 100.0 16.8 78.2 2.3 17.1 58.9 5.0
1985 100.0 18.0 77.3 2.7 17.4 57.2 4.7
1986 100.0 16.9 79.4 2.4 15.3 61.8 3.7
1987 100.0 17.0 78.6 2.7 10.6 65.3 4.4
1988 100.0 16.9 79.1 3.0 9.2 66.9 4.0
1989 100.0 16.3 80.1 3.7 8.2 68.2 3.6
1990 100.0 17.1 79.3 3.1 8.8 67.4 3.6
1991 100.0 17.8 78.8 4.0 7.4 67.4 3.5
1992 100.0 17.9 78.7 51 7.5 66.1 3.4
1993 100.0 16.2 80.0 4.8 8.2 67.0 3.8
1994 100.0 15.8 80.1 5.4 8.7 65.9 4.1
1995 100.0 16.9 78.6 5.3 8.3 65.1 4.5
1996 100.0 18.8 76.8 5.0 7.9 63.9 4.3
1997 100.0 20.4 74.4 5.8 8.8 59.8 5.2
1998 100.0 22.2 72.0 4.3 8.9 58.8 5.8

ACU = Asian currency unit.

a End-December except for 1998 whose reported figures are for end-March.
b Percentages for 1970-1977 include Inter-ACU transactions.

¢ “Other liabilities” include “S$NCDs issued” and other liabilities.

Source: Monetary Authority of Singapore, Annual Report, various issues.

The September 1985 Exchange-Rate Noninternationalization
SEEEER(EENY CHE) of the Singapore Dollar

S$/US$ Interbank Rate (%) and Its Implications

R [—— 35 The debate on the noninternational role of the
2.30 | — Interbank Rate 30 Singapore dollar has always attracted attention and
2.25 25 intense debate, understandably among private-sec-
220 \ 7 tor fund managers and bankers and lately among
248 \/\-\/\ s ASEAN political leaderswho advocate aregional
240 10 role for the Singapore dollar amid the currency
208 turmoil.

200 ° The policy of noninternationalization became
1'95Jan Feb Mar Apr MayJun Jul Aug Sep Oct Nov Dec 0 the subject of arecent buzz withinthefinancial com-

1985

munity following Finance Minister HU's announce-
Source: Monetary Authority of Singapore. ment on 15 October 1996 that MAS would now



BELIZABE Distribution of Assets of Domestic Banking Units, 1970-1998 (percent)

Other Interbank Funds Other Investments
Total Loans to Total Interbank In Inter- Outside Money-Market  Total Other In Outside Balances Other

Year? AssetsP  Nonbank Customers Funds® Singapore ACUs Singapore Investments Investments  Singapore  Singapore with MAS  Assetsd

1970 100.0 55.1 18.6 na na na 14.1 5.1 5.1 0.0 2.7 4.4

1971 100.0 53.7 0.0 0.0 0.0 0.0 17.3 8.9 6.9 2.1 3.0 5.7

1972 100.0 55.8 0.0 0.0 0.0 0.0 15.5 8.5 6.7 1.8 3.6 5.8

1973 100.0 57.8 0.0 0.0 0.0 0.0 7.8 9.2 8.2 1.0 6.7 6.7

1974 100.0 59.2 0.0 0.0 0.0 0.0 7.4 9.6 8.6 0.9 4.6 7.6

1975 100.0 68.5 0.0 0.0 0.0 0.0 7.0 9.6 8.9 0.7 4.0 7.5

1976 100.0 68.4 0.0 0.0 0.0 0.0 6.3 111 10.5 0.6 3.9 7.3

1977 100.0 55.8 20.4 6.9 5.9 7.6 5.1 8.8 8.4 0.4 3.0 5.8

1978 100.0 57.6 20.4 7.6 4.0 8.8 4.5 7.9 7.6 0.3 3.0 5.6

1979 100.0 59.8 211 7.4 4.7 9.0 4.0 6.3 6.1 0.2 2.7 5.4

1980 102.9 60.7 20.7 8.3 5.0 7.4 4.7 5.7 5.5 0.2 2.8 8.4

1981 100.0 56.5 26.5 9.4 6.9 10.2 5.1 4.4 4.2 0.2 2.7 4.7

1982 100.0 60.7 20.2 7.7 6.3 6.2 5.1 6.4 6.2 0.3 2.9 4.5

1983 100.0 60.2 211 6.5 6.8 7.7 4.4 7.0 6.8 0.2 2.8 4.3

1984 100.0 56.1 26.0 6.2 8.7 11.1 4.1 6.2 6.0 0.2 2.7 4.7

1985 100.0 53.0 29.4 7.6 9.7 12.2 3.6 6.8 6.5 0.3 2.6 4.5

1986 100.0 46.6 36.4 8.7 10.8 16.9 3.7 6.4 5.9 0.5 2.5 4.2

1987 100.0 43.8 39.1 10.7 115 16.9 2.8 7.1 6.8 0.3 2.5 4.6

1988 100.0 43.4 39.6 9.2 14.3 16.1 2.2 7.1 6.9 0.3 2.5 5.1 (%)

1989 100.0 39.9 45.0 11.9 16.8 16.2 1.8 7.1 6.9 0.2 2.6 3.7 (,Z)

1990 100.0 43.1 41.2 13.8 12.6 14.8 1.5 7.7 7.5 0.3 2.6 3.7 -C);S

1991 100.0 47.0 35.0 8.9 13.2 13.0 2.5 8.0 7.7 0.2 3.1 4.2 IEIQI

1992 100.0 45.1 37.7 7.8 14.8 15.1 3.0 7.6 7.5 0.2 3.1 3.3 (é)

1993 100.0 46.1 36.7 10.2 12.5 14.0 2.8 7.7 7.5 0.2 3.1 3.5 e}

1994 100.0 45.0 39.2 14.1 13.1 12.1 2.4 7.2 6.7 0.6 2.8 3.3 é

1995 100.0 48.5 355 13.8 11.3 10.5 2.5 7.4 6.9 0.5 2.9 3.1 Cg)

1996 100.0 50.2 34.1 13.3 9.8 11.0 2.4 7.4 6.9 0.5 2.8 3.0 rﬁn

1997 100.0 49.5 34.5 10.4 11.9 12.2 2.3 6.8 6.3 0.5 2.7 4.2 g

1998 100.0 50.4 32.8 11.3 8.1 13.5 2.7 7.3 6.8 0.5 2.8 3.9 )2>
2

na = notavailable. %

ACU = Asian currency unit, MAS = Monetary Authority of Singapore. —

2 End-December except for 1970 and 1998 whose reported figures are for end-March. 0

b The numbers may not add up to 100 during the early years due to incomplete data series. ('f<)

¢ Figures for 1971-1976 are reported as “Net balances due to banks.” =

d“Other assets” include “Cashin hand,” “S$NCDs held,” and “Fixed and other assets.” E

Source: Monetary Authority of Singapore, Annual Report, various issues.
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EL AR Distribution of Liabilities of Domestic Banking Units, 1970-1998 (percent)

