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Foreword

The Asian currency and financial crisis has had far-reaching effects on the regional economies and their
trading partners. These effects have threatened to wash away the region’s significant social and economic
advancement achieved during the preceding years of rapid growth. The crisis has also unveiled many intri-
cate problems and challenges in macroeconomic management, banking and capital markets management,
institutional capacity, and governance of thefinancial systemsin theregion.

Recognizing the urgency of addressing these problems and challenges, the Economics and Devel opment
Resource Center of the Asian Development Bank undertook a regional study of financial markets in nine
devel oping member countries: People's Republic of China, India, Indonesia, Republic of Korea, Malaysia,
Pakistan, Philippines, Thailand, and Viet Nam. The objectives of the study were to analyze and deepen the
understanding of the sources of the crisisin currency and financial markets, to provide a useful basis for
designing and implementing preventive measures and refocused country strategies, and to help the Bank and
its member countries build robust and sustainable financia systemsin theregion.

The study was designed, supervised, and coordinated by S. Ghon Rhee, Resident Scholar, 1997-1999.
A large number of Bank staff and renowned scholars and experts contributed to this studly.

Regional policy issues and recommendations based on the findings of the study were discussed at the
High-Level Workshop on the Asian Financial Crisisin Tokyo, on 25-26 March 1999. This workshop was
hosted by the Bank, the ADB Institute, and the Institute of Fiscal and Monetary Policy of the Ministry of
Finance of Japan.

The present series of publications seeksto bring the research findingsto amuch wider audience and hopes
to contribute to a better understanding of the Asian financial crisis and how its recurrence can be prevented
in the future.

Jungsoo Lee
Chief Economist






Preface

Rising to the Challenge in Asia: A Study of Financial Markets presents the findings of a study carried out
under Regional Technical Assistance 5770: Study of Financial Markets in Selected Member Coun-
tries. Many Asian Development Bank staff members and outside experts contributed to the study’s success-
ful completion.

The coremembersfor the study were Ramesh Adhikari, David Edwards, Tobias Hoschka, Sudipto Mundle,
Soo-Nam Oh, PradumnaRana, Yutaka Shimomoto, Reza Siregar, Peggy Speck, Ramesh Subramaniam, and
Vo Van Cuong. The outside experts were Stephen Cheung (Hong Kong, China), Yoon Je Cho (Republic of
Korea), Jang-Bong Choi (Republic of Korea), Catherine Chou (Hong Kong, China), G.H. Deolakar (India),
Maria Socorro Gochoco-Bautista (Philippines), Akiyoshi Horiuchi (Japan), Masahiro Kawai (Japan),
Mohammad Zubair Khan (Pakistan), Joseph Y. Lim (Philippines), Sang-Koo Nam (Republic of Korea),
Anwar Nasution (Indonesia), Edward Ng (Singapore), Jacha Park (Republic of Korea), Mohd. Haflah Piel
(Maaysia), Ken-ichi Takayasu (Japan), Khee Giap Tan (Singapore), S. K. Tsang (Hong Kong, China),
Stephen Wells (United Kingdom), Richard Werner (Germany), Min-Teh Yu (Taipei,China), and Barents
Group LLC (KPMG).

Thirty-seven reports are contained in aseries of 12 volumes:

Volume 1: Regional Overview Volume 3: Sound Practices
» Macroeconomic Policy Issues » Corporate Governance (Hong Kong, China)
 Banking Policy Issues * Currency Board (Hong Kong, China)
* Capital Market Policy Issues * Central Provident Fund (Singapore)

* Dichotomized Financia System (Singapore)

Volume 2: Special |ssues . o
* Banking Sector (Taipei,China)

* Asset Management Entities
* Deposit Protection Schemes Volumes 4-12: Country Studies
» Macroeconomic Policy Issues
 Banking Policy Issues
* Capital Market Policy Issues

Thevolumesbenefited extensively from constructive commentsfrom the Bank interdepartmental working
group, and the ministries of finance, central banks, and securities and exchange commissions of the nine
member countriesthat participated in the regional technical assistance study program and in the High-Level
Workshop on the Asian Financia Crisisin Tokyo, on 25-26 March 1999. Mitsuo Sato, former President of
the Asian Development Bank; Bong-Suh Lee, former Vice-President (Region West); and Peter Sullivan,
Vice-President (Region East) provided strong support and guidance throughout this project.

Soo-Nam Oh coordinated the research and publication activities. Wilhelmina Paz, Lagrimas Cuevas,
Anthony Y grubay, Ruben Mercado, Virginia Pineda, and Rosalie Postadan provided administrative and
technical support. The volumes were edited by Gloria Argosino, Mary Ann Asico, Graham Dwyer, and
Muriel Ordofiez. Typesetting, computer graphics, and conceptualization of the cover design were done by
Segundo de laCruz, Jr.

S. Ghon Rhee

K. J. Luke Chair of International Finance and Banking
University of Hawaii

Resident Scholar of the Asian Development Bank
(June 1997-June 1999)
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Introduction

Corporate governance refers to the rules and incen- :
tives by which the management of acompany isdi- :
rected and controlled to maximize the profitability :
andlong-term value of thefirm for shareholderswhile :
taking into account the interests of other legitimate

stakeholders (Stone, Hurley, and Khemani 1998).

tiond shareholdings, outside block holdings, and take-

pendent directors, and remuneration committees),

managerial talent.

Good corporate governance, complemented by a
sound business environment, can strengthen private

investment, corporate performance, and economic
growth. A comparison of corporate governance
among Asian economies indicated that Hong Kong,
China (alongwith Malaysiaand Singapore) main-
tains significantly higher standards of corporate gov-
ernance and at the same time has developed more
sophisticated and adequate legal systems to protect
property rights than the rest of the countries in the
region (Nam, Kang, and Kim 1999).

Although Hong Kong, Chinawasalso hard hit by
the Asianfinancial turmoil, it hasweathered the storm
strongly and confidently. Between June 1997 and
March 1998, the market capitalization of the Stock
Exchange of Hong Kong (SEHK) shrank by 24 per-
cent while that of other regional securities markets
lost from 15 to 79 percent in US dollar terms.”

Hong Kong, China strading, settlement, and risk
management systems continued to work well through-
out the period of volatility in the securities and fu-
turesmarkets. Theinstitutional and regulatory frame-
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- work putinplaceinthelast 10 years have proved to

be effective in providing an open, fair, and orderly
market. In the two cases where provisional liquida-
tors had to be appointed in respect of Peregrine and
CA Pecific, the failure of these companies did not
cause any substantive systemic problem, nor did they
lead to further volatility in the market (Financial Ser-

~ Vices Bureau 1998).

Corporate governance mechanisms may bebroad-
ly classified as external and internal mechanisms -
(Agrawa and Knoeber 1996). External mechanisms
are determined by outsiders. These include institu-

This study documents the corporate governance
system in Hong Kong, China, to draw lessons from
its strengths and weaknesses. It discusses the char-
acteristics of the economy’s firms, the regulatory

- framework, the problems encountered, and the mea-
over activity. Internal mechanisms are decided by
the firm’s decision makers. These consist of insider
sharehol ding, board membership and characteristics
(such as size of the board, number of outside inde-

sures undertaken, as well as additional recommen-
dations to address them. Major cases of financial
collapse arising from poor corporate governance are
presented along with government actions to deal

- with them. The study provides specific policy rec-
debt financing, and the use of outside markets for -

ommendations and concludes with a discussion of
prospects for the further enhancement of corporate
governancein Hong Kong, China.

State of Corporate
Governance

Characteristics of Firms

OWNERSHIP

In Hong Kong, China, most listed companiestend to
be controlled by families. According to a survey of
the ownership structure of 553 listed companiesin
the economy in 1995 and 1996 (Hong K ong Society
of Accountants [HKSA] 1997b), 53 percent have
one shareholder or onefamily group of shareholders
owning more than half of the entire issued capital.
Control by asingle shareholder or family group ex-
tendsto morethan 35 percent of issued capital in 77
percent of the companies, and more than 25 percent
of issued capital in 88 percent of the companies. The
fact that a single shareholder or family group has
majority ownership in most of the listed companies
reflects the dominance of family-owned companies
in the economy of Hong Kong, China.
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MANAGEMENT

Typical of thetight control of the owner groups over :
thelisted companiesisthe majority shareholder also :
serving as the chief executive officer (CEO) of the :
company. The board of directorsis also dominated :
by family members. The HKSA report shows that :
in 9 percent of the companies, at least half of the :
directors are family members. Among the compa- :
nies in which more than 50 percent of issued capi- :
tal is controlled by a single shareholder or family :
group, 73 percent have boards where 50 percent or :
more of the directors are family members. In 30 :
percent of the companies surveyed, family mem- :
bers hold 50 percent or more of the executive di- :
: suspected of impropriety in the management of a
: company’saffairs. Disciplinary actionsand civil and
- criminal sanctions range from private or public cen-

rector positions.

Regulatory Framework

The current framework of corporate governance -
in Hong Kong, China includes both statutory and
nonstatutory requirements. Statutory requirements -
consist of the Companies Ordinance, Securities(Dis-
closure of Interests) Ordinance, Securities (Insider
Dealing) Ordinance, and Takeover Codes. Nonstatu- -
tory requirementsarethose specified under the List-
ing Rules covering the number of independent non- -
executive directors, disclosures of connected trans- -
actions, and disclosures of the different components -
- guest of any dissatisfied party and disciplinary mat-
- tersare heard by the Takeovers and Mergers Panel,
. acommittee established by SFC. The panel consists

of directors' remuneration.

REGULATORY BODIES

The Stock Exchange of Hong Kong is the primary
front-lineregulatory organization responsiblefor the
day-to-day supervision and regulation of listed com-
panies, their directors and controlling shareholders, -
and market users generally in respect of al listing- -
related matters. It performs a self-regulatory func-
tion, overseeing the conduct of itsmembers, and op- -
erates a stock market providing a wide variety of
productsranging from ordinary sharesto options, war-
- Toensurethat listed companiesare properly run and

The Securities and Futures Commission (SFC)
exercises prudential supervision over the securities, :

rants, unit trusts, and debt securities.

- futures, and financia investment industries. All rules

made by the two exchanges (SEHK and Hong Kong
futures Exchange [HKFE]) and the clearing houses
are subject to SFC approval.

SFC administers statutory requirementsto ensure
full disclosureand fair treatment of theinvesting pub-
lic. It regularly monitorstrading in the securitiesand
futures markets to detect possible malpractices. It
a so conducts periodic inspection visits of registered
persons and makes inquiries in response to public
complaints about misconduct by intermediaries and
market malpractice.

SFC is empowered to inspect alisted company’s
books and records if its directors and officers are

sure to suspension or revocation of a license. Re-
garding criminal actions, SFC isresponsible for the
investigation of various crimina offensesand while
it prosecutes minor offenses, serious matters are
prosecuted at the independent discretion of the Di-
rector of Public Prosecutions.

SFC dso hasfrontlineregulatory responsibility for
takeovers and mergers, offers of investment prod-
ucts, and financia intermediaries other than SEHK
and HKFE members. Executive rulings at the re-

of representatives of SFC, SEHK, financia institu-
tions, and other congtituencieswith aninterest in take-
overs and mergers.

Hong Kong, China's securities market regula-
tionsfully comply with the principlesof the Interna-
tional Organization of Securities Commission
(10SCO).

ORDINANCES

the rights of minority shareholders are protected,
Hong Kong, China has various rules and codes for



specific areas of abuse. Thefollowing arethe statu-
tory requirements relating to corporate governance. |

SEHK’sListing Rulesarethe maininstrument for :
strengthening the principles and practice of corpo- :
rate governancein listed companies. Therules state :
that directors are responsible for the management :
and operations of the listed companies, and are ex- |
pected to fulfill their fiduciary duties (both collec-
tively and individually) with asmuch skill, care, and
diligence as commensurate at least with the stan- -
dards set by the laws of Hong Kong, China. At least
two nonexecutive directors must sit on the board of -
acompany to ensure its independence and to mini-
mize the influence of magjority shareholders. Impor-
tant anendmentsto the Listing Rulesrequirethedis-
closureof directors’ emolumentsand other informa-
tion, and a statement of directors' interests in the -
companies fivelargest suppliersor customers. How- -
ever, the Listing Ruleshave no legal effect, themost
severeform of punishment being public censureand
" voting on theissue. Oncethetermsof the connected
SEHK’s Code of Best Practice (see Box) serves

aperiod of cold shouldering.

asaguidefor directorsof listed companies. Although
compliancewith the codeisvoluntary, listed compa-
nies are required to state in their interim reports the
extent of their compliance with the code during the
accounting period covered.

The Companies Ordinance has important provi-
sionsregarding the establishment, organization, and
management of companies, including such aspects
astheissuance of shares and bonds, auditing, annual
meetings, and the accountability of directorsand other
officers. These provisions apply to SEHK members
and to corporations registered with SFC.

Under the Companies Ordinance, statutory reports
arerequired annually for companiesincorporated in
Hong Kong, Chinaand for overseas companieslisted
on SEHK. Thereare specia accounting requirements
for regulated entities, such as banks, securities deal -
ers, and insurance companies. The Companies Or-
dinance stipulates the minimum disclosures that
should be madein financial statements.

4 A STUDY OF FINANCIAL MARKETS

The Securities (Disclosure of Interests) Ordinance
(SDIO) requires directors (including their spouses
and children) and substantial shareholders (those
holding at least 10 percent of the company’srelevant
share capital) to disclose their interest in the listed
companies to SEHK. The aim is to provide a fair,
orderly, transparent, and efficient market for listed
securities. Substantial shareholders are required to
notify SEHK of any additional acquisition or disposal
of relevant shares.

SDIO also provides a regulatory framework and
disclosure requirements for connected transactions.
The Listing Rules define a connected transaction as
atransaction between alisted issuer or itssubsidiary
and a connected person. If the transaction primarily
involves financial assistance by a connected person
to alisted issuer, the shareholders' interests must be
protected. SEHK normally requires connected trans-
actionsto be approved by the shareholdersin agen-
eral meeting, and restrainsthe connected person from

transaction are agreed, theissuer must inform SEHK
as soon as possible. Moreover, an independent ex-
pert acceptableto SEHK should affirm in aseparate
letter the fairness and reasonableness of the trans-
action where the shareholders are concerned. The
reasons for the transaction and some key assump-
tions made must be stated in the | etter.

The Securities (Inside Dealing) Ordinance super-
visesthe use of price-sensitiveinformationin securi-
ties trading. Common examples of price-sensitive
information are the signing of an important contract,
the establishment of asignificant joint venture, afund-
raising exercise, and statements regarding the
company’s prospective earnings and dividends. To
ensure an objective and orderly market, the ordinance
imposes heavy penalties for serious offenses.

The Code on Takeovers and Mergers is a good
example of self-regulation. Among its provisionsis
the concept of perfect secrecy up to the time atake-
over or merger is completed. The code also ensures
ahigh standard of accuracy and fair presentation in
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Code of Best Practice for Listed Companies of the Stock Exchange of Hong Kong, China

The following guidelines are intended to form the skeleton of a code of best practice at which listed issuers should aim. They

are not intended to be rules that are to be rigidly adhered to. All issuers are encouraged to devise their own codes of practice

in the interest not only of their independent nonexecutive directors but of the board of directors as a whole.

» Full board meetings shall be held at least every six months. “Full” board meetings are meetings at which directors are

physically present and not “paper” meetings or meetings by circulation.

» Except in emergencies, an agenda and accompanying board papers should be sent in full to all directors at least two days

before the intended date of a board meeting (or such other period, as the board agrees).

» Except in emergencies, adequate notice of a board meeting should be provided to give all directors an opportunity to attend.

« All directors, executive and nonexecutive, are entitled to have access to board papers and materials. Where queries are

raised by nonexecutive directors, steps must be taken to respond as promptly and fully as possible.

Full minutes shall be kept by a duly appointed secretary of the meeting and such minutes shall be open for inspection at any

time during office hours with reasonable notice by any director.

The directors’ fees and any other reimbursement or emolument payable to an independent nonexecutive director shall be

disclosed in full in the annual report and accounts of the issuer.

accounts of the issuer.

Nonexecutive directors should be appointed for a specific term and that term should be disclosed in the annual report and

If, in respect of any matter discussed at a board meeting, the independent nonexecutive directors hold views contrary to those

of the executive directors, the minutes should clearly reflect this fact.

Arrangements shall be made in appropriate circumstances to enable the independent nonexecutive directors of the board, at

their request, to seek separate professional advice at the expense of the issuer.

not accept the appointment if he cannot.

Every nonexecutive director must ensure that he can give sufficient time and attention to the affairs of the issuer and should

If a matter to be considered by the board involves a conflict of interest for a substantial shareholder or a director, a full board

meeting should be held and the matter should not be dealt with by circulation or by committee.

such action.

If an independent nonexecutive director resigns or is removed from office, the exchange should be notified of the reasons for

Every director on the board is required to keep abreast of his responsibilities as a director of a listed issuer. Newly appointed

board members should receive an appropriate briefing on the issuer’'s affairs and be provided by the issuer's company

secretary with relevant corporate governance materials currently published by the exchange on an ongoing basis.

The board should establish an audit committee with written terms of reference that deal clearly with its authority and duties.

Among the committee’s principal duties should be the review and supervision of the issuer’s financial reporting process and

internal controls. For further guidance on establishing an audit committee, listed issuers may refer to A Guide for the Formation

of an Audit Committee published by the Hong Kong Society of Accountants in December 1997. Listed issuers may adopt the

terms of reference set out in that guide, except that the committee may have a minimum of two members, or they may adopt

any other comparable terms of reference for the implementation of audit committees. The committee should be appointed from

among the nonexecutive directors and a majority of the nonexecutive directors should be independent.

Source: Stock Exchange of Hong Kong, China.

all communicationsto sharehol ders during the take-
over or merger. Persons who acquire more than 35
percent of the shares of a company, for example,
must extend an offer to all voting shareholders.
Other regulations that have a bearing on the list-
ing of securities on SEHK are the Protection of In-
vestors Ordinance, the Stock Exchanges Unification
Ordinance, the Code on Unit Trusts and Mutual

Funds, and the Code on Share Repurchases. These :
regulations set guidelines for Hong Kong, China's -

securities market to prevent improper trading and
increase investors confidence.

ACCOUNTING AND AUDITING STANDARDS’
Companies make mandatory disclosures as speci-
fied by HK SA’'s Statements of Standard Accounting
Practice (SSAPs). In addition, there are accounting
standards and guidelinesthat, unlike the SSAPs, are
not mandatory but that define best practices and
should normally befollowed.



Before 1993, Hong Kong, China saccountingand -
auditing standardsand guiddineswere primarily based |
on equivalent UK standards. Since 1993, HKSA has :
modeled its SSAPs on the International Accounting :
Standards (IAS) and its statements of auditing stan- :
dards on the International Standards on Auditing :
(ISA), with thelong-term objective of achieving full |
they should befree of any business or financial con-

HKSA promulgates accounting and auditing stan-
dards after detailed evaluation of the relevant inter- -
national standard and the preparation of an Expo-
sure Draft incorporating any additional guidanceor -
amendmentsarising from Hong Kong, Chinalegisla-
tion or regulations. The Exposure Draft is released
to all members, listed companies, regulators, cham-
bers of commerce, and academics (and posted on -
HKSA’'s website on the Internet) for comment, and -
finalized after a review of the comments. Compli- -
ance with accounting standards is enforced by the -
Hong Kong Monetary Authority (HKMA) (for au- -
thorized bankinginstitutions), SFC (for securitiesdeal-
ers), Insurance Authority (for insurance companies),

harmonization with IASand ISA.

and SEHK (for listed companies).

Accounting firms are selected for review at ran-
dom and not in responseto any complaint or referral.
Reviewers are full-time employees of HKSA, and
undertake on-site visits to the firms. They are given
statutory powers of accessto filesand other informa
tion generated by the auditors. In appropriate cases,
disciplinary action istaken to deal with cases of non-
compliancewith professional standards. Sanctionsin-
clude fines and the suspension of licenses.

Problems Encountered and
Measures Undertaken

Ensuring Independence of
Management

Effective corporate governance depends on the sepa-
ration of authority between afirm’s managers, board
of directors, and majority and minority shareholders.
Managers are held accountable when there is inde-
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pendent oversight by the board and an external audi-
tor (Organisation for Economic Co-operation and De-
velopment [OECD] 1998).

Independent nonexecutive directors are seen to
bring independent judgment to the overall strategy of
the company, including key appointments and per-
formance standards. To ensure their independence,

nections with the company apart from their feesand
shareholdings.

In Hong Kong, China, where most listed compa-
nies are dominated by one individual or family, the
functions of chairman and chief executive officer
are often difficult to separate in practice. Compa-
niesalso have difficulty recruiting truly independent
nonexecutive directors. In some cases, CEOs select
the nonexecutive directors, compromising their inde-
pendence.

Hong Kong, Chinahas adopted thefollowing rec-
ommendations of the UK Cadbury Report (1992)
relating to boards of directors: mixing executiveand
nonexecutive directors on the board and guarantee-
ing the quality and quantity of nonexecutive direc-
tors; enabling independent nonexecutive directorsto
seek separate professional advice; and requiring regu-
lar board meetings, including two meetings to an-
nounce the interim and the annual results. Amend-
ments made to the Listing Rulesin 1993 require al
listed companies to have at least two independent
nonexecutivedirectors. SEHK guidelinesclarify the
qualifications, appointment, and role of these direc-
tors. Taking another step toward better corporate
governance, SEHK published the Guide for Direc-
tors of Listed Companies in December 1996 to re-
mind directorsof their dutiesunder the Listing Rules
and the listing agreement. The guide even suggests
what directors can say in front of reportersand ana
lysts, and what they can do when remarks are inac-
curately reported. Both issuers and directors are re-
quired to comply with the provisions of the guide.

Thegovernment should also consider adopting the
other recommendations of the Cadbury Committee.
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One such recommendation is the separation of the
rolesof CEO and chairmanin large companies. There :
is no such listing requirement yet in Hong Kong, :
China. Another recommendation isthe establishment -
of anomination committee by the board of directors. :
The nomination committee can enhance the inde- -
pendence of the board structure. The boards of di- :
rectorsshould a so make effortsto improvetheir stan- :
dards and procedures so as to strengthen the status :

and independence of nonexecutive directors.

Disclosure and Transparency

Corporations must provide adequate, accurate, and :
timely information to shareholdersand the public re- :
garding financia performance, liabilities, ownership, :
and corporate governance issues. This is critical if :
investorsareto be ableto makeinformed judgments 3
on the risks and rewards of any investment (OECD
- under the Banking Ordinance in 1986. Since then,
- various legidlative provisions and policy guidelines

1998).

DIRECTORS’ PAY

In Hong Kong, China, asin many Asian countries, -
the board generally determines its own remunera- -
tion. Without effective monitoring mechanisms, com- -
pany directors may decide on excessive compensa- -
tionthat istotally unrelated to performance. Thedis-
closure of executive remuneration is akey element
in effective corporate governance. Minority share- -
holders can use this information to see whether se-
nior management is deciding judiciously on execu-
tive compensation. This should also bean important
portfolio selection criterion for ingtitutional investors.

Disclosure of directors compensation is an ef-
fective way of improving the corporate governance
structure in Hong Kong, China. The rapid increase -
in directors pay during the 1990s, associated par-
ticularly with stock options, hasheightened theneed -
for disclosure of directors’ emoluments. Toimprove
accountability and transparency in directors remu-
neration, SEHK, since 1990, has urged listed com- :
paniesto disclosetheir directors remuneration on a :
voluntary basis. It hasruled that annual reportsfrom :

1995 onward must discloseinformation on the com-
pensation of the top executives of listed companies.
The information includes the total cash compensa
tion for each of the five highest-paid directors and
for thedirectorsasagroup. In addition to disclosure,
it would be advisablefor senior management to form
an independent remuneration committee with
nonexecutive board membersto make remuneration
decisions, as recommended in the Cadbury Report.

- CONNECTED TRANSACTIONS

Inthe early 1980s, banksin Hong Kong, China, which
were then mostly owned by families, encountered
difficulties. Recklesslending to connected partieswas
the major factor behind the banking problems. In or-
der to deal with such abuses, the power to regulate
bank ownership structure was strengthened and re-
strictions on connected lending were implemented

have been continuoudy updated by HKMA to achieve
internationally accepted standards. Currently, most
banksbelong to financial groups, and the approval of
HKMA isrequired in order to acquire 10 percent or
more shares. Any person who exercises indirect
control over thedirectors, even without voting rights,
is also subject to approval by HKMA. With these
efforts, the banking sector has played an important
role in corporate governance. Banks are allowed to
have equity sharesin nonfinancia businessesof only
up to 25 percent of their capital base. Despite this
restriction on banks' equity ownership of nonfinan-
cial businesses, banks have been able to effectively
control corporate governancethrough efficient lend-
ing practices based on prudent risk assessment and
reliablefinancial information (Nam, Kang, and Kim
1999).

Hong Kong, Chinarequires shareholder approval
and disclosure of connected transactions. SEHK
tracks companies and directors who fail to notify
shareholders about connected transactions. In early
June 1995, Cheerful Holdings (which was listed in



April 1994) announced itsfailureto discloseamajor
connected transaction correctly. Itssubsidiary, Cheer- |
ful Finance, had lent a total of HK$197 million to |
International Cheerful (Holdings), afirm controlled :
by husband-and-wife directors Johnny Chee Jing- :
yinand LisaChee Siu-ling, athough Cheerful Hold- :
ings made net profits of only HK$24.98 million in |
1994, and had net current assets of only HK$128.3
million. Thefirm, in effect, had lent cashinexcessof
its net assets through its subsidiary company. This -
was revealed in its annual report, and the company
was asked to make a statement by the SEHK List- -
ings Division (South China Morning Post [SCMP], -
2 June 1995). The recommended practice is for a
~ through acquisition and asset injection.

company to avoid any connected transactions.

OTHER MEASURES TO IMPROVE
TRANSPARENCY AND DISCLOSURE

ImprovementsintheLigting Rulesin April 1995tight- -
ened theinternal controlsof companies. Listed com- -
panies must now disclose tax charges, changesin -
the provision for bad and doubtful debts, and capital

adequacy and liquidity ratios.

To make corporate boards more effective, SEHK
has likewise announced that annual and interim re-
ports for accounting periods ending on or after
31 December 1995 should include astatement of com-
pliance with the Code of Best Practice and give rea-
sonsfor noncompliance.

The demand for greater corporate accountability
has led some listed companies to adopt or to con-
sider adopting audit committees. Accordingto HKSA,
only 2 percent of listed compani es had audit commit-
teesin 1995. Althoughthe concept istill evolving, the
role of theindependent auditor is considered vital to
corporate governance and accountability.

On 30 June 1998, SFC issued a consultation pa-
per on the revision of the Securities (Disclosure In-
terests) Ordinance. The main purpose of the consul-
tation is to improve transparency. SFC suggests
changing the substantial shareholding disclosure
threshold from 10 to 5 percent, and shortening the
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notification period from five calendar days to three
business days.

Financial Disclosure of People’s
Republic of China Companies
Listed on the Stock Exchange of
Hong Kong, China

In step with the steady growth of H-shares and red
chips, many investors have paid a great deal of at-
tention to People's Republic of China (PRC)-listed
companies in recent years. H-shares and red chips
are shares in PRC enterprises or PRC-related en-
terpriseslisted in Hong Kong, China. Theterm "red
chip” refers to PRC enterprises that have listed

International investors often criticize PRC com-
paniesfor their lack of transparency. Tougher guide-
linesintroduced by the China Securities Regulatory
Commission (CSRC) require companies to include
accounting footnotes and areview of their business
with thefinancial statementsin their annual report to
give aclearer picture of their financial status.

Most H-share companies were state-owned en-
terprises before their listing and still have the state
asmgjority owner. They do not fully understand their
obligationsto their shareholders. Some of them seem
uncertain about what constitutes price-sensitive in-
formation and how SEHK can benotified of thisina
timely manner. These H-share companies, most of
which are new to the market, have difficulty com-
municating effectively with theinternational invest-
ment community. Sometend to announce only good
news, while others avoid communicating with the
public atogether for fear of making inappropriate
statements.

To protect investors, the Listing Rulesfor issuers
from the PRC were amended in November 1994
and now require that PRC issuers comply with the
same standards as those that apply to other compa-
nieslistedin Hong Kong, China.

H-share companies need to improve in the fol-
lowing aspects:



CORPORATE GOVERNANCE IN HONG KONG, CHINA: RISING TO THE CHALLENGE OF GLOBALIZATION

 Understanding the obligations of alisted com- -
~ denominated promissory notesfrom Steady Safe. The
» Complying with disclosure requirements under :
- value. As the Indonesian rupiah began its precipi-

pany toward its sharehol ders;

theListing Rules;

 Understanding theimportance of effective com- :
municationwith theinternational investment com-

munity; and

Hong Kong, China.

Theregulators of Hong K ong, Chinashould moni- :
tor the performance of H-share companiesand work :
effectively with the PRC regulatory authority to en- :
- aftermath of the rupiah’s plunge and investors' 1oss
- of faith in Indonesia, Peregrine's position in Steady
- Safewasworth only asmall fraction of its original
- value. As it turned out, Steady Safe was not

sure the integrity of these companies.
Major Cases of Poor
Corporate Governance

The Peregrine Case
BACKGROUND

Peregrine InvestmentsHoldingsLtd. (Peregrine) was -
Asid's largest home-grown investment house out- -
side Japan. The major activities of the Peregrine
Group were investment holding, securities and eg- -
uity brokerage, commodities and foreign-exchange -
brokerage, equity derivatives dealing, direct invest- -
. Oneimportant question was who should be respon-

A major part of Peregrine's operations were in .
the equity market, but the company also issued and
traded debt securities for Asian corporations. The
Peregrine equity business earned a respectable .
US$50 million a year, possibly the highest for any
investment houseintheregion. The company’sprob-
lems came mainly from concentrating its effortsin
building up afixed-incomebusiness, most of itinAsia. -
Peregrine generated most of its profit from Hong -
Kong, Chinawithincreasing contributionsfrom other -
Asian countries. Hong Kong, Chinaand other Asian -
economies accounted for 97 percent of the firm's -

ments, and other financial services.

total profitin 1996.

A magjor factor that contributed to the firm’s col- :
lapse was its dealings with an Indonesian taxi com- -
pany, Steady Safe. By mid-December 1996, Per- -

egrine held US$265 million worth of US dollar-

sum represented a third of Peregrine’s total asset

tousfall in July 1997, troubleloomed. Therupiah hit
15,000 to the US dollar in January 1998, compared

- with arate of about 2,200 ayear earlier. This her-
» Complying with other laws and regulations of

alded a sharp drop in investor confidence. The dra-
matic plunge of the local currency rendered Steady
Safeincapabl e of repaying the debt. In addition, there
was no market for the debt issue because investors
lacked confidence in Indonesia at that time. In the

Peregrine’sonly problem. Even before Steady Safe’s

~ debt issue, the company had ahuge positionin Indo-

nesian debt securities. Its debt equity-ratio had been
very high—111 percent in 1996. At the time of the
company’s liquidation, Peregrine's debt portfolio
amounted to US$1 billion.

FAULTY RISK MANAGEMENT AND
INTERNAL CONTROL SYSTEMS

sible for the large amounts advanced by the Per-
egrinefixed-incomegroup. Theamount involved was
US$265 million, and it isdifficult to believe that any-
body could make such adecision without the knowl-
edge of the board or other senior management.
Peregrine’ srisk management system must have been
extremely lax. Under normal circumstances, a deal
of this size would be considered a substantial
transaction and should have been disclosed to the
public under the listing regulations of SEHK. How-
ever, because this transaction involved an overseas
party, it fell outside the regulatory framework.
According to aninterview published in the SCMP,
the chairman was not too familiar with the bond busi-
ness. He had allowed his equity managers a great
deal of freedom, and this freedom had simply been
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extended to the fixed-income business. The manag- -
ing director and another cofounder later stated that |
they had learned of the Steady Safe case at a very :
late stage, since they had been spending much of :
their time on the equities business and had not over- :
seen thefixed-interest operations. However, if abusi- :
ness ismoving into new areas or is devel oping new |
strategies, the board should be able to monitor and
supervise the executive management in the new ini-
tiatives. If the senior management of Peregrinewere
not aware that this huge sum of money had been
allocated to an Indonesian taxi company, then the -
- the banking business, they are also not regulated

internal controlswere clearly faulty.