Interbank Funds

Deposits Total Paid-up Amount

Total of Nonbank  Interbank In Inter-  Outside Capital and Borrowed from Other
Year? Liabilities ~ Customers FundsP Singapore ACUs Singapore Reserves  Other Creditors Liabilities®
1970 100.0 67.4 19.3 0.0 0.0 19.3 6.1 0.0 7.2
1971 100.0 76.9 7.1 0.2 1.2 5.7 7.2 2.8 6.0
1972 100.0 74.1 11.0 0.2 2.3 8.5 6.5 3.0 5.4
1973 100.0 65.2 14.8 1.0 3.9 9.8 8.9 4.5 6.7
1974 100.0 68.5 8.4 0.3 1.0 7.2 9.6 6.8 6.7
1975 100.0 67.8 5.7 0.3 0.3 5.2 9.7 5.9 10.9
1976 100.0 65.3 6.9 0.0 0.4 6.5 9.8 6.0 12.0
1977 100.0 49.2 27.7 7.0 12.1 8.6 7.4 4.3 11.4
1978 100.0 47.3 31.2 8.1 9.2 14.0 7.1 4.0 10.4
1979 100.0 45.5 32.2 9.0 9.0 14.2 7.0 3.9 11.4
1980 100.0 48.1 29.8 8.7 6.8 14.4 8.0 4.7 9.4
1981 100.0 44.8 34.4 9.5 6.8 18.1 8.5 4.7 7.5
1982 100.0 48.2 29.7 8.1 7.6 14.0 8.9 5.4 7.8
1983 100.0 46.5 38.7 6.9 10.7 21.2 8.6 4.5 1.6
1984 100.0 42.7 38.7 6.5 12.7 19.4 8.4 3.9 6.4
1985 100.0 40.7 41.8 8.1 13.7 20.0 7.8 3.4 6.3
1986 100.0 39.8 43.3 8.9 13.9 20.5 7.0 2.3 7.5
1987 100.0 42.1 42.1 9.9 11.8 20.4 7.4 1.0 7.4
1988 100.0 44.0 40.8 9.2 10.6 21.0 7.0 0.8 7.3
1989 100.0 41.9 45.2 12.9 11.0 21.3 6.3 0.6 6.0
1990 100.0 47.7 39.3 10.8 11.4 17.1 6.4 0.5 6.0
1991 100.0 53.1 33.1 7.7 9.8 15.6 7.2 0.6 6.0
1992 100.0 51.2 BSES! 7.7 10.4 17.3 7.4 0.7 5.2
1993 100.0 50.2 36.6 9.8 12.0 14.8 7.8 0.6 4.8
1994 100.0 49.0 38.3 12.4 12.4 13.4 7.8 0.7 4.3
1995 100.0 48.5 38.3 13.3 11.7 13.3 8.4 0.6 4.2
1996 100.0 46.8 40.2 13.6 12.4 14.2 8.3 0.6 4.2
1997 100.0 42.9 43.5 10.8 17.3 15.4 8.2 0.5 5.0
1998 100.0 46.6 39.1 11.7 15.9 11.6 8.5 0.5 5.3

ACU = Asian currency unit.

2End-December except for 1970 and 1998 whose reported figures are for end-March.
b Figures for 1971-1976 are reported as “Net Balances due to banks.”

€“Other liabilities” include “S$NCDs issued,” “Bills payable,” and other liabilities.
Source: Monetary Authority of Singapore, Annual Report, various issues.

allow Singapore-dollar listing for foreign companies
on the Stock Exchange of Singapore (SES). At a
press briefing on 8 November, then Deputy Man-
aging Director of MAS, Koh Beng Seng, clarified
that the policy of noninternationalization remained
unchanged, notwithstanding efforts to regionalize
SES and to devel op the fund management industry.
The critical term in Hu's announcement was
“gradual internationalization.” The qualifying crite-
riaspelled out for foreign stockswill provide ample
safeguards to this end.

Therewas more buzz inthefinancial sector when
there was no mention of the international role of the
Singapore dollar in the recommendations proposed
on 2 February 1998, by the government-appointed
Committee on Singapore’s Financial Competitiveness
(CSFC) headed by Peter Seah. Only a day earlier,
Deputy Managing Director Koh, aknown proponent
of “gradual internationalization,” had resigned.

The current debate on the internationalization of
the Singapore dollar has gained a new dimension.
On avisit to Singapore on 8 February 1998, Malay-




sian Prime Minister Dr. Mahathir Mohamad sug-
gested a regional role for the Singapore dollar in :
intraciASEAN trade to offset regional dependence :
on thegreenback. Similar viewswere also expressed :
at around thistime by political leadersfrom Brunei, :
to “discourage” but not to “disallow” international-

Thefact that top ASEAN leaders had proposed a :
regional role for the Singapore dollar amid the cur- :
rency crisis showed their confidence in the relative :
resiliency of the Singaporedollar. Singapore leaders, :
however, have shown reluctance in responding to :
the proposal. On 22 January 1998, Senior Minister :
Lee Kuan Yew expressed reservations on the prac- :
ticality of the proposal and noted that the use of the :
Singaporedollar asabase currency in ASEAN would :
placeaheavy burden on Singapore. L ater, inresponse :
totheproposal and despite MAS' willingnessto study 3
its feasibility, Finance Minister Hu also expressed -
doubts on its practicality, given the small size of the -
- the higher export prices resulting from swift ex-

On 13 August 1998, Deputy Prime Minister Lee,
who is aso the Chairman of MAS, made it clear
that, although the government was reviewing some -
specific restrictions on the use of the Singapore dol-
lar, the basic rational e for not encouraging theinter-
nationalization of the Singapore dollar remained -
. eignty in exchange-rate policy, hampering the

Caution is especially necessary in a sensitive
and vital policy area like [the] internationalis-
ation of [the] Sngapore dollar. We must not in-
advertently create an impression that it is now
open season for speculation in the Singapore
dollar, especially in the present external environ-
ment, where exchange rates of the Asian coun-
- fortradingin ASEAN deserves serious attention and
~ objective assessment. We may ook at the issues at
- stakeand thevariousimplications, both domestic and

Philippines, and Thailand.

economy.

sound. He went on to say that:

tries have far from stabilized.

Some Popular or Persuasive
Arguments for Internationalization

Up to now at least, the authorities have been reluc-
tant to seethe” swift” internationalization, regionaliz- :
ation (inthe context of ASEAN), or eventriangulariz- :
ation (in the context of the growth triangle) of the :

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

Singaporedollar. MAS Notice 757, November 1999,
doesindicate that morethan S$5 millionin Singapore-
dollar credit facilities for the use of nonresidents or
residents outside Singapore would be considered on
acase-by-case basis. Therefore, the MAS' policy is

ization of the Singaporedollar.

Our studies have shown that the steady appre-
ciation of the Singapore dollar by 2.5 percent ayear
between 1985 and 1995 has, in fact, enhanced ex-
port competitiveness by lowering import prices,
costs of intermediate goods, wage costs, and, hence,
overall production costs. On the other hand, swift
appreciation of 5 percent a year for two consecu-
tive years would have a hegative impact on export
growth. The rationale is that rapid appreciation of
the Singapore dollar within ashort span of time may
not allow the benefit of the lower inflation to feed
through to lower production cost in order to offset

change-rate appreciation.

The exchange rate is therefore used as a tool not
only to keepimport prices stable but also to cool down
the economy when it gets overheated by choking off
the marginal export demand. Thus, internationaizing
the Singapore dollar would undermineMAS' sover-

achievement of itstwin objectives of price stability
and noninflationary growth. Thosewho arguefor the
internationalization of the Singapore dollar should be
made to realize the magnitude of the costs of com-
promising control over the exchange rate.

However, the proposal made by regional |eaders
to use the Singapore dollar as a common currency

regional. More importantly, in the context of the re-
giona currency turmoil, we must attempt to identify
the original concerns that gave rise to the proposal
and determine whether thereis abetter or more fea-
sible alternative to address such concerns.
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BROADER AND DEEPER FINANCIAL MARKETS
FOR SINGAPORE

Thisis perhaps the more commonly cited argument :
against the noninternationalization of the Singapore :
dollar. Promoting the use of the currency both within :
and outside Singapore would widen financial mar- :
kets in terms of the range of products or financial |
instrumentsdenominated in Singapore dollars, aswell
as deepen financial markets by generating morevol-
ume of activities traded in Singapore dollars. The -
recent policy to allow the Singapore-dollar listing of -
foreign companiesisacasein point. Foreignersrais- -
ing funds in Singapore dollars for use outside
Singapore can help deepen the currently shallow
capital marketsfor Singapore government securities

and private-sector corporate bonds.

The proposal to use the Singapore dollar as the
ASEAN trading currency would leave the country -
with no direct influence or effective control over
the extent, pace, or timing of internationalization.
However, in the case of the Singapore-dollar listing -
of foreign companies on SES or the development
of the bond market, MAS can decide whether the
- toother mgjor financial centersby turning awvay even

economy and the respective governing authorities
can copewith theliberalization, and work out care-
fully calculated steps and measures with ample
safeguards.

INTRA-ASEAN TRADE INVOICED IN SINGAPORE

DOLLARS

The call to use the Singapore dollar as a common
currency for trading within Southeast Asia arises
from the need to reduce the overdependence of the
region’seconomieson the USdollar. At least for the
medium term, any exchange-rate stability resulting
from such amoveisunlikely to be substantial since
intraciASEAN trade, although increasing fast since
the early 1990s, constitutes only a quarter of the to-
tal trade in ASEAN. Furthermore, with the present
small size of Singapore’seconomy, whichisonly 15
percent of the combined ASEAN economies, thelim-
ited supply of Singapore dollarsin circulation would

result in swift appreciation of the currency because
of excess demand.

Onthedomestic side, themovetoinvoiceregiona
trade in Singapore dollars would no doubt reduce
transaction costs and hedging costs for Singapore
traders. However, such gains to the country would
benegligibleif onewereto consider the destabilizing
impact on its economy when the Singapore dollar
inevitably becomes a reserve currency for ASEAN
members. Not only would Singapore lose its inde-
pendencein monetary policy and exchange-rate man-
agement, the swift appreciation of the Singaporedollar
wouldimpair the country’sinternational competitive-
ness, at least in the medium term, thusforcing trade
deficitswithitsneighbors.

SINGAPORE AS AN INTERNATIONAL

FINANCIAL CENTER

A simple and popular but less convincing argument
against the noninternationalization of the Singapore
dollar isthat Singaporecannot be an international fi-
nancial center if the Singapore dollar does not take
onaninternational profile. The country will lose out

those businesses with a Singapore-dollar base. If
Singapore, whose gross domestic product is merely
1 percent of the US' and 1.6 percent of Japan’s,
aimsto beaninternational financial center inthetrue
sense of theword, Singapore-dollar-based businesses
arefar too small to consider.

A successful international financial center re-
quires many other contributing attributes; an inter-
nationalized currency may help to achieve the ob-
jective but it is neither a necessary nor a sufficient
prerequisite. Take, for example, the Singapore for-
eign-exchange market, which is the fourth largest
in the world, and the highly successful Singapore
International Monetary Exchange (SIMEX). The
success of these markets is very much attributed
to their good time-zone location, effective dealers
and operators, efficient telecommunications, and
transparent rules.




REGIONALIZATION DRIVE AND THE EXTERNAL
ECONOMY

and therefore could not be re-pledged.

in the same foreign currency as the collateral.

Failureto obtain financinginthiscasewould bea -
guestion of the banks' adopted risk profile, which
may or may not be linked to MAS. Theissue, how- .
ever, is not connected to MAS policy of .
noninternationalization of the Singaporedollar. The .
point to note here is that arguments for the interna-
tionalization of the Singapore dollar must bebuilton
valid grounds, not on the back of the “go regional” .
. ernment securities. As supervisor and regulator

In conclusion, Singapore has built up a credible
financial structure with effective policy instruments. -
A preliminary and more pragmatic approach to fi- -
nancial liberalization isto work accordingtothees-
tablished framework by considering changes from
within, since MAS is pushing ahead on uncharted -

bandwagon.

ground in the present turbulent time.

With the rapid growth of the ADM since its es- :
tablishment in 1968, the case for internationaliza- -

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

- tion to support the regionalization drive does not
- seemvalid since regional trade and investment ac-
TheMAS policy of discouraging internationalization :
is sometimes seen to contradict the government’s :
effortsto devel op an external wing for the economy, :
effortsthat include pushing local companiesto ven- :
ture abroad. It is argued that discouraging the :
regionalization of the Singaporedollar will mean that :
local credit lines cannot be used for overseas expan- :
sion and that Singapore bankstend to insist on local :
collateral that would already have been put to use :
- shownthehi ghly destabilizing effect of internation-

The two arguments cited appear to assume that :
one needs the Singapore dollar to venture abroad. :
Thisisclearly not so. Inany case, it isstandard bank- :
ing practiceto convertlocal credit linesto the equiva :
lent in any acceptable foreign currency for business 3
ventures abroad. If local collateral has already been
put to use and cannot be re-pledged, it isanissue of
credit, not the MAS policy. However, if local busi-
nesseswould liketo pledgetheir foreign collateral to -
obtain foreign businessfunding, Singaporebanksusu-
ally have no problemsfinancing the businessventure -

tivities can still flourish with funding requirements
being met at the ADM. As of December 1997, the
total assets of ACUs stood at US$557 billion, but
Singapore’s broad money supply (M3) was only
US$92 billion. Given the size of the Singapore
economy and its money supply, meeting loan de-
mand for the ADM alone, not to mention the fund-
ing requirements for ASEAN, would be a tall or-
der. Policy simulations by Chen and Tan (1992) have

alizing the Singapore dollar on the financial sector
and the real economy.

Put another way, the primary concernisnot with
internationalization or regionalizationitself. Rather,
Singapore’ smoveto liberalize and deregul ate should
not follow the free and open “big bang” approach
adopted by London and Tokyo. In any case, the
country’seconomic circumstances, ingtitutional fea-
tures, and monetary policy designsimpose certain
constraints which would limit the effects of even a
full relaxation on therole of the Singapore dollar.