DISCLOSURE FAILURE

Theinformation that Peregrine had built up fatally -
large exposures in the debt market became public
just before the liquidation, showing that its offi-
cialshad failed to disclose the true situation of the -
company to both SEHK and the company’s share- -
holders. Thisis an inherent danger of the lack of -
transparency that is characteristic of many Asian

businesses.

ACTION TAKEN AND RECOMMENDATION

The government of Hong Kong, China has hired an
independent consultant to examine the Peregrine
case and ascertain the lessons to be learned from
it. The company’s shareholders are the victims of
the whole incident. It seems that the senior man-
agement did not fulfill their duty properly asdirec-
tors, but itisnot yet clear whether they will be pros-
ecuted.

Financia institutionsshould berequiredto disclose
moreinvestment information, particularly on poten-
tial market risk. While it may not be realitic to ex-
pect thesefinancial ingtitutionsto disclosethe details
of their investment strategies, it may be useful for
investorsif financia institutions were to include in
their annual report a description of their risk man-
agement practices and the potential market risk of
their portfolios.

The CA Pacific Securities Case
BACKGROUND

There are two types of investment accounts in
Hong Kong, China: cash accounts and margin ac-
counts. Cash accountsinvolve no leverage financ-
ing, and a brokerage house has no right to use a
client’s shares in a cash account as collateral for
bank loans. The usual practiceisfor an affiliated
finance company in the group to bridge the finan-
cial arrangement between banks and margin-ac-
count clients. These finance companies are not
regulated by SFC. Since they are not involved in

by HKMA.

CA Pacific Finance transferred shareholdings of
cash accountsto margin accounts without theinves-
tors' knowledge. The investors shares were used
as collateral to secure bank loans. The company ran
intoliquidity problemsbecause of thedrop inthe prop-
erty and share markets. Shares used as collateral
had been sold by the bank. Thus, investors in both
cash and margin accounts lost their shares. CA
Pacific Finance should have notified investorsthat

~ their shareholdings were being used to secure bank

loans. A detailed breakdown of the company’s in-
vestment portfolio should a so have been madeknown
to investors, who could then have evaluated the risk
of the brokerage house and decided whether or not
to withdraw their shares.

Asaresult of the CA Pacificincident, public con-
fidencein small- and medium-size brokerage houses
dropped. Rumors of other housesin similar trouble
spread. Investors rushed to liquidate their shares,
causing chaos and showing adecline of public confi-
denceinthefinancial market of Hong Kong, China.
This problem was not new, asit had been mentioned
in the Davison Report on the crash of the stock mar-
ket in Hong Kong, Chinain October 1987.

In early May 1998, a small brokerage house,
Forluxe Securities, misused clients' sharesto obtain
margin financing without seeking approval, and con-
ducted a money-lending business through afinance
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arm. The owner disappeared, together with morethan
HK$20 million worth of clients shares. The crash -
of Forluxe, coming as it did after the CA Pacific :
incident, further undermined public confidencein bro- :
- fessional managerswill play amoreimportant rolein

kerages.

ACTIONS TAKEN AND RECOMMENDATIONS

lated to share-margin financing.

the financial activities of these companies.

Theregulatory framework should beimprovedto .
distinguish clearly between cash and margin ac-
counts. Brokerage houses should be strictly prohib-
ited from transferring shares from cash accountsto -
margin accounts. Clear guidelines on share-margin
financing should be issued to brokerage houses. In-
dicators such as capital adequacy and risk manage-
ment practice should be used to determinethefinan-
cial stability of these houses. These information -
should be reported regularly to theregulator and even-
tually disclosed to the publicin atimely manner. Fi-
nally, the regulator should spend more effort onin-

vestor education.

Policy Recommendations

In the long term, the globalization of financial mar- :
ketswill eventually shape corporate governancein -

Hong Kong, China. Companies haveto compete for
capital. Theinternational investment community will
select companies with good corporate governance
standards and good information disclosure. Then pro-

running the company. To further improve corporate

: governancein Hong Kong, China, thefollowing mea-
After the CA Pacific and Forluxe incidents, SEHK :
and SFC started conducting regul ar visitsto selected :
brokerage houses and their associated finance com- :
panies that were thought to have the same potential :
problems. The objective of these visitsis to ensure :
the financial soundness of the houses. Sixty houses :
have been selected for inspection to determine the :
adequacy of their risk management procedures re- :
- affairs, most will not even attend the company’s an-

Eventually, the Financial ServicesBureau, SEHK, -
and SFC set up aspecial task forceto ensureaproper
monitoring system for brokerage houses. There is -
undoubtedly a need to strengthen control of finance -
companies affiliated with brokerage houses as, un-
der the present regulatory structure, they are regu-
lated by neither SFC nor HKMA. The current sug- -
gestionisthat SFC will beresponsiblefor monitoring -

sures are recommended.

ENCOURAGE INCREASED PARTICIPATION
FROM INSTITUTIONAL INVESTORS

Increased participation fromingtitutiond investorswill
definitely help protect the rights of minority share-
holders. As minority shareholders are more inter-
ested in short-term capita gainsthaninthe company’s

nual meeting and their views will never be heard.
Institutional investors, onthe other hand, tend to have
alonger-term interest in the company, and will take
amoreactiveroleinthe annual meeting. Thelaunch
of the Mandatory Provident Fund in Hong Kong,
China in 2000 will definitely help in shaping the
economy’s standards of corporate governance.

PROMOTE INVESTOR EDUCATION

Thegeneral public should be continuously educated
about shareholders' rightsto enable them to partici-
pate effectively and votein general meetings. Regu-
lators should al so ensurethat shareholdersare given
enough information on the management and opera-
tions of the company and have enough timeto digest
thisinformation before the meeting.

INCREASE FREQUENCY AND
AVAILABILITY OF REPORTS
Major world markets are moving toward semiannual
or quarterly reporting. Currently, Hong Kong, China's
listed companiesarerequired to report interim semi-

- annual and annual accounts. SEHK may require

more frequent disclosure of company accounts by
listed companies. Listed companies should also make
their annual reports available on their websites.
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Disclosure of moreinformationwill enhancethetrans- -

parency of the company.

PROMOTE GREATER TRANSPARENCY
AND PROVIDE TRAINING
FOR NONEXECUTIVE DIRECTORS

tion on the operations of the company.

Prospects for the
Enhancement of
Corporate Governance#*

clearer regulatory objectives and strengthened su-
pervisory and investigative powers for SFC.

The second objective is to further enhance mar-
ket infrastructure by setting up asingle clearing ar-
rangement for securities, stock options, and futures
transactions; enhancing the financial technology ar-
chitecture to facilitate direct processing of transac-
tions across the financial markets; and moving to-
ward a secure, scripless securities market through
the use of robust networks. A Steering Committee
on the Enhancement of the Financia Infrastructure
was appointed to look at these issues and report to
the Financial Secretary by September 1999.

Thethird objective of the market reform package
is to modernize the market structure through the
demutualization, merger, and public listing of thetwo
exchanges and their clearing houses and the separa-
tion of ownership from trading rights. These changes

are aimed at enhancing responsiveness to market

- forces, bringing about economies of scale in terms
- of operational efficiency and infrastructure invest-

ment, facilitating risk management, and boosting
Hong Kong, China's competitive position vis-a-vis

- other international markets. Publiclisting isalso ex-
Procedures should be instituted to ensure that -
nonexecutive directors act in the best interest of the
shareholders. For example, their remuneration and
attendance at board meetings should be disclosed. -
Some of these nonexecutive directors come from -
different backgrounds and the board should provide
them with the necessary training and support. Inad-
dition, the board should give them enough informa-
- solidates the existing laws governing the securities
- and futures markets, which are currently spread over
- some 10 ordinances and parts of the Companies

pected to enhance market discipline. The separation
of ownership and trading rightsis expected to bring
about greater financia flexibility for membersof the
new entity, since the reforms would allow existing
members to sell their shares in the company while
retaining their trading rights.

The proposed new regulatory framework is em-
bodied inthe Securitiesand FuturesBill. Thebill con-

Ordinance. In addition, it seeks to update certain

- terms and definitionsto reflect developmentsin the
- financia markets, thereby simplifying the law and
InMarch 1999, the Financial Secretary announceda -
market reform package with three sets of objectives.
The first objective is to modernize the regulatory
framework by putting in place anew framework with

making it more user-friendly for market practitioners
and users.

Major new regulatory measures include the fol-

lowing:
« Introduction of a single license for market
intermediaries to streamline regulatory ar-
rangements and bring in new licensing re-
quirements to enhance protection of clients
assets.
* Establishment of a civil Market Misconduct
Tribunal (MMT) and expanding the existing
criminal route to combat market misconduct.
— Thebill will build on the strength of the Insider
Dealing Tribunal and expand it into a Market
Misconduct Tribunal. MMT will handle speci-
fied market misconduct activities, includingin-
sider dealing, and will apply thecivil standard
of proof, i.e., abalance of probahilities, in de-
termining whether it is satisfied that cases
referred to it have been proved.

—MMT may order disgorgement of profits, or-
der payment of legal costs and investigation
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expenses, issue a “disqualification” order to -
disqualify adirector from being a director of -

any listed company, issue a “cold shoulder”

order (i.e., an order denying a person access :
to market facilities), issue a “cease and de- :
sist” order (i.e., an order not to breach the pro- :
visionsof thebill again), and refer the possibil- :
ity of disciplinary actionto abody inwhichthe :
person who has engaged in market miscon- :
duct is a member. Due care has been exer- -
cisedin calibrating these civil sanctionsto en- :
surethat they are compatiblewith human rights :

reguirements.

— Asan aternative to the civil proceedings be- :
fore MMT, the bill preserves and expandsthe :
existing criminal routefor dealing with market :
misconduct activities, to be resorted to when 3
there is sufficient evidence to meet the crimi-
nal standard and it isin the public interest to -
bring prosecution before the courts. Themaxi-
mum penalty under the criminal route is 10 -
years' imprisonment or afine of upto US$10
million. The rule against double jeopardy ap-
plies. A person cannot be tried in MMT and -

the courts for the same market misconduct.

* Modernization of the disclosure regime for
more timely dissemination of price-sensitive
information to enable investors to make bet-
ter informed decisions. Thebill reducesthedis- -
closurethreshold (from 10to 5 percent) andtime .
limit for disclosure (from five daysto threebusi-
nessdays). For greater transparency, certaindis-
closure requirements are al so extended to secu-
ritiesinterests held through derivative products. -
To reduce the compliance burden, the bill has 3
aso removed or simplified certain disclosurere-

guirements.

« Provision of assistance to investors in seek-
ing compensation by creating specific private -
causes of action against market misconduct :
and false disclosure of information. Under -
common law, a person who sufferslossasare- :

sult of market misconduct may be able to seek
redress through civil action against a person re-
sponsible for the misconduct. The path to civil
redress under common law can be costly and
riddled with obstacles. Thebill will createaright
of civil action in respect of market misconduct
for which the plaintiff can claim compensation
for loss and other remedies. The relevant provi-
sions will stipulate that a person may sue an-
other personto recover lossesresulting fromthe
latter’s market misconduct if the court is satis-
fied that it isfair, just, and reasonablefor him to
do so. It will also allow thefindingsof MMT and
criminal convictions of market misconduct to be
admitted as evidence if they are relevant and
probativeto these civil proceedings.

* Institution of a flexible framework for the
regulation of automated trading services to
facilitate market innovation.

Thehill providesthefollowing new powersto SFC:

« Allowing SFC to require access to the work-
ing papers of an auditor of a listed corpora-
tion in a preliminary inquiry into alleged mis-
conduct of the corporation. Current law au-
thorizes SFC to review the books and records of
alisted company when there is alleged miscon-
duct inits management. Under thebill, SFC will
be entitled to seek explanations of an entry from
the listed company. It may also request access
to the working papers of the company’s audi-
tors. In addition, SFC may make inquiries of
counterparties to transactions that the company
has entered into. These enhancements will en-
able SFC toinquire more effectively into allega
tions of fraud or other misconduct in respect of
listed companies. Particular efforts have been
made to rai se the thresholds required for the ex-
ercise by SFC of these new inquiry powers to
ensure that they are reasonable and in line with
present-day legal conventionsin respect of the
rights of third parties. The bill also contains
provisions to implement an earlier proposal to

]
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provide auditors of listed companieswho report
to SFC any suspected fraud or misconduct in |
the management of alisted company with statu- :
tory immunity from liability under common law. :
The choice to report is entirely voluntary. The :
bill intendsonly to giveimmunity from thethreat :
of civil liability to auditorswho chooseto sound |
such a warning to SFC in the course of their

auditingwork.

* Enabling SFC to impose civil fines on inter-
mediaries as a more proportionate disciplin-
ary sanction. Currently, when a licensed per-
son engagesin any misconduct, thedisciplinary
sanctionsthat SFC may administer arepublicor -
private reprimands, and suspension or revoca-
tion of the intermediary’s registration. Repri-
mands could betoo light in many cases, yet sus- -
pending or revoking an intermediary’sregistra-
tion might be excessive. The bill will give SFC -
two additional sanction options which may be -
calibrated in accordance with the gravity of the

misconduct. They arecivil finesof upto US$10
million or three times the amount gained or loss

of part of its business only.

the public interest. Asthe financial market and
itsinfrastructure becomeincreasingly complex,
what appear to be disputes between private par-
tiesare more and more likely to have an impact
on the rest of the market system. The bill will
give SFC standing to intervenein civil proceed-
ings between third parties to provideits regula-
tory perspective and expert opinion. As safe-
guards, the bill will requirethat SFC must satisfy
the court that such intervention isin the public
interest; partiestothelitigation will havetheright
to challenge SFC's intervention; and the inter-
vention will be subject to such termsasthe court
considersjust.

« Allowing SFC to take custody of clients' as-
sets from intermediaries to prevent dissipa-
tion of such assets.

After athree-month consultation with the public
and market participants and subsequent refinements,
the government aimsto introduce the composite Se-
curitiesand Futures Bill to the Legidative Council in

 early 2000. With the legidation of the new regula-
- tory framework, the government expectsto achieve
avoided, whichever ishigher; and suspensionor
revocation of anintermediary’slicenceinrespect

higher standards of transparency, accountability, and
disclosure that are on a par with international stan-

- dardsand practices, thusmaking Hong Kong, China
» Granting SFC standing to intervene in civil
proceedings between third parties to protect

better equipped to face the challenges of the new
millennium.
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Appendix

Executive Remuneration in
Hong Kong, China

lates to a set of determining factors.

THE OWNER-DIRECTOR-MANAGER

In the US, top corporate officials typically own a -
small portion of the stock of the company. Also, these -
managers are, at least in theory, monitored by the -
board of directors, which seesto it that the overall -

performance of thefirmisinlinewith shareholders

rights.

tors was 47.3 percent.

COMPONENTS OF COMPENSATION

Because company directors in Hong Kong, China :
wear the hats of director and manager at the same -
time, they are also compensated in the same fash-

ion. The take-home element of compensation con-

- dstsof two parts: thedirector’sfee and emoluments.
~ Theformer isasum, usualy ardatively fixed amount
~ for all directors of the same firm, in compensation
Many corporate executivesin Hong Kong, Chinare- :
ceive compensation packages on a par with those of :
the heads of largefirmsin the United States. In some :
extreme cases, the combined pay of executives may :
even exceed the net profits of the entirefirm. Also, :
itisgenerally believed that top executives often de- :
cide their own pay at will. Such a contention raises :
doubts about the corporate governance of compa- :
nieslisted in Hong Kong, China. In astudy of 1,518 :
companies for which executive compensation data :
were available for the period from 1990 to 1994, we :
looked at the level of executive pay and how it re- :

for their service on the board. Emoluments are simi-
lar toasaary plusbonus, and may differ significantly
among directors of the same firm.

The pay for the role of director islower than the
reward for the role of manager. In the sample of
companies, the median of the directors fee was
HK $100,000 while the median of emoluments was
HK$4.5 million. Thesefiguresrepresented the com-
bined amountsfor atypical group of four or five di-
rectors. Interms of the relative significance of these
figures, the median company paid out about 8 per-
cent of its net profitsto its directors.

MEASURES OF CORPORATE PERFORMANCE

In attempting to relate directors pay to company
performance, we chose to use stock return and the
“g-ratio.” Stock return is taken as the sum of divi-
dends and stock price appreciation in a one-year
period. In other words, we tried to measure how

- well managers performed in terms of the return they
interests. US companies are also subject to a more -
restrictive environment for setting compensationlev-
els. Relevant factors include the presence of active
groups of shareholderswho are more aware of their

generated for shareholders. The g-ratioisan indica-
tor of management quality. The value of the g of a
firm is defined as the ratio of the stock price to the
book value of equity, or net assets free of debt. In

- general, the higher the stock market values a firm

InHong Kong, China, listed companiestendtobe
dominated by major shareholders, either individual
investors or family members. These shareholders
usually hold executive positionsand directorshipsin
the companies. In other words, the monitor and the
monitored are the same people. In the sample of
companies, median ownership of the board of direc- -
- variablestothepricelevel of 1990. (See Tablefor a
- summary of these data.)

for its management rather than its assets, the higher
the g-ratio.

We analyzed directors' compensation using com-
pensation as a percentage of net profits, and com-
pensation as a percentage of operating income. Our
sample period was from 1990 to 1994. In order to
put the figures on a common basis, we adjusted al

We divided our sample of 1,518 firms into three
subgroups: small, medium, and large. In general, we
found that firm size is a significant determinant of
directors’ compensation. The larger the firm, the
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Directors’ Compensation by Company Group

Median Market Directors’ Directors’ Compensation/ Directors’ Compensation/
Equity Value Compensation Net Profit Operating Income
Company Group (HK$ million) (HK$ million) (%) (%)
Small 183 2.5 11 10
Medium 571 4.0 6 5
Large 2,902 6.4 2 2

Sources of basic data: Annual reports of listed companies; Datastream.

higher isthe pay level. Thisfinding isconsistent with
that for other markets. Furthermore, there is strong :
evidence that compensation as a percentage of net |
profitsisinversely related to firm size. A similar re-
sult is obtained for compensation as a percentage of
operating income. These results imply that smaller -
companies were paying out alarger portion of their -

income in the form of directors' compensation.

Another interesting issue is the relationship be- -
tween director compensation and company perfor-
mance. The question is simply whether the chief -
executive officer isrewarded according to firm per-
formance. Our analysis showed that firm perfor- -
mance does not affect directors compensation ex- -
cept in the large-firm subgroup in which pay was
positively related to performance. Finally, wefound -

that directors remuneration was sometimes larger
than the profit of a company: directors continued to
draw large compensation even when the company
was losing money. In the sample group of compa:
nies, there were 132 such cases.

Oneindicator of good corporate governance prac-
ticesishow directorsarerewarded. Therelated ques-
tion is how directors performance should be mea
sured. One possible solution isto set up aremunera-
tion committee composed of independent nonexec-
utivedirectors. Theevaluation criteriashould include
participation at board meetings, firm performance,
and market situation. The criteriashould be disclosed
to shareholders. Besides cash remuneration, other
noncash items, such as options scheme, should also
be considered as part of the incentive package.
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Notes

IHong Kong, China; Indonesia; Korea; Maaysia; Philip-

pines; Singapore; and Thailand.

2Compared with end-June 1997 and expressedin USdol-

lar terms, the Taipei,China market lost 15 percent;

Singapore and Tokyo shrank by 27 and 31 percent, re-
spectively; whilethe Philippineslost 45 percent and Indo-

nesia79 percent (Financia ServicesBureau 1998).

SThis section draws largely from the International Mon- :

etary Fund 1999.

4This portion is based on IMF (1999) and the Securities

and FuturesBill.
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Summary

Overview

Currency board arrangements (CBAS) are a very :
strong form of fixed exchange rateregime. Like the :
gold standard, they rely on market forces, rather than :
on foreign exchange controls or interventions, to fix |
the exchange rate. CBASs have been adopted in a
variety of institutional forms and with varying -

degrees of successin a number of economies.

Intheory, theclassical CBA, which originatedin
the 19th century, uses three anchors to fix the -
exchange rate: (i) economic discipline, because of
the requirement that currency issues should befully
backed by foreign reserves; (ii) specie flow and
interest arbitrage; and (iii) currency (cash) arbitrage,
which binds the spot exchange rate. In practice,
not all three anchors function effectively in every
~ could not even define the monetary base, and the

Regarding economic optimality, the case for or -
against CBAs is broadly similar to the debate on -
fixed versus floating exchange rate, but the link
between the narrower monetary aggregate and the
balance of paymentsinaCBA tendstobeevencloser

CBA.

than in other fixed rate regimes. Williamson (1995)
has identified some advantages and disadvantages
of CBAs.

Insofar as a great deal of resources have been
committed to CBAsto make them more credible and
robust, they may have difficulty adjusting to major
structural changesand irreversibledivergenceinthe
longer run. Modifying or abandoning them would
carry very high adjustment cost or exit cost. In the
extreme, total commitment begsthe question of why
the “dollarization” option—replacing the home
currency with the foreign currency to which it is
pegged—was not adopted instead.

The Currency Board Arrangement
in Hong Kong, China

The CBA in Hong Kong, China, locally known as
the “linked exchange rate system,” or the “link” for

: short, wasinstituted on 17 October 1983 as arescue

measure in acurrency crisis caused by Sino-British
political conflict over the future of theterritory. Itis
an idiosyncratic system since there is actualy no
currency board, and bank notes are issued by afew
designated commercial banks, which alone deal
directly with the monetary authority at the fixed
exchange rate of HK$7.80 to the US dollar. This
arrangement has given riseto amultilayered mecha-
nism involving the monetary authority, the note
issuing banks (NI1Bs), other commercial banks, and
the general public, which largely explains the
“imperfect” performance of the system. The market
exchange rate has deviated from the official rate of
7.80 by an average of dlightly lessthan 1 percent in
the years since the inception of the system.
Thelink hasevolved through several stages. From
October 1983 to 1987, the Hong Kong government

theoretical forces of bank note arbitrage and
competition did not seem to work. The exchange
rate was underpinned by government intervention
in the foreign exchange market and interest rate
manipulation. In the period from 1988 to 1993, the
imposition of the “accounting arrangements’ gave
the government a handle for the monetary base
through the Hongkong and Shanghai Banking Cor-
poration (HSBC) asthe ultimate clearing bank. The
launching of the Exchange Fund bills and notes, as
well as the creation of the liquidity adjustment
facility (LAF) asakind of discount window strength-
ened the ability of the monetary authority to influ-
ence interbank liquidity and interest rates in the
two-tier system.

On 1 April 1993, the central bank, the Hong Kong
Monetary Authority (HKMA), formally came into
existence. In December 1996, a system of real time
gross settlement (RTGS) was established, replacing
the two-tier accounting arrangements in existence
since 1988. Thenceforth, HKMA, like any other
central bank, could transact directly with each com-
mercia bank and influence interbank liquidity and
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interest rates more effectively, with a view to -

maintaining exchange rate stability.

HKMA in handling the turbulence.

unspecified levels close to the rate of 7.80.

Technical Assessment

The post-1997 CBA in Hong Kong, Chinastill uses
thefirst two anchorsof theclassical currency board,
i.e., (i) economic discipline based on adequate .
reserves, and (ii) specie flow. However, no effec-
tive mechanism for currency arbitrage hasbeen put
in place. Instead, HKMA has opted for discretion-
ary foreign exchange market intervention, playing -
on ”"constructive ambiguity” or “the surprise
element.” The system isthe only one of itskind in -

theworld.

The government’s Report on Financial Mar-
ket Review confirmed the impracticability of bank
note arbitragein fixing theexchangerateinitsCBA, :
afact that had long been suspected since the start :
of thelink in 1983. Indeed, cash arbitrage isincon- :

sistent with modern financial development as the

- cash base represents a diminishing share of total

In October 1997, the Hong K ong dollar came un- :
der powerful speculative attack, as a result of the :
contagion effect of the Asian financial turmoil. In- :
terbank interest rates shot up to unprecedented lev- :
els, and then showed substantial risk premiums, :
generating unpal atable consequences for the finan- :
cial and property markets, as well as the real :
economy. A controversy arose as to the role of :

money supply. Moving cash around to exploit arbi-
trage opportunities creates hazards for the banking
system.

To deal with the ineffectiveness of cash arbi-
trage, Tsang (1996a, 1996b, 1997) proposed to the
government the modern CBA version of Argen-
tina, Estonia, and Lithuania (the AEL model). Un-
der such a system, the monetary authority would

: guarantee not only the convertibility of the cash base

HKMA later clarified that as the link was on -
“autopilot” during the attack, the interest rate :
adjustments were part and parcel of a CBA, and :
therefore an inevitable “pain.” The Report on :
Financial Market Review released by the govern- :
ment in April 1998 promised afirm commitment to 3
the currency board principle of specieflow, namely, -
letting the flows of funds determine interest rate -
movements and refraining from manipulating the -
monetary base, other than necessary sterilization -
measures to offset exceptional domestic events. At -
the same time, though, HKMA reserved the option
of intervening in the foreign exchange market at

at the fixed exchange rate, but also the convertibil-
ity of the reserves of the banking system, i.e., the
whole monetary base, at that rate. Arbitrage could
then be carried out el ectronically without any move-
ment of cash. This would help minimize the effi-
ciency risk of the exchange rate system, although
perceived systemic risk could still result inrisk pre-
miums in interest rates. However, the government
had reservations about such a way of strengthen-
ing arbitrage. Instead, it opted for discretionary mar-
ket intervention at unspecified levels close to the
7.80 rate.

The key question is whether the combination of

. the “autopilot” specie flow mechanism and dis-
. cretionary intervention in the foreign exchange

market provides an effective defense of the CBA of
Hong Kong, China. A related question is what the
least-cost optionis. In any case, just asthe link was
not overturned in the unprecedented speculative at-
tack in October 1997, the probability that it will be
derailed in the future remains small, unless external
shocks of a much bigger scale emerge. The well-
tested commitment of the government to the linked
rate of 7.80, buttressed by one of the largest foreign
reserves in the world should be able to see Hong
Kong, Chinathrough.

Neverthel ess, whether and how the cost of defense
can be further reduced is still an open issue. The
persistently high and volatile interest rates since
October 1997 have led to a credit crunch and
generated serious adverse impact on the economy
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of Hong Kong, China. There seems to be a strong -
case for adopting the AEL model and instituting a |
system of deposit reserves whereby the excess :
reserves of banks could be used to ease the interest -
rate pain in case of a speculative attack on the :

Hong Kong dollar.

Economic Optimality

On the basis of Williamson’s (1995) characteriza-

potential harm caused by the disadvantages. A key

difficulties of earning sufficient returns on foreign

points to a management problem.

rate, as the real sector will adjust quickly. A float-
ing exchange rate system may bring instability to a
small open economy with a huge financial sector,
as speculative capital movements and attacks on the
currency will be difficult to contain. A fixed ex-
change rate regime has the advantage of diverting
pressure away from the exchange rate to other as-
pects of the economy and providing an important
anchorage.

The major drawback of afixed exchangerate re-
gimeisthat while it requires stricter economic dis-
cipline, it does not serve as a very good barometer
of imbalances that are building up in the economy.
Bubbles could emerge, and the consequences might
be very serious if the fixed rate collapses, asin the
case of several economiesin the East Asian region.
Under the CBA, the economy of Hong Kong has
shown some worrying signs of slower growth and

asset-inflationary pressure in the 1990s, and of a
bubble in the run-up to 1997.

Asavery strong form of fixed exchange rate re-
gime, a currency board system may find it hard to
deal with major external shocks, structural diver-

: gence, and deep-seated economic imbalances that
~ donot show up easily. A key issueistheexit cost of
quitting the peg. If moreisinvested in building con-
- fidenceinthe system, more hasto beforegonewhen
tion of the “four virtues and seven vices’ of atypi- -
cal CBA, Hong Kong, China has been in aposition
to capitalize on the advantages and to minimize the -

itisfinally deemed necessary to changetrack. There-
fore, a balance has to be struck between the con-
flicting considerations of ensuring short-term stability

- and maintaining long-term flexibility.
factor isthe healthy fiscal and international reserves
position of Hong Kong, China. The huge reserves
accumulated since the start of the link, however,
highlight seigniorage and transition problems—the

Relevance of Hong Kong, China’s
Experience for Asia

Like most other modern CBAs, the Hong Kong link

~ wasacrisisresponse. This means that the fixed ex-
assets during high domestic inflation. On the other -
hand, the lack of instruments to offset the inflation-
ary pressure in the 1990s, especially asset inflation,

change rate chosen might not necessarily be appro-
priate in the long run, unless the real economy is
flexible enough to adjust even to major external

~ shocks and structural divergence.
Theoretically, the more flexible thereal sector of
an economy is, themore suitableisafixed exchange

The idiosyncratic Hong Kong CBA has gone
through several stages of evolution. Asit stands, itis
probably a model only for strong economies. For
weaker economies, the AEL versionistheonly CBA
that may be used to solve a currency crisis, given
that the classicall CBA based on cash arbitrage is
anonstarter, and that a CBA with credibility and
discretion like that of Hong Kong, China cannot
be easily imitated. In any case, the AEL model re-
quires a relatively robust banking system or mea-
sures by the monetary authority to strengthen or
protect it.

If Indonesia wishes to adopt a CBA to solve the
country’s currency crisis, two questions need to be
asked: (i) Is the country ready to adopt the AEL
model to minimizethe efficiency risk associated with
the exchange rate? (ii) What measures must be car-
ried out to reduce the perceived systemic risk in the
system, without unduly increasing the exit cost in
the future?
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There are four varieties of CBAs: (i) theclassi- -
cal currency board system found in many former :
British colonies, which relied on cash arbitrage; (i) :
the Hong Kong CBA in the 1980s, in which there :
were no effective currency board or central bank- :
ing defense mechanisms; (iii) the Hong Kong CBA :
as presented in the Report on Financial Market :
Review (FSB 1998); and (iv) the AEL model of -
Argentina, Estonia, and Lithuania, with deposit re- :
servesasliquidity buffers. Thefirst optionishope- :
lessly outdated. The second option was a fluke for :
Hong Kong, China. In the contemporary context, :
thethird option isachoice only for astrong economy :
with very large reserves. Yet the cost of defense :
could be huge, if speculators hold the view that the :
fixed exchange rate is out of line with the rapidly :
changing external environment. The fourth option 3
therefore appears to be the only relevant model for
- placed the Bretton Woods system.

An Asian economy that wants to adopt the AEL -
model has to make sure that it has the appropriate -
infrastructure. Moreover, the government must think -
very carefully about the level of the peg that it wants -
to lock in, in a world of uncertainty and dramatic
exchange rate realignments. If the central bank
regards the fall in its home currency as totally -
unjustified, far beyond any economic fundamentals, -
then fixing the spot exchange rate through the elec-
tronic arbitrage mechanism of the AEL model could
generate aturnaround effect that might help to sta-
. coins) fully backed by foreign exchange reserves
. at afixed exchange rate against a designated for-
- eign currency (Schwartz 1993). Hence, in theory
- the board cannot issue any new cash without a bal-
- anceof paymentssurplus. This supposedly leadsto
- economic discipline in monetary and fiscal
- policymaking, which in turn can instill confidence
- and contribute to exchange rate stability (Hanke
Currency boards are a peculiar form of fixed ex- -
change rate system. An exchange rate can be fixed :
in either of two ways: (i) foreign exchange con- :

an aspiring economy in the region.

bilizethe system.

Technical Feasibility and
Optimality: An Overview

Currency Board Arrangements:
Three Anchors for
Fixing the Exchange Rate

trols or government interventionsin the market or
both, or (ii) arrangementsthat directly harness self-
interested market forces. In many developed
economies, the first method has been the norm.
On the other hand, market-driven systemsinclude
the gold standard (Officer 1989, 1993) and cur-
rency boards.

Currency boards have along history, dating back
to the 19th century when they were mainly adopted
inthe British colonies. Thefirst one was established
inMauritiusin 1849 (Schwartz 1993). Eventually, as
many as 70 economies implemented similar
arrangements and the system reached its heyday in
the 1940s (Hanke, Jonung, and Schuler 1993;
Williamson 1995). After the Second World War, they
went out of fashion as newly independent territories
sought monetary autonomy by setting up their own
central banks, and floating-exchange regimes re-

Currency board economics has been enjoying some
kind of arevival (Liviatan 1993). Hong Kong resur-
rected it in 1983. Then Argentina adopted a similar
schemein 1991, Estoniain 1992, Lithuaniain 1994,
and Bulgariaand Bosniain 1997. In early 1998, In-
donesia thought of using a currency board to solve
its economic crisis. More than a dozen economies
now host currency board arrangements (CBAS),
whichvary substantialy iningtitutiona form, aswell
as relative performance.