Rules of the Game and the Role of
Financial Institutions

The Monetary Authority of Sngapore (MAS) is
the central bank of Singapore. It formulates and
executes Singapore's monetary and exchange rate
policies. As banker and financial agent to the
government, it manages the country’s official for-
eign reserves and facilitates the issuance of gov-

of Sngapore’s financial services sector, MAS has
prudential oversight over the banking, securities,
futures and insurance industries. It is also respon-
sible for the development and promotion of
Sngapore as an international financial center.—
Monetary Authority of Singapore, Annual Report
1997/98

In its mission and objectives, MAS has always
pledged commitment to the promotion of sustainable
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noninflationary economic growth. It actsasabanker -
and financial agent to the government by protecting |
the value of its accumulated reserves and develop- :
ing acompetitive and progressive financial services :
sector through prudential oversight. It isinteresting :
to note, however, that MAS, in 1997, officially regis- :
tered its new mission to project Singapore as an in- |
ternational financial center. In 1998, MAS, for the
first time, was formally declared the central bank of
- tems. It is indeed quite difficult to imagine how

The seriousnessof MASin supervising and regu-
lating financial ingtitutions and marketsisreflected
on the cover page of the Notices to Banks on Com-
pliance with Rules, Regulations and Guidelines,

Singapore.

whereit is stated that:

The Authority has since 1981 emphasised the
importance of self regulation by financial insti-
tutions. Banks are expected to run their opera- -
tions prudently and to comply with both the letter
and the spirit of all rules, regulations and guide- -

lines laid down by the Authority.

By emphasizing both “the | etter and the spirit” of
itsregulations, MASissending asignal to financial
institutionsthat it will not tol erate attemptsto exploit

or profit from loopholes in the system. The sound-
ness of thefinancial system and theresiliency of the
financia institution are always paramount consider-
ations. In particular, in extreme circumstanceswhere
lossof confidence can turninto self-reinforcing panic,
asound and resilient financial systemisall themore
essential.

The speech of Deputy Prime Minister B.G. Lee
on 4 November 1997 may be viewed as the water-
shed in the devel opment of the policy role of MAS,
from regulator to supervisor of financial institutions.
MAS now gives more emphasisto monitoring sys-
temic risks, in contrast to its previous micro ap-
proach of protecting individuals, products, and
projects. It isalso carrying out the gradual interna-
tionalization policy by further deepening and broad-
ening the capital markets. The Financial Sector Re-

view Group was set up to help look for catalysts
and to promote Singapore as a truly international
financial center.

Toalargeextent, Hong Kong, Chinaand Singapore
are competing financial centers. “In Hong Kong,
anything not expressly forbidden is permitted; in
Singapore, anything not permittedisforbidden.” Such
a statement, although exaggerated, is often quoted
to capture the basic difference between the two sys-

Singapore asan international financia center can shift
from the “ government initiative” approach to Hong
Kong, China smoreindividualistic approach. Therole
of full-license financial institutions, as expected by
MAS, and local bank management style arelikely to
evolveonly gradually, especially during the period of
turmoil and uncertainty. Even the Hong Kong Mon-
etary Authority appears to have moved away from
its known tradition of nonintervention in the recent
financial turmoil. To put it differently, local financial
institutionswill be expected to perform “ national ser-
vice” whenever MAS deems that the “national in-
terest” isat stake, since MASwill have no hold over
foreign financial ingtitutions. Suchisthereality, and
thisassumed “ special relationship” of moral suasion
isvery unlikely to change.

GIC, givenitsstatutory responsibility to preserve
and safeguard the nation’ spreciousfinancia reserves,
isknown to have made a positive contribution to the
stability of the two-tier financial system. It is not
known to what extent GIC has participated in the
financial activitiesof the system, particularly in ACUs
during the early 1990s, when offshore banks with-
drew from ACU activitiesto meet the minimum capi-
tal adequacy ratio set by their home regulators. In
the effort to kick-start the devel opment of Singapore
as a fund management center in the region, GIC is
beginning to passon some of itslargefinancial turn-
over to international fund managers who are pre-
pared and have made the commitment to locate in
Singapore on alonger-term basis.




Concluding Remarks: Some
Observations and Lessons

capital marketsthat are globally integrated.

However, MAS will not always continue to nur- -
turethe devel opment of indigenousbanksinto bigger -
international players, by protecting thedomestic mar- -
ket, as it has done for the past three decades, or by -
encouraging mergers and acquisitionsto foster com- -
petition, asitisnow doing. Theimpending approval -
- eign direct investment and portfolio investment.

of another six full-license banksis meant to “force”

indigenous banksto modernize and innovate but not
to do away with the demarcation approach to “ cush-
ion” fund flows. Inthe context of financia liberaliza-
tion theory and economic development strategy, it
must be noted in retrospect that Singapore'ssequenc-
ing approach does entail a necessary trade-off in -
exchange for stable and sustainable growth. The
expected outcome of protectionist measures must -
be lower quality, fewer choices, and lesscompetitive -
financial servicesfor consumerswithin the protected -
- age” onthelocal currency but not to restrict capital

domestic market.

Given the policy of noninternationalization of the :
Singaporedollar for exchange-rate management con-
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- siderations and the lack of anatural need to borrow
: by issuing government bonds, the rudimentary state
~ of the domestic capital market is just another price
Given the segregation of domestic financial activi- :
tiesfrom offshore participation, Singaporeisunlikely :
to do away with the dichotomized systemin thefore- :
seeable future. It islikely to continueinsulating the :
domestic banking sector against the bracing interna- :
tional environment for fund flows. DBUsand ACUs -
will continue to operate in a nonlevel playing field :
where there is segregation between financia enti- :
tiesbut, increasingly, not between local and interna- :
tional players. As reaffirmed by the new Chairman :
of MAS and Deputy Prime Minister B.G. Lee in -
November 1997, “ so far, thisapproach has promoted :
rather than hindered our growth.” Such astrategy is :
crucial to systemic stability asthe country’sexternal 3
economy expands, itsregional funding roleimproves, -
its status as a major financial center is further en-
hanced, and swift fund flows become the norm for -

the country has paid under the dichotomized finan-
cia system. Whilethe policy dilemmaisrecognized,
recent efforts to develop the Singapore-dollar-
denominated bond market involve experimentswith
its “freer use” both by nonresidents and by resi-
dents planning to use the proceeds outside Singapore.
Statutory boards and government-linked companies
(GLCs) are also encouraged to raise funds directly
by issuing bondsin the market instead of relying on
government funding.

The evidence seems to suggest that the triad of
incompati bilities—the noncoexistence of exchange-
rate stability, free capital mobility, and monetary au-
tonomy—does not hold, at least in Singapore. First,
the Singapore dollar has had two decades of stability
and steady appreciation under the* guided” exchange-
rate management of MAS. Second, there is econo-
metric evidence of the“dominantly active” effect of
both broad and narrow money aggregateson thereal
economy. Third, ahighlevel of capital mobility has
been datisticaly detected, particularly inthe category
of “other investment,” which, as classified by the
International Monetary Fund (IMF), includesall capi-
tal transactions of the private sector other than for-

(“ Other investment,” in effect, refers mainly but not
exclusively to bank loansand deposits.)

In the bracing international environment of vola-
tilefund flows, theimportant policy implicationsun-
der the dichotomized financial system must surely
come from the noninternationalization of the
Singapore dollar, which is basically equivalent to
“throwing sand into the wheels’ of perfect capital
mobility. The central bank can then monitor the
sources and uses of funds, and have some “lever-

movements within the two-tier financia entity. The
demarcation between ACUs and DBUS, with their
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respectiveregulatory rules, prudential safeguards, and -
fiscal incentives, functionsasa* porouswall” which :
doesnot inhibit movementsof capital but which miti- :
gates adverse capital flowsand cushions exogenous

shocks.

In deding with international capital movements, it :
~ flows. Thi rd, whilewaiting for international monetary
the components or sources of investment fund flows
in each economy. These have been classified by the
IMF into the three broad categories of foreigndirect
investment, portfolio investment, and other invest-
ment. In fact, recent studies on the ASEAN Five
- of policy strategy and direction of resources by re-
Trade Organization have revealed that the source of
volatility can indeed be traced to the " other invest- -
ment” category (Tan 1999; Kono and Schuknecht

would be useful to have empirical studiesidentifying

and 22 economiesthat are al'so members of theWorld

1998). In the light of Singapore’'s experience,

but high-growth export-oriented economies.
However, we should reiterate that consi stent mac-
roeconomic policy stabilization, astrong and stable
currency, “responsible” financia ingtitutions, ahealthy
bal ance of payments, and a sustainable pace of eco-
nomic growth may very well bethe sine quanon for
the successful implementation, aswell asthe main-
tenance, of the dichotomized financial system. At-
tributes and advantages such as greater openness, a
market-oriented approach, clear regulatory rules,
prudential safeguards, appropriate incentives, and
increased transparency of financial information will
also help shape Singaporeinto an efficient and resil-
ient international financial center. Unanticipated
shocks and future challenges under the dichotomized
financial system canindeed be asteep road to climb.
Some useful lessons can be learned. First, it is
quite clear that curbing financial activities directly
will beacostly process, and direct massiveinterven-
tion in the marketplace tends to cause distortion. It
may be more efficient and less arbitrary to seek a

resilient financial structure that can better deal with
capital flows. Second, instead of trying to fend off
excessive capita inflowsor outflows, it may be more
pertinent for policy authorities to ensure that eco-
nomic conditionsand the political environment do not
attract excessive inflows or exacerbate volatile out-

reforms to take shape, each economy should seek
initiativesto buffer its own system by working within
the requirements of the international financial com-
munity and global monetary order.

We should a so be more careful inthe formulation

gional authoritiesto promote the growth of financial
centers. The relevant authoritiesin Asia should ex-
plore opportunities to compete only on the basis of

~ thecomparative advantage of their respective econo-
noninternationalization of the local currency under
the dichotomized system in which the offshoreand
onshore financial activities are demarcated may be -
auseful systemto consider for relatively small, open, -
~ tiveness of checks and balances in controlling ex-

miesinstead of engaging in needless duplication. It
may be more productive and timely to seriously con-
sider reformsin financial structure and financia in-
stitutions. It may be warranted to review the effec-

cesses in the central bank and other relevant gov-
erning authorities. Instead of being overly concerned
with or denouncing what could well be the dynamic
behaviors and consequences of a more swiftly inte-
grated market pricing mechanism, we all may have
tolearnto livewith the phenomenon, which may just
bethe new global financia order.

An alternative option to consider is perhaps not
the entirely free market—driven system of Hong
Kong, China, which has functioned well in normal
times, or Malaysia' s exchange controlsinvolving to-
tal market cut-off, a short-run remedy to buy time
but with long-run costs. In the light of Singapore’s
experience, noninternationalization of thelocal cur-
rency under an exchange-rate regime of a trade-
weighted basket of managed float in which offshore
and onshorefinancial activities are demarcated could
be useful for relatively small, open, but high-growth
export-oriented economies. Such a middle-path ap-
proach may help to preserve greater stability with




sustainablegrowth. Malaysia; Taipei,Ching; and Thai-
land have gone some way in this direction. In this :
sense, we may concur with some market observers :
that “it is a fallacy to speak of the wisdom of the :
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marketplaceat al times,” especialy whereefficiency
of the marketplace prevails through regulations and
institutions set up by international policy authorities
and financial agencies.



130

A STUDY OF FINANCIAL MARKETS

Appendix 1

Chronology of Financial Market—
Related Measures and Events

June 1967. The Board of Commissionersof Cur- -
rency, Singapore (BCCS) startstoissuethe Singapore |
day for all income derived from syndicated off-
August 1968. Withholding tax oninterest income
~ come and commissions earned by nonresidents;

November 1968. Bank of Americaisthefirstto -
be granted approval to operate in the Asian Cur- -
- dents
January 1971. The Monetary Authority of

dollar

of nonresidentsisabolished

rency Unit (ACU)

Singapore (MAS) beginsits operations

Junel972. MAS decides to exempt ACU from

the statutory reserve requirement

July 1972. The cartel system for exchange-rate
- and the Chicago Mercantile Exchange

fixingisformally abolished

January 1973. The concessionary corporate tax

onincome s reduced from 40 to 10 percent

May 1973. Singapore ends the currency inter-
changeability arrangement between the Malaysian
ringgit and the Singapore dollar whilemaintaining par

interchangeability with the Brunei dollar

June 1973. The Stock Exchange of Singapore
(SES) Ltd. isinaugurated

July 1973. MAS removes the cartel system of
foreign-exchange quotation among banks and the
Singapore dollar is alowed to float “freely” but on
an unofficial level although this floating system is
managed

July 1975. The cartel system of interest-rate det-
ermination isabolished, asstatedin MAS Notice 620

January 1976. Asian dollar bonds are approved
and nonresident ACU deposits are exempted from
estate duty

June 1978. Exchange controls are completely
abolished

April 1980. Stamp duty on ACU offshore loan
agreementsand Asian dollar bond certificatesisabol -
ished

January 1981. The managed-float regimeis of-

ficially adopted and exchange-rate management is
- announced

September 1981. The policy of noninternational-
ization of the Singapore dollar appearsin MAS No-
tice 621

April 1983. MAS grants a five-year tax holi-

shore loans; tax exemptions for offshore fees in-

and exemption from stamp duty for ACU transac-
tionsin non-Singapore-dollar securitiesby nonresi-

July 1984. The Singapore International M onetary
Exchange (SIMEX) introducestradingininternational
goldfutures

September 1984. Financial futures trading is
launched with amutual offset link between SIMEX

December 1984. ACUs are allowed to issue
negotiable certificates of deposit denominated in Japa-
nese yen

May 1987. MAS attempts to revamp the
Singapore government securities market

June 1991. A 10 percent concessionary tax rate
isextended to thelending and borrowing activitiesin
foreign securities and ACU transactions with ap-
proved fund managers

April 1993. A concessionary tax rate of 5 per-
cent is granted for trading in foreign securities by
ACU with taxableincome exceeding S$10 million

April 1995. Fund managers with managed fund
sizesof at least S$5 billion from foreign investments
by ACU are granted a concessionary tax rate of 5
percent for the incremental increase in taxable in-
come over the preceding qualifying year

October 1996. MASallows Singapore-dollar list-
ing for foreign companieson SES

September 1997. A fundamental review of
MAS policiesin regulating and developing Singa-
pore'sfinancial sector is announced and the Finan-
cial Sector Review Group (FSRG) is appointed




February 1998. The Committee on Singapore's -

Financial Competitiveness (CSFC) is appointed

March 1998. A tax exemption is given for fee
income earned by financid ingtitutionsarranging debt -

securitiesin Singapore

Appendix 2

Guidelines for Operation of Banks
and Merchant Banks

ASIAN CURRENCY UNIT TERMS AND
CONDITIONS OF OPERATION

1

The operation of the Unit shall be subject tothe -
laws of Singapore including the Banking Act
(Chapter 182) and to the following terms and -
conditions, which may be varied from time to

time.

The Unit shall be part of your bank/merchant -
bank but it shall maintain its own separate ac-

counting.