A typical currency board issues cash (notes and

and Schuler 1994).
However, it istoo far-fetched to argue that an ex-
change rate can be “fixed” by discipline-generated
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confidence. There need to be practicad mechanisms -
that bind the exchangerate. Onamoretechnical leve, :
a currency board differs from a pegged-rate regime :
based on bureaucratic intervention by the monetary :
authority. Likethegold standard, it relieson two auto- :
matic stabilizersto anchor the exchangerate: (i) specie :
| anyone can withdraw cash from his peso account

flow, and (i) arbitrage.

The specie flow process works like this: an out-
flow of capital, as a result of weaknesses in the -
economy or doubts about the exchange rate, would -
cause the money supply to contract, push up interest
rates, and induce acounterflow of funds. Thewhole
event isautomatic and speedy, and the exchangerate
can befixed without government intervention (Hanke,
Jonung, and Schuler 1993). A pitfall, however, exists
in this process. Under normal circumstances, there
isno denying that interest rate hikes may help stabi-
lize a currency. However, if the exchange rate is
itself fluctuating or seen to beinsecure, higher inter- -
est rateswould not necessarily induceacounterflow
of capital. Exchange rate risk would necessitate an -
interest rate premium, and higher interest ratesinturn

might be regarded as a sign of weakness, leading to
avicious circle. In this sense, therefore, the specie
flow process is hot a very reliable mechanism for
fixing an exchange rate.

Hence, the need for the second mechanism of the
CBA: currency arbitrage (alternatively known as
exchange rate arbitrage) which directly binds the
exchange rate. Since the board has foreign reserves
to cover al of the cashin circulation, cash arbitrage
can becarried out. If the market exchange rate weak-
ens below the official rate, people can first convert
their bank depositsinto cash, then goto the currency
board to exchange the cash into foreign currency at
thestronger officia rate, and sell theforeign currency
inthe market, fetching an arbitrage profit. Like arbi-
trage under the gold standard where people shipped
gold bullion between countries (Officer 1989, 1993),
exchange rate arbitrage appeals to the self-interest
of market participants. The selling pressure on the

foreign currency will bring the market exchangerate
back to the level of itsofficial counterpart.

Let uslook at a hypothetical example. Suppose
a currency board in country A fixes its currency,
the peso, at parity against the US dollar. If the mar-
ket exchange rate weakens to P1.1 to the dollar,

in the bank, surrender the paper money to the cur-
rency board, and get US dollars at the fixed rate of
1.0. Onemillion pesosin cashwill fetch US$1 mil-
lion. By selling the US$1 million in the market, he
earnsarisklessprofit of P100,000. That isexchange
rate arbitrage. When it unfoldson alarge scale, the
market exchangerate should align with the official
parity.

In short, there are three anchors for a CBA:
(i) economic discipline, because of the requirement
that currency issues should befully backed by foreign
reserves; (ii) specieflow intheform of interest arbi-
trage; and (iii) currency (cash) arbitrage, which binds
the spot exchange rate. As shown in Figure 1, these
three anchors reinforce one another.

HICHM Three Anchors for Fixing the Exchange
Rate Under the Currency Board System

economic discipline given
full reserves backing for
currency issues

= "X\

specie flow: currency
interest arbitrage (cash) arbitrage

-—

A “perfect” CBA would allow all three anchors
to function effectively. In reality, different CBAs
have different institutional, policy, and macro-
economic drawbacks which prevent that from hap-
pening. Aswill be analyzed in detail below, while
the CBA in Hong Kong, China has scored well
regarding thefirst two anchors, it isstill lacking in
arbitrage efficiency.




THE CURRENCY BOARD ARRANGEMENT IN HONG KONG, CHINA: VIABILITY AND OPTIMALITY THROUGH THE CRISIS

Economic Optimality of Fixing
the Exchange Rate Through
a Currency Board Arrangement

Hong Kong dollar since 1983 (as a result of the

Hong Kong's competitiveness.

These two contrasting viewpoints hinge on the :
alleged lack of leeway in macroeconomic control in :
the form of exchange rate adjustment or monetary 3
targeting (theoretically possiblein afloating regime).
Some, however, seethisasavirtue becausethegov-
ernment cannot meddle in a small open economy
- pound sterling until 1972, with the exception of the

As to the optimality of CBAs in general, the -
debateisbroadly similar to that of fixed versusflex-
ible exchangerates, except that the link betweenthe -
monetary aggregate (at least itsnarrower definitions)
and the balance of paymentstendsto be even closer
in the case of a currency board compared with other
measures to fix the exchange rate. In this regard, -
Williamson (1995) has identified four advantages -
and seven disadvantages concerning the system, to
which this study will refer in evaluating the case of
. lomatic jitters and confrontation in 1983 caused the

Nevertheless, alonger-run problem for aCBA is
whether it can handle major structural changes and -
irreversible divergence. Insofar as a great deal of -
resources (foreign exchange reserves) and commit- -
ments (economic discipline, or even legal and mon-
etary guarantees) have been built into the systemto
buttress the fixed exchange rate, modifying the -
system (e.g., changing the peg rate) may entail high :
adjustment cost, while abandoning it outright may :
result in rather heavy exit cost (Tsang 1998). Alter- :

noted for its flexibility in real-sector adjustment.

Hong Kong, China.

- natively, target zoning or managed float, while not
: guaranteeing the“fixity” of the exchangerate, would
~ involvelower costsin that regard. If itisargued that
From the perspective of economic optimality, whether :
the link has served Hong Kong, Chinawell interms :
of growth and price stability has been a matter for :
debate. Some have accused thelink of adding tolocal :
inflationary pressure because of an undervalued :
Hong Kong dollar, while others, taking the opposite :
view, have argued that the real appreciation of the :

" The Currency Board

nominally fixed exchangerate being offset by infla- -

tion higher than that of the US) has undermined Arrangement In

a CBA at a fixed exchange rate should never be
changed, i.e, exit isruled out, then the question is,
why not simply adopt the counterpart foreign
currency as one's currency—the so-called
“dollarization” option. There will then be no need
to defend the exchange rate.

Hong Kong, China

How the System Began

Hong Kong first established a CBA in 1935, fol-
lowing the collapse of the silver standard in the
People’sRepublic of China(PRC) (see Nugée 1995).
The Hong Kong dollar was pegged to the British

war yearsof 194110 1945. Thenit was pegged briefly
totheUSdollar, and floated from late 1974 until 1983,
whenthe*linked exchangerate system,” or the“link,”
was established.

The link, launched on 17 October 1983, was a
reaction to the currency crisisarising from the Sino-
British dispute concerning the political future of
Hong Kong after 1997. Negotiations between the
PRC and the United Kingdom (UK) regarding
Hong Kong beganin 1979to 1982. Sino-British dip-

local currency to plunge in the foreign exchange
market, reaching alow of HK$9.60 to the US dollar
in September 1983. The Hong Kong government was
desperate to find a way to stabilize the exchange
rate. In the end, it revived the currency board sys-
tem, with theratefixed at HK$7.80 to the US doll ar,
asubstantially weaker rate compared with the year-
end rates of 5.675in 1981 and 6.495 in 1982.

The link works through a complicated system of
bank note issuance and withdrawal, operated by a
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few authorized note-issuing banks in the territory.

set upin 1993.

Thelink isessentially similar to the CBA of 1935— |
1972, except for two major differences: (i) theHong
Kong dollar is pegged to the US dollar instead of -
the British pound sterling asit wasin the previous
period, and (ii) the foreign exchange controls of the -
pre-1972 years have been totally dismantled and
international capital flowsare now muchmoresig- -

nificant.

It must be pointed out immediately that the CBA -
in Hong Kong, whether it be the pre-1972 scheme -
or the present linked rate system, has one outstand- -
ing, atypical, feature compared with traditional sys-
tems. Currency noteswere, and are, issued by afew
designated commercial banksinstead of acurrency -

board.” This gives rise to an indirect, multitiered
mechanisminvolving themonetary authority, the note-
issuing banks, other commercial banks, and the gen-
eral public, which largely explains the “imperfect”
performance of the system.

Theimperfection isreflected by the fact that the
market exchange rate still deviates by a non-negli-
gible degree from the official rate despite the
supposedly powerful forces of specie flow and ar-
bitrage. The deviations have averaged dightly less
than 1 percent in the years since the inception of the
link (Figure 2). In the 1990s, the market rate has
been on the strong side of the rate of 7.80. A strong
rate is not necessarily a welcome phenomenonin a
fixed exchange rate regime. As will be explained
below, the government had to fend off speculative
pressure for arevaluation of the Hong Kong dollar
in 1987—-1988.

Initial Operations of the Link

The core of the link is a note issuance and with-
drawa mechanism (NIWM), which had two tiers at

. IEeMERA Monthly Average Movement of the
The scheme has existed up to now, with some modi- : HK$/US$ Market Exchange Rate

ficationsin the course of the emergence of theHong
Kong Monetary Authority (HKMA) asthe defacto -

central bank of the territory. HKMA was formally
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first, given the peculiarity that in Hong Kong, China
notes are issued not by a currency board but by a
few designated commercial banks:

* The note issuing banks (NI1Bs) have to deposit
with the Exchange Fund of the government
(which holds the territory’s foreign exchange
reserves) an equivalent amount of US dollars at
the 7.80 rate to obtain certificates of indebted-
ness (Cls) for issuing Hong Kong dollar bank
notes. The US dollar deposit earns no interest,
but NIBs presumably get all kinds of goodwill
in exchange. NIBs can withdraw the bank notes
by surrendering Cls to the Exchange Fund and
claim back the US dollar deposit. There were
two NIBsat thetime the system started in 1983:
the Hongkong and Shanghai Banking Corpora-
tion (HSBC) and the Chartered Bank. Thereare
now three: the Hongkong Bank, the Standard
Chartered Bank, and the Hong Kong, China
Branch of the Bank of China.

« Other banksin theterritory obtained bank notes
from NIBs and returned notes to the latter by a
similar arrangement up to 1994. These banks
had to place anoninterest-bearing US dollar de-
posit at the 7.80 rate with NIBs to obtain Hong
Kong dollar notes; and the US dollar deposit was
returned to them when they surrendered the
notes. However, in the 1990s, the market




THE CURRENCY BOARD ARRANGEMENT IN HONG KONG, CHINA: VIABILITY AND OPTIMALITY THROUGH THE CRISIS

exchangeratewaspersistently onthestrongside -
of 7.80, and banks suffered an exchangelossin :
receiving cash deposits from customers and :
redeeming them with NIBs, which they tried to :
recover by imposing unpopular handling charges :
on customers. To rectify the situation, HKMA :
decided to modify the system in February 1994 :
to alow banksto obtain Hong Kong dollar bank :
notes from NIBs by placing Hong Kong dollar :
deposits with them, and to return the notes to :
NIBs by receiving their Hong Kong dollar de- :
- asaCBA, and placed little emphasis on either eco-

Aside from this two-tier mechanism, there is -
obviously the wider foreign exchange market where :
no interbank transactionsin Hong Kong dollar bank :
notesareinvolved, e.g., retail salesof notesby banks :
to customers and interbank foreign exchange trans- 3
actions in Hong Kong dollars versus Hong Kong -
dollars that are settled by accounting. At the time -
the system began, the government did not call it a
kind of CBA. Instead, it invented the name “linked -
exchange rate system.” According to top financial
officials at the time (including the then Financial -
Secretary John Bremridge and Secretary for Mon-
etary AffairsD.W.A. Blye), the market rate of these
activities would converge toward the “linked” rate
for note issuance and withdrawal by a mechanism

posits (HKMA 1994, pp. 19-20).

that supposedly had two facets:

* Arbitrage: Any deviation of themarket ratefrom
7.80 would generate a profitable arbitrage .
opportunity. For example, if themarket ratewas
HK$7.90 to the US dollar, anyone who had ac-
cess to the NIWM could obtain US$1 with
HK$7.80 in cash, and could then sell the US$1
for HK$7.90in the market, thusfetching aprofit -
of HK$0.10 for every USdollar. It wasthesame
asthe cash arbitrage mechanism of theclassical

CBA described above.

« Competition: Accesstothe NIWM was not uni- -
versal, under thetwo-tier system. In other words, :
arbitrage efficiency was not guaranteed, unlike :
an idea currency board system, where every- :

body has direct access to foreign exchange at
the officially announced rate. However, since
al banks had access, aretail customer presum-
ably could approach any bank, pay a fee, and
connect with the NIWM. The more competitive
the banking system is, the lower will be the
access cost totheNIWM, and thusthetotd trans-
action cost for arbitrage, for any nonbank party.
Hence, competition would increase arbitrage
efficiency.

Thefact that top officials did not present the link

nomic discipline or the specie-flow process—CBA's
two other hallmarks—is understandable. Hong Kong
in the first half of the 1980s was in political uncer-
tainty; it went through three consecutive years of
fiscal deficits that had set in starting in 1982—1985
after the bursting of an economic bubble; and the
high interest rates during the currency crisis were
exacting their toll. It was hardly atime to boost the
territory’s fiscal and monetary prudence, or to be
optimistic about the effectiveness of high interest
rates in fixing the exchange rate.”

Nevertheless, even the twin forces of bank note
arbitrage and competition did not work to fix the
link rate of 7.80 in the years after 1983, because of
anintrinsic problem with engaging in cash arbitrage
in a modern financial economy with a very small
cash base. If the market rate were on the strong side
of 7.80, say 7.75, a bank could theoretically sell a
deposit of HK$775 in theinterbank market to acquire
US$100, which it could then transfer to NIBsto ob-
tain HK$780 in cash, for a profit of HK$5. Unlike
nonbank customers, however, the bank had no way
of converting the cash into adeposit without revers-
ing theforeign exchangetransaction. Indeed, it would
be burdened with a non-interest-bearing balance of
HK$780. NIBsface the same problem when engag-
ing in arbitrage with the Exchange Fund.

Should the bank find the extracash really bother-
some, it could, of course, redeem it at the 7.80 rate
with an NIB and get back US$100 (reversing the
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foreign exchangetransaction). But thenitsarbitrage
profit of HK$5 would immediately evaporate as it |
exchanged the US$100 back to an interbank deposit :
~ commercial bank which had been playing the role

In the opposite case where the market rate of the :
HK dollar weakens to above 7.80, say 7.85, a bank :
(NIB) could sell US$100in the market for HK$785
intheform of an interbank deposit, but thenit would
have difficulty converting the amount into cash,
which theoreticaly it could transfer to NIBs (the
Exchange Fund) for US$100.64 (785/780), for aprofit -
of US$0.64. It might, of course, use its own vault -
cash to engagein arbitrage. But that would lower its
~ cooperate by raising or lowering interest rates asthe

Because of these problems of cash flood or cash -
drain, banksin Hong Kong were not keen to engage )
in any arbitrage despite the deviation of the market Toward the Establishment of a
exchange rate from the officia parity (Greenwood
~ To end such anomalies, the government proceeded

of HK$775 at the market rate of 7.75!

cash-deposit ratio below the desired level.

and Gressel 1988; Tsang 1996a, 1996h).

Hence, when there were speculative attacks on -
the Hong Kong dollar in the summer of 1984, with
the spot exchange rate weakening briefly to 8.05,

the monetary authority at the time—the Monetary
Affairs Branch—had little choice but to intervene
on behalf of the Exchange Fund in the market by
selling US dollars. Moreover, despite doubts about
their effectiveness, interest rate hikes had to be en-
gineered. In contrast, when there were speculative
pressures on the currency in anticipation of arevalu-
ation in 1987-1988, the government had to counter
by buying US dollars (selling Hong Kong dollars)
and legally incorporating negative interest rates to
discourage capital inflow. According to Nugée
(1995), the government purchased US$2.7 billionin
1987 and US$3.1 billionin 1988. Therewasno “au-
tomaticity” to Hong Kong's currency board system
at that time.

Asthepolitical situation gradually calmed down,
the government began looking for ways to use in-
terest rate tools more effectively, other than direct
intervention in theforeign exchange market. Thekey
problem in those years right after the establishment

of thelink wasthelack of aleveragefor the govern-
ment to affect interbank liquidity and thereby inter-
bank interest rates. HSBC, the territory’s largest

of pseudo central bank, clearing interbank settle-
ments and providing last-resort liquidity, was under
no obligation to place any reserves with the mon-
etary authority. In contrast, it was the monetary au-
thority that placed funds with HSBC and other
selected banks. Given the size of the territory’sre-
serves at the time, the placement and withdrawal of
Exchange Fund deposits from the interbank market
had rather limited effects. HSBC was expected to

macroeconomic Situation warranted.

Central Bank

from 1988 onward to establish a central banking
system alongside the idiosyncratic CBA to
strengthen its control. In July 1988, the “ accounting
arrangements” were established. HSBC had to keep
in the Exchange Fund through the Monetary Affairs
Branch areserve deposit equivalent in amount to its
net clearing balance, i.e., the net amount of funds
that the banking system placed withit for settlement
purposes. Through this two-tier system, the Mon-
etary Affairs Branch was able to manipulate the li-
quidity of the banking system through open-market
operation. Theefficiency of thisprocesswasgreatly
enhanced when the government started issuing Ex-
change Fund billsin March 1990 and Exchange Fund
notesin May 1993.

In June 1992, the liquidity adjustment facility
(LAF) was set up, and it has since played therol e of
lender of last resort by providing short-term liquid-
ity to banks in trouble through collateral lending.
The LAF bid and offer rates have become the bench-
mark interest rates, reflecting the authority’ s mon-
etary stance. Finaly, on 1 April 1993, HKMA was
formally established by partly merging various
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branches of the government including the Office of -
the Exchange Fund, the Monetary Affairs Branch, :
and the Office of the Commissioner of Banking :
(HKMA 1994b). In late 1996, HKMA established a -
real-time gross settlement (RTGS) system through :
anew clearing company, the Hong Kong Interbank :
Clearing Ltd. RTGS is an accounting mechanism :
between HKMA and all commercial banks, which :

allows the former to deal directly with the latter.

Theideaof acurrency board islauded by its sup- :
porters precisely because it does away with the ne- :
cessity of having a central bank which might mess :
up the economy by pursuing independent but ulti- :
mately unworkable or counterproductive monetary :
policies (Hanke and Schuler 1994). The setting up :
of aparallel central bank wasregarded by some (e.g., :
Greenwood 1988) as a betraya of the “automatic- 3

ity” inherent in a currency board system.

The establishment of acentral bank in HongKong -
may be less*embarrassing” if welook closer at the -
actual functions of HKMA. Rather than pursuing a -
monetary targeting function typical of advanced -
market economies, HKMA carries out monetary -
policy at the macroeconomic level to help stabilize -
and defend the linked exchange rate. This has been
repeatedly stressed by top monetary officials (see, -
- the other banks, it obtains an interbank deposit of

for example, Sheng 1995 and Nugée 1995).

The Strengthening of the Market
Exchange Rate in the 1990s

Into the 1990s, the market exchangerate of theHong
Kong dollar has persistently been on the strong side .
of 7.80 (Figure 2). A key factor has been the turn-
aroundin Hong Kong, China seconomy andthelarge-
scale capital inflow in 1992—1994, which led to the 3
strengthening of the Hong Kong dollar. Under such -
circumstances, HKMA seems to have settled for a -
range of 7.72—7.75 as acceptable. An added dimen-
sionto the problem, however, involvesthe profitsor -
- can sl for only HK$775 in the interbank market.

losses incurred in the NIWM when the market rate
deviates from the peg.

As discussed above, in February 1994, HKMA
modified the note issuance and withdrawal system
by allowing banksto obtain Hong Kong dollar bank
notesfrom NIBsby placing Hong Kong dollar, rather
than US dollar, deposits with them, and to return
Hong Kong dollar notesto NIBs by receiving Hong
Kong dollar deposits from them. However, this
means that while NIBs still have accessto the fixed
rate of 7.80 at the Exchange Fund, the transactions
between them and other banks are no longer based
on the pegged rate. To obtain HK$780 in bank notes
from any NIB, abank only needsto place an inter-
bank deposit of HK$780 with it. As a result, all
non-note-issuing banksin Hong Kong can no longer
engage directly in arbitrage, irrespective of how the
market exchange rate behaves. Direct arbitrage has
been confined to NIBs.

Theirony isthat, with the market rate on the strong
side of 7.80, NIBs are earning a profit from note
issuance, which aso removes any incentive on their
part to engage in arbitrage that will push the market
ratetoward 7.80. Supposethat the market rateis 7.75.
Any one of the three NIBs can sell an interbank de-
posit of HK$775for US$100, whichit canthen trans-
fer to the Exchange Fund for the right to issue
HK$780 in cash. When NIB disburses the notes to

HK$780 from them, hencefetching aprofit of HK$5

- (HK$780 minus HK$775).

Note that this profit is totally risk free, just like
that from arbitrage. Moreover, the opportunity l1oss
is borne by the Exchange Fund: when an NIB trans-
fers US$100 to it, the Fund hasto et go of HK$780
in cash; but with the US$100 it can only get back
HK$775 intheforeign exchange market, i.e., it fore-
goes HK$5 which ends up in NIB'’s coffers.

Of course, when it redeems the notes with the
Exchange Fund, NIB incursaloss. For every HK$780
of cash it surrenders, it gets back US$100 which it

Before that, though, NIB would have returned
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HK$780 in deposit to the other banks that started -
the redemption process. However, since the demand |
for cash in absolute size, and hence the total amount |
of currency in circulation, have beenrising with time, :
in any one year (neglecting seasonal fluctuations) :
thereisusually anet issuance (issuance minuswith- :
drawal) of bank notes. NIBs thus stand to profit if |
the market exchange rate stays on the strong side of

the peg.

If NIBs were to engage in arbitrage to bring the -
market rate back to the 7.80 level, such profitsfrom
net note issuance will disappear. Of course, onecan
argue that with the small amount of bank notesin
NIBsS' possession, they may not be able to push the -
rate back to 7.80 through arbitrage, even if they were
altruistic enough and willing to do so. On the other
hand, the other banks are deprived of direct access
to the Exchange Fund. Although intheory they could -
ask NIBsto engageinarbitragefor them asan agent, -
for afee, that isabit too far-fetched. Thebankshave -
apparently been indifferent to such a phenomenon. -

The Real-Time Gross Settlement
System

The establishment of the RTGS system in late 1996
represented amilestone in the history of the CBA of
Hong Kong, China. The system allows HKMA to
deal with each bank directly, replacing the two-tier
accounting arrangements in use since 1988. It was
instituted through anew clearing company, the Hong
Kong Interbank Clearing Ltd., jointly and equally
owned by HKMA as “the settlement institution, the
provider of intraday liquidity, the current operator
of the Central Moneymarkets Unit (CMU), theregu-
lator of the payment system and the lender of last
resort” (HKMA 1995), on the one hand, and the
Hong Kong Association of Banks (HKAB) as “the
institution responsible for interbank payment and
clearing,” (HKMA 1995) on the other.

Accordingto HKMA (1995, 1997), the RTGS sys-
tem incorporates the following core features:

« compliancewithinternational standards;

« final settlement across the books of HKMA;

e asingle-tier system in which all licensed banks
will open clearing accounts with HKMA,;

* bankswould be ableto obtain intraday liquidity
through repurchase agreements (repo) with
HKMA, using Exchange Fund bills and notes;
and

« allowance for domestic and international link-
ages to facilitate real-time delivery versus pay-
ment (DvP) and real-time payment versus pay-
ment (PvP).

RTGS, one of the most advanced payment sys-
tems in the world, allows interbank transactions to
be settled on a continuous gross basisin the general
ledger of the Exchange Fund, which is managed by
HKMA, and providesan interfacewith CMU’ sreal-
time book-entry clearing of government and private
securities (DvP) and real-time settlement in foreign
currency transactions (PvP). To facilitate uninter-
rupted settlement, banks could arrange auto intraday
repo facilities with HKMA in case of insufficient

- funds to handle dehit instructions in a queue man-
- agement mechanism. Thefacilitieshaveto be backed

by authorized collateral of Exchange Fund paper
(HKMA 1997a). At the end of the day, banks that
fail to clear al debit instructions could go to LAF,
whichisopen between 4:30 p.m. and 5:30 p.m. from
Monday to Friday, and between 11:30 am. and 12:00
noon every Saturday.

LAF, established in 1992, is a kind of lender of
last resort (LOLR) mechanism. Nevertheless, LAF
in Hong Kong is unique in that it is an LOLR that
receives deposits aswell aslends out funds. Hence,
it has both bid and offer rates. The practice is in-
tended to facilitateliquidity management of licensed
banks and orderly interbank market activities, such
that bankswith surplusfunds, for example, cansim-
ply place them with HKMA. However, with RTGS
inplace, the bidding of fundsby LAF seemsincreas-
ingly unnecessary.
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The Monetary Base and the
Currency Board Arrangement

The CBA of Hong Kong, Chinahas evolved sinceit :
began in October 1983. Interestingly, it has not :
functioned strictly according to theory. Asdiscussed :
above, intheinitia period (1983-1988), neither eco- :
nomic discipline nor speci e flow was depended upon. :
The presumed bank note arbitrage process also did :
not work. Thelink rate of 7.80 waskept intact, albeit :
imperfectly, thanks to acombination of government :
interventionin theforeign exchange market, manipu- :
|ation of interest rates, and administrative measures -
(e.g., the incorporation of negative interest rates in :

1987).

One critical weakness of the CBA then was that -
the government could not even manage interbank :
liquidity and interest rates as banks did not have any 3
account with it. Hence, the accounting arrangements
were imposed in 1988. For the first time, the -
Monetary Affairs Branch could definethe monetary -
base in Hong Kong: the amount of cashin circula- -
tion, plus the clearing balance of the banks. Nugée -
(1995), who was with the Reserves Management -
Department of HKMA at the time, said of the sig- -

nificance of the change:

* With thisarrangement, the Government acquired -
control over the level of interbank liquidity, and -
the Exchange Fund effectively became the .
ultimate provider of liquidity tothebanking system.
Thismarked asignificant changein officia think-
ing, which hitherto had eschewed any significant
central banking role for the Government or the .
Exchange Fund. Also at this time, the Govern- .
ment introduced legislative changes to remove
statutory ceiling (of 60 percent) on interest
rates...and...for charging negativeinterest rates. -
These changes gave the Government total flex- -
ibility in raising or lowering interest rates in -

their defence of the exchange rate.

» The Government next sought to extend itsinflu- :
ence over the money markets beyond the very -

short overnight rate. The classic way for mon-
etary authorities to influence interest rates is
through open market operations, but in the case
of Hong Kong, there were no official money
market instruments or debt securities available
for use as the Government had traditionally run
a fiscal surplus. (italics added)

To provide the Exchange Fund with the necessary
instrumentsto conduct “ open market operations,” the
Hong Kong government embarked on a seriesof pro-
gramsto introduce Exchange Fund bills (from March
1990) and notes (from May 1993). Onthe other hand,
the LAF, set up in June 1992, allowed the Exchange
Fund to supply additional liquidity to thebanking sys-
tem or absorb excessliquidity fromit. “ By varying the
bid and offer rates of the LAF, the Government can
influence short-term interest rates directly” (Nugée
1995, p. 13). Theformation of HKMA in 1993 further
modernized theterritory’s central banking operations.
A revisonintroducedin March 1994 shifted HKMA's
focusfromtargetinginterbank liquidity totargetingin-
terbank interest rates.

A parallel development since the 1980s has been
the accumulation of hugefiscal and foreign exchange
reserves by the government. Cumulative fiscal re-
serves represented about six months of annual gov-
ernment expenditure, on the average, in the 1980s,
and went up to over one year of expenditure in the
early 1990s. By official arrangement, the fiscal
reserves were transferred to the Exchange Fund for
thedefense of the currency. Ascanbeseenin Table 1,
the CBA already had over 400 percent in reserves
for its currency note issue by 1990—a phenomenon
rather rare among CBAS.

These developmentsand evolving mechanismsen-
abled HKMA to modify itscharacterization of thelink.
Theinhibitions of the 1980s were gone, and HKMA
was confident enough to present the link as a cur-
rency board system (L atter 1993). Adequate reserves
and economic disciplinewerethen emphasized. How-
ever, “automaticity” was not yet on the agenda.
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Balance Sheet of the Exchange Fund of Hong Kong, China, End 1986—-1997 (HK$ million)

Item 1986 1990 1994 1997
Assets

Foreign-currency assets 84,715 192,323 381,233 523,891
Hong Kong dollar assets 3,876 3,874 24,126 44,863
Total 88,591 196,197 405,850 568,754
Liabilities

Certificates of indebtedness 20,531 40,791 74,301 91,985
Fiscal reserves account 23,359 63,226 131,240 182,168
Coins in circulation 1,441 2,003 3,372 4,564
Exchange Fund bills and notes 6,671 46,140 89,338
Balance of banking system 480 2,208 480
Other liabilities 4,103 391 22,815 18,332
Total 49,434 113,562 280,076 386,867
Accumulated earnings 39,157 82,635 125,773 181,887
Ratio of reserves to currency in circulation 3.78 4.45 4.88 6.30

2 Figures for 1994 reflect accounting policies adopted in 1995. No adjustments were made on data for prior years.

Source: Hong Kong Monetary Authority, Monthly Statistical Bulletin, various issues.

Indeed, after its formal establishment, HKMA -
openly declared that it would defend theHong Kong -
dallar through flexiblewaysof manipulatingthemon- -
etary base and influencing interest rates. Deputy -

Chief Executive of HKMA Andrew Sheng said in

February 1995 on the heels of the Mexican crisis:
... Inrecent yearsHKMA hasintroduced vari-
ous reforms to its monetary management
tools, or more aptly, our monetary armoury,
to maintain exchange rate stability....Aswas
seenin January[1995], our determination to
use theinterest rate tool was sufficient to de-
ter further speculation against the HK dol-
lar. In fact, currently, the HK dollar is at a
stronger level than it was at 1994 year end.
(Sheng 1995, p. 60)
Sheng (1995) was quite explicit about the activism

of HKMA in defending the link:
To the extent that HKMA intervenes through
the use of foreign exchange swaps, any in-
crease in the monetary baseisfully backed by
foreign exchange. We use awholerange of in-
struments in influencing the level of interbank
liquidity to manage interbank interest rates,
and consequently, maintain exchange rate sta-

bility. (p. 61)

There was, however, one remaining problem: un-
der the two-tier accounting arrangements, the clear-
ing balance of thebanks showed somewidefluctuations
“because banks on the odd occasion miscal culatetheir
own liquidity position. That is why we need and are
developing anew RTGS payment system to manage
fundsflow more efficiently” (Sheng 1995, p. 61).

Asmentioned, the RTGS system wasinstaled in
December 1996, replacing the previous two-tier ar-
rangements. It was the first time that the govern-
ment could directly manage the clearing balance of
the whole banking system in a transparent manner
(HKMA 1997a). HKMA did not, however, make any
major pronouncements about any fundamental
changes in the link’s mode. On an interactive
CD-ROM (1997 edition), HKMA discussed the his-
tory of Hong Kong's monetary system and reforms
inthefollowingterms:

The main thrust of most of these reform mea-

suresisto strengthen the capability of HKMA

to influence interbank liquidity and interbank

interest rate for the purpose of ensuring

exchange rate stability. (HKMA 1997h)

In explaining its stance toward the first signs of
East Asian financia troubles in mid-1997, HKMA
described itsmonetary policy operationsasfollows:
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Money market conditions were tightened on
21 July [1997] on signs of some specula-
tive pressure on the exchange rate. As the
exchange rate of the Hong Kong dollar
quickly stabilised to close at 7.740 level on
25 July, liquidity was recycled back to the
market and overnight Hong Kong interbank
offered rate [HIBOR] eased to around 6.13
percent—6.25 percent at the end of July.
(HKMA 1997c, pp. 117-118)

Autopilot(?) Developments after
the October 1997 Attack

thelink.

Overnight interbank rates were up to 280 percent -
briefly on 23 October, and the spot exchangerate of -
the Hong Kong dollar strengthened at one point to -
7.60, arecord since the start of the link in 1983. To -
many observers, it appeared that the territory had to -
struggle to protect the fixed exchange rate through
proactive actions by the monetary authority, with -
rather unpalatable consequences. Although thelink -
remained intact, interest rates stayed at uncomfort-
ably high levelsafterward. Thelocal stock and prop-
erty markets plunged, sending shock waves around
theworld, and even causing asharp fall on Wall Street
(another first). Into 1998, the depressing effects of
the episode on thelocal economy beganto unfoldas
forecast growth rates were revised downward. Fi-
nancial Secretary Donald Tsang predictedin hisFeb-
ruary budget speech a real gross domestic product
(GDP) growth rate of 3.5 percent for the year, com- -
pared with 5.2 percent for 1997, but the Organisation -
for Economic Co-operation and Development
(OECD) released agloomy forecast of only 0.9 per-

centinApril.

A controversy arose concerning the extent of :
HKMA'sintervention in the marketsand itsrespon- -

- sibility for the unprecedented high interest rates.

HKMA later argued that the system was on “ autopi-
lot” at the time of the attack in late October 1997

- and that the Authority was just “sitting there
: passively” (Yam 1998, p. 13). Somecritics countered
: by pointing out that HKMA had openly warned
~ banks in the morni ng of 23 October that those that

repeatedly used the LAF to borrow Hong Kong dol-
lar funds would be penalized. This, in the critics

- view, touched off a strong " announcement effect”
- that made banks scramblefor funds. Therewerealso

reports of HKMA intervening in the foreign

: exchange market, selling US dollars and buying
In October 1997, the Hong Kong dollar came un- :
der strong speculative attack, as a result of the :
contagion effect of the East Asian turmail. The at- :
tack cast doubt on the nature and the robustness of -

Hong Kong dollars.

To clarify the situation, HKMA and the govern-
ment took a big step in defining the link as an auto-
matic currency board system. HKMA Chief
Executive Joseph Yam made an important speech
on 3 March 1998 in Japan (Yam 1998). Then on
23 April 1998, the government published its report
on the October 1997 turbulence, the Report on
Financial Market Review (FSB 1998).

A key changewas HKMA'’ s announced commit-
ment not to actively manage the monetary base to
defend the exchange rate. The monetary base of
Hong Kong, China has two components: (i) cashin
circulation, and (ii) the clearing balance of the bank-
ing system. Since bank notes are issued and with-
drawn by NIBsaccording to classical currency board
principles, thefirst component isbeyond the control
of the government. Before the October 1997 turbu-
lence, HKMA did try to influence the second com-
ponent, the clearing balance, in its defense of the
link. Inthe Report on Financial Market Review (FSB
1998, paras. 3.36—3.41, Annex 3.5), it was made clear
that HKMA would follow the rule of automatic
specie flow:

Inlinewith the discipline of the currency board

system, the clearing balance will be affected

by the flow of funds into or out of the Hong

Kong dollar. When there is an inflow of funds

involving HKMA passively buying USdollars
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sold to it by the banks and providing the
Hong Kong dollars, the clearing balance
of the banking system will rise....Conversely,
when there is an outflow of funds involving
HKMA passively selling US dollars and buy-
ing Hong Kong dollars from the banks, the
clearing balance of the banking system will
fall....

HKMA adheresstrictly to this disciplinewhich
in effect involves the clearing balance of the
banking systemvarying with the amount of US
dollars sold to or brought from HKMA at the
initiatives of the banks....(FSB 1998, paras.
3.36-3.37)

HKMA has chosen to abandon the proactive -
manipulation of interbank liquidity (the clearing
balance) and interbank interest rates as a means of
defending the link. In effect, HKMA will alow the -
specie flow process—one of the two automatic
stabilizers of the classical currency board system— -
to unfold naturally in the future. This is a major
policy shift. Nevertheless, HKMA will maintainthe
optionto sterilizethe monetary effect of several types

of “exceptional circumstances,” including:

* Occasions when initial public offerings (1POs)
of sharesand other large-scale Hong Kong dollar
transactions risk creating extreme conditionsin
the interbank market.

* The necessity of entering into intraday repos (of
eligible papers) and overnight repos (through the
LAF) to “smooth the settlement of interbank
transactions.”

* Activitiesthat may inadvertently affect theclear-
ing balance, e.g., atransfer of fiscal surpluses
from the government to HKMA.

Inall these circumstances, HKMA will undertake
to neutralize their effects on the monetary base by
recycling or offsetting interbank liquidity through
appropriate actions, so that the clearing balance
remains the same. Note that these are sterilization
measures to contain domestic rather than interna-
tional shocks. Hence, thetricky question of whether

- sterilization is possible for a small open economy

under a fixed exchange rate regime is not directly
relevant here.
In terms of the triangular scheme for a CBA to

fix its exchange rate that was presented at the be-
- ginning of this study (Figure 1), HKMA seems to

havefinally arrived at asituation where two of three

anchors can be effectively used: (i) economic disci-

pline on the basis of adequate reserves, and (ii) auto-
matic specie flow. The problem lies with the third

anchor—exchange rate arbitrage.

In its Report on Financial Market Review, the

government rejected bank note arbitrage—a key

pillar of the classical currency board system—as an
effective mechanism for binding the exchange rate
(FSB 1998, para. 3.34). Thisis consistent with the
view of Tsang (1997, 1998), and should have very
significant implicationsfor the theory of how CBAs
can fix the exchange rate on “autopilot.” However,
HKMA has not put in place an alternative arbitrage
mechanism, rejecting the proposal by Tsang (1996a,
1996b, 1997) of adopting the AEL (Argentina,
Estonia, Lithuania) model of convertible reserves
under which arbitrage can be performed without
bank notes or cash (FSB 1998, paras. 3.64-3.65).

Instead, HKMA hasopted for atactic of “ construc-
tive ambiguity” (Yam 1998, p. 24), under which it
would choose the level of exchange rate at which it
intervenes directly in the foreign exchange market.
Ascan benoted from Table 1, Hong Kong, Chinahas
huge foreign exchange reserves. At the end of 1997,
these were more than six timesthe currency in circu-
lation—far exceeding the 100 percent coverage sought
for the classical CBA. In fact, including the Land
Fund, which was transferred to the management of
HKMA in September 1997, Hong Kong, China had
the third largest foreign exchange reserves in the
world, representing over 40 percent of M3 in Hong
Kong dollars—a comfortable position which few, if
any, other CBAsarein.

Under the strategy of “constructive ambiguity”:

... HKMA will need to decide which particu-
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lar level to enter the foreign exchange mar-
ket to support the exchange rate. This involves
judgement by HKMA as to whether or not
the circumstances have become abnormal, for
example, when there is speculation.... Fur-
thermore, the intervention level may not ex-
actly be at 7.80, although very close to it.
For instance, when there are signs of specu-
lative pressure, HKMA may establish its pres-
ence in the foreign exchange market even
though the exchange rate is on the strong
side of the link. (FSB 1998, para. 3.43)

This will enable HKMA to play on “the sur- :
priseelement” (FSB 1998, para. 3.44c). Itis, how- :
ever, unclear whether HKMA will attempt to :
sterilize the monetary effects of its future foreign :
exchange market interventions to defend the link 3
against speculative attack, so asto follow strictly -
the principle of maintaining intact the clearing bal-
ance of the banking system and therefore the -

SV The Currency Board Arrangement Triangle
: in Hong Kong, China, as of April 1998

monetary base.

Technical Assessment

Vulnerability, Strength, and
Uniqueness of the
Currency Board Arrangement

Thelink hasevolved through different stagessinceit
began in October 1983. In anumber of major ways, -
itisnot what it used to be. The official subscription -
to currency board principles should not be taken at

face value.

- the market exchange rate has persistently strayed
: from the official rate of 7.80.

However, the economic fundamentals in Hong
Kong, Chinaarerelatively better thanin most econo-
mies with CBAs. The territory also has ample am-
munition against speculators and nonbelievers, as

- evidenced by its huge international reserves. It can
: augment the link through its central bank (HKMA),
- which has made known its clear commitment to the
-~ fixed exchange rate. The system has therefore sur-
- vived major attacks.

Asthe CBA stands, instead of the traditional tri-
angle of currency board anchorage presented in Fig-
ure 1, HKMA relies on anew triangle, as shown in
Figure 3. It isaunique currency board arrangement,
with the arbitrage anchor replaced by discretionary
intervention in the foreign exchange market to but-
tressan officialy committed exchangerate: HK$7.80
to the US dollar.

economic discipline
and
abundant reserves

= X

discretionary
specie flow exchange rate
intervention near 7.80

—

Cash Arbitrage as a Nonstarter

Asfar as currency board economicsis concerned, a

. clear lesson from the experience of Hong Kong,

The link is still vulnerable to speculative attack.
Thereis no currency board, and notes areissued by
designated NIBs, which alone can deal with the
Exchange Fund at the fixed exchange rate. Note-
based arbitrage has not been practicable, rendering
one of the two automatic stabilizers inoperative -
(Tsang 1996a, 1996b). Since the other stabilizer is -
in theory highly dependent on the efficiency of arbi- :
trage, it also has not functioned very well. Hence, :

Chinaisthat cash arbitrage ishopelessin defending
amodern-day CBA. Greenwood and Gressel (1988)
detected the problem sometime ago, and Tsang
(199643, 1996b) tried to tackle it. The idea of cash
arbitrage has actually been banished from official
discussions, and the Report on Financial Market
Review ruled out its practicability in Hong Kong,
China (FSB 1998, para. 3.34). In a banking system
with fractional cash reserves, allowing depositorsto
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convert deposits into bank notes for the sake of en- -

gaging in arbitrage is hazardous business.

The cash base in the territory has been contract- :
ing inrelative size. By the end of 1997, “authorized :
institutions” (including licensed banks, restricted :
license banks, and deposit taking companies) had a :
Hong Kong dollar cash-deposit ratio of less than 1 |
percent, while the territory wide ratio of notes to
deposits was only about 5.6 percent (Table 2).3 :
Banks would hardly want to facilitate arbitrage -
activities that required first of all the conversion of
deposits into currency notes, as large conversions
could turn into a bank run. (Shipping gold bullion
around has no similar hazardous consequence.) This
is adefinite drawback of the currency board system
vis-a-vis the gold standard. Actually, bank note -
arbitrage was rarely observed in the territory, and -

certainly not during the attack in October 1997.

Worse still, modern financial developmentspoint -
irreversibly to afurther diminishing cash base, and -

the cashless society is widely predicted to arrive
sometime in the 21st century. How then would a
currency board be able to fix its exchange rate
through cash arbitrage?

ELIEE HK$ Cash-to-Deposit Ratios in Hong Kong,
China, End 1985-1997 (percent)
Ratio of Notes in Circulation

to Total HK$ Deposits
for Whole Economy

Ratio of Notes and Coins
(i.e., cash) Held by All

Year to Total HK$ Deposits “Authorized Institutions”
1985 7.60 1.10
1986 7.55 1.14
1987 8.14 1.21
1988 8.15 1.08
1989 8.27 1.22
1990 7.86 1.07
1991 7.70 1.09
1992 8.51 1.31
1993 8.03 0.99
1994 7.32 1.02
1995 6.63 0.88
1996 5.90 0.76
1997 5.59 0.84

Source: Census and Statistics Department, Annual Digest of Statistics, various
issues; Hong Kong Monetary Authority, Monthly Statistical Bulletin, various issues.

The Argentina, Estonia,

Lithuania Model of a

Convertible Monetary Base

Oneway out isto modernize the CBA and adopt the
convertible reserves mechanism of the AEL mode,
under which interbank exchange rate arbitrage can
be performed without cash.

In practice, Hanke, Jonung, and Schuler (1993,
p. 5and Appendix A) observed that “in some cases,”
acurrency board “issues deposits’ fully backed by
foreign reserves, and in their recommended “ model
constitution” for a currency board in Russia, they
alowed for such a possibility. Balifio and Enoch
(1997) noted that there is a central bank in quite a
few modern CBAS, and that the central bank in sev-
eral cases (such as in Argentina, Estonia, and
Lithuania) takes deposits from commercial banks
and holds foreign exchange reserves beyond the
amount of notes and coins in circulation to cover
those deposit liabilities. Unfortunately, Balifio and
Enoch did not point out the operational differences
between a CBA that guarantees the convertibility
only of notes and coins and one that guarantees the
convertibility of the entire banking reserves (or the
monetary base in the modern context) as well. In
fact, there arevery significant implications, particu-
larly with regard to arbitrage efficiency and the sta-
bility of the exchange rate.

Singling out Argentina, Estonia, and Lithuaniafor
detailed investigation, Tsang (1996a, 1996b) found
that the AEL model overcame the problems of cash-
based arbitrage. Argentina began a currency board—
type system in 1991, Estoniain 1992, and Lithuania
in1994 (Bennett 1994; Enoch and Gulde 1997). Al-
though these countries were latecomers compared
with Hong K ong, China, their improved arrangement
has shown a much higher degree of arbitrage effi-
ciency and exchange rate stability, with the spot ex-
changerateinvariably quoted around the officia rate,
despite political and economic turbulence.

In the AEL model, banks have an account with
the central bank, to hold their deposit reserves and
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other balances. The central bank guaranteesthe full
convertibility of these bank balances at the fixed ex- :
change rate. This setup avoids the problem of mov- :
-~ forei gn reserves.” With thisimproved form of CBA,

Suppose we are in a country where the domestic :
currency, the peso, is pegged to the US dollar at par- :
ity under aconvertible reserves scheme. Banks must :
guote the official rate of P1 per US dollar. But if :
Bank A were to quote an exchange rate of P1.1 to :
thedollar, Bank B could sell US$1 millionto Bank A -
for P1.1 million, ask A to transfer the pesosto B's :
account at the central bank, and transfer US$1 mil- -
lion to A’s account. On demand, the central bank -
would convert the pesosinto US$1.1 million for Bank :
B, which then fetches an arbitrage profit of :
US$100,000. Bank A, on the other hand, suffersa -
loss of P100,000 asit receivesonly P1 millionfor its 3
US$1 million at the central bank. An unrepentant -
Bank A stands to lose unlimited sumsin the inter- -

ing cash around for arbitrage.

bank market.

board.

tion cost; otherwise they will be hit by their market
rivals. Therefore, no actual arbitrage needsto take
place, and the central bank isin no fear of losing

Argentina, Estonia, and Lithuania have been able
to literally fix their spot exchange rates despite
seriouseconomicor political instability (Tsang 1997).
Hong Kong, China can adopt the convertible re-
serves system to rein in the market exchange rate
and defend itself more firmly against currency
attacks.

On 1 April 1993, the central bank, HKMA, came
into existence. In late 1996, the RTGS system was
instituted. On top of the normal clearing balance,
HKMA could ask each bank to submit toit an equiva
lent amount of US dollarsto obtain notesfrom NIBs.”
At the same time or aternatively, HKMA may im-
pose adeposit reserveratio requirement on the banks.
To overcome possible resistance from the banking

- sector, the ratio, which isinterpreted in some quar-

No cash movements are involved, as the central -
bank clears the arbitrage transactions between the -
two banks (Tsang 1997). Note that after settlement,
the central bank’s foreign reserves will be reduced
by US$100,000, i.e., thecentral bank riskslosingre-
serves if a commercial bank like A were to rebel
against the peg. However, that lossis matched by a -
corresponding shrinkage (P100,000) inBank A’'sbal-
ance sheet. Since the dedl is settled by accounting
transfers through telephone calls and electronic
means, the transaction cost isreduced to an absolute
minimum. Thisarrangement for cashlessor electronic
arbitrage is obviously superior to the cash-based ar-
bitrage mechanism under the classical currency -
- tem does have the merit of providing areservoir of

In reality, under the convertible reserves system, -
no bank would dare to quote an exchange rate dif-
ferent from the official rate. All commercial banks
are bound by the rules of the game to quote the -
official exchangerate, within avery narrow buying :
and selling spread that truly reflects petty transac- :

tersasafinancial tax, should be kept small, and in-
terests might be paid on a part of those reserve
depositsbeyond acertain ratio. Theideaisnot to tax
the banks, but to ensure suitable liquidity in the re-
serve account to minimize any possible impact on
the interest rate. As explained above, if the system
works, no actual arbitrage occurs and the spot
exchange rate can still be perfectly fixed. In that
situation of benign equilibrium, the deposit reserve
ratio might be very small, even approaching zero. In
redlity, though, for amodernfinancial center likeHong
Kong, China, wherelarge cross-border flows of funds
are afact of life and speculative attacks on the cur-
rency can occur at any time, a deposit reserves sys-

reserve funds to help ease the interest rate pain.
Under the RTGS system, the aggregate banking
balance with HKMA should theoretically be zero,
since one bank’s receipt is another’s expenditure.
Banks also need not deposit any money at HKMA
as the balance is non-interest bearing. In practice,
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because of imperfect information and precautionary -
liquidity management onthe part of banks, aswell as |
unplanned inflow and outflow of funds, the aggre- :
gate balance usually fluctuates between a few bil- :
lion Hong K ong dollarsand may even turn negative. :
Suppose there is a deposit reserves system at 5 per- :
cent, i.e., for every HK$100 of deposit that a bank |
receives, it should keep a reserve of HK$5 with -
HKMA. Because banks would be pendized if their
reserves fell below the required level as aresult of -
anunanticipated increasein deposits, they wouldkeep
1 to 2 percent in excess reserves (assuming that re-
serves are interest bearing). At 2 percent, this ex-
cess would be about HK$30 billion, since licensed
banks have about HK$1,500 billion in Hong Kong
dollar deposits. If liquidity in the clearing account were
to dry up suddenly, banks could transfer any portion -
of the HK$30 billion in their reserves account to the
clearing account. Interest rate pressures might then -

be reduced.

Alternatively, HKMA can allow for an averaging -
provisioninthe deposit reservesrequirement. For ex-

ample, the stipulated 5 percent will beamonthly aver-
age of daily balances. On any business day, a bank
may lower it down to, say, 2 percent, i.e., only 40 per-
cent of the required level. It will, of course, need to
ensure that in the subsequent days, higher than 5 per-
cent of reserves have to be kept at HKMA, so that
the monthly average can be achieved. This arrange-
ment will also provide bankswith aliquidity buffer.

With huge foreign exchange reserves, HKMA
would have little problem in settling electronic
arbitrage at the fixed exchange rate among financial
institutions. The AEL model requires an even lower
degree of activism on the part of HKMA. The re-
sults would be less unpalatable for the economy of
Hong Kong, Chinaif the speculators wereto return,
as the latter would see that all the banks are bound
by self interest to quote around the rate of 7.80. In
other words, speculators would have to fight the
whole banking system, not just HKMA, in their bid
to derail the link.

Reservations about the Argentina,
Estonia, Lithuania Model

Tsang (1997) proposed the AEL model for Hong
Kong, Chinaduring the consultation exercise of the
Hong Kong, China government after the October
1997 turbulence (FSB 1998). However, the govern-
ment, in its Report on Financial Market Review,
rejected the proposal, as it regarded the distinction
between the monetary arrangementsin Hong Kong,
Chinaand thoseinthe AEL model as“relatively mi-
nor”—a point on which it did not elaborate (FSB
1998, para.3.65). Moreover, thereport raised anum-
ber of concerns (FSB 1998, paras. 3.44 and 3.65):

* The AEL model “will not protect the economy
fromtheinterest ratepain” resulting from specu-
lative attack. Argentinain 1995 was cited as an
exampleof highinterest rates. Moreover, “since
thereis no scope for the exchange rate to move,
the impact of the flow of fundswill fall entirely
upon interest rates,” thus leading to greater in-
terest rate volatility.

 There are “transitional problems of moving the
exchange rate from the present level to 7.80.”

* The “proposed statutory reserve requirement
will be very unpopular among banks.” More-
over, the LAF mechanism already provides a
cushion against sharp interest rate movements.

These concerns are legitimate, but should be
analyzed from the appropriate perspective. Thereis
no denying that even the AEL model cannot escape
interest rate pain; which system can? Although the
spot exchange rate is fixed, the forward rate is not.
Local interest rates could still be higher than those of
the foreign counterpart, along with weak forward
exchange rates. Nevertheless, it is important to
distinguish between two different types of perceived
risk: (i) efficiency risk, and (i) systemic risk.

One reason for the interest rate pain may be that
market participantsare not surewhether the allegedly
fixed exchange rate system could redly fix the spot
rate. In other words, there is an efficiency risk re-
garding the exchange rate and market participants
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demand aninterest raterisk premium. Inasmall open
economy that also happens to be an internationa fi- :
nancia center like Hong Kong, China, such an effi- :
ciency risk should not be underestimated as there is :
no recourse to any form of exchange controls. Over :
time, though, the fixity of the spot exchange rate un- :
der an effective arrangement should |ead to aconsoli- :
dation of confidence, and domestic-foreign interest :
rates and spot-forward exchange rates would con- :
verge as people dared to engage in interest arbitrage. :
In the case of the AEL model, such a phenomenon :
has occurred in Argentina, Estonia, and Lithuania, as :
- setat low levelsand banks may be paid some inter-

Convergence has, however, not been perfect in :
thethree countries: local interest rateshaveremained -
higher than those of the US dollar (to which the :
Argentine peso and the Lithuanian litas are pegged) 3
and the German deutschemark (to which the Esto-
nian kroon islinked). Thisisdueto the existence of
systemic risk (Tsang 1998b). Although market par-
ticipants observethefixity of the spot exchangerate,
they are not sure that such a“perfect” systemthatis -
working so well will not be abandoned inthefuture, -
not becauseit is defective, but because of other eco- -
nomic or political factors. No matter how good it is -
in anchoring the exchange rate, whether afixed-rate -
regime is best for the economy is always a contro- -
versial issue. Commentatorsfamiliar with the situa-
tioninthethree AEL countriesalso understand why
some people there might be nervous, justifiably or
otherwise, about the possibility of a coup d état or
external invasion. The choice of Argentinain 1995
(in the aftermath of the Mexican crisis and in the -
midst of presidential elections) was a perfect -
counterexample for the government of Hong Kong, -
Chinato cite: it was a time when systemic risk was -
so huge in the country. However, the question can -
be reversed: without the AEL model fixing the ex-
change rate of the peso against the US dollar, would

analyzed by Balifio and Enoch (1997, Appendix 1).

the situation not have been even more disastrous?

If Hong Kong, China adopts the convertible :
reserves system of the AEL model, the efficiency -

risk should be eliminated rather quickly. Interest rate
convergence could unfold at a faster pace than that
observed in the three countries. Asto the systemic
risk, the political and economic situation in Hong
Kong, Chinais far more stable than in those coun-
tries: no onein theterritory would seriously fear the
possibility of acoup d’ état or invasion, although re-
pegging or refloating for optimality considerationscan
never be entirely ruled out.

L et usreturnto the specifics of applying the AEL
model to Hong Kong, China. It has already been
pointed out that the required reserve ratio could be

est to reducetheir resistance. With the spot exchange
ratelocked at 7.80 and quoted by all banks, specula-
torswill haveto think very carefully before launch-
ing any attack, as they will be working against the
whole banking system. Such hesitation should re-
duce the pressure on the link, and hence on interest
rates through the specie-flow process.

The present deviation of the market exchangerate
from 7.80 seemingly provides a “scope of adjust-
ment” other than interest rate movements. However,
it isrelatively small in magnitude (less than 1 per-
cent). Alongside “constructive ambiguity” (Yam
1998, p. 24) or “the surprise element” (FSB 1998,
para. 3.44), such adeviation actually introduces un-
certainty into the system. Under the present circum-
stances, whenever the market rate breaches 7.75,
peoplewould, justifiably or otherwise, regard it asa
sign of weakness (despite therate being on the strong
side of 7.80) and expect HKMA to intervene. There
is a danger that 7.75 will become a self-imposed
defenselineif theauthority isexcessively concerned
about the transitional problems of moving the mar-
ket rate to 7.80.

The nonalliance of the market exchange rate with
the officia rate could also have been the source of
theproblem: inthe heeat of the East Asian crisi's, specu-
lators might have regarded the “nonfixity” asasign
of insecurity of the link, and therefore decided to
haveago at it. If there had been no such deviations,
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because of, say, amorerobust arbitrage mechanism, -
speculators might not have comein, or might not have -

been so aggressive.

Overall Comments on
Technical Feasibility

interest rate pain” (FSB 1998, paras. 3.123-3.125).
In any case, just as the unprecedented speculative
attack in October 1997 did not overturn the link, the
probability that the East Asian financial turmoil will
derail it remains small, unless external shocks of a
much bigger scale emerge. The well-tested commit-
ment of the government to the link rate of 7.80, but-
tressed by the third largest foreign reserves in the
world (and over 40 percent of M3in Hong Kong dol-
lars), should be ableto see Hong K ong, Chinathrough.
Nevertheless, whether and how the cost of de-
fense can befurther reducedisstill animportant and
unsettled issue. The crux of the matter apparently
is: Should thisbe donethrough an effective exchange
rate arbitrage mechanism, or through measures that
reduce the impact of movements of funds on inter-
est rates? The very high and volatile interest rates
witnessed since 23 October 1997 have become a
seriousfactor depressing the banking sector. A credit
crunch seemsto be unfolding. After reaching apeak

of HK$1,609 hillion in September 1997, the stock
of Hong Kong dollar loans and advances by licensed
banks fell and stagnated around HK$1,550 billion
in the first four months of 1998. This would have
had avery adverse effect onthereal economy. If the

~ Stuationisnot rectified, the economy of Hong Kong,
The key question is whether the combination of the |
“autopilot” specieflow mechanism and discretionary
foreign exchange market intervention in the CBA of
Hong Kong, China, asshowninFigure 3, providesan
effective defense of the link. A related question is
what theleast-cost optionis. HKMA obviously thinks -
that the answer to thefirst questionisyes. According
to a press report, the answer to the second question
seems to focus on reducing the impact of interbank
transactions and settlements on the clearing balance,
i.e., improving the mechanism of RTGS, so asto
smooth out interest rate movementsin the specieflow -
process (Ming Pao, Hong Kong, 17 February 1998). -
The Report on Financial Market Review aso dis-
cussed deepening thefixed interest rate market toin-
crease “the ability of the economy to tolerate the

China might be headed for a deep recession.

Hence, thereis area need to improve the CBA
in Hong Kong, China because the Hong Kong dol-
lar has become a speculators' target: it is the only
currency in the East Asian region, other than the
PRC yuan, that has not succumbed and been deval-
ued. We can put forth astrong case for adopting the
AEL modd of instituting an effective electronic ar-
bitrage mechanism, as well as a deposit reserves
system that enlarges the pool of interbank fundsand
helps to reduce interest rate pressures.

Economic Optimality

Williamson'’s “Four Virtues
and Seven Vices” of
Currency Board Arrangement

In hisstudieson currency boards, Williamson (1995)
succinctly listed four advantages and seven (poten-
tial or actual) disadvantages of CBAs. It may be use-
ful to briefly review them here beforelooking at the
case of Hong Kong, China. A currency board may
have the following advantages and disadvantages:

Advantages

« it assures convertibility because of the require-
ment of full reserve cover;

« itinstills macroeconomic discipline by prevent-
ing the monetization of fiscal deficits and the
pegging to apresumably low-inflation currency;

« it provides a guaranteed payments adjustment
mechanismunder which monetary flowsbecome
endogenized at the fixed rate, hence inducing
balance in the real sector;

* because of the above three features, it creates
confidence in the monetary system and there-
fore promotes trade, investment, and growth.




THE CURRENCY BOARD ARRANGEMENT IN HONG KONG, CHINA: VIABILITY AND OPTIMALITY THROUGH THE CRISIS

Disadvantages

» the seigniorage problem: because of the neces-
sity of keeping assets in foreign currency as :
reserves, a currency board may earn less if :

domestic investments give a better yield;

* the startup problem: a currency board may
not have enough foreign assets for the initial :

launching;

« the transition problem: a currency board may :
start from ahighly inflationary situation and the :
transition to a fixed exchange rate may result :
rapidly in an overvaluation of the domestic :

- Williamson are offset to asignificant extent:

currency,

* the adjustment problem: a currency board :
cannot resort to exchange rate changes to se- :
cure balance-of-payments adjustments even :
in the case of external shocks; the problems 3
will be acuteif flexibility in thereal sector is -

not high;

« the management problem: a currency board
cannot run an independent monetary policy;
moreover, it tends to produce aggravating pro-
cyclical effects (unless the economy to whose -
currency the domestic oneis pegged happensto -

behave in offsetting cyclical patterns);

» the crisis problem: a currency board may not be
able to act as alender of last resort to financial -
institutions, becauseit violatesthe “ basic precept
of issuing domestic currency only in exchange .
for foreign currency rather than against domes-

tic assets’;

» the political problem: acurrency board may not
be able to imposefiscal discipline because poli-
ticsmay weigh in favor of the finance ministry.

Taking Williamson’s “four virtues and seven

vices” about currency boards as aggregate assess- -
ment criteria, Hong Kong, China's CBA should ob-
viously beendorsed. First, theterritory hasbeen able -
to capitalize on the major advantages of acurrency
~ be advisable for Hong Kong, China to keep such a

board because of:

» much more than 100 percent reserves to cover :
- What was the point in having a 630 percent cover

for currency issuance and convertibility;

 remarkable domestic fiscal surpluses and the
choice of the US dollar as the peg (as the US
entered into a period of low inflation);

« flexibility in thereal sector which adjusts quickly
to the payments mechanism under a fixed ex-
change rate;

« the “China factor” (economic linkage between
the PRC and the territory after 1978) which has
so far augmented confidence in the linked rate
in promoting trade, investment, and growth.

Second, the peculiar situation of Hong Kong, China

means that the seven disadvantages raised by

« the start-up problem has not been an issue for
Hong Kong, China given its huge international
reserves,

« the adjustment problem has been rectified to a
certain extent by flexibility in the real sector;

« the crisis problem is not a real problem given
Hong Kong, China’ s foreign exchange and fis-
cal reserves (the monetary authority can spare
reserves to carry out the role of lender of the
last resort);

« the political problem: politically backed fiscal
nondiscipline has not been, and is unlikely to
become, aproblemin Hong Kong, Chinaasthe
Basic Law governing Hong Kong as a Special
Administrative Region (SAR) under Chinese
sovereignty after 1997 stipulates rather strin-
gent standards of fiscal behavior for the gov-
ernment.

But there are till three problems to deal with,
i.e., the seigniorage problem, the transition prob-
lem, and the management problem. The first two
problems do point to a controversial issue in the
management of Hong Kong, China's foreign ex-
change reserves: given the credibility of the linked
exchangerate of 7.80, and yet the high inflation rate
in Hong Kong, China vis-avis the US, it may not

high percentage of investment in foreign assets.
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for currency notes (seethe 1997 figuresin Table 1). -
It appears that in their preoccupation with building |
up reservesto defend thelink, the Hong K ong, China :
authorities have not paid enough attention to opti- :
mality considerations. From this perspective, Hong :
Kong, Chinashould have invested morein itself.

Regarding the management problem, there have |
been some controversid issuesfor Hong Kong, China,
which Williamson (1995, p. 25) has singled out:

Another clear example of the costs of being
unableto run a monetary policy tailored to lo-
cal needsis to be found in the recent experi-
ence of Hong Kong. During the USrecession
of the early 1990s, Hong Kong imported low
interest rates from the United Sates because
of its link to the US dollar at a time when its
own domestic situation cried out for monetary
restraint in order totryto break an asset price
boom beforeit led to the sort of disaster expe-
rienced by Japan. Hence the Hong Kong au-
thorities were relieved when USinterest rates
rosein 1994. Yet it would have been much bet-
ter if they had been able to act to raise their
own interest rates ahead of the US decision.

This passage highlights the lack of instruments
in Hong Kong, Chinato offset inflationary pressure,
given the commitment to defend the linked rate
of 7.80.

Williamson (1995) also discusses the issue of a
“natural candidate,” i.e., to which foreign currency
should the local currency be pegged? The Hong
Kong dollar has been pegged to the US dollar since
1983. But from 193510 1972, thelocal currency was
pegged to the pound sterling (Nugée 1995). In gen-
eral, the “natural candidate” should be the currency
of the foreign economy with which the domestic
economy hasthe closest economic relations. Before
the territory was industrialized in the postwar pe-
riod, its most important economic partner was obvi-
ously the UK. The US took over that position after
the economic takeoff. In the 1980s, over onethird of
theterritory’s manufacturing exports were absorbed

by the US market. Moreover, about 70 percent of its
exports(including those to non-US destinations) were
pricedin USdoallars. Sothe choiceof thelink seemed
“natural.” Of course, in the future, when the PRC
currency, the renminbi, becomes afully convertible

: currency and Hong Kong, China’'s economic inte-

gration with the PRC further devel ops and matures,
arepegging of the Hong Kong dollar to the yuan can
be considered.