. TheUnit’stotal assetg/liabilitiesshall not exceed -
the limit fixed by the Monetary Authority of .
Singapore from timeto time for your Unit. This .

limitincludesall contingent items.

TheUnit ispermitted to accept timeand demand
deposits (including savings and checking ac-
counts) and to borrow in any currency except .
Singapore Dollars. Savingsaccountsshall beop-

erated subject to the Authority’s approval.

. The Unit may issue fixed rate and floating rate -
USSNCDs after consultation with the Author-

ity.

The Unit may place depositsor extend loansand -
advances in any currency except Singapore

Dallars.

The Unit may transact exchange businesswhich :

doesnot involve Singapore Dollarsdirectly.
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August 1998. The policy of noninterna-

~ tionalization of the Si ngapore dollar is reiter-

ated

10.

12.

13.

14.

15.

16.

December 1999. SES merges with SIMEX to

- formthe Si ngapore Exchange (SE)

The Unit may establish, open, advise or negoti-
ate L etters of Credit provided that the L etters of
Credit are not expressed in Singapore Dollars.
The Unit may issue or renew guarantees, indem-
nitiesor similar undertakings provided that such
guarantees/indemnities are not expressed in
SingaporeDollars.

The Unit may discount bills and acceptances
provided that the bills or acceptances are not
expressed in Singapore Dollars.

The Unit may act as manager, underwriter or as
a member of a selling group for new issues of
securitiesin any currency other than Singapore
Dollars.

The Unit may transact, deal, undertake broker-
age business and invest in securitiesin any cur-
rency except Singapore Dollars.

The Unit may manageinvestment funds denomi-
nated in any currency except Singapore Dollars.
The Unit may provide advisory servicesrelating
to financial matters.

The Unit shall furnish asatisfactory undertaking
to the Monetary Authority of Singapore either
from its Head Office or other parties named by
the Authority that it will maintain asound liquid-
ity position at all times and that the Head office
or other parties named by the Authority will on
demand provide adequate funds to make up for
any liquidity or other shortfall.

The Unit shall only maintain or open accountsin
the actual names of the account holders. No
account shall be opened with the Unit that is
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17.

18.

1

2.

3.

identifiable by anumber, codeword, nameother -
than the actual name of the account holder, or :
any other means. The Unit should ensure that -

thisconditionisstrictly adhered to.

The Unit will be supervised by the Monetary :
Authority of Singapore and shall furnish state- :
ments of its assets and liabilities, or any other |
returns, which the Authority may from time to

timerequire.

If the Unit contravenes or fails to comply with
any of the above conditions, the approval to op-
erate the Unit may be revoked by theAuthority.

GUIDELINES FOR OPERATION OF
“RESTRICTED” BANKS

A “restricted” bank shall not:
a. operate savings accounts

b. accept fixed deposits of less than S$250,000

per deposit

It will be allowed to operate one banking office

only and no sub-branches may be permitted.

It may operate an Asian Currency Unit subject
tothe ACU Termsand Conditions of Operation.

GUIDELINES FOR OPERATION OF “OFFSHORE”
BANKS

1.

Transactionswith nonresidents of Singapore
The Domestic Banking Unit of an “offshore’
bank may transact any banking business with
nonresidents of Singapore (as defined below),
except that it shall not accept fixed deposits of
less than S$250,000 and savings deposits from
such customers.

. Transactions with nonbank customers who

are residents of Singapore

The Domestic Banking Unit of an “offshore’
bank may provide normal banking services
to nonbank customers who are residents of
Singapore, except that it shall not accept fixed
and other interest-bearing depositsin Singapore
dollars and savings deposits from such custom-
ers. Inaddition, thetotal credit facilities (exclud-

ing contingent facilities) extended to such cus-
tomersin Singaporedollarsshall not, without the
prior approva of the Authority, exceed S$300
million at any onetime.

. Transactions with banks and other financial

institutions in Singapore
The Domestic Banking Unit of an “offshore”
bank may, in additionto theother inter-bank trans-
actions, deal inthe Singapore dollar money mar-
ket with banks, finance companies and other ap-
proved financid institutions.

. Asian Currency Unit

An “offshore” bank may operate an Asian Cur-
rency Unit subject to the Asian Currency Unit
TermsAnd Conditions of Operation.

Residents of Singapore are defined as:

a. Persons whose main centre of interestsisin
Singapore or whose main source of incomeis
derived from Singapore or whose period of
residence in Singapore exceeds one year;

b. Persons who have been granted permanent
residency in Singapore;

¢. Companies and other bodies whose perma
nent or registered addressisin Singapore in-
cluding branchesor subsidiaries|ocated within
Singapore of overseas-registered companies
of foreigningtitutions;

d. Singapore embassies, consulates and armed
forcesincluding their diplomatic and military
representative outside Singapore;

e. Agents or agencies located abroad acting on
behalf of or for the account of Singaporeresi-
dents.

Nonresidents or residents outside

Singapore are defined as.

a. Persons whose permanent or registered ad-
dressisoutside Singaporeincluding overseas
residents using a bank in Singapore or a
Singapore address as an accommodation ad-
dress. Tourists or travellers or persons exer-
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cising employment abroad or gaining their - d. Adviceon corporate reconstruction, takeovers
earnings from activities and investments - and mergers.
abroad are to be considered as nonresidents; - e. Management advisory services.

. Members of diplomatic and consular staff,
foreign official missions, agenciesand armed -
forces of foreign countries stationed in -

Singapore;

. Companies and other bodies whose perma :
nent or registered addressisoutside Singapore :
including overseasbranches or subsidiaries of :
Singapore-registered companiesor ingtitutions; :
. Overseasgovernments, public authorities, in- :
cluding embassies, consulates, foreign officia :
missions, agencies and armed forces of for- :

eign countries stationed in Singapore;

. Agentsor agencies|ocated in Singapore “ not :
being permanent establishments’ acting on be- 3
half of or for the account of overseasresident. -

R
. Merchant banks shall not:

. Arranging finance, lending or participating in

syndicated loans and acting as guarantors.

. Financing or lending intheinstitutional money

markets.

. Discounting of negotiable securities or money

market instrumentsin Singapore dollars.
Dedling in gold and foreign exchange.

a. Accept deposits or borrow from the publicin

any form except from banks, finance compa-
nies, shareholders and companies controlled
by shareholders.

. Raise monies by issuing promissory notes,

commercial papers, certificates of deposit or
by acceptance or endorsing of bills of ex-
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change.
GUIDELINES FOR OPERATION OF “MERCHANT” . Operate an Asian Currency Unit except with
BANKS ' specific permission from the Authority.
1. Merchant banks may conduct the following ac- d. Merchant banks shall conduct the activities
tivities ' mentioned in the foregoing paragraphs with

a. Floatation, underwriting, buying and selling of -
shares, loan stocks and bond issues and other
securities.

the necessary approval from the appropriate
Government departments and statutory bod-
ies and in compliance with the laws of

b. Investment portfolio management, investment - Singapore.
advisory services and hominee services.
C. Ur“t TrUSt management and SaleS. Source: Monetary Authority of Singapore.
Appendix 3
. Overview

Notice to Banks . :
1. The Monetary Authority of Singapore (the

Authority)’s policy is not to encourage the
internationalisation of the Singapore Dollar (S$).
Pursuant to Section 54A of the Banking Act (Cap
19), banksarerequired to observethe guidelines
relating to thispolicy.