The Economics of Small Open

Economies: Fixed versus
Floating Exchange Rate

* The debate between the relative merits of fixed ver-
- sus floating exchange rate regime is still unsettled,
- and will probably never be settled. In general, the

more flexible the real sector of an economy is, the
more a fixed exchange rate is suited to it because
nominal prices do not have to be changed through

" exchangerate movementsin case of external shocks.
"~ Thereal sector will do thejob by quickly adjusting.

Hong Kong, Chinaisnoted for flexibility in the pro-
duction responses of its enterprises and in the labor
market. Given the economic link between the terri-
tory and the PRC (the former has relocated massive
production facilitiesto the Pearl River Deltato make
useof itsmuch lower-cost |abor and other resources),
local growth may also not bevery sensitiveto move-
mentsin the exchangerate of the Hong Kong dollar.

Moreover, for a small open economy like Hong
Kong, China, a floating exchange rate regime may
not bring much monetary autonomy. Local interest
rates cannot deviate significantly from foreign ones,
especialy those of the US dollar. Historicaly, in
both the floating-rate era (late 1974 to September
1983) and the fixed-rate regime (October 1983 to
December 1997), the differential between three-
month Hong K ong dollar HIBOR (Hong Kong inter-
bank offered rate) and US dollar LIBOR (London
interbank offered rate) was not wide. In terms of
standard deviation, it was 1.89 percent in theformer
period, and 1.44 percent in the latter (on the basis of
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average monthly figures). In the more recent period
of January 1996 to April 1998, the standard devia- :
tion went up to 1.86 percent. Of course, after the :
speculative attack on the Hong Kong dollar in :
October 1997, HIBORs have stayed at very high -
levelsand have shown large volatility. The monthly :
average standard deviation between three-month :
Hong Kong dollar HIBOR and US dollar LIBOR in :
the six months of November 1997 to April 1998 :
turned out to be 2.16 percent, while the daily aver- :
: gence, and deep-seated economic imbalances that

To look at the matter from another angle, afloat- :
ing exchange rate system for afinancial center like :
Hong Kong, China carries considerable instability :
risk, particularly astheterritory is going through a :
very sensitive period of political transition. Specu- :
lative capital movements and attacks on the cur- 3
rency are difficult to contain in a floating-rate - o
regime. A fixed-rate regime does have the advan- Growth and Inflation in
tage of diverting pressure away from the exchange
rate to other aspects of the economy that are less -
vulnerabletofinancial fluctuationsand “hitand run”
activities. It thus serves an important anchorage
- between Hong Kong and the US was about 90 per-

Nevertheless, the above considerations have to -
be cast in the proper perspective: if the external -
shocks are really big, it may be too much to ask the
real economy to do all the adjusting. Even for a -
financial center, afloating exchangeratewould give
useful information about the unfolding imbalances
inthe economy. London, New Y ork, Singapore, and
Tokyo all operate under floating exchange rates. In
the longer run, there is the problem of whether the
fixed rate or even the peg itself should be modified -
at al, should there be an irreversible structural
divergence between the home economy and the
foreign economy to whose currency the domestic -
oneis pegged (Tsang 1998a). One obvious example
is the divergence between the British economy and
the Hong Kong economy in the postwar years. The :
British economy was on the decline, while Hong :
K ong was withessing an economic takeoff. The peg :

age was 2.57 percent.

function.

of the Hong Kong dollar to the pound sterling be-
came increasingly untenable. Even after the Hong
Kong dollar wasrevalued against the pound sterling
in 1967, the pressure continued. After abrief period
of repegging tothe US dollar (1972-1974), thelocal
currency had to float at the end of 1974 (Nugée
1995).

As a very strong form of fixed exchange rate
regime, acurrency board system may find it hard to
deal with major external shocks, structural diver-

do not show up easily. A key issue, which was not
discussed by Williamson (1995), isthat of exit cost:
the cost of quitting the peg. If more is invested in
building confidence in the system, more has to be
forgone when it is finally deemed necessary to
change track.

Hong Kong, China

While the nominal exchangerate of the Hong Kong
dollar against the US dollar has remained around
the 7.80 level, the cumulative inflation differentia

cent in 1984-1997 (i.e., the Hong Kong consumer
priceindex rose by 90 percent morethan itsUS coun-
terpart in the period). Hence, the Hong Kong dollar
has appreciated substantially in real terms against
theUSdollar. Evenif we consider that both the nomi-
nal and real exchange rates of the Hong Kong dollar
were undervalued at thetimethelink began, thedis-
counted real appreciation (compared with an equi-
librium level) would still be notable. This has been
cited as one reason why real GDP growth has
declined under the link rate, as shown in Tables 3
and 4.

Table 3 showssomeworrying statistics. The prob-
lem seemsto liein the 1990swhen low GDP growth
has combined with high inflation. Table 4 gives a
historical comparison for the past three decades.
Common perception has it that the * China factor”
lifted the economy of theterritory, particularly after
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JIELIEREE Hong Kong, China's Real Gross Domestic Product Growth and Inflation Rate in Historical and

Comparative Perspectives, 1976-1997 (%)

Real GDP Growth

Inflation Rate

Hong Kong, Hong Kong, Industrialized United
Year China China Countries Korea Singapore  Taipei,China States
1976 17.1 35 7.9 15.3 (1.9) 5.7
1977 12.5 5.7 8.2 10.2 3.2 7.0 6.5
1978 9.5 6.1 7.3 14.5 4.8 5.8 7.6
1979 11.7 11.6 8.9 18.3 4.1 9.8 11.3
1980 10.9 155 11.6 28.7 8.5 19.0 13.5
1981 9.4 15.4 10.1 21.3 8.2 16.2 10.3
1982 3.0 10.5 7.6 7.2 3.9 3.1 6.2
1983 6.5 9.9 5.3 3.4 1.2 1.3 3.2
1984 9.5 8.1 4.7 23 2.6 0.0 4.3
1985 0.4 3.2 4.0 25 0.5 (0.2) 3.6
1986 10.8 2.8 2.3 2.8 (1.4) 0.7 1.9
1987 13.0 5.5 29 3.0 0.5 0.5 3.7
1988 8.0 7.5 3.3 7.1 15 1.2 4.0
1989 2.6 10.1 4.5 5.7 2.4 4.4 4.8
1990 3.4 9.8 5.0 8.6 34 4.2 5.4
1991 5.1 12.0 4.4 9.3 3.4 3.5 4.2
1992 6.3 9.4 3.2 6.2 23 4.5 3.0
1993 6.1 8.5 2.8 4.8 2.2 2.9 3.0
1994 54 8.1 2.3 6.3 3.1 4.1 2.6
1995 3.9 8.7 2.5 4.5 1.7 3.7 2.8
1996 5.0 6.0 2.3 5.0 1.4 3.1 2.9
1997 5.2 5.7 2.0 4.5 2.0 0.9 23

(') =negative values are enclosed in parentheses.
GDP = gross domestic product.

Sources: International Monetary Fund, International Financial Statistics, various issues; Bank of Taiwan, Financial Statistics Monthly, various issues.

LR M Average Real GDP Growth and Consumer
Inflation, 1961-1997 (percent)

Real GDP Average Annual
Growth Consumer
Year per Year Inflation Rate
1961-1970 8.8 5.3
1970-1980 9.0 8.7
1980-1990 6.5 8.1
1990-1997 5.2 8.3

GDP = gross domestic product.
Source: Census and Statistics Department. 1998. Estimates of GDP 1961-1997.
Hong Kong, China Special Administrative Region.

the “Deng whirlwind” of 1992, when paramount
leader Deng Xiaoping made atour to southern PRC
and enjoined the government to speed up economic
growth and reform. In Hong Kong, China, however,
thewhirlwind has apparently resulted in moreinfla-
tion, both consumer and asset inflation, than growth.

Inflation and Asset Price Bubbles

It is necessary to look at the inflation issue more
closely. We can investigate it from two angles:

(i) inflation transmitted through trade, and (ii) asset
inflation.

Asfar asinflation transmitted through tradeis con-
cerned, thereislittle evidence that the link has been
the culprit, as Table 5 shows. The unit value index
(UV1) of imports is the deflator for imports, and it
has not shown any serious upward pressure since
the start of the linked rate system. Of course, the
deflator isdetermined by two factors: (i) theexchange
rate, and (ii) foreigninflation. Whileforeigninflation
has remained low, one could always say that astron-
ger exchange rate would have kept an even tighter
rein on the UVI.

A more subtle argument against the link involves
the concept of asset inflation. Insofar as the linked
rate underreflected the fundamental strength of the
economy of Hong Kong, Chinainthelight of itsrapid
linkage with the PRC economy and the tremendous
potential of thelatter, local assets might ook excep-
tionally attractiveto foreign investors, and inflow of




IELICE Inflation, Import Price, and Exchange Rate
Indices, 1981-1997

% Change in

Import-weighted

% Change Unit Value Effective Exchange
Year in CPI Index of Import Rate Index (year-end)
1981 15.4 11.0 125.0
1982 10.5 5.6 117.7
1983 9.9 12.1 101.1
1984 8.1 11.0 116.5
1985 3.2 (2.6) 111.8
1986 2.8 5.0 107.2
1987 5.5 4.1 94.9
1988 7.5 4.1 94.9
1989 10.1 3.6 104.6
1990 9.8 2.5 104.4
1991 12.0 1.9 103.5
1992 9.4 0.2 108.1
1993 8.5 (0.6) 107.1
1994 8.1 2.8 112.9
1995 8.7 5.0 112.8
1996 6.0 (1.3) 116.2
1997 5.7 (2.3) 131.6

( ) =negative values are enclosed in parentheses.

CPI = consumer price index.

Source: Census and Statistics Department, Hong Kong Monthly Digest of Statistics,
various issues.

outside money would cause asset inflation. Sheng
(1995) tackled the hypothesis of asset bubbles and -
found it wanting. Heargued that aflexibleexchange
rate might not avoid asset inflation as “recent evi- -
dence of asset price bubblesoccurred mainly incoun-
trieswith flexible exchangerates, such asAustralia,
Japan, Scandinavian countries, and UK. All these
countries were free to use their interest rate tools, -

and yet the bubble occurred” (p. 56).

Nevertheless, the East Asian financial crisisdoes -
focus attention on the necessity of keeping strict
economic disciplinein afixed or pseudo-fixed ex- 3
change rate regime. Overinvestment in the real es- :
tate and financial sectors had fueled bubblesin a -
number of economies in the region (in particular :
Indonesia, Malaysia, and Thailand), which unwit- :
tingly also ran considerable current-account defi- :
citsfinanced by capital inflows (quite alarge share :
of which is short-term hot money). Since these :
economies adopted an implicit nominal or real peg :
tothe USdollar, the underlying contradictions could :
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have built up over aperiod of years without show-
ing explicit strains. Ironically, that isthe key weak-
ness of a successful fixed exchange rate regime:
short-term problems are hidden under the superfi-
cial calm of the peg. A floating exchange rate sys-
tem would be a better barometer of economic
imbalances.

Hong Kong has a so shown signs of an economic
bubblein the 1990s. Figure 4 tracksthe rel ative per-
formance of the quarterly averages of per capitaGDP,
privateresidential property prices, and the Hang Seng
Index of the local stock market since the first quar-
ter of 1984 (when theindexesare normalized to 100).
Per capita GDP is chosen as a proxy for average
income and purchasing power. Prices of real estate
and stock shares should not overshoot it by too much,
even granting considerations of changes in saving
behavior and portfolio selection. From Figure 4, it
can be observed that while the three indices basi-
cally moved together in the 1980s, wide gaps opened
up in 1992 but without any ramifications on the ex-
change rate, which has stayed on the strong side of
7.80 (Figure 2).

SR Quarterly Averages of the Hang Seng
Index, Private Residential Property Price
Index, and Nominal Per Capita GDP Index

1,600

= Hang Seng Index (1984 Q1=100)
1,400 Private Residential Property Price Index (1984 Q1=100)
1200 Nominal Per Capita GDP Index (1984 Q1=100)

1,000
800
600
400

4
200 ’—M
-

O“

GDP = gross domestic product, Q1 = first quarter.
Source: Datastream and Census and Statistics Department.

On another front, the “China factor” had appar-
ently contributed to afinancial bubblein Hong Kong.
In the run-up to the resumption of sovereignty on
1 July 1997, PRC capital funds reportedly poured
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into the property and stock markets in the territory, -
perhaps in an effort to show support for the incom- |
ing SAR, or simply asaresult of uncontrolled specu- :
|ationintheeraof decentralization and liberalization. -
In any case, international financial fund managers :
followed suit. A bubble rapidly emerged and then :
~ factor isthe very healthy fiscal and international re-

Property prices put forth a dramatic upswing in
the fourth quarter of 1996, when rumors about the
inflow of PRC capital abounded. In the twelve -
months that followed, the average price index of
residential property unitsrose by about 50 percent,
while that of large units surged by almost 60 per- -
cent. Equally breathtaking was the rise in PRC-
related stock shares listed in the territory. There
are two types of such shares, for which priceindi-
ces are compiled: (i) the China Enterprises Index, -
or theso called “H-shares” index; and (ii) the China- -
Affiliated Corporations Index, or the “red chips’
index. Ascan beobservedin Figure 5, the H-shares -

became self-destructive.

index and the red-chipsindex showed huge volatil-
ity around the 1997 transition, reflecting highly
speculative activities.

All these point to one important conclusion: an
economic bubble can emerge from afixed exchange
rate regime, including one that professedly follows
the strong principle of the currency board system.
The government should keep a keen eye on the
longer-term viability of the fixed exchange rate
(Tsang 19984).

Stock-Market Indices
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Source: Datastream.

Overall Comments on Optimality

Onthebasisof Williamson's(1995) characterization
of the “four virtues and seven vices’ of a typical
CBA, Hong Kong, China has been in a position to
capitaize on the advantagesand to minimizethe harm
caused by severa potential disadvantages. A key

serves position of thegovernment. The hugereserves
accumulated sincethe start of thelink, however, high-
light seigniorage and transition problems—the diffi-
culty of earning sufficient returns on foreign assets
inasituation of high domesticinflation. On the other
hand, the lack of instruments to offset the inflation-
ary pressure in the 1990s, in particular asset infla-
tion, pointsto amanagement problem.

The more flexible the real sector of an economy
is, the more afixed exchange rate is suited to it, as
the real sector will adjust quickly, without having to
go through nominal and relative price changes aris-
ing from exchange rate movements. Hong Kong,
Chinaseemsto bearelatively flexible economy. For
asmall open economy with a huge financial sector
like that of Hong Kong, China, afloating exchange
rate system may bring instability, asit will bedifficult
to contain specul ative capital movements and attacks
on the currency. A fixed-rate regime does have the
advantage of diverting pressure away from the ex-
change rate to other aspects of the economy and
providing an important anchorage. Its major draw-
back isthat whileit requires stricter economic disci-
pline, it does not serve as avery good barometer of
imbalancesthat arebuilding up inthe economy (Tsang
19984). Bubblescould emerge, and the consegquences
could be very serious if the fixed rate collapses,
as has been the case in Indonesia, Malaysia, and
Thailand.’

Nevertheless, as avery strong form of fixed ex-
changerateregime, acurrency board systemmay find
it hard to deal with mgjor external shocks, structural
divergence, and deep-seated economic imbalances
that do not show up easily. A key issueistheexit cost
of quitting thepeg (Tsang 1998b). If moreisinvested
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in building confidence in the system, more hasto be -
forgonewhenitisfinally deemed necessary tochange :
track. Therefore, a balance has to be kept between :
theconflicting considerationsof ensuring short-term :

stability and maintaininglong-termflexibility.
Relevance of Hong Kong,
China’s Experience for Asia

Hong Kong, China’s System
as an ldiosyncratic
Currency Board Arrangement

major shocks and structural changes.

From the above analysis, it can be seenthat asa -
CBA, Hong Kong, Chind's regime is quite unique, -
after several stages of evolution since 1983. Asiit
stands, itisneither the classical version practicedin
former British or French colonies, as shownin Fig-
ure 1, nor the modern convertible reserves mecha-
nism of the AEL model. It is presumably based on .
automatic specie flow, buttressed by discretionary
exchange rate intervention by HKMA, at unspeci-
fied levels close to the official rate of 7.80. Behind
these, of course, are huge reserves and the macro-
economic discipline of thegovernment. Thisidiosyn- -
cratic system, with itslatest updatein April 1998, is -

shown in Figure 3 above.

Can Hong Kong, China’s System
or the Argentina, Estonia, and
Lithuania Model Be Imitated?

Singaporeand Taipel,China, no other countriesor terri-
tories in the region have foreign exchange reserves
that cover so much of the money supply. In fact,
quite a few have had so little reserves that they
needed to be bailed out by the International Mon-

: etary Fund. In any case, such an observation begs
- the question of why a strong economy needs to es-
- tablishafixed exchangerateregimeasrigid asaCBA.

Both Singapore and Taipei,China have shunned the

- choice.

Evenif arelatively weak economy gathers suffi-

- cientinternational reserves, it should not, in our view,
Hong Kong, China adopted its CBA in 1983 in re- :
sponse to a crisis. In fact, most economies hosting :
CBAsdid sofor similar reasons. Argentinaused the :
system to end hyperinflation; Estoniaand Lithuania, :
to enhance their fragile new national currencies after 3
throwing out the Russian ruble. Hence the exchange
rate chosen might not necessarily be appropriateinthe
long run, unlessthe real economy isso flexiblethat it -
can makeal the adjustments, including adjustmentsto -

adopt either the classical currency board based on
cash arbitrage or Hong Kong, China’s unique sys-
tem. The AEL model is the only way to contain a
currency crisis, because it provides an effective ar-
bitrage mechanism that technically bindsthe spot ex-
change rate, in lieu of direct foreign exchange
controls. This provides an important psychol ogical
anchor for market participants as it minimizes effi-
ciency risk.

The drawback of the AEL model isthat the bank-
ing system has to share the defense role with the
monetary authority, against exogenous shocks(Tsang
1984; Santiprabhob 1997). In other words, banks
cannot reduce their risk by deviating from the offi-
cial spot rate, because of the threat of 1osing money
in interbank arbitrage transactions. The impact on
them may be quite heavy if thereis significant sys-
temicrisk, aswastrue of Argentinain 1995. Hence,
if an economy has aweak banking system, it hasto
be cautiousin choosing the AEL model. At least, it
should devise measures to strengthen or to protect
the banking system, including aviablelender-of-last-
resort facility.

Thegovernments of thethree AEL countrieshave

~ tried to contain the market perception of systemic

risk by legal means (Tsang 1996a; 1996b; Balifio and
Enoch 1997). Argentinaand Estoniahave parliamen-

: tary or regulatory provisionsthat the central bank in
Inaway, such asystem can beimitated only by strong -
economies, intermsof itstechnicd vi ebility.8 Otherthan -

effect may allow a stronger but not weaker domes-
tic currency. In Lithuania, according to the Law on

49




50

A STUDY OF FINANCIAL MARKETS

Litas Credibility of 1994, the exchangeratecanonly -
be changed by the Bank of Lithuania, in consultation |
with the government, under extraordinary circum- :
~ can look at the matter on the basis of the twin con-

Enshrining the link in law may reduce systemic :
risk and lead to an even higher degree of interest :
rate and spot-forward exchange rate convergence. |
Nevertheless, the convergence will never be per-
fect as the law itself is till open to some residual
doubts. Moreover, the exit cost will increasg, if itis -
deemed optimal to abolishthefixed-rateregimeand
re-float the home currency in the future (Tsang
1998b).9AIternative|y, in the case of Hong Kong,
China, when all conditions mature sometimeinthe
21st century, it may become advisable to peg the
Hong Kong dollar to thethen freely convertible PRC -
currency, the renminbi, instead of sticking to the -

stances.

USdollar.”

The same problem of exit cost also appliestoany
scheme under which HKMA issues insurance in- -
struments (e.g., put options) to market participants
to foster confidence that the linked rate will not be
changed, aswell astothe proposal of “dollarization,”
i.e, replacingthe Hong Kong dollar withthe USdol-

lar. Compensations might be huge for a permanent
insurance scheme, irrespective of its actual contri-
bution to exchangerate stability, about which the gov-
ernment expressed strong reservationsin its Report
on Financial Market Review (FSB 1998). On the
other hand, the re-introduction of a Hong Kong cur-
rency could be a troublesome affair after “dollar-
ization.” The government needs to strike a balance
between the conflicting considerations of eliminating
the systemic risk for thelink and reducing the cost of
exiting fromit, asmust any other government adopt-
ing aCBA.

Indonesia as an Example

Although Indonesia has shelved the plan to establish
a CBA after strong objections by IMF and the US,
we can illustrate the dilemma facing an Asian
economy in the midst of acurrency crisis. After all,

CBAsdo have agood record of holding off specula-
tive attacks and keeping the spot rate stable or fixed,
athough the cost could be considerable. Again, we

cepts of efficiency risk and systemic risk.

« What kind of CBA isIndonesiagoing to adopt?
The classical currency board based on specie
flow and cash arbitrage? Hong Kong, China's
idiosyncratic version of “linked exchangerate”?
Or the AEL model of cashless/electronic arbi-
trage? In other words, can the Indonesian CBA
even keep the spot exchangeratefirmly inline?
Thisisthefirst defense. If it is not secured, the
second question would beirrelevant. It appears
that the country should choose the AEL model
of convertible reserves, which binds the whole
banking system through electronic arbitrage to
quote narrowly around the official exchangerate.
But isthe Indonesian banking system ready for
the modedl, in terms of the hardware and soft-
warerequirements, aswell asitsfinancial viability
at the pegged rate eventually chosen?

* Granted that the Indonesian CBA, whatever
form it takes, can hold the spot exchange rate of
the rupiah firmly through an efficient arbitrage
mechanism, henceeliminating the efficiency risk,
how could it inspire confidence in market par-
ticipantsthat the CBA (especially regarding the
specific fixed rate of the rupiah against the des-
ignated anchor currency, the US dollar) would
not be abandoned in thefuture, out of economic or
political condderations? Thisconditutesasystemic
risk that must be carefully addressed, with aview
to balancing short-term stability concern and long-
term exit cost calculation.

OVERALL COMMENTS ON RELEVANCE
Overdll, there are four technical varieties of CBAS:
« the classical currency board system as practiced
by many former British colonies, whichrelied on
cash arbitrage as well as the patronage of Lon-
don to fix the exchange rate;
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» the Hong Kong CBA in the 1980s under which
there were no effective currency board or cen- :
- could reduce or even diminatethe efficiency risk of
« the Hong Kong CBA as presented in the Re- :
port on Financial Market Review (FSB 1998); :

tral banking defense mechanisms;

and

«the AEL model of Argentina, Estonia, and :
- asothe LOLR facil ity, isthere. Moreover, the gov-

The first option is hopelessly outdated, and is of :
no relevance to any economy with a substantial de- :
gree of monetization. The second option wasafluke :
for Hong Kong. It was sustainable because at that :
time speculatorsdid not noticetheterritory or did not :
find it to be a vulnerable target. Hence US$2.7 bil- :
lionin 1987 and US$3.1 billion in 1988 were enough :
to keep thelink intact. In the contemporary context, :
thethird option isachoice only for astrong economy 3
with very large reserves. Yet the cost of defense -
could be huge if speculators hold the view that the -
fixed exchange rate is out of line with the rapidly -
changing external environment. The final option

Lithuania.

therefore appears to be the only relevant model for
any aspiring economy in the region. In any case, it

apeg, but not the systemic risk.

If any Asian economy wants to adopt the AEL
model, its government has to make sure that the ap-
propriateinfrastructurefor arbitrage, and preferably

ernment must think very carefully about the level of
the peg that it wantsto lock in. In aworld of uncer-
tainty and dramatic exchangerate realignments, such
asthe one that we are facing in the present financial
crisis, that is not an easy task at all. The difference
between internal and external crisesis crucial here.
Of course, if a central bank regards the fall in its
home currency astotally unjustified, far beyond the
calculation based on economic fundamentals, then
fixing the spot exchange rate by adopting the elec-
tronic arbitrage mechanism of the AEL model could
generate a turnaround effect that might help to sta-
bilizethe system.
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Notes

1Coins are issued by the government.

2Top officialsdid talk about theinterest rate consequences -
of the lack of total confidence in the link. Interest rates .
would have to go up to make people want to take advan-
tage of the“fixed” exchangerateandturntheir Hong Kong -
dollar holdings into US dollar balances. However, at a

certain point, this phenomenon would stop as rates of

return on local monetary assets looked attractive, even :
adjusted for exchangeraterisk. Itisimportant to notethat
interest rate movementsin such a case only equilibrated -

the balance of payments, or more precisely the capital

account. It did not “fix” theexchangerate; arbitragemust

do the job.

SThisratio, small enough asit is, isstill an exaggeration,

because a significant amount, popularly estimated at 20 :
to 30 percent of Hong Kong dollar notes, have been cir-

culating in the southern part of the PRC.

4This game-theoretic setup must be the basis of thegold
standard and the currency board, which rely on the self- -
interested activities of market participantsto cancel each -
other out, thereby holding the exchange rate. (See Tsang

1984)

SThisarrangement would be similar to the pre-1994 situ- :
ation, although commercial banksat that time passed their -

US dollar reserves on to NIBs rather than to any central
monetary authority. (See Tsang 1996a.)

5The Report on Financial Market Review, in fact, criti-
cized and rejected proposals from academics that in-
tended to “achieve both exchange rate and interest rate
stability” and attempted to avoid “interest rate pain,”
including the US dollar LAF/Hong Kong dollar put op-
tionfacility of the Hong Kong University of Scienceand
Technology, and the insurance scheme of Nobel Laure-
ate Professor Merton Miller of Chicago University. (See
FSB 1998, paras. 3.47-3.63.)

"Indonesia maintained an implicit real peg to the
US dollar before the crisis, allowing the rupiah to de-
preciate to keep the real exchange rate more or less
constant.

SNotethat at thetimethelink began, Hong K ong was not
a strong economy. It was in a shaky political and eco-
nomic situation, with much lower fiscal and foreign ex-

changereserves (relativeto the size of government expen-
diture, the money supply, and GDP).

91t is interesting to note that both Estonia and Lithuania
have started the process of applying to join the European
Economic and Monetary Union (EMU). A prerequisite
for eventual membership is giving up their CBAS, no
matter how perfect they are, because the EMU hosts a
central banking system. Lithuania has announced that it
isexiting from its CBA in stagesduring 1997-1999. See
Bank of Lithuania, The Monetary Palicy Programme for
1997-99. This shows the importance of considering the
issue of exit cost for CBAS.

10An example will illustrate the simplicity of such a sce-
nario of currency realignment. Suppose we are in a pe-
riod when the exchange rate of the freely convertible
renminbi against the US dollar has stayed at and is ex-
pected to continue to be around Rmb7.80 to the US dol-
lar for sometime, and HKMA decidesthat the Hong Kong
dollar should be linked to the renminbi instead of the US
dollar. Given the linked rate of HK$7.80 versus the US
dollar, HKMA can declare that the link is changed to
HK$1.00/Rmb1.00. This“horizontal” change of track will
have no implications with regard to foreign exchange
gains or losses for any party involved, at the time of the
realignment. Farther down the road, it will be up to ev-
eryone to make the necessary adjustments, should the
renminbi/US dollar exchangerate fluctuate.
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A Brief History

self-government in 1959, aplanwasin placetointro-

take" available capital resourcefrom other even more

mained as Singapore’s national funded pension

been expanded to include funding medical expenses

to “desirable” activities like home ownership.

The evolution of the CPF scheme was not acciden-
tal. The scheme cameabout through acalibrated series
of measuresdesigned to exploit acritica pool of funds
in asmall developing country. However, one overrid-
ing principle that has not changed over the years is
individual responsibility for one's own future. The
emphasisonindividua decision making and responsi-
bility has always been the central tenet in the manage-
ment of CPF savingsand had asignificant influencein
the development of the securitiesmarketsin Singapore.
. The flats have also become a valuable investment
. asmost of them command market val ues more than
. double their purchase price.

There are two landmark eventsin the development -
of the CPF scheme. The first took place in 1968, -

Central Provident Fund as a
Financing Tool

- three years after Singapore became independent
- fromtheM alaysian Federation, when CPF savings
The Centra Provident Fund (CPF) scheme was in- :
troduced as the nationa funded pension scheme on :
1 July 1955 under the British colonial government. |
Although it was evidently a pension fund for retire- :
ment, it was not meant to bethe single socia security
systemthat itistoday. Just before Singaporeachieved

were allowed to be withdrawn for the first time but
limited to the purchase of government flats. This
was the first policy measure wherein the govern-
ment used CPF savings to achieve national objec-
tives. This period of the nation’s history was
marked by political and social turmoil. Singapore

- did not become independent by choice and was
duceasocial insurance cum public assistance scheme -
to cater to the needy. At firgt, the scheme covered all -
employeesin Singapore except those working in the
civil service or contributing to other approved provi-
dent funds.” This plan was later scrapped, however, -
asthefirstlocal governmentin 1959 believeditwould

largely considered economically unviable. Popu-
lated largely by immigrants, it faced the risk of an
exodus, which would have made the country’ s col-
lapse a self-fulfilling prophecy. The government
thus decided that home ownership was the way to
make its citizens cast their lot with the new nation.

~ With little surplus and private savings, the funds
pressing needs.”® While the CPF scheme has re- j
- valuable financing. Figure 1 shows how CPF sav-
scheme over the past four decades, its character has
substantially changed. It retainsits primary roleasa
penSion fund for retirement, but its functions have Circular Flow of Central Provident Fund
) Savings to Finance the Construction of
aswell as property and financial investments. Today, - HIDE Al
the CPF Board (Centra Provident Fund Boardisthe
official name) ismorelikeamandatory savingsbank,
asignificant portion of whose assetscan bechanneled

in the CPF accounts were identified as a source of

ings have been used to fund the development of
government housing projects.

Monthly contribution

from employer
Buys SGS PRy

CPF Board
Deduction
w from monthly
salary

Buys flat

HDB Flat

Finances
construction

Extends
mortgage
loans
for flat

Housing and
Development
Board

Allocates for
building
HDB flats

Pays mortgage
installment from
monthly contributions

CPF = Central Provident Fund, HDB = Housing and Development Board,
SGS = Singapore government securities.

By most measures, the policy was a great suc-
cess. Today, about 80 percent of Singapore citizens
and permanent residents live in government flats.

The second major policy change occurred in
1986. That year the government decided to pull the
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economy out of its most serious recession since
independence. “ Sunrise” industries wereidentified :
but the securities markets had to be tapped for the :
new businesses. Thus, individualswere allowed to -
invest CPF savings in risky financial assets. This :
was not, however, the first time CPF savings could :
beinvested in the securities market. Early in 1978, :
CPF memberswere allowed to invest their savings :
in shares of the Singapore Bus Service Ltd. (SBS). :
SBS shares were, however, not a really risky in- :
vestment as the firm was a government-linked :
monopoly that generated healthy cash flows. Each :
member was also limited to the purchase of S$5,000 :
worth of shares. The 1986 measure was intrinsi- -
cally different in terms of the risk profile of the :
investments allowed. An Approved Investment :
Scheme wasiinitiated and has so far been regularly
updated. The original list of approved assets in- -
cluded selected blue chip stocks, unit trusts, and -
- CPF more than a pension scheme for retirement.

One important aspect has remained unchanged
despite the measures to liberalize the use of CPF
savings. The principal amount plus the accrued
interest cannot be withdrawn until the member
reaches the age of 55. Rather than using his own -
money, the CPF member is “borrowing” from his
savings. Anytime an investment, whether property
or securities, is liquidated, the CPF Board has the -
first claim to the principal amount used and any -
interest that has accrued over the holding period of
the investment. Only after these amounts have been
returned to the individual’s CPF account can any .
capital gain be permanently withdrawn. A capital
loss, however, does not need to be reimbursed by -
- cent of saary, the contribution rate for the Special

The CPF scheme is quite clearly not a conven-
tional pension system. Carefully timed measures -
have beenintroduced to allow thisincreasingly large
amount of forced savings to be productively em-
ployed to finance the nation’ s devel opment. Appen- :
: tory minimum percentage for the Special Account,

gold.

the individual.

dix 1 gives a chronology of these measures.

Changes in the Central
Provident Fund Scheme

In its early years, the CPF scheme was largely
devoted to savings for retirement. The static contri-
bution rate of 5 percent each by the employer and
the employee on the salary and the undivided indi-
vidual CPF account quite clearly reflectsthis objec-
tive. If this contribution rate had remained, an indi-
vidual would have consistently set aside 10 percent
of hissalary for retirement.