2. Transactionswith Singaporeresidents: Banksare
not required to consult MAS when extending
S$ credit facilitiesto or transacting S$ financial

INTERNATIONALISATION OF THE SINGAPORE
DOLLAR (S$)

MAS 757, 26 Nov 1999

Issued by Monetary Management Division
(NOTICE TO BANKS BANKING ACT, CAP 19
Notice to Banks MAS 757 dated 13 August 1998 is -
cancelled.) '
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and derivative productswith Singaporeresidents
for any purpose, whether in Singapore or over- |
seas. For the purposes of this Notice, Singapore :
residentsare (i) Singaporecitizens, (ii) individu- :
als who are Singapore tax-residents, and (iii) :
companies incorporated in Singapore or over- :
seaswhich arejointly owned or majority-owned

by Singaporecitizens.

. Transactions with banks and other financial
ingtitutions: Banksare not required to consultthe
Authority prior to extending S$ credit facilities -
to or transacting S$ interest rate products with -
other banks, merchant banks, finance compa-
nies and insurance companies in Singapore.
Banks are, however, required to consult the
Authority beforetransacting S$ currency options
or option-related products with nonbank finan-
cia institutions and before extending S$ credit
facilitiesexceeding S$5 millionto banksand other -
financia ingtitutionsoutside Singapore. Banksare -
not alowed to transact S$ currency options or

options related products with other banks.

. Transactions with nonbank nonresidents: Banks
are not required to consult the Authority when

extending S$ credit facilitiesto or arranging S$
equity listingsand bond issuesfor nonbank non-
residentsif the S$ proceeds from these are used
for economic activitiesin Singapore. Hedging of
the S$ exchange rate and interest rate risks
arising from these economic activities in
Singapore is also allowed without consultation
with theAuthority. Banks can al so extend freely
S$ credit facilities to nonbank nonresidents if
these credit facilities do not exceed S$5 million.
For amounts exceeding S$5 million, banks must
consult the Authority for any purpose other than
those expressly permitted in this Notice.

. This Notice classifies what banks are freely

allowed to do, not allowed to do, and need to
consult the Authority on, in each of thefollowing
areas: S$ credit facilities, S$ equity listings, S$
bond issues, and S$ financial derivatives. These

aredescribed in detail below and summarizedin
Schedule 1.

Extension of S$ Credit Facilities

For the purposes of this Notice, S$ credit facilities
include, inter alia, bank loans, currency swaps, se-
curities lending and repurchase agreements.

1. Banks may, without prior consultation with the
Authority, extend S$ credit facilitiesto:

a. Singapore residents for use in Singapore or
overseas, for any amount and purpose;

b. nonbank nonresidents for any amount, if the
S$ proceeds from these credit facilities are
used for economic activitiesin Singapore, as
listed in Schedule 2, or for hedging the S$ ex-
changerateand interest raterisksarising from
these economic activities;

c. nonbank nonresidentsif the credit facilitiesdo
not exceed S$5 million in aggregate. Banks
are required to report to the Authority their
aggregate S$ lending to nonresidents on a
monthly basisin the format in Schedule 3. A
nil returnisrequired.

d. nonbank nonresidentsfor any amount, viare-
purchase agreements of Singapore Govern-
ment Securities (SGS) or S$ denominated
bondswhich arelisted on the Stock Exchange
of Singapore (SES) and cleared and settled
through the Central Depository Private Lim-
ited (CDP), where there is full delivery of
collateral.

e. Banksarenot alowed tolend to nonbank non-
residents above the equivalent of S$5million
in S$ denominated securities or commercial
papers, “clean” or in exchangefor foreign cur-
rency.

2. TheAuthority may, upon consultation, approve
the extension of S$ credit facilities above
S$5 million to nonresidents for overseas pro-
jects. As a working guideline, the amount of
S$ financing permitted for such projectsis as
follows:




a. overseas projects with Singaporean manage- -
ment control OR with Ministry of Trade and :
Industry (MTI) / Economic Development :
Board (EDB) sponsorship, AND Singaporean :
shareholding of 21 to 49 percent: up to 100 :

percent of the project costs;

b. overseas projects with Singaporean manage- :
ment control OR with MTI/ EDB sponsor- :
ship, AND Singaporean shareholding of up to :
20 percent: up to 50 percent of the project :

costs; and

C. overseas project without Singaporean man- :
agement control AND MTI/ EDB sponsor- -
ship: up to the proportion of the Singaporean -

shareholding only.

. The S$ proceeds from credit facilities extended :
to nonresidentsfor all overseas projects must be 3
converted or swapped into foreign currency for

use outside Singapore.

. Banks must consult the Authority before ex-
tending S$ credit facilities of amounts exceed- -
ing S$5 million to nonresidents for any purpose -
other than those expressly permitted in this .

Notice.

. Banksmust not circumvent theAuthority’sguide- -
lines by splitting the amounts of the S$ credit

facilitiesinto several smaller transactions.

Listing of S$ Equities

1. Banks may, without prior consultation with the
Authority, arrange S$ equity listingsfor nonresi-
dents. The arranging bank must ensure that if .
the S$ proceedsraised at theinitial public offer-
ing and subsequent fund raising exercises are
not to be used for the economic purposes in -
Singapore that are listed in Schedule 2, the S$
proceeds must be converted into foreign currency
before being drawn-down by theissuer. Thebank
must also notify the Authority prior to any such

conversion.
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Issue of S$ Bonds
1. Banks may, without prior consultation with the

Authority, arrange S$ bond issues for nonresi-
dents if the S$ proceeds from the issuance are
used for the economic purposesin Singapore that
are listed in Schedule 2. Banks are required to
notify the Authority of any S$ bond issues or
commercial papersby residentsand nonresidents
one week prior to the proposed launch of the
issue.

. Banksmust consult the Authority before arrang-

ing S$ bond issues for nonresidents where the

S$ proceeds are to be used outside Singapore or

for purposesnot listed in Schedule 2. Asaworking

guideline, the Authority may, upon consultation,

approve the issue of S$ bonds by:

a. all rated foreign corporates,

b. al sovereigns, rated or unrated; and

c. unrated foreign corporates, provided the in-
vestor base is restricted to sophisticated in-
vestors.

. The S$ proceeds from al such bond issues by

nonresidents must be converted or swapped into
foreign currency for use outside Singapore.