Not long after the country’s independence, the
government implemented rapid changes. First, the
contribution rate was increased almost every year.
With just three increases starting in 1968, the con-
tribution rate reached 10 percent by 1971, whichwas
doubletheoriginal rate. By 1974, the CPF contribu-
tion was 30 percent of a member's salary. Such a
high savings rate is evidence of the intent to make

The second change was the departure from the
equal burden on the employee and the employer. The
contribution rate first became asymmetric in 1972.
While the employee’ s contribution remained at 10
percent as in the previous year, the employer was
made to contribute 14 percent. This marked the be-
ginning of the fine-tuning of the CPF scheme to
achieve various social and economic objectives.

The third change took place in 1977 when the
individual’s CPF account was divided into two
subaccounts. The Specia Account was created to
ensurethat aminimum level of financial needscould
be met at retirement. Funds in this account cannot
bewithdrawn except at retirement. Starting at 1 per-

Account quickly roseto 7 percent in 1979.

The major portion of the CPF savings goes into
the Ordinary Account. Since the Special Accountis
truly the pension savings, the Ordinary Account is
aimed at other possible uses. Beyond the regula-
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an individual has the option to transfer funds from -
the Ordinary to the Special Account. A transferin
the oppositedirectionis, however, not allowed even :
if it isto reverse from the Ordinary Account. On :
the other hand, the Special Account enjoysaslightly

higher interest rate than the Ordinary Account.

In 1984, the CPF account was further divided.
Besides the Ordinary and Special Accounts, athird -
account called the Medisave Account was created.
Funds in this account were specifically targeted at
medical expenses, initialy for the account holder
himself and | ater expanded to cover immediatefam-

ily members.

Right from the country’ s independence, the gov- -
ernment has intended the CPF scheme to be acen-
tral social and economic policy tool while preserv- -
ing the savings-for-retirement purpose as much as
possibl e’ The present CPF schemeisfar morethan
just a pension system. It serves three broad objec- -
tives. The first is to preserve and enhance the
individual’s integrity. In this respect, the CPF sav- -
ings could be used for housing, health care, lifeand
health insurance, risky investments (including prop-
erty), education, or retirement. The second objec-
tive is to strengthen the institution of the family,
which the government strongly believes to be es-

sential to social stability. Inthisregard, anindividual

can use his CPF account for the well-being of his
immediate family members. Figure 2 showsthevari-
ous ways a member can use the CPF savings other

than for retirement.

The CPF scheme was made to serve athird pur-
pose from 1986. The Singapore economy was in
the second year of its first postindependence re-
cession. To help the country regain its competi-
tiveness, the employer’s contribution to CPF was
drastically reduced from 25 to 10 percent. This
translated into a 12 percent reduction in total pay- -
roll and was one reason for the quick economic
recovery. That success with the use of the CPF .
contribution rate to regain competitiveness has
made the government quite ready to use the CPF

Sl Approved Uses of Central Provident
Fund Savings for Every S$40 of a
Member’s Balance

[ Ordinary Account (housing, approved investment, CPF insurance,
tertiary education, topping up of parents’ retirement accounts)

B Medisave Account (hospitalization expenses, hepatitis-B
vaccinations, approved outpatient treatments, approved
medical insurance premium)

B Special Account (for old age and contingencies)

2 Members above 35 but less than 45 years old are required to
contribute S$7 for every S$40 in their CPF balance to the Medisave
Account and S$29 to the Ordinary Account. Those above 45 years old
need to contribute S$8 to a Medisave Account and S$28 to the
Ordinary Account.

schemefor its economic policies. Beginning 1 Au-
gust 1995, all employerswere exempted from hav-
ing to make CPF contributions for their new for-
eign employees on short-term work permits. The
foreign employee may require a higher salary but
is likely to accept a lower total remuneration be-
cause all his wages are now disposabl e Thisre
ducesthe employer’ swage cost. Table 1 showsthe
changes in CPF contribution rates over the years.

The CPF scheme continues to provide funding
security for retirement. The recent concern about
individual sretiring with aval uabl e piece of residen-
tial property but little cash prompted the government
to impose aminimum cash reservefor each account.
This policy took effect on 1 July 1995 with a mini-
mum of S$4,000in cash in each account. The amount
would be increased by S$5,000 every year, reach-
ing S$40,000 in 2003. In other words, a CPF mem-
ber who retires after 2003 will have at |east S$40,000
cash in his pension account.

The CPF scheme was fine-tuned not only to
boost the economic fundamentals of the country
but also to provide depth to the securities markets,
albeit with little success. The next section discusses
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AL Central Provident Fund Contribution Rates, 1955-1994 (percent of salary)

Contributed by Credited to
Date? Employer Employee Ordinary Account Special Account?  Medisave Account® Total
Jul 1955 5.0 5.0 na na na 10.0
Sep 1968 6.5 6.5 na na na 13.0
Jan 1970 8.0 8.0 na na na 16.0
Jan 1971 10.0 10.0 na na na 20.0
Jul 1972 14.0 10.0 na na na 24.0
Jul 1973 15.0 11.0 na na na 26.0
Jul 1974 15.0 15.0 na na na 30.0
Jul 1977 15.5 15.5 30.0 1.0 na 31.0
Jul 1978 16.5 16.5 30.0 3.0 na 33.0
Jul 1979 20.5 16.5 30.0 7.0 na 37.0
Jul 1980 20.5 18.0 32.0 6.5 na 38.5
Jul 1981 20.5 22.0 38.5 4.0 na 42.5
Jul 1982 22.0 23.0 40.0 5.0 na 45.0
Jul 1983 23.0 23.0 40.0 6.0 na 46.0
Jul 1984 25.0 25.0 40.0 4.0 6.0 50.0
Apr 1986 10.0 25.0 29.0 na 6.0 35.0
Jul 19884 12.0 24.0 30.0 na 6.0 36.0
Jul 1989 15.0 23.0 30.0 2.0 6.0 38.0
Jul 1990 16.5 23.0 30.0 3.5 6.0 39.5
Jul 1991 17.5 225 30.0 4.0 6.0 40.0
Jul 1992 18.0 22.0 30.0 4.0 6.0 40.0
Jul 1993 18.5 21.5 30.0 4.0 6.0 40.0
Jul 1994¢€ 20.0 20.0 30.0 4.0 6.0 40.0

na = not available.

2 Years in which the contribution rates were the same as the previous year’s are excluded.

b Contributions to the Special Account were suspended from 1986 to 1988 when the economy was in recession.
¢ Since 1986, amounts above S$15,000 in the Medisave Account have gone to the Ordinary Account.

d 1n 1988, contributions from the various five-year age brackets above the age of 55 were set at a declining rate.

€ The contribution rate has remained unchanged from 1994.

the impact of CPF policies on the development of
the government bond market, and the section after
that continues the analysis with respect to the eg-
uities market.

The Central Provident Fund
Scheme and the
Development of the
Government Bond Market

The Singapore government is known for its fiscal

discipline. Sinceindependencein 1965, it hasruna -

surplus amost every year. (Deficits were recorded

only for 1967, 1973, and 1987.) This surplus does :

not include the profits generated by the statutory
boards and government-owned or government-

linked companies. For the consolidated central
government account, the noncapital revenues alone
usually cover all expenditures. Even in the years of
deficit, the size of the deficit in relation to total
expenditure was minuscule. Figure 3 shows the
surplus/deficit as a proportion of total expenditure.

The persistent fiscal surplus has had asignificant
impact on the development of the government and
corporate bond markets. Compared with the equity
market, the secondary bond market in Singapore may
be considered anemic. Thereisvirtually no second-
ary government bond market outside of the com-
mercia banks. To better understand the government
bond market, we should look first at the government
securities market and how government securities are
issued.



A STUDY OF FINANCIAL MARKETS

SN Fiscal Surplus/Deficit as a Percentage
of Total Expenditure
Percent
120

100
80
60

40

o L Aln.1 | I llll-lllll
|

-20

TheSingaporegovernmentissuestwo broadtypes
of debt securities. Treasury billsareissued under the
Local Treasury Bills Act of 1923, which was most -
recently amended in 1992. Up to 1974, only 91-day
billswereissued. The 182-day bill wasintroducedin
1974, and the 273-day and 364-day billswereintro- -
duced in 1975. Bills of the latter two maturitiesare -
now issuedinfrequently, dependingonhowtheMon- -
etary Authority of Singapore (MAS) views the
conditions in the market. The 91-day bill isissued
weekly and the 182-day bill, monthly. UnliketheUS
and most other countries, Singapore does not issue
- to taxable bonds and not to registered stock, largely

Treasury bonds.

Instead of Treasury bonds, the government issues
what are officialy termed Singapore government
securities (SGS). For awhile, SGS were issued un- .
der two separate pieces of legidation. Thoseissued
under the Government Securities Act were used to
finance current expenditure and those issued under
the Development Loan Act, for infrastructure .
. four discount houses acted as dealers in SGSM.

Before 1987, most SGS were issued to the CPF .
Board as tax-free registered stock. There was no
active secondary market for such securities asthere
were no market-makers. The SGS market (SGSM)
essentially took shape only in 1987. Probably inre-
sponseto the recession, aplan waslaunchedin 1986
- agentsof MASin the open market. In 1987, the dis-

devel opment.

to further develop the domestic financial markets.

- A key aspect was the revamp of SGSM, with the

help of experts from the US. This move to activate
SGSM was aso meant to boost the devel opment of

a corporate bond market. As described in the MAS
- Annua Report for 1986/87:

The new Singapore Government Securities Mar-
ket (SGSM), which commenced in May 1987, should
providethe basisfor a full-fledged market for fixed-
income securities. Themain purpose of the revamped
SGSM isto provide ayield curve which would serve

as a needed benchmark for corporate bond issues.”

In 1987, aregular schedule of taxable book-entry
issueswasintroduced. Two- and five-year noteswere
issued quarterly. Also, three-month Treasury bills
wereissued weekly and six-month bills wereissued
bimonthly. Except for the three-month Treasury bill,
the frequency of all issues was changed in 1988 to
once every four months.

A mgjor change after 1987 was the replacement
of the four discount houses by a panel of five pri-
mary and three registered dealers, who are obliged
to quotetwo-way prices. Another 29 secondary deal-
erswere approved to transact with nonbank custom-
ers, and trading moved to a computerized book-en-
try system. However, this new system applies only

held by the CPF Board. Table 2 shows the amount
of SGSissued and outstanding each year.

Issuance of Government
Securities
MAS managesthe sale of SGS. Before 1 July 1987,

These discount houses were joint ventures between
MAS and the major local banks. They were obliged
totender for every issue of Treasury hills. They then
sold these hills and other SGS to financial institu-
tions, especialy commercia banks, to meet their
liquidity ratios. The discount houses also acted as
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JELIEWHE Amount of Singapore Government
Securities Issued and Outstanding
(S$ billion)

Year Amount Issued Amount Outstanding
1967 * 0.59
1968 * 0.76
1969 * 0.97
1970 0.07 1.09
1971 0.30 1.35
1972 0.36 1.63
1973 0.75 2.37
1974 0.50 2.80
1975 1.17 3.82
1976 1.65 5.40
1977 1.74 6.97
1978 1.34 8.01
1979 1.90 9.72
1980 2.30 11.73
1981 ** *
1982 1.30 *
1983 6.15 *
1984 ** *
1985 ** 18.10
1986 ** 17.80
1987 30.30 34.02
1988 3.63 39.40
1989 4.35 42.40
1990 1.85 11.20
1991 2.30 13.20
1992 17.70 15.70
1993 3.26 17.20
1994 3.75 12.90
1995 7.20 14.50
1996 4.20 20.50

* Not mentioned in Monetary Authority of Singapore Annual Report.
**No bonds issued.

SGSM since 1987.

- fund. The operational needs of the fund itself and

repayment of principal and interest due on the SGS

take precedence.

In recent years, the issuance of SGS has become

: obligatory rather than discretionary. The MAS An-

nual Report for 1997 stated that:
There were seven issues of two-, five- and seven-

: year book-entry Sngapore government bonds alto-
- gether in 1996.... Theincrease in supply of govern-

ment bonds was necessary to meet banks' higher

: demand for liquid assets arising froma growing li-
- abilities base.... The bulk of the SGS issued were

held by banks and primary deal erswith the remain-

- der held by finance companies, insurance compa-

nies, other corporations and individuals.
The primary market for SGSissimilar to that for
US Treasury securities. A panel of eight primary

~ dealers tendersfor each issuethrough apay-as-you-

bid closed auction. The minimum denomination is
S$1,000 and any individua or corporate body can

- submit atender through a primary dealer.

There are two forms of tenders. Thefirst formis

3 only for the amount of the securities. In this case,
- thetenderer would accept the yield derived through
- thetender. The second form is for both the amount
- of securities and the yield.

For Treasury hills, the yield on the issue is com-
puted asthe weighted average of theyieldsfor which

- successful tenders were made. Thisyield is applied
count houseswere abolished. Today, themajor com-
mercia banks act as the primary dealers for SGS.
Appendix 2 showsachronology of developmentsin -
. centage point nearest to the derived yield and the

The consistent fiscal surplus means that the gov- -
ernment does not need to sell SGSfor publicfinanc-
ing. A Government Securities Fund holds the pro-
ceeds from SGS sales and from the way the use of
the fund isregulated it is evident that deficit financ- -
ing is not its main purpose. As explicitly mandated, -
transfers to the Consolidated Account to finance -
expenditure have the last priority in the use of the :

totenderswheretheyiedisnot specified. For bonds,
the coupon rate is also determined through auction.
The coupon rate is rounded to the 1/8th of a per-

price is adjusted accordingly.

Since SGS are issued more to meet the needs
of commercial banks than for debt financing, the
kinds of yield are quite easy to envisage. In 1996,
the yield on the three-month Treasury bill spiked
above 2 percent for only three months and hov-
ered around 1 percent for therest of theyear. Over
the same period, the POSBank7 offered tax-free
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deposit rates averaging 2.5 percent while local -
commercial banks offered rates about 22 percent -
points higher. Because deposits with the POSBank :
are practically risk-free, the virtual absence of :
demand for SGS for investment comes as no

surprise.

Besides their uncompetitive yields, the SGS
issued did not allow the construction of ayield curve
beyond seven years. Ingtitutional investors, reluc-
tant to consider bondswith no benchmark rates, have
by and large kept away from the corporate bond mar-
ket, hindering its development. Most recently, in

February 1998, the new chairman of MAS, who is

The Secondary Market
and Trading System

Unlike the primary market, the secondary SGSM is
not aunified market. Dedl ers provide quotesbut these -

are not captured in a single manual or computerized

uniform brokerage. Individual dealers may levy an
administrative cost but that is usually negligible.

Holdings of Singapore
Government Securities

assets. Primary assets consisted of cash balanceswith
MAS and SGS.

After 1987, the required liquidity ratio was low-
ered to 18 percent. At least 10 percent must be in
SGS owned by the bank. Up to 5 percent can be in
SGS held under repurchase agreements with other
banks, approved deders, and the POSBank.

Table 3 shows the percentage of SGS outstand-
ing, held by thevariousfinancial institutions. Despite
the restructuring of SGSM in 1987, a large
proportion of SGS outstanding continue to be held
by the CPF Board, POSBank, and commercial banks.

- The CPF Board a one accounts for morethan 70 per-
also the deputy prime minister, announced that the
government would start issuing 10-year bonds to
alow the construction of alonger-termyield curve.

cent of the SGS outstanding and these arelargely in
the form of registered stocks not traded on the sec-
ondary market.

- Turnover of Singapore

Government Securities

The turnover in the secondary SGSM has not in-
creased since the market revamp of 1987. In fact,

* there was a fairly significant decline from 1991 to
order book. The secondary SGSM is similar to the
retail market for foreign currencieswhereindividua
bankstransact fromtheir owninventoriesat individu-
ally set prices. Some market-makersmay not evenbe
ableto provide quotes for an issueif it hasno inven-
tory.SAIthough aninterdealer broking sysemwasin-
troduced in January 1991, the market remains frag-
mented. Like other fragmented markets, thereisno .

1992. It was only in 1995 and 1996 that the trading
volume registered a more consistent year-on-year
increase but even then recovering only to 1987 and
1988 levels.

The drop in trading volume was particularly se-
vere for taxable book-entry bonds, which were in-
troduced in 1987 to activate SGSM. In 1987, the
average daily volume was 47 percent of the bonds

~outstanding. Thisfell to lessthan 4 percent in 1995.

Turnover asapercentage of SGS outstanding has

~actually declined quite substantially. Percentage
~turnover in the 1980s and 1990s has been even lower
. thaninthe 1970s. From 1991 to 1995, turnover was
As in most other countries, commercia banksin .
Singapore arerequired to maintain liquidity reserves.
Before the SGS market wasrevampedin 1987, com-
mercial banks were required to maintain aliquidity
ratio of 20 percent against their liabilities base in -
addition to their cash reserves, half of it in primary -
liquid assets and the other half in secondary liquid -

lessthan 1 percent (Table 4).

A daily turnover of 4 percent of the amount out-
standing looks respectable compared with aratio like
0.6 percent for an equity market.” However, two as-
pects of SGSM need to be considered. First, thisis
an entirely institutional market. Institutional trade
volume should therefore far exceed retail trade vol-
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Major Holders of Singapore Government Securities, 1967-1996 (percent)

Year? CPF Board Commercial Banks POSBank Discount HousesP Insurance Companies Total
1967 85.47 7.01 0.50 0.00 2.48 95.46
1968 71.33 4.99 1.03 0.00 3.28 80.63
1969 65.28 6.92 5.09 0.00 3.26 80.56
1970 68.93 5.51 5.66 0.00 3.30 83.41
1971 71.11 6.84 6.42 0.00 3.32 87.70
1972 71.25 8.65 5.46 0.00 3.50 88.86
1973 68.86 10.87 1.94 3.34 3.38 88.39
1974 72.96 12.30 1.59 0.79 3.20 90.84
1975 75.09 12.39 1.73 1.18 3.36 93.75
1976 69.85 14.12 5.63 1.47 2.85 93.93
1977 66.04 10.54 9.58 1.56 2.34 90.05
1978 65.57 9.77 8.59 1.55 2.39 87.87
1979 71.17 7.43 7.29 0.80 2.35 89.03
1980 77.41 7.34 6.20 0.17 1.91 93.03
1985 75.35 11.78 3.63 2.78 3.08 96.63
1986 76.62 9.96 5.29 1.18 3.67 96.72
1987 84.12 8.49 3.34 0.00 2.20 98.14
1988 76.45 8.25 2.81 0.00 2.22 89.73
1989 75.75 11.92 2.68 0.00 2.45 92.79
1990 74.15 13.70 2.60 0.00 0.00 90.44
1991 70.87 14.13 3.15 0.00 0.00 88.16
1992 74.40 11.33 3.02 0.00 0.00 88.75
1993 72.18 12.90 3.73 0.00 0.00 88.80
1994 70.90 14.11 3.87 0.00 0.00 88.88
1995 71.77 16.13 4.17 0.00 0.00 92.07
1996 71.57 16.37 3.91 0.00 0.00 91.84

CPF = Central Provident Fund.

2 No data available for 1981-1984.

b piscount houses became defunct in 1987.
Source: Monetary Authority of Singapore.

ume. Second, the amount of taxable book-entry SGS -
outstanding is quite limited. These two factors, to- -
gether with thefact that government bondsare more -
homogeneous than equities, should favor a higher
trading volume. But that is not the case, and it is -
generally agreed that given its few participants, the

SGS market is not really liquid.

The CPF Board is undoubtedly the largest holder
of SGS (Table 3). This may have anegative, rather -
than apositive, impact on the development of SGSM. -
Having generated persistent fiscal surpluses, the
government has no need for debt financing. All the
SGS issued to the CPF Board are solely meant to -
absorb theincreasingly large balances of CPF mem-
bers. Even then, the amount of registered stock is- :
sued isnot sufficient. In 1981, the CPF Board began :

investing in other forms of securities like

floating-rate notes, negotiabl e certificates of deposit,
and even equities. The amounts placed in such se-
curities are, however, minuscule compared with the
size of the balance. Appendix 3 details the efforts
made by the CPF Board to find other investments
for its funds. Quite evidently, its initial entry into
the secondary SGSM in 1978 met with limited suc-
cess, if any, and there has been no mention since
then of further attempts to trade in the market.

The CPF Board did not begin to sell the SGSin
its portfolio until 1978. The stated purpose for trad-
ing was to help develop the secondary market.
Quickly realizing the nature of the market, the board
reported in its 1978 annual report that “Market ac-
tivity in these stocks had so far been limited as fi-
nancial institutions generally held such investments
to meet statutory requirements.”
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LR Turnover of Singapore Government Securities, 1967-1997

Daily Outright Daily Repo Total Turnover/
Turnover Turnover Turnover Outstanding Outstanding
Year (S$ million) (S$ million) (S$ million) (S$ million) (%)
1967 na na na 585 na
1968 na na na 5 na
1969 na na na 965 na
1970 na na na 1,088 na
1971 na na na 1,350 na
1972 na na na 1,628 na
1973 na na na 2,367 na
1974 371 na 371 2,796 13.3
1975 399 na 399 3,822 10.4
1976 434 na 434 5,397 8.0
1977 405 na 405 6,966 5.8
1978 1,127 na 1,127 8,007 141
1979 1,048 na 1,048 9,720 10.8
1980 672 na 672 11,729 5.7
1981 328 na 328 na na
1982 472 na 472 na na
1983 620 na 620 na na
1984 3 na 3 na na
1985 7 na 7 18,100 0.0
1986 3 na 3 17,800 0.0
1987 460 340 800 34,021 2.4
1988 450 700 1,150 39,400 2.9
1989 250 790 1,040 42,400 2.5
1990 225 430 655 43,320 1.5
1991 210 200 410 45,320 0.9
1992 280 150 430 61,320 0.7
1993 370 160 530 61,820 0.9
1994 300 160 460 61,520 0.7
1995 404 260 664 71,900 0.9
1996 442 590 1,032 72,100 1.4

na = not available, repo = repurchase agreement.
Source: Monetary Authority of Singapore.

The Central Provident
Fund Scheme and
the Development of
the Equiy Market

The immense soaking up of investable funds from
the CPF schemewasrecognized quiteearly. Theplan .
to channel CPF savings into equities was initiated
back in 1978 with theintroduction of the SBS Share
Scheme. SBSwasthe nationa public transport com-
pany created from the merger of several privateand
public bus services. Thefirmwaslisted onthe Stock

Exchange of Singapore (SES) in 1978.

The SBS Share Scheme allowed the use of CPF
savings to buy SBS shares. This marked the first -
time CPF tender was allowed for securities invest-

ments. A total of 31,500 CPF members (2.35 per-
cent) withdrew S$18.8 million (0.3 percent) of the
funds to subscribe to the initial public offering. Al-
most 90 percent of the subscriptionswerefor asingle
lot of 500 shares. The stock was listed on 26 June
1978. By 31 December of that year, only 26,000 CPF
members were still holding the shares.

The government actually encourages greater pub-
lic participation in the securities markets, as part of
the move to give citizens a direct share in the
country’ sassets (“ SingaporeInc.”). Therather luke-
warm response to the SBS Share Scheme, however,
reflected the average individual’s unwillingness to
risk his pension even for potentially higher returns.
The next sections will expand on this brief account
of the government’ sapproach to liberalizing the use
of CPF savings for risky investments.
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Government Philosophy on
Risky Investments with
Central Provident Fund Savings

working papers.

early years of the country’ s independence.

On the other hand, the government knowsthat an
accumulating national pension fund that is not ac-
tively deployed becomes an economic dead weight.
It istherefore not averseto the judicious use of such
savings before the individual’s retirement. In this -
regard, the government holds fast to two principles
in the use of CPF savings. Oneisthat it must be a -
form of investment and not outright consumption. -
Premature consumption of one’sown pensionisnot -
allowed. The other principle is that investment de- :
cisionsare made only by theindividual. Thisiscon- :
sistent with the philosophy of individua responsi- :

- hility for retirement. If the savingsareto beinvested,
.~ the individual should make the decision and bear
~ therisk. Only recently (in February 1998), the gov-
To understand the devel opment of the various CPF :
investment schemes, one must have a better appre- :
ciation of the government’ s philosophy on the use :
of CPF savings for risky investments. Aside from :
foreign reserves, CPF savings form the largest :
single pool of investable fundsin Singapore. If the :
American model of pension fund management were :
to be applied, it could be assumed, as it often has :
been, that the CPF Board would manage the funds :
to obtain maximum returns for future retirees, but -
this is not the case. This misperception has sur- :
faced in some formal articles and studies such as -
Pacific Economic Cooperation Council (PECC) :
3 depth in the financial markets. Annual investment

The government has a paternalistic view of its -
role in ensuring the welfare of the people. It has, -
however, consistently repudiated social welfarism -
and stressed self-reliance, letting the individual as-
sume responsibility for his own retirement. Hence, -
it has adopted the funded pension schemeinstead of
the pay-as-you-go system used in most Western -
countries. The government, through the CPF Board, -
acts as custodian of the retirement savings. Self-suf- -
ficiency during retirement requiresasubstantial level
of compulsory savings. Thisaccounted for therapid -
rise in the CPF contribution rate, especially in the
. and letting a pension fund take the risks on his be-

ernment rejected a recommendation of a special
committee”” to allow the individual to choose a pri-
vate pension fund other than CPF. In the words of
the deputy prime minister and chairman of MAS:
“We have CPF and that’ samajor feature of theland-
scape. It will be adjusted, modified, trimmed at the
edges but it will not go and we work our system
around it.” "

In principle, the government is not against the
individual risking some of hispension money for a
possibly higher return. In fact, it strongly encour-
ages securitiesinvestment, both to broaden partici-
pation in “Singapore Inc.” and to develop greater

seminars have been organized to give free advice
on the basics of stock trading. Commercial banks
have been allowed to provide facilities for indi-
vidual buying and selling of shares. When shares
in Singapore Telecommunications were floated, ev-
ery Singaporean CPF member was given group A
shares at adiscounted price. Such shares could not
be purchased with cash, which made them exclu-
sive to Singaporean CPF members. CPF savings
can also be invested in approved unit trusts. But
despite all these, the government makesaclear dis-
tinction between letting the individual take risks

half. Should the individual lose all that has been
risked, there is no one else to blame. The govern-
ment is not obliged to bail out the individual, who
alone must pay the price for risk taki ng.12
However, if retirement funds arelost by a private
pension management firm, the consequences are
very different. Inthefirst place, such alossislikely
to affect many. The effect is widespread and the
amount involved, probably large. A political prob-
lem can quickly be created if the government ig-
nores the plight of those affected. Besides, the gov-
ernment would haveto bear moral responsibility for
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having allowed the event to occur. The collapseof a -
pension firm could be regarded as supervisory neg-
ligence and would be quite a disaster. The govern- :
ment has built its reputation on trust. It has prided :
itself onitsstrong regul ation and supervision to safe- |
guard the individual’ s interest. Thisis a major rea- :
son why Singaporeans, in general, have tolerated a

high degree of intrusion into their personal lives.

The disapproval of nationwide private pension
management schemes does not, however, meanthat -
the government is against the principle of having -
pension schemes apart from cPE."In fact, thereare -
about 100 corporate pension schemesin Singapore,
most of them set up by multinational corporations
based in the country. In December 1993, tax laws
were even amended to make the employer’s contri- -
bution to such pension funds tax-deductible and to
exempt from taxation any gains invested by the -
funds. Contributions to corporate pension schemes
must, however, be over and above CPF contribu-
tions by both employer and employee. Besides, con-
tributions to corporate pension schemes must come
only from the employer. Such schemes are largely
not portable unlike CPF. The Schroder group, for
instance, contributes 2 percent of an employee’s
salary to its corporate pension fund. The employee
must serve at least five years to be eligible for any
distribution. Withdrawals can be made only after 14
years of service. The government does not regulate

the operations of such funds.

Thegovernment has given the CPF schemeaclear
purpose. It is a mistake to view CPF as a conven-
tional pension management institution. It isno more
than apassive depository and, assuch, the fund does
not compile detailed statistics on the investment
activities of its members.

Central Provident Fund—Approved
Investment Schemes

The CPF Approved Investment Scheme (CPFAILYS)
was first introduced on 1 May 1986 under the con-
cept of asset enhancement. By then, the Approved
Residential Properties Scheme, wheretheindividual
could use his CPF savingsto purchase private prop-
erty for residence or investment, had been in place
for five years. Over the past 11 years, CPFAIS has
undergone much fine-tuning. The most significant
modification was the introduction of the Basic In-
vestment Scheme (BIS) and the Enhanced Invest-
ment Scheme (EIS) on 1 October 1993. Table 5
showsthetypesof instruments permitted under each
of these schemes. The essential difference between
the two schemes lies in the scope of investment,
whichiswider for EIS but at the expense of ahigher
cash reserve in the CPF account.

If the investment schemes were meant to unlock
CPF savings into the securities markets, the mea-
sures can beregarded as minimally successful at best.
At the end of 1996, 373,895 CPF members, or 13.6
percent of the outstanding membership, had made

AU Scope of Investment under the Basic and Enhanced Investment Schemes

Basic Investment Scheme (BIS)

* Fully paid ordinary shares of Singapore-incorporated
companies listed on the main board of Stock Exchange
of Singapore (SES) only

* Loan stocks of trustee companies approved under the
BIS

» Approved unit trusts

* Gold and fully paid ordinary nontrustee shares or loan
stocks of Singapore-incorporated companies listed on
the main board of the SES (limited to 10%)

Enhanced Investment Scheme (EIS)

* Fully paid ordinary shares of Singapore-incorporated
companies on both the main board of SES and Stock
Exchange of Singapore Dealing and Automated
Quotation (SESDAQ)

» Loan stocks of Singapore-incorporated companies
approved under the EIS

» Approved unit trusts

» Gold (limited to 10%)

» Government bonds

» Fund management accounts

» Bank fixed deposits (minimum of one year)

* Endowment insurance policies
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cumulative net investments of S$15 billion. Thiswas -
20.7 percent of the members' balance in CPF, ex- :
cluding the money previously withdrawn for invest- :
mentsin properties or securities. Including the S$15 :
billion and ignoring the cash reserve required for :
each account, the securities investment amounted :
to 17.1 percent of the investable funds in CPF. :
Viewed from another angle, more than 80 percent 3
of the compulsory savings remain as passive depos- :
its. It is no surprise then that the CPF Board contin- :
uesto demand increasing amounts of SGSto absorb :

the funds.

of the annual contribution and of the CPF members’
balance.

SR \Withdrawals under CPFAIS as a
Percentage of Annual Contribution
and Members’ Balance

Percent
45

B Net amount withdrawn in the year as
40 a percentage of members’ contribution
in that year

35 | m Balance of withdrawals under CPFAIS
30 as a percentage of members’ balance

25

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996

CPFAIS = Central Provident Fund Approved Investment Scheme.

contributions was among the lowest since the intro-
duction of the CPFAIS.

In a keynote address on 3 September 1996, the
SES president mentioned the types of investments
made under CPFAIS." Most of them are on penny
stocks. Figure 5 shows the price range of stocks
bought under the investment schemes. In terms of
market value, investments madein equitieswith CPF
savings accounted for 3.4 percent of SES market
capitalization and for 5.8 percent of the total num-
ber of sharesissued. The SES president cited these

: figures to highlight the highly risk-averse nature of
But if the proportion of the CPF balanceinvested :

in securitiesislow, the percentage of contributions : Eilee Retee 6 Sinels Beveli Ut

drawn under CPFAISin recent years has been even - CPFAIS

lower. In 1996, S$1.0 billion was withdrawn under :

CPFAIS. Thiswas 6.8 percent of the S$14.6 billion -

in CPF contributionsmadethat year. Figure 4 shows

the net withdrawals under CPFAIS as a proportion -

investments made with CPF savings.

>S$3 (23%)

<S$2 (68%)

S$2-S$3 (9%)

CPFAIS = Central Provident Fund Approved Investment Scheme.

Besidesrisk aversion and, generally, unfamiliar-
ity with securities investment, there is another rea-

- sonfor thelack of enthusiasm for CPFAIS. The pro-
- cedure for withdrawing CPF savings for securities

investments is especially cumbersome and compli-

. cated. Over and above the basic requirement to have
. a brokerage account, there is the need to open an
. account with an approved local bank. Each time the

individual makes a purchase with his CPF savings,

- that bank has to apply to the CPF Board for a re-

The spikein 1993 was due to the subscription for -
Singapore Telecommunications, which remainsthe
largest public listing on SES. The percentage of net -
withdrawalseach year providesamore accuratepic- -
ture of the use of CPFAIS. After theinitial euphoria :
in 1987, net withdrawals have remained low except -
in 1993. In 1995, net withdrawal as a percentage of :

lease of funds from his account. Besides keeping a
record of the flow of funds from and to CPF for the
individual, the bank also acts as the nominee for al
acquired securities. In other words, the CPF mem-
ber does not get to register in his own name the
securities he paid for. Since the registered share-
holder is the bank (which acts for numerous CPF
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members), the stock-issuing firm is not obliged to -
make annual financial statements available to the
individual investor. The CPF member hasto ask for -
acopy of the annual report if he wishesto have one. :

But the securities ownership issue, while unpal- :
atable, is not what deters many from investing their :
CPF savings. Rather, it is the determination of how |
morethan one million individual s accepted the offer,
- the price of the share did not find much support.

Investmentsin securities cannot take up theentire
baance in an individua’s CPF account. Besides a
cash reserve, a minimum sum, which can be partly
made up of the amount used for property acquisi-
tions, must be kept in the account. These reserve
amounts are different for the Basic Investment
Scheme and the Enhanced Investment Scheme. If
all these required reserves are taken into account,

much of a CPF account balance can be used for
CPFAIS that totally deceives most people.

only 80 percent of the balance can be used.

If an individual places a buy order and is later -
told by his CPFAIS bank that there are not enough
funds in his CPF balance to complete the order,15 j
there are two solutions to the problem. Oneis for
the broker to execute a sell in the cash market at an
unfavorable price to offset the buy. The other isfor
the individual to top up the shortfall withacashde-
positinto his CPFAIS account.” Theindividual may
withdraw this cash later by making another applica-
tion, on the condition that sufficient cash has been

generated by another sale of securities.

members have given up on it.

Impact of Central Provident
Fund—Approved Investments on
Trading Volume and Prices

terslike trading activity. One can, nevertheless, in-
fer from some events how much, or how little,
CPFAIS affects the market.

As briefly described above, the government dis-
tributed Singapore Telecommunications group A
sharesto all Singaporean CPF members except those
who opted not to participatein the scheme. Although

After a short rise, the price went on a sustained
dide” This episode suggests that widespread sub-
scription or ownership through CPFAIS does not
tranglate into support for a share's price.

The preference for penny stocks also means that
investments with CPF savings make very little
impact, if any, on the stock market.

Macroeconomic Policy
Implications of the Central
Provident Fund’s Role

The impact of the CPF scheme in the early years
of Singapore’ sdevelopment is unequivocal. With-
out it, capital mobilization for the massive public
housing project would not have been possible.
When the economy went into a recession in 1985
because of structural inflexibility, a reduction in
the employer’s contribution to CPF helped in the

~quick turnaround.

The CPF Board tries to keep the public updated
on CPFAIS guidelines, but the schemeisalready so .
complicated and is changed so often that most CPF

Thelarge pool of CPF savingshascertainly helped
Singapore build up its foreign reserves. Asthereis
no separate accounting for the CPF savings tapped

- through the issue of government bonds, there is no
~ way of determining how much of these savingsis
. channeled into infrastructure devel opment and how

muchisinvested overseas. But it isbelieved that the

. government began investing CPF savings overseas
Givenitslow level of use, CPFAIS haslittleimpact
on the primary and secondary equity markets. Since -
decisions associated with CPFAIS are made indi- -
vidually, the CPF Board has no obligation to keep
track of and provide aggregate information on mat- -

in the early years of the scheme.”” What is more
widely known, though, isthat the government rarely
directs funds managed by MAS, and later by the
Government of Singapore Investment Corporation,
into the domestic financial markets.
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Conclusion

development in Singapore.

housing.

The contribution of the system to financial mar- -
ket development is quite different. In the govern-
ment bond markets, the CPF is the biggest partici- -
pant but a serious dead weight. More than 70 per-
cent of government bonds are held by the fund. As
the government runs a nearly perpetual fiscal sur-
plus, there is no need for public debt. Government
bonds areissued purely to meet the demand of com-
mercial banks for their statutory reserves. MASan-
nual reports, almost without fail, mention this fact. -
With CPF soaking up increasingly large amounts of -
government bonds, the government has little room -
to increase the size of public debt for privateinvest-
ments. As a passive national custodian of pension -
funds, CPF is under no pressure to produce com-
petitive returns for its members. This means that it :
does not need to actively tradeto maximizetheyield :
- funds oversess.

on itsfunds.

With CPF literally sitting on 70 percent of the

: government bonds issued and the government not

The economic success of Singapore has attracted :
much attention to its CPF pension scheme. Not only :
hasthe scheme cometo symbolizethe“ Asian value” :
of ahigh savingsrate, it has also been regarded asa :
strategic tool for the government to manage com- :
petitiveness and develop markets. Given the other 3
major success of Singapore as a financia center, it :
has often been assumed that directing CPF savings :
into the financial market has been a critical factor. -
This seemsto be anincorrect impression. In spite of :
its very significant role in social development, par- :
ticularly in housing and healthcare, the CPF system, -
in fact, had a negative impact on securities market :
- theamount of bondsissued were halved, therewould
The CPF systemisdefinitely acritical elementin -
the government’ s success in providing housing to -
the masses in the early years. Through a carefully
controlled circular flow of funds, CPF savings have 3
been used to enableindividualsto fund the construc-
tion and ownership of government flats. Today, -
about 80 percent of Singaporecitizensresideinsuch
~ increasingly been liberalized, the response to the in-

wanting to issue more bonds than are needed, sec-
ondary market activity has been limited. In dollar
terms, the average daily volume has only begun
to recover to its levels in the late 1980s when
SGSM was revamped. As a percentage of the
amount outstanding, trading volume in 1996 has
actually declined to half the level of 1988. Fur-
thermore, half of the trades are repurchase agree-
ments. Even for outright trades, almost all are
between commercial bankstrying to manage their
reserve ratios.

One may actually see a more robust government
bond market if there were no CPF scheme. Even if

still be a surplus for investors other than the
commercia banks. Wider participation could pro-
duce aspillover effect on the anemic corporate bond
market.

The CPF scheme makes amost as little contribu-
tion to the devel opment of theequity market. Although
the use of CPF savings for securities investment has

vestment schemes continuesto below. 1n 1996, only
6.8 percent of the CPF contributions were redirected
to the stock market. In the same year, the value of
securities held through CPFAIS amounted to
3.4 percent of thetotal market capitalization. Thiswas
10 years after the introduction of CPFAIS. Sincethe
CPF Board does not actively manage its funds, this
means that CPF sits passively on a huge pool of sav-
ings. In 1996, the balance due to CPF members
amounted to 55 percent of the gross domestic prod-
uct. This amount does not include funds that were
aready withdrawn for housing, property, and securi-
tiesinvestments. Although CPF fundsare placed with
the government through the purchase of SGS, it is
unlikely that much of these funds are channeled into
the Singapore securitiesmarkets. Asagenera palicy,
the government investsits surpluses and other public
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The complicated procedure for keeping the re-
quired minimum reservesin cash or other formsand |
the burdensome task of having to instruct an ap- :
proved commercia bank to transfer funds from and :
to CPF certainly did not help popularize CPFAIS.
To make matters worse, the schemes are modified |
every year, leaving many CPF memberstotally con-
fused about the latest guidelines. Not a few indi-
viduals who actively invest their CPF savings have -
been caught with insufficient fundsin their CPF ac- -
counts to fulfill buy orders even when the account
- there is almost no shortage of voices advocating

Thewell-documented unequivocal successof the -
CPF system on the social development front has
probably led to a misperception of itslarge positive
contribution to financial markets in Singapore. If
anything, the current CPF system has been adrag -
and not a boost to the development of securitized -
* The answer would be yes, if the necessary ingredi-

A natural questionthenisif CPF canbereformed -
tomakeapositive contribution to capital market de-
velopment in Singapore and, if so, what arethespe-
cific changes that would have to be made. The an-
swer in short is no, but changes can surely be made
- choosethelevd of risk rather than avoid it atogether.

statements showed a healthy balance.

debt and equity marketsin Singapore.

to aleviate some of the drawbacks.

The recommendation to move all or part of CPF
toward the Chilean system where the individual
chooses one of several authorized investment funds
to save with was soundly rejected. The pension as-
pect of the CPF remains the paramount consider- .
ation and asfar asthe government isconcerned, sav- .
ingsfor retirement cannot be exposed torisk. Infact,
the most recent debate on CPF is whether the Spe-
cial Accountisreally largeenoughto seeonethrough
retirement. Calls have been made even by Members
of Parliament to raise the minimum sum in thisac-
. gamblewith his“nest egg.” Even for thosewho over-

count.

Unlike some more recently designed pension .
schemes (the Chilean system being one of the most .
well-known), CPF was not conceived with capital -
market development in mind. Until today, boosting -
- trast, exhausting available CPF savingsfor property,

market development is not a magjor objective. The

calibrated stepsto relax constraints on securitiesand
other forms of “risky” investments (rea estate is
generally not regarded as such) may be considered
as concessions to the populace who felt deprived of
the opportunity to benefit from the booming stock
market in the latter half of the 1980s. Caution on
the risk of such investments was repeatedly raised,
and the printed press is generously supplied with
data on how worse off those who invested were
compared with those who simply left their savings
in CPF. When the stock market performs badly,

the abolition of the use of CPF savings for securi-
ties investments.

If theindividual could withdraw part of his CPF
savings to be placed in unit trusts, would this not
have the same impact on the capital markets just
like the Chilean model, in function, if not in form?

entswere in place. Of these, the most critical isthe
individual’s propensity for risk taking.

In the Chilean moddl, risk taking is institutional-
ized. Thefunds compete for accountswith their per-
formanceonrisk and return. Theindividual canonly

Besides, there are not many funds to choose from.
While the CPF account holder could have done
nearly the same, there are several important differ-
ences here. First, theindividual in the CPF scheme
ismadeto savein risk-free depositsby default. Mov-
ing out of this position requires not only aconscious
effort; it involves breaking a psychological barrier
toward risk taking for those who have never invested
in securities before. Asin many other cultures, the
Asian mindset associates risk taking with gambling,
avice that becomes more deplorable if one were to

comethisbarrier, the degree of risk-aversion remains
high. It is not surprising then that the bulk of invest-
ments made with CPF savings are in penny stocks
where the downside is much more limited. By con-
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whether for residence or for investment, isperceived -
favorably evenif financial economicsshow that real :
estate investment need not be less risky than stocks :
~ tribution to capital markets in the short term, it

Aside from the attitude toward risk taking, infor- -
mation cost is another barrier to the CPF' shaving a :
positive effect on capital market development. The :
problem hereistherange of choicesavailableto the 3
individual. These include fixed deposits in a bank, :
bonds, unit trusts, and even gold. The number of :
approved unit trusts alone continues to increase al- :
most yearly. In essence, the individual has to deter- :
mine his own portfolio against his utility function. :
When it comesto financial investment, both the cost -
of information and information overload would eas- -
ily overwhelm the layman. Couple thiswith inertia, :
many individuals simply leave their CPF savings 3
~ tal market development in mind. Even today, how

CPF can make a big impact on the capital mar-
kets provided investment options allowed under -
CPFAIS are fully exploited. In turn, this requires
all CPF members to be knowledgeable about fi-
nancial investment and the accompanying risk and
return. That might have been the government’sin-
tention all along. That is, risky investments should -
be engaged in only when the individual is ready; -
they should not be delegated to a professional by -
default, as in the Chilean system. Thisisthe rea- -
son why the CPF Board can act only asacustodian
and not manager of CPF savings. The government
is prepared to educate the populace on these mat-
tersthrough free seminars and other events but will
not permit abdication of personal responsibility, a -
central pillar of social welfare management. Given
such realities, it will be a long while before CPF 3

and shares.

aone.

has any noticeable effect on capital market devel-
opment.
If there were any way to improve the CPF’ s con-

would haveto be the simplification of transactions
made under CPFAIS. Some steps in this direction
have been made since CPFAIS was first imple-
mented. More, however, could be done. For in-
stance, since the amount of CPF savings does not
remain static for aworking individual, it might be
easier to put apercentage limit on the monthly con-
tribution that can be placed under CPFAIS rather
than requiring the maintenance of various minimum
sums in the CPF account. All the improvements
would, nevertheless, not make CPF a boost to the
capital market.

In conclusion, CPFwas never conceived with capi-

CPF can be reformed to improve the capital market
isnot apriority. It isunequivocally clear that CPF is
meant to be a socia fund first and foremost, and any
liberalization to accommodate desires for higher re-
turn through higher risk arelargely concessionsrather
than part of an active agenda. The most recent preoc-
cupation with CPF savingsis not whether they have
been too much but rather whether the contribution
rate is high enough to provide an adequate pension.
As a socia fund, CPF has made valuable contribu-
tionsto the country’ sdevel opment. Changing its pur-
poseto makeit resemble the Chilean model has been
officialy proposed and rejected. Theunfortunate side
effect isthat it has al so become adrag to capital mar-
ket development. But it is highly unlikely that the
government would consider thisdrawback significant
enough to redefine CPF.
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Appendix 1

A Chronology of Measures to
Liberalize the Use of Central
Provident Fund Savings

1968. The Public Housing Scheme (PHS) is :
implemented. Thislow-cost housing scheme enables |
members to withdraw their Central Provident Fund
(CPF) savingsto buy low-cost flats from the Hous-
ing and Development Board (HDB) and Jurong -

Town Corporation (JTC).

1 Dec 1975. The CPF (Approved Housing -
Scheme) Regulations, 1968, are amended to allow a
member who has applied to purchase a flat from -
HDB or JTC, to pay adeposit for theflat with all or -
part of his balance in the fund. Members can with- -
draw the deposit payment of 20 percent of the pur- -
chase price from their accountsin the fund right af- -
- vate housing, isintroduced. ARPS allows members

1975. The Approved Middle-Income Housing -
Scheme isintroduced to allow the purchase of resi- -
dentia properties from the Housing and Urban De-
velopment Co. (Pte) Ltd (HUDC) by middle-income
members who would otherwise not be able to ac-

ter registering for aflat.

. . 1
quire their own homes.

11 Feb 1977. The Housing Scheme is extended
in 1977 to enable officers of the Singapore Armed
Forces to use their CPF balances and monthly con-
tributions to buy flats built by the Ministry of De-

fense.

9 Sept 1977. An amendment to the CPF (Ap- .
proved Middle-Income Housing Scheme) Regula-
tions, 1975, is made. This amendment providesthat
the first withdrawal by a member of the fund to be
used asadeposit for the purchase should not exceed

5 percent of the price of the property.

April 1978. The Singapore Bus Services (1978) .
Ltd. Shares Stock Scheme is introduced to enable
membersto withdraw their CPF savingsfor the pur-

lon1 May 1982, HDB also became responsible for providing
middle-income housing as a result of the merger of the Housing .

and Urban Development Co. (Pte) Ltd. with HDB.

- chase of shares of Singapore Bus Services (1978)

Limited. It allows members to have a stake in the
republic’'s major public transport company and to

- enjoy concessionary ratesfor travel to and fromtheir

place of work.

1980. The CPF Act is amended to mitigate the
hardship of bankrupts. Under the amendments, bank-
rupts can withdraw their CPF savings for the pur-
chase of HDB/JTC flats. They can aso withdraw
from their CPF savings a monthly sum, to be deter-
mined by the CPF Board for their maintenance if
they have reached the age of 55, or are physically or
mentally incapacitated or of unsound mind. In addi-
tion, the Minister of Finance may aso approve the
total withdrawal of CPF savings of an undischarged
bankrupt if he qualifies on the same grounds.

1 Jun 1981. The Approved Residential Proper-
ties Scheme (ARPS), anew housing schemefor pri-

to use their CPF savings to buy private residential
properties for their own use or for rental. Its objec-
tive is not just home ownership, as in the case of
other housing schemes, but also to give members a
hedge against inflation.”

1 Nov 1981. The Home Protection Insurance
Scheme (HPIS), a mortgage-reducing insurance
scheme, isintroduced. HPIS protects members and
their dependents against the loss of their homes by
paying the outstanding loans on their HDB, JTC,
HUDC, or Ministry of Defense (MINDEF) flats,
should the members become permanently disabled
or die.

Nov 1983. The CPF Board eases its rulings on
the use of CPF savingsto purchase HDB resaleflats.
Previously, the amount of savings that a member

2ARPS was implemented in two phases. The first phase, imple-
mented from 1 June 1981, allowed a member to use his CPF
savings to redeem all or part of his outstanding housing loan on
one private residential property. The second phase, from 1 Jan
1982, enabled a member to use his CPF savings to make direct
payment to the vendor or developers for the purchase of a resi-
dential property. In both phases, the member’'s accumulated
savings and monthly contributions could also be used to meet
installment payments on his housing loan.
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could withdraw for their purpose could not exceed
HDB'’s posted price for a resale flat. Now, he can :
withdraw up to 140 percent of the “posted price,” :
which is nearer the market price of such property. :
Thishascertainly madeit easier for membersto buy :

HDB resale flats.

Mar 1984. To enable members to upgrade their :
homes or buy additional properties for investment, :
the three-year time bar on the reuse of CPF savings :
under the board’s ARPS is relaxed. A member can -
immediately reuse his CPF savings to buy a second :
property if he has already owned for five years his :
first property bought under ARPS and has refunded :
to CPF, with interest, savings he withdrew for that -
- bers are allowed to use funds to purchase commer-

1 Apr 1984. The Medisave Scheme takes effect. -
A third account, called the Medisave Account, is 3
created for each CPF member in addition to his Or-
dinary and Special Accounts. Thisschemeformspart
of the National Health Plan. It provides for asmall
but regular sum of CPF savingsto be set aside each
month to help members meet their hospitalization -
~ reduced contributions of such membersfor aperiod

The balance in each member’s Special Account -
istransferred to his Medisave Account. Henceforth,
the 6 percent CPF contribution previously credited -
to the Special Account will now go to the Medisave

purpose.

expenses in government hospitals.

Account.

1 Apr 1985. The Medisave limit for those above -
. their Ordinary and Special Accounts at age 55 after
Jun 1985. The Medisave Scheme is extended to -

55 years of ageis raised from S$5,000 to S$5,500.

include the National University Hospital.

one residentia property with their savings.

grandparents who are Singapore citizens or per-
manent citizens.

1 Apr 1986. A ceiling of S$5,000 is set for the
Medisave Account. For those above age 55, the ceil-
ing israised to S$6,000.

1 May 1986. The Approved Investments Scheme
isintroduced to give CPF memberstheflexibility to
invest their CPF savings in trustee and approved
stocks, unit trusts, convertibleloan stocks, and gold.
The objective is to enable members to earn higher
returns if they can, so as to enhance their savings
for old age.

The Approved Nonresidential Properties Scheme
(ANRPS) is introduced. Under this scheme, mem-

cial and industrial properties.

Jun 1986. The Government Bridging Loan
Scheme, administered by the CPF Board on behalf
of the government, is introduced to assist private
homeowners who might be adversely affected by
thereduction in CPF contributions. The scheme pro-
vides low-cost bridging finance to make up for the

of two years.

1 Nov 1986. The Approved Investments Scheme
isliberalized to let members use up to 40 percent of
their investable savings for approved investments.

1 Jan 1987. The Minimum Sum Scheme (MSS)
enables members to withdraw all their savings in

setting aside a minimum sum in the Retirement Ac-

~count, which acts as asafety net for membersto fal

20 Jul 1985. Members are permitted to use the
entire amount in their Ordinary Account to buy pri- -
vate property and to redeem outstanding housing -
loans. Prior to this, they were ableto useonly upto
90 percent of the funds in their Ordinary Account.
In addition, members are allowed to buy more than 3
- CPF. From age 60, a member receives a monthly

1 Jan 1986. The Medisave Scheme is further
extended to include seven private hospitals and :
also to cover the hospitalization expenses of :

back on in case they have no other means of sup-
port. The maximum amount to be set aside in the
Retirement Account is S$30,000 for an individual
and S$45,000 for amarried couple. Thesavingsinthis
account can be used to buy an approved annuity, which
is deposited with an approved bank or retained with

payment of at least S$230 until the minimum sum
plusinterest is exhausted. Members can also pledge
their propertiesin place of the minimum sum.
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1 Apr 1987. MSS is extended to enable indi- -
viduals (CPF and non-CPF members) to provide -
for their parents’ or their own old-age needs. They :
can tap their Retirement Accounts through trans- :
fers of CPF savings or with cash. Siblings can also |
combinetheir CPF savingsto tap their parents' Re- :
tirement Accounts. If amember ispermanently dis- |
abled, he is not required to set aside a minimum

sum.

For those above age 55, a ceiling of S$6,500 is

set for the M edisave account.

Aug 1987. Four approved unit trusts, namely, the
Shenton Thrift Fund, the Savers Capital Fund, the
Union Singapore Fund, and Unifund, are included

under the Approved Investments Scheme.

1 Jan 1988. The limit on the use of CPF savings
under ARPS israised from 80 to 100 percent of the
valuation price. Members can thus use more of their
CPF savingsto buy properties or servicetheir hous-

ing loans.

The use of Medisave for hepatitis-B vaccinations

is extended to private clinics.
Mar 1988. The Home Protection Insurance

fore joining the scheme is introduced.

1 Apr 1988. For those above age 55, aceiling of

S$7,000 is set for the Medisave Account.

vaccinations is extended to polyclinics.

1 Nov 1988. Childless couples can use up to .
S$2,000 of their Medisave savings to pay for as-

sisted conception procedures.

April 1989. The minimum sum to be set aside
under MSS is S$30,900 for an individual, and .
S$46,400 for a married couple. The upper limit is
also revised upward. Members or their parents can
now enjoy a higher limit. By paying alower annual
premium with his CPF savings, amember isinsured
for a sum of S$30,000. He or his dependents will
receive the money should he become permanently -

disabled or die.

14 May 1989. The Dependents’ Protection In-
surance Scheme is introduced. It is an optional
life insurance scheme that gives financial protec-
tion to CPF members below 55 years of age. It
covers members against permanent disablement
or death.

1 Jun 1989. The Approved Education Scheme
(AES) isintroduced. It enables members to borrow
part of their CPF savings to pay for their own or
their children’ stertiary education, subject to the 40
percent investable savings limit.

Jun 1989. Medisave is extended to include the
use of renal dialysis and radiotherapy at the Mount
Elizabeth Hospital.

Sep 1989. Medisave is extended to include the
use of renal dialysis and radiotherapy at the
Singapore General Hospital.

1 Apr 1990. The minimum sum to be set aside
under MSS is S$31,600 for an individual, and
S$47,400 for a married couple. The upper limit is
aso revised upward.

1 Jul 1990. MediShield, acatastrophicillnessin-

~ surance scheme, isintroduced. It helps participants
Scheme (HPIS) isfurther refined. A health declara-
tion to determine the insurability of individuals be-

pay for their hospitalization expenses when they are
struck with prolonged or serious illnesses.

1990. The use of Medisave savingsis extended to
include psychiatric treatment at private hospitas and

. eyesurgery at the Singapore National Eye Center.
1 Jun 1988. The use of Medisave for hepatitis-B

1 Apr 1991. The minimum sum to be set aside
under MSS is S$32,700 for an individual, and
S$49,100 for a married couple. The ceiling is aso
revised upward.

1991. Repayment of education loans begins.

Medisave is extended to cover outpatient chemo-
therapy treatment for cancer at approved hospitals
and centers, and for treatment at the Bal estier Medi-
cal Center. Members have to set aside S$9,000 in
their Medisave Account when they withdraw their
CPF at age 55.

Medi Shield is extended to cover cyclosporin pre-
scriptions for patients who have undergone organ

- transplants.
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1 Apr 1992. The minimum sum to be set aside
under MSS is $$33,800 for an individual, and -
S$50,700 for a married couple. The limit is also :
~ ment at the Ang Mo Kio Community Hospital.

revised upward.

Members have to set aside S$10,000 in their -
Medisave account when they withdraw their CPF :
: purchase price of the flat or its market value at the

1 July 1992. MediShield is extended to cover
members up to 70 years of age. The claim limit is :
also revised upward to give better benefits to CPF :
members for their hospitalization and medical ex- :

savings at age 55.

penses.

Medisave is extended to all self-employed per- :
sons. By contributing to Medisave, the self-em- :
: up to 100 percent of the purchase price of the prop-

1 Dec 1992. Non-Residential Properties Scheme
(NRPS) members can use their CPF savings to in- 3
vestin commercial propertieswith aremaining lease -
~ ditional amount members can use is up to 80 per-

Residential Properties Scheme (RPS) rules are -
relaxed to allow members to use their CPF savings
to buy private properties with a remaining lease of -
- own houses. They arealowed to withdraw their CPF

1992. Medisaveis extended to cover treatment at
the St. Andrew’s Community Hospital and outpa- -
tient azidothymidine (AZT) treatment for AIDSpa- -
- under RPS and now wish to totally demolish the

Fourteen trustee stocks, one loan stock, and one -
primary shareissue are added to the list of approved -
investments. Another two trustee stocks that do not -
meet the requirements set out in the Trustees Act -
. (BIS), a member may use up to 80 percent of his

1 Jan 1993. Medisave is extended to cover out-
patient chemotherapy treatment at approved private -
- and unit trusts. Ten percent of his investable sav-

1 Apr 1993. The minimum sum for anindividual
is revised from S$33,800 to S$34,600. For a mar- -
ried couple, the new minimum sumis S$51,900. The 3
- CPF savingsin excess of the S$50,000 cash balance

Members below age 55 are required to set aside :
up to S$16,000 in their Medisave Account, while -
those who withdraw their savings at age 55 have to :

ployed are also covered by MediShield.

of 60 years, instead of the previous 75 years.

60 years, instead of 75 years.

tients at approved hospitals.

are removed.

clinics.

limit is revised upward.

set aside S$11,000 for their health-care needs dur-
ing retirement.
1 Jun 1993. Medisaveis extended to cover treat-

1 Oct 1993. Under the Public Housing Scheme,
members can withdraw up to 100 percent of the

time it was bought, whichever islower. When this
limit is reached, members can further withdraw up
to 80 percent of their gross CPF savings in excess
of the minimum sum to repay their outstanding
housing loan.

Under RPS, before 1 October 1993, members
could withdraw from their Ordinary Account only

erty or its value at the time it was bought, which-
ever islower. From 1 October 1993, they can with-
draw further to repay their outstanding loan. The ad-

cent of their gross CPF savingsin excess of the mini-
mum sum of S$34,600. In addition, members can
use their CPF savings to buy land and build their

savings only after the construction of the building
has been completed and the temporary occupation
permit issued. CPF members who have properties

houses to build new ones can also use the CPF sav-
ingsto repay theloan taken out for the construction.

TheBasic and Enhanced Investment Schemesare
introduced. Under the Basic Investment Scheme

savings, after setting aside a minimum reserve of
S$34,600, to invest in trustee shares, loan stocks,

ings may aso be invested in gold and nontrustee
shares. Under the Enhanced Investment Scheme
(ElS), a member may use up to 80 percent of the

inhisOrdinary and Special Accountsfor investments
approved under BIS. In addition, he may also invest
in shares and loan stocks listed on Stock Exchange
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of Singapore Dealing and Automated Quotation -
(SESDAQ), government bonds, bank deposits, fund -
management accounts, and endowment insurance :
policies. A CPF member can only have either aBIS

or an EIS account at atime.

Oct 1993. Under the government’ sasset enlarge- :
ment program, Singaporeanswho are CPF members
are ableto buy Singapore TelecommunicationsLtd. -
group A shares, which are special discounted shares.
The aim is to make Singapore a share-owning as
well as home-owning society, thereby giving -

Singaporeans a greater stake in the country.

1993. The CPF Share Ownership Top-Up Scheme
(SOTUS) isintroduced to help Singaporeans own
shares. ItgivesaS$200cashgrantto Singaporeansaged
21yearsandabovewho contributedandretained S$500
intheir CPF accountsduring thequalifying period be-
tween1Mar 1993and 31 Aug 1993. Memberswhoput -
~ additional S$200 in their CPF Ordinary Accounts

inlessthan S$500 receive aprorated amount.

1 Apr 1994. The minimum sum for anindividual -
isincreased to S$35,400. For a married couple, the
new minimum sumis S$53,100. Thelimitisrevised -

upward.

Members below age 55 are required to set aside
up to S$17,000 in their Medisave Account. Those
who withdraw their savings at age 55 have to set
aside S$12,000 for their health-care needs during

retirement.

1 Jul 1994. MediShield Plus is introduced .
for those who want a higher coverage than that of-
fered under the regular MediShield. It works the
same way as MediShield and hastwo plans, Plan A

and Plan B.

Medisave is extended to cover day treatment at
. creased from S$30,000 to S$36,000 to take into ac-
1 Sep 1994. Medisave is extended to cover treat-

the Alexandra Day Hospital.

ment at the Ren Ci Hospital.

1 Nov 1994. Medisaveisextended to cover treat- .

ment at the Assisi Home and Hospice.

1994. All self-employed license holderswill have
to be up-to-date in their Medisave payments before -
- and two fixed-deposit banks under BIS and EIS.

they can apply or renew their licenses.

The Singapore government introduces the second
Share Ownership Top-Up Scheme to help
Singaporeans own shares. A cash grant of S$300
will be given to Singaporeans who contributed at
least S$750 in their CPF accounts during the quali-
fying period between 1 Mar 1994 and 31 Aug 1995.
Members who put in less than S$750 will receive a
prorated grant from the government. The S$300 cash
grant and the voluntary CPF contributions can be
used to buy shares when major government-owned
corporations go public.

1 Jan 1995. EIS members can invest in foreign
stocks through the EIS Unit Trusts and Fund Man-
agement Accounts.

1 Mar 1995. The government announcesthe CPF
Top-up Schemeto reward al Singaporeanswho have
hel ped contribute to the economy of Singapore. Un-
der the scheme, all adult Singaporeans are given an

in mid-October.

The age limit for the Home Protection Insurance
Scheme is raised from 55 to 60 years old.

1 Apr 1995. Members are required to set aside
up to S$18,000 in their Medisave Account, while
those who withdraw their savings at age 55 have to
set aside S$13,000 in their Medisave Accounts to
meet health-care needs during retirement. These
Medisave limits will be raised by S$1,000 every
April until they reach S$20,000 and S$15,000, re-
spectively.

14 May 1995. The age limit for the Dependents
Protection Insurance Scheme is raised from 55 to
60 years to be in line with the current retirement
age. At the same time, the insured amount is in-

count wage increases over the years.

Jun 1995. The CPF Board implements the auto-
matic refund of cash balancesin excess of S$1,000
inmembers’ CPF Investment Accountsto their CPF
Ordinary Accounts at the end of every quarter.

During the year, the board includes six unit trusts
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1 Jul 1995. MSS is enhanced to help members
set aside sufficient savingsto support amodest stan- :
dard of living during retirement. This scheme was :
previously pegged at subsistence level. Members :
who turn 55 from 1 Jul 1995 arerequired to set aside :
a minimum sum of S$40,000, of which at least -
S$4,000 must bein cash and the remaining S$36,000 -
can be pledged with a property. The minimum sum :
will be raised gradually by S$5,000 a year until it -
reaches S$80,000 in the year 2003, with S$40,000 -
required to bein cash. Thelimit is adjusted upward. :
: tively.

Jul 1995. In recognition of older Singaporeans

contribution to the economy and the need to help :
them build up their Medisave Accounts, the gov- -
ernment announces the Pre-Medisave Top-Up :
Scheme. Under this scheme, Singaporeans aged 61 :
and above as of 1 Apr 1995, who contributed S$50 -
into their Medisave Accounts during the qualifying -
period between 1 Jul and 31 Dec 1995 will receive -
additional money ranging from S$100 toS$350 (de-
pending on their age) into their Medisave Accounts.

1995. MediShield is enhanced with increases in
claimablelimitsfor daily room and board, intensive 3
care unit treatments, surgical treatments, outpatient -
- period between 1 Jul and 31 Dec 1996 will re-

treatments, and the overall claimable limit.

Mar 1996. The government announcesthat from
1 Jan 1997, BIS and EISwill be merged to form the

CPF Investment Scheme (CPFIS).

Thegovernment taps Singaporeans CPF accounts -
under the third SOTUS. Adult Singaporeans who -
contributed at least S$500 between 1 Mar 1996 and -
28 Feb 1997 will receive an additional sumof money
between S$300 and S$500 depending on their Na-
tional Service status. Memberswho contributed less -
than S$500 will receive a prorated amount fromthe

government.

Under the CPF Medisave Top-Up Scheme, all
adult Singaporeans are given an additional S$200
into their CPF Medisave Accounts on 26 Oct
1996.