Transactions in S$ Financial Derivatives
1. Banks may, without prior consultation with the

Authority,

a. transact S$financia derivativeswith Singapore
residents freely;

b. lend in S$ through currency swaps with non-
residentsfor hedging the S$ exchangerate and
interest rate risks arising from economic ac-
tivitiesin Singapore, aslistedin Schedule 2;

c. lend in S$ through currency swaps or trans-
act in S$ interest rate swaps with Special
Purpose Vehicles (SPVs) incorporated in
Singaporefor the express purpose of securitis-
ing S$ assets of financial institutions in

Singapore;
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d. accept S$-denominated Singapore equity mar-
ket or bond-linked depositsfrom nonresidents; :
. accept yield enhancement depositswith em- :
bedded currency options on the S$ from non- :
residents as long as the nominal amount of :
the embedded S$ options purchased or sold :
does not exceed the amount of deposit ac-

cepted;

. transact with nonresidents S$ interest rate
derivative products such as interest rate -
swaps, interest rate futures, forward rate -
agreements and interest rate options and -

swaptions;

. buy or sell S$ currency options (call or put
options) from/to nonbank nonresidents, other
than nonbank financial institutions, engaging
intrade with or economic activitiesin Singa- -
pore provided they have a genuine commer- -
cial requirement to hedgetheir Stforeignex- -
change exposures, subject to the following -

conditions;

i. The S$ option should have cashflows °
matching the S$/foreign currency flowsif
- submitted in writing by post, electronic mail

the option isexercised,

ii. The S$ option offered must not be com-
bined with a spot or any other transaction
to constitute a S$ credit facility that would

not be permitted under this Notice;

iii. There must be documentary evidence of
the nonbank customer’s need to hedge its
trade with or economic activities in
Singapore;

iv. If the bank wishes to hedge its resultant
option position, it should do so in the cash
market in Singapore, not with another S$
option, no matter whom the option counter-

party is; and

v. Thebank should report to the Authority the
details of the S$ option and the name of
thenonbank customer immediately after the
option istransacted.

2. Banksarerequired to report to the Authority on
amonthly basis, the details of each S$ interest
rate derivative product transacted with nonresi-
dents outside Singapore exceeding a hominal
amount of S$5 million, intheformat in Schedule
3. A nil returnisrequired.

3. Banks must consult the Authority before trans-
acting with nonresidents all other S$ financial
derivatives not specified above.

Reporting

All information required in Schedul e 3 should be sub-
mitted to the Authority no later than 15 days after
the reporting month.

Consultation Procedure
To consult the Authority, details of the Singapore
dollar credit facilities proposed should be

(sgddiv@mas.gov.sg) or facsimile (No: 2299491) to
the Monetary Management Division, MAS.

When consulting the Authority, banks should pro-
vide relevant information e.g. the extent of the non-
resident shareholding in the borrower, the amount
and purpose of the Singapore dollar credit facilities.
Banks should keep documentary evidence support-
ing these Singapore dollar credit facilities for audit
and inspection purposes. If in doubt, banks should
consult the Authority.

Source: Monetary Authority of Singapore.




SIS LM Summary Table of Provisions Under MAS Notice 757

S$ Credit Facilities to Non-residents®

Arranging Issuance for NonresidentsP

For Use in Singapore For Overseas Projects S$ Bonds S$ Shares Financial Derivatives
Allowed Any amount for: < S$5 million If S$ proceeds are used S$ proceeds ¢ S$ currency swaps for hedging FX
freely  Trade financing, performance Large amounts (>$5 million) must not be splitto  for: must be exposures arising from economic
bonds, performance/payment circumvent. * Trade financing, converted activities in Singapore.
guarantee. performance bonds, into foreign * S$ currency and interest rate
» Working capital, purchase of performance payment currency for swaps with Singapore-incorporated
office, factory and fixed assets guarantee. utilization SPVs for securitizing S$ assets.
for own development. » Working capital, outside « Singapore equity market- or bond-
» Purchase of land for construc- purchase of office, Singapore linked S$ bank deposits.
tion. factory and fixed assets » S$ or foreign currency denominated
All of the above S$ loans and for own development. yield enhancement deposits.
their hedging will be allowed * Purchase of land for » S$ interest rate swaps, interest rate
without the need to consult. construction. options and swaptions, interest rate
* Repos of SGS and/or SES- All of the above and futures, forward rate agreements,
listed S$ denominated bonds their hedging will be caps, floors, and other S$ interest
which are cleared and settled allowed without prior rate derivative products.®
through CDP, where there is full consultation. » S$ currency options for hedging FX
delivery of collateral. Banks must notify the exposures arising from trade with or
< S$5 million for: Authority prior to the economic activities in Singapore
* Shares, bonds, deposits, launch of any proposed subject to the conditions in Para 5.1
commercial properties. S$ bond issues or (transactions in S$ financial
Large amounts (>$5 million) commercial papers. derivatives).
must not be split to circumvent.
> S$5 million for: > S$5 million for: If proceeds are to be used » S$ currency options with non-bank
Consult « Other activities not specified ¢ Overseas projects with Singaporean manage- outside Singapore or for financial institutions.
MAS above. ment control or MTI/EDB sponsorship, and purposes not specified « All other S$ financial derivatives not 17
(a) Singaporean shareholding of 21% to 49%  above. specified above. z
= S$ financing up to 100% of project cost. S$ proceeds must be Q
(b) Singaporean shareholding up to 20% = S$ converted/swapped into 8
financing up to 50% of project cost. foreign currency for Py
» Without management control or MTI /EDB utilization outside (",")'
sponsorship = S$ financing up to the proportion  Singapore. o
of Singaporean shareholding. (e}
S$ proceeds above the freely approved $5 5
million must be converted/swapped into foreign a
currency for utilization outside Singapore. 2
Not » S$ currency options with other H
allowed banks. =
z
>
z
Q
CDP = Central Depository Private Ltd., EDB = Economic Development Board, FX = foreign exchange, MAS = Monetary Authority of Singapore, MTI = Ministry of Trade and Industry, SES = Stock Exchange of Singapore, SGS = Singapore government |:(2
securities, SPV = special purpose vehicle. [0}
a Singapore residents are: (i) Singapore citizens; (ii) individuals who are Singapore tax-residents; (jij) companies incorporated in Singapore or overseas which are jointly-owned or majority-owned by Singapore citizens. ('f<>
b The aggregate funds raised by foreign companies through bonds and shares would be queue-managed by the Monetary Management Division, MAS, to ensure stable markets. =
¢ Monthly reporting of S$ interest rate derivative transactions exceeding S$5 million with nonresidents outside Singapore. Nil returns are required. E

d' |mmediate reporting upon each successful transaction.

=
w
~
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Schedule 2:

Banks are not required to consult the Authority if the S$ credit facilities extended to nonresidents are used for economic

activities in Singapore. For example:

1. For exports from and imports into Singapore, including the sale of Singapore manufactured goods or purchase of plant,
machinery, equipment, or other fixed assets for use in Singapore;

2. For construction, manufacturing, or any other economic activity in Singapore;

3. For the purchase of land for own development, development charges, construction costs, legal fees, interest on loans
taken out for such purpose, and any other expenses incurred by the borrower in the development of the property;

4. For the purchase of industrial and commercial property in Singapore for borrower's own use as a factory or office or for
any economic activity in Singapore; and

5. For working capital for the payment of inventories, salaries, wages of employees, utilities, rent, taxes, and other
expenses arising from economic activities in Singapore.

Schedule 3:

Monthly Report for

Name of Bank Bank Code
Officer-in-charge Tel

A. Outstanding Amount of S$ Credit Facilities to Nonresidents

Counterparty Amount (S$ m)

Nonresidents in Singapore Nonbank and Non-Fl

. . . Bank and FI
Nonresidents outside Singapore

Nonbank and Non-FI

Bank and FI

Total Nonbank and Non-FI

All Nonresidents

FI = financial institution.

B. S$ Interest Rate Derivative Products (with non-residents outside Singapore only)

Tenure (transaction Amount
No. Counterparty Product Type date-maturity date) (>S$5 m only)

Total

C. S$ Currency Options (to be reported immediately after the conclusion of each deal)

Tenure (transaction Amount
No. Counterparty Product Type Strike date—expiry date) (>S$5 m only)

Total
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