1 Apr 1996. Members are required to set aside
up to S$19,000 in their Medisave Account, while
those who withdraw their savings at age 55 have to
set aside S$14,000 in their Medisave Accounts to
meet health-care needs during retirement. These
Medisave limits will be raised by S$1,000 annually
until they reach S$20,000 and S$15,000, respec-

1 Jul 1996. Members who turn 55 from 1 July
1996 are required to set aside a minimum sum of
S$45,000, of which at least S$8,000 must bein cash
and the remaining S$37,000 can be pledged with a
property. The limit is revised upward.

In recognition of older Singaporean’s contri-
bution to the economy and the need to help them
build up their M edisave Accounts, the government
reannounces the Pre-Medisave Top-Up Scheme.
Under this scheme, Singaporeans aged 62 and
aboveasof 1 Apr 1996 who contributed S$50 into
their Medisave Accounts during the qualifying

ceive an additional sum ranging from S$100 to
S$350 (depending on their age) into their
Medisave Accounts.

The age ceiling for MediShield and MediShield
Plusis extended from 70 to 75 years old.

Aug 1996. The government makes a second of -
fer of discounted Singapore Telecommunications
(ST) shares.

1996. RPS is extended to executive condomini-
ums, which the government introduces to replace
Housing Board executive flats.
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Appendix 2

Major Developments in
the Singapore Government
Securities Market

also forms the core of the distribution network for
government securities. The new government stocks

MAS.

as weekly issues.

Primary and registered dealers are committed to

quote two-way quotes under all market conditions.

1988. Except for the 91-day Treasury bill which

~ continuesto beauctioned weekly, issuesfor scripless
| government securities are made lessfrequent so that

May 1987. The new Singapore government se- :
curities market is launched. A regular schedule of
issuesisintroduced. A market committeeisselected
from among the financial institutions to provide -
the Monetary Authority of Singapore (MAS) with
feedback on demand conditions. This group, com- -
prising five primary and three registered dealers, -

each can belarger and remainthe current issuetraded
for alonger period. With several issues of each ma-
turity already in the market, the issuance of the 182-
day, 364-day, two-year, and 5-year notesisreduced
to three times.

1989. While 91-day Treasury bills continueto be
auctioned weekly, the frequency of the other Trea-

- sury billsand government notesissuesis moderated
- totwice ayear.

issued would be scripless, with transactionsin these
securities being recorded through book entriesin -
the main computerized register maintained by -

1990. The number of primary dealers decreases
from eight to seven toward the end of the year.
Jan 1991. To further enhance liquidity in gov-

~ernment securities trading, MAS initiates an

Two-year and five-year notesareissued quarterly,
while Treasury bills are issued more frequently.
Three-month Treasury billsareissued weekly, while
six-month and one-year Treasury billsareissued bi-
monthly. In light of feedback from the market com-
mittee, the schedule of each of these issuesisre-
vised to once every four months at the start of 1988,
except for three-month Treasury bills, which remain

interdealer broking system, ensuring that two-way
prices are readily available to both dealers and their
customers.

One of the seven primary dealers, ajoint venture
between two banks, goes into voluntary liquidation
inthefirst quarter of 1991. Its primary dealershipis
taken over by its mgjority shareholder.

1997. Primary dealers increase from seven to

" eight.
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Appendix 3

Efforts Made by the Central
Provident Fund Board to Find
Other Investment Avenues

tered stocks.

tory requirements.

ments.

- to18yearsand placed asadvance depositswithMAS
- pending the issue of such bonds. Only a small float
: is set aside to meet operational requirements.

1985. Almost all of the board’ sfundsareinvested

- inSi ngapore government bonds ranging from three

1977. The board decides to trade Singapore gov- :
ernment securities in the secondary market. Hith- :
erto, all Singapore government stocksin theboard’s 3
possession were held to maturity for redemption. :
However, with the board holding more than 70 per- :
cent of all Singapore government stocks issued, it :
was felt that the board should participate in the sec- :
ondary market for these stocks and help to activate :
and develop the market. The board places its funds :
as advance depositswith the Monetary Authority of :
Singapore (MAS). During the year, the board in- :
vests in two issues of 6.25 percent tax-free regis- :
~ theissue of such bonds. CPF’ s holdings of fixed-rate
18 Jan 1978. The board beginstrading Singapore
government—registered stocksin the secondary mar- -
ket to increase itsinvestment returns. Market activ-
ity in these stocks was limited, as financial institu-
tionsgenerally held stock investmentsto meet statu- -
. isadjusted every six monthsaccording to market rates.
1979-1980. The board investsin Singapore gov-
ernment stocks and places funds as advance depos- -
itswith MAS. During the year, the board is allotted -
threeissuesof 6.25 percent tax-freeregistered stocks. -
1981-1983. The board investsin Singapore gov- -
ernment stocks and places funds as advance depos- -
itswith MAS pending theissue of such stocks. Only
asmall float is set aside to meet operational require-
. tional fund managers. These funds are invested pri-
1984. Almost all of theboard’ sfundsareinvested

in Singapore government bonds ranging from one

to 18 yearsand placed asadvance depositswithMAS
pending the issue of such bonds. Only asmall float
is set aside to meet operational requirements.

1986. Besides a small float set aside to meet op-
erational requirements, all of the board’s funds are
invested in Singapore government bonds with ma-
turity periods ranging from two to 17 years and
placed as advance deposits with MAS pending the
issue of such bonds.

1987. Centra Provident Fund (CPF) members
funds are invested in Singapore government bonds
and placed as advance deposits with MAS pending

bonds are replaced by floating-rate bonds on 1 Sept-
ember 1987. The replacement removes possible fi-
nancia risk to the fund by matching earnings with
interest payments to members. The interest rate on
thenew bondsispegged to the CPFinterest rate, which

Insurance funds are managed by institutional fund
managers. These funds are invested primarily in
fixed deposits, negotiable certificates of deposit,
equities, and government bonds.

1988-1996. CPF members fundsareinvested in
Singapore government bonds and placed as advance
depositswith MA S pending theissue of such bonds.

Home insurance funds are managed by institu-

marily in fixed deposits, negotiable certificates of
deposit, equities, and government bonds.
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Notes

IAn older pension fund called the Academic Staff Provi- :
dent Fund still existstoday. Thisfund was set up for the
teaching staff of the then University of Singapore. The :

civil service had its own pay-as-you-go pension system.

2Ministry of Finance, (1964), p. 6.

SWhether CPF savings are enough for retirement hasbeen
of lingering concern and occasionaly emerges as atopic
of debate in Parliament. Anincreasing lifespan and rising -

healthcare cost are two magjor factors behind the concern.

4A foreigner may withdraw all his CPF savings when he :
leavesthe country but in that case he cannot beemployed
againin Singapore. Thispolicy of disallowing re-employ- -
ment in Singapore is clearly stated as a warning in the
CPF withdrawal form. Itislargely aimed at West Malay-
sians who, given their proximity to Singapore, would -
enjoy an undue advantage over thelocals should therebe

no such policy.

SMAS Annual Report 1986/87, p. 2.

6The eight primary dealers comprise the six local com-

mercia banks, Citibank, and Hongkong and Shanghai
Bank.

’POSBank, formerly the Post Office Savings Bank, is a :

statutory board rather than a commercial bank.

8A bank officer, asked about the possibility of investments :
in SGS with CPF savings, expressed surprise. He did not
see why anyone would consider investing in SGS given -
their low yields. He explained that the SGS market isillig-
uid and specific issues may have to be specialy sourced.

In his own words, “we get an enquiry from an individual
about investing in SGS only oncein ablue moon.”

9Estimated average daily turnover for 1997 on the Stock
Exchange of Singapore Dealers Automated Quotation .
(SESDAQ), the second-tier securitiesmarket onthe Stock

Exchange of Singapore.

10This was one of 55 recommendations of the finance
and banking subcommittee of a national panel formedto -
look into Singapore’ s competitiveness. Most of the other

recommendations were accepted by the government.

11Reported in the Business Times, 19 February 1998.

121n Singapore, obtaining social welfareaidisatortuous -
process and even then, the amount of the allowanceisnot

meant to be sufficient for one to rely solely on the state.

I3There is one exception to the disapproval of private :
pension management firms. The Academic Staff Provi-

dent Board retainsitsautonomy in actively managing con-
tributionsfrom the university teaching staff who havethe
option of not contributing to CPF.

14The figures were compiled by the Central Depository
(CDP), the electronic share registry. It isasubsidiary of
SES. The information is hot available to the public.

15The bank learns about the prospective purchase only a
few days after the order is placed, when CPF appliesfor a
release of funds.

18Many individuals, including the author, have been caught
by a cash shortfal even after determining that there are
sufficient funds available for securities investment. One
reason for thisisthe seven-day |ag between order and settle-
ment, which means that the account balance on the day of
the order may not be the same as the balance on the day of
settlement because of outstanding transactions. Even bank
officers responsible for CPFAIS accounts have given up
trying to explain how the shortfall could have occurred
and simply ask their clients to make cash top-ups.

1 Thisactually led to murmurs about the share being over-
priced in the first place.

18Based on areport of the Central Provident Fund Study
Group in April 1986. Funds raised through the issuance
of government bonds arejoined with government reserves
and the funds entrusted by other government bodies to
MAS, and | ater the Government of Singapore Investment
Corporation, for management.

References
Business Times. 19 February 1998.

Central Provident Fund. 1956-1997. Annual Reports.
Singapore.

. The CPF Sory: 40 Years Serving Sngapore.

. 1986. Report of the CPF Study Group. The
Singapore Economic Review 31, no. 1, April.

Housing and Development Board. 1956-1997. Annual
Reports. Singapore.

Low, Linda, and T.C. Aw. 1997. Housing A Healthy, Edu-
cated and Wealthy Nation Through the CPF. Singapore:
Times Academic Press.

Ministry of Finance. 1964. State of Singapore Develop-
ment Plan 1961-64. Singapore.

Monetary Authority of Singapore. 1971-1997. Annual
Reports.



Singapore’s Dichotomized
Financial System

Tan Khee Giap and Chen Kang

Tan Khee Giap is Associate Professor and Head of the Central Banking Policies
Research Unit, Nanyang Business School, Nanyang Technological University, Singapore

Chen Kang is Associate Professor and Head of the Applied Economic Division,
Nanyang Business School, Nanyang Technological University, Singapore



82

A STUDY OF FINANCIAL MARKETS

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, asthose 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 financial center
should be equipped with aninternationa 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 criseswithreative 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 financia 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 lega 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 the international monetary :

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

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 consistently opted for
aliberalized financial environment based on the op-
eration of market forcesand 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

to manage their own market risks and shocks.

impact on domestic financial stability.

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
- the onshore and offshore financial activities are de-

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 rea 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 roleinitscontinued 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 Singaporeare 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

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 Kong, 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. Singaporeisaninter- :
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$169hillion.

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 surpluses and 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 :

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

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 examines the unique monetary transmis-
sion mechanism of Singapore, itspeculiar ingtitutional
features, and the sequencing of its macroeconomic
policy stabilization. Issues at stake are explored and
conjectures are made regarding the variousimplica-

- tionsof thedichotomized 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 offshorefinan- |
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 financial center
should be equipped with aninternational airport and
topnotch accommaodation facilities. Successalso de-
mandsaquality workforcewith English asthelingua
franca. Singapore does go along way in satisfying
thelist of requirements.

Aninternational financial center existsand flour-
ishes because of the presence of financia institu-
tions that reap economies of scale through their in-
ternationa banking activities. Financia ingtitutionscan
servetheir clients moreefficiently 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 a financial
center for Southeast Asiasinceitstime zone 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 financia liberalization in the various
stages of economic development has aways 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
capital 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. Thesignifi- :
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 contribution to 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 hasgrown 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 contributionto 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 communi cations sector hasgradually picked
up, in tandem with the financial and business ser-
vices sector (Table 3).

BELICKM 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 5.1
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 |ncludes agriculture and fishing, quarrying, utilities, other services, less imputed bank service charge and import duties.
Sources: Singapore System of National Accounts 1995and 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 1.5 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 21
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 1995and Yearbook of Statistics Singapore, various issues.

BELIEKH 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 1995and 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 Tradeand |ndustry, 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 financid and business
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services sector, which may be related to the protec-
g N O tion from foreign competition that has traditionally
R H°3IRS8 been afforded the domestic financial sector, could
: well be one price to pay under the dichotomized fi-
& © < ™Mo d o nancial system.
gldneedds
5| The Dichotomized Financial
5: Bl 4 4o wa @ & Structure: Conceptual Framework
§lgeNamogg and Rationale
& 3 Theactivefinancial participation of offshorelicense
z IR O = banks and merchant banks can be seen in the swift
3 - risein the number of ACUs established, from 14 in
R 1970to0 227 in 1998. What can we make of this phe-
,:é § § : 5o 5 § nomenal rise in the number of ACUs and how do
= - bankswith ACUs perform compared with thosewith
g 660 ®mo o DBUs? More fundamentally, what are these ACUs
£ 33858883 and DBUs and why were they created?
B = The terms “ACU” and “DBU” are potentially
5 % W oY oo N confusing. It is not known why they were coined in
§ § 8 § g S K § § Singapore, became the subject of legidation, and
£ - - gained official acceptance. Very often, the ACU and
é E ; g g g E 5 § the DBU gre misunderstoogl as currency un.itslike
% R the ECU in Europe. Sometimes they are mistaken
5|3 for demarcated financial markets. In fact, both are
§ Z § § § § % g g 5 simply accounting conventionsfor financial legal en-
ap e D I titiesestablished within financial institutionsand reg-
2 ?: istered to operate according to specific guidelines
lsgelgaa| o laid down by MAS.
3 BEST R Technically, what distinguishesthe ACU fromthe
é §m DBU is that the former is alowed to dea in any
37_ § 2 currency except the Singapore dollar. (See Appen-
g % § dix 2 on the terms and conditions of operation of
& %“é ACUs and DBUSs.) This functional demarcation is
E: T, ) % %f intended by MASto ensure that DBUs are not over-
8 é % % §§ crowded by foreign participation and are insul ated
L g o % %g from external shocks through strict regulations. At
g g g 3 g E:; the same time, MA'S seeks to encourage active for-
g . é 2 § § g eign participationin ACUsthrough minimal regula-
= wE &S5 g §§§ tionsfor offshore banking activitieswithinanincreas-
ﬁ 5 é :g % % é ”g - gg% ihgly libera financ':ial framgwork. How such gbjgc-
c_ﬁ 8|8S 23582 8¢ 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 Services? 2.3 B4l 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.

JIELIEEER 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. AsGoh (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 controls, 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 financia intermediation (Table 6). Asof - The Dichotomized Financial Sector:

1998, it had 34 full-license banks, of which 12were A Performance 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 1990to 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. Suchrestrictions -
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 commercia 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 values and 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 twicethe 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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BEVEXG 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 i 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 7
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 Singaporedollar 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 a. 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 financial

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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Sl 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
Percent )
1200 R - and relevance.
Grocs Dometc Prodact 0 VM ~ Over the past three decades, Singapore has faced
1,000 | — Assets of Asian Currency Units/ : . . . ) .
Gross Domestic Product - variousinternal and external shocks to its financial
- - - Assets of Asian Currency : . i i
800 RIS - system. The internal disturbances included the
. » -~ folding up of the Pan-El company in 1985 which parar
ST - lyzed the stock markets of Singapore and Malaysia
o0 S | forafew days, thebrief economic recessionin 1986,
200 - and the collapse of Barings Bank in 1995. Among
o b - theexternal shocks were the international monetary

8%  crisisin1971/73, the stagflation in 1974/75 induced
B by the oil-price hike, the global stock crash of 1987,
the substantial contraction of offshore financia 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 97.0 107.0 105.3 151 154.6 161.1 2724 2224 2479
Balances with MAS 1168 147.0 2330 594.0 4450 454.1 511.7 546.3 633.1 733.7 923.1 1,195.1 14175
S$NCDs held 3812 380.1 2926 1984 166.2 127.8 89.0 76.8
Amount due from banks? 800.7 37125 43315 5,646.6 6,880.1 11,8243 9,823.6
In Singapore 1,263.6 1,616.2 1,986.6 2,756.7 4190 37279
ACUs 1,068.4 853.1 1,265.9 1,655.0 3,094.2 3,074.1
Outside Singapore 1,380.5 1,862.1 2,394.1 24684 45341 3,021.6
Money Market Investments 604.7 843.0 989.0 695.0 7120 7804 8199 8324 947.7 1,065.6 15730 2,262.0 2,486.3
Treasury bills® 604.7 8430 895.0 340.0 3190 364.5 3285 306.7 3244 369.9 688.9 7840 5684
Deposits with discount houses 94.0 355.0 3930 4159 4914 525.7 6233 695.7 884.1 1,478.0 19179
Other Investments 2213 4340 544.0 817.0 922.0 1,0732 1,446.8 1,604.7 1,685.7 1,690.6 19149 1,955.6 3,1180
In Singapore 334.0 430.0 727.0 831.0 995.4 1,365.7 1,540.6 1,620.4 1,639.6 1,845.7 1,882.6 2,994.4
Government securitiesd 90.0 1290 196.0 3330 38L0 4734 762.0 897.5 955.2 908.9 861.1 689.0 1,016.2
Other securities® 1313 205.0 2340 394.0 450.0 522.0 603.7 643.1 665.2 730.7 984.6 1,1939 19782
Outside Singapore 100.0 1140 90.0 910 778 811 64.1 65.3 510 69.2 727 1236
Loans and advances 2,367.2 26150  3,565.0 5,146.0 5,697.0 7,678.7 88942 101830 122264 160070 20,2069 25229.1 294429
to nonbank customers
of which bill financing 1,326.2 16225 2,352.2 2,8275 39483 44,0493 39794 4,073
Commercial bills 555.0 719.0 1,0540 11m.0
Fixed and other assets 1387 2310 2780 526.0 633.0 7387 840.1 9514 1,0409 12770 14179 1,853.0 19242
Total Assets 42994 48710 6,391.0 89020 96170 112133 129981 182380 21,2183 26,7478 333161 44,6308 48537.2
Liabilities
Paidup capital and reserves 2625 350.0 4170 788.0 921.0 1,088.7 1,270.9 13539 1,498.1 18612 26654 37995 43013
Deposits of nonbank customers' 2,896.8 37460 47370 5,800.0 6,586.0 76060 84885 89695 100457 121784 160350 20,0079 234087
S$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 12717 1,718.7 24154 28884 42413 3,941.6
ACUs 57.0 1480 350.0 940 332 538 1,355.1 1,9443 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 47870 80895 6,801.4
Amount borrowed from other creditors 135.0 1920 401.0 655.0 658.0 7746 792.9 8439 10534 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 89020 96170 112133 129981 182380 21,2183 26,7478 333161 44,6308 48537.2

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.

9d1n 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 refers to 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 financia
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-ratefixing in 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 4013 4712 5329 5431 578.3 5935 688.0 812 802.2 790.2
1,557.6 17423 1,830.1 1,907.9 2,1532 2,3709 3314.1 3,486.3 42274 4,764.5 5,198.9 5,564.3 6,471.8 7,095.4 7,702.2 78433
1365 1330 105.0 1342 1355 1459 283.0 296.6 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 120584 11,9364 174015 284112 309266 335551 30,2206 31,5949
38316 57248 6,820.2 8,299.4 99617 13828.7 214279 169227 179002 22,7036 21,3288 26,3738 253986 24,8519 345171 225638
4,373.7 72754 86067 130069 14,6210 154868 206445 198446 17,7250 230842 237863 24,3679 235118 27,7056 352140 37,6253
2,482.8 2,664.3 2,560.6 2,867.1 2,399.4 2,161.2 1,7733 1,9889 3,362.0 4,660.0 4,798.5 4,888.1 5,661.4 5,939.0 6,738.3 7,857.1
4329 2771 2705 551.1 2,399.4 21612 17733 1,988.9 3,362.0 4,660.0 4,798.5 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
3,957.4 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 79751 86813 10,0925 11,5990 12,1451 12,5339
22158 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 254.7 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 9,363.5 7,905.5
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 2895888 279,635.8
4,887.9 5,5639.8 54755 5,383.1 6,412.1 6,759.5 79722 8,623.1 9,7480 11,3793 132963 156853 189041 209773 23,7096 23,724.1
26,2655 28,0263 28,7445 306126 363930 424753 533511 639797 722411 784832 854008 99,0322 1088855 1182015 124,134.8 130,349.8
4717 300.7 2636 696.4 896.8 9926 14217 14570 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 42752 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 13307.0 159949 204500 24,9930 262933 31,2934 50,0496 44,4835
88621 12,7695 141185 157689 17,6567 202710 27,1129 228749 212754 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 1,09.3 1,101.6 13376 1,369.8 14231 1316.0 13222
1,296.3 1,200.5 11481 1,100.8 522.5 587.4 607.6 726.1 633.8 566.7 7522 5116 5034 589.2 552.5 584.7
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 7,423.6 7,932.8 89117 131739 134701
56,537.8 657072 706180 76,8333 864836 964412 127201.7 1340020 1360934 1533024 1702504 2019525 2245787 252,7234 2895888 279,635.8
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BEVJIER 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 47820 63768 84844 124023 194522 27,606.3
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 5,999.3 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 26983 38510
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 22546 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 4056 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 51 137 273 151 217 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 103,295.7

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

2End-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 Singaporedollar 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 mechanismto 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 Noatice 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 financial
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 2287252 239,119.8 197,0282 193,757.8 2142768 234,3385 258,769.8 278,7431 330,6855 309,950.7

2,791.4 38321 4,618.7 4,926.5 5,079.7 5,254.2 7,329.6 8,744.6 82211 87264 12,7169 17,106.7 185916 223572 29,8463 27,6672
19,6900 21,8625 269918 30,6038 26,0558 25800.6 27,5659 344402 26,6264 26,7403 31,7135 363566 396695 402368 488829 457715
519654 59,6344 733227 1110794 1399574 163,700.7 193829.7 1959350 162,180.7 1582911 169,8464 180,875.2 200,508.7 216,49.1 251,956.3 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 7,952.7 5,837.0 4,979.1

4,301.4 62328 10,0509 122422 158421 17,6478 19,9667 24,0192 24,8375 245522 32,0694 32266.7 39,7478 39,6688 47,3847 46,136.7

111,8609 128,054.7 1553742 200,601.8 244,8688 280477.2 3365818 3903955 357,725.0 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 100,1865 120,030.1 159,3689 1924853 2218036 2695821 3094271 2818134 279,821.3 3089399 3335378 3761065 389,469.6 4145262 3694544

1,787.7 2,9432 41742 4,860.9 6,538.7 84442 126203 119558 14,2588 181947 185024 22,6763 251335 252574 322719 21,8290
19,6979 218665 269938 306035 260566 258014 275665 344381 26,6241 26,7416 31,7164 363543 39,6702 402433 489053 45,796.0
632578 753768 88,8621 1239045 1598900 187,558.0 2293953 2630332 2409305 234,8850 258,721.1 2745072 311,3028 3239689 333,349.0 3018294

3,364.6 29974 2,3104 2,028.1 21772 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 16,2226 19,7852 19,7973 26,7859 27,8614

111,8609 128,054.7 1553742 200,601.8 244,8688 280477.2 3365818 3903955 357,725.0 3553786 3861030 416,3454 4782329 506,870.2 557,1935 513,342.6

Notice 601, November 1983). Monthly reports in-

cluded afirst schedule showingthe DBU’sor ACU's -

assetsand liabilities position on thelast 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
(MASNOotices611 and 612, November 1983). Other
regquirementswere 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. Effective adminis-
trative supervision demands a working 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 allowing financial ingtitutions
to manage their own market risks and shocks. In-
deed, agood understanding of the“ rules of thegame”
andthe“ appropriaterole’ of financid ingitutionswill
becrucial to asmooth working relationship between
supervisors and market players.



98

A STUDY OF FINANCIAL MARKETS

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

instead:
Would you advocate that? Have you thought

lost. In addition to that, the collapse of the bank
may have a systemic effect: the whole economy

ust 1997)
the economy, the governing authorities regard insti-

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 bankshave 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-

- tenseregulation reflectsinsufficient understanding
- of the costs and benefits involved, on the part of
through the problems? When a bank collapses,
not only will the shareholders lose, all the de- -
positors’ money and the voters' money will be -

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-
may be undermined. (Business Times, 23-24 Aug-

tives (see Appendix 2). A bank must keep its DBU

- and ACU accounts separate (item 2). The total
In other words, because money isthelifeblood of -

ACU assets and liabilities of a bank are subject to

- amaximum limit fixed by MAS (item 3). These pro-
tutions offering financial services quite differently

visions are classic examples of caution in demar-

" cating the two unitsto facilitate supervision and to
The conservative stance taken by MAS toward
financia ingtitutionsisthusnot surprising. Asof 1998,

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 adequate 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 prudential 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 financia
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. Onthe as- :
set management side, measures such asimposing a :
ceiling on Singapore dollar credit facilities for resi- :
dent nonbank customers of offshore banks are per- :
haps more effectivein 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, therélativeinac-
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 alowed 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 (MAS Naotice

- 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 constituting 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-
mumyield onitsinvestment. Thus, EC hastwo com-
ponents: the nominal cost of funds (NC) and the re-
serve cost (RC, or i RY)). Thisrelationship is ex-
pressed by thefoll owi ng formulas:

5 RY +(100- X)EC =100NC  (19)

5
100NC - > RY,
EC = (1)
100- X

99




100

A STUDY OF FINANCIAL MARKETS

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’sliabil-
ity baseislikely to fluctuate more than that of alocal
bank and, therefore, theliquid assetsit acquireswould
naturally be geared more toward short-term, lower-
yielding Treasury billsthanlonger-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 the interplay 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 make fi- :
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 ACUSs.
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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 alowed 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. Thispolicy is
known as the noninternationalization of the .
Singaporedollar. Such apolicy, which can betraced
tothe earliest 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 -
isa crucial 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 theinternationaization -
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 MAS 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
financia or property markets’; “if in doubt,” it went
on, “[al 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 gradua

internationalization meansincremental revision and
evolutionary change with 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 financia
liberalization in Singaporeintensifies, callsfor are-
view of the controversial policy will again surfaceas
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)

The MAS 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 officia 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, capita 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-
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 the two 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 participationinthe ACU, 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, it isstill 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 :

the next major section.

FISCAL INCENTIVES

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
Singaporedoallars.

Sincetheearly 1990s, substantial effortshave been
made to promote Singapore as a regiona financia
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

Singapore dollar loans, therdativeinaccessibility of
local deposits, and higher reserve costs, kept foreign
banksfrom participatingin DBUs. On the other hand,
pull factors, including the abolition of withhol ding tax
on theinterest income of nonresidents, thewaiver 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 asfinancial activities shift to- :
ward the Asian dollar market. The strength of the |
Singaporedollar, especially sincethe 1980s, haskept
thisfrom happening. Yet, thisvery record of success
could cause financia activities to shift from ACUs -
to DBUS, thereby destabilizing the domestic banking -
sector. Thesolution 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 financia 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 areinteresting 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 thefor-
eign-exchange market, currency swaps, and direct
deposit injections or withdrawal sin the 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
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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 of fsetting 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
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to hold down the Singapore dollar artificialy 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 be difficult :
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

market trend. Another issue is the extent to which

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 (CPI),
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-
extent to which MAS is willing to step in to safe- -
guard export competitiveness through aweaker ex- -
change-ratepolicy evenif it meansgoing against the -
" course of exchange-rate management, and foreign
the strong exchange-rate policy of the post 1985/86

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

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”
theexchangerateand its“ 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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IELICHAEE 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-raté' 2manage— :
ment would have been less effective if the short- -
term exchange-rate target 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.
This must 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 major 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 bilatera rate against the US
dollar, hasalso 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
- Table 12 for 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 Singaporedollar is
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
can rise 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 e effect and the price effect. The ability of Singapore
i:g - i; to sustain its export competitiveness in the 1980—
e 0 1994 period can be attributed to interactions among
110 15 threefactors—cost of imported materials, wage cost,
LY = and the effects of the exchange rate—which are
- »* captured inthe RECI (Chen, Lee, and Tan 1996).
20| o= ﬁgﬁlﬁ%ﬁﬁ%@g}g@;@g%ﬁejf%?&) 1980-100 | o7 As Singapore increasingly looks toward the
go |~ Real Effective Exchange Rate (REER). 1980100 05 economiesintheregionfor joint investment 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.

IELCHVA 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 2.11
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 2.11
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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15,000
10,000

5,000
0
-5,000

-10,000 ;

-15,000

-20,000

== =: Capital Account Balance
=== Current Account Balance
= Balance of Payments

----------
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Source: Yearbook of Statistics Singapore, various issues.

Savings-Investment Gap, 1980-1996
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Source: Yearbook of Statistics Singapore, various issues.
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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 (2,289.7)
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).

Current Account, 1980—1996

S$ million
25,000
====== Trade Balance RASLIS
20,000 | ====== Balance of Services
= Transfer Payments (net)
15,000 Current Account Balance ROah <
.
10,000
5,000
0 ..
Tt
-5,000 R
B 25
-10,000 | *,
., .
-15,000 Ttas?

1980 1982 1984 1986 1988 1990 1992 1994 1996

Source: Economic Survey of Singapore, various issues.

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-

IELCHISE 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).

Capital Account, 1980-1996
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Source: Economic Survey of Singapore, various issues.

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.
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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 internati onalization of the domes-
tic banking sector. Its approach is cautious, and fu-
ture changes are likely to be incremental 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 incentivesmake* dollarization -
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 liabilitiesinthe 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 percent in 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 incentivesgranted

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.)

SINGAPORE'’S DICHOTOMIZED FINANCIAL SYSTEM

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 total 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, the distri-
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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IELICHYE 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 JZ>

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 r7|<-|

1977 40.3 14.5 0.0 0.0 0.0 0.0 13.7 10.9 12.8 (21.0) 6.8 25 <_ﬂ|
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 21.3
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 5.3 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 12.5 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.

@ 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 22.4 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 1.7) (24.9) 28.1
1987 12.6 18.9 9.3 25.3 (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 16.0 241 51.1 22.2 7.9 18.0 214 5.1 (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 2
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. ;—2
na = not available. ~=
ACU = Asian currency unit. [}
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.

=
=
(6]
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IELIERE Annual Change in Assets of Asian Currency Units, 1971-1998 (percent)

Interbank Funds

Total Loans to Total Interbank In Inter- Outside Other
Year? 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 37.8 225 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 33.4 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 45.1
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 19.3 249 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 W_\
60 70
60
50
50 | ™= Deposits of Nonbank Customers
40 === Total Interbank Funds
40
30
30
20
20 g ‘_/
—
i 10

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. 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 22.3 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.

SN Composition of the Assets of Domestic - [Zl[=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 66,6474 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 17,7143 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 29 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, asthelow 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
arbitragesand to prevent financial 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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JELIER{O 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 5.4 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

Percent
25
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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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IELICWAEW Distribution of Liabilities of Asian Currency Units, 1970-1998 (percent)

Interbank Funds

Total Deposits of Total Interbank In Inter- Outside Other
Year? 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 5.4
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
Spiene sy e of the Singapore Dollar

S$/US$ Interbank Rate (%) and ItS Impllcatlons

C [ —— s 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-
2.20 \ . tor fund managers and bankers and lately among
215 K/\-\/\ 5 ASEAN political leaders who advocate aregional
210 10 role for the Singapore dollar amid the currency
205 turmoil.

200 ° The policy of noninternationalization became
1'953,,1,1 Feb Mar Apr MayJun Jul Aug Sep Oct Nov Dec ° 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



JELIZABE 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 5.3

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. 0.5 2.5 4.2

1987 100.0 43.8 39.1 10.7 11.5 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 %

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. [}

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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ELCWARWE 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 35.5 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.
Onavisit 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 rationale 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 look 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 negative 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 a better or more fea-
sible alternative to address such concerns.

123




124

A STUDY OF FINANCIAL MARKETS

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 away 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’seconomiesonthe 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.

Onthe domestic side, themoveto invoiceregional
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 sinceits 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 :
- shownthe highly 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 convert local 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 hillion. 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 smulationsby 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 regionalization itself. 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 devel op- :
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, wasformally 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 asigna to financial
institutionsthat it will not tolerate attemptsto exploit

or profit from loopholes in the system. The sound-
ness of the financial system and theresiliency of the
financial 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 permitted isforbidden.” 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'smoreindividuaistic 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 aggregatesonthereal
economy. Third, ahigh level 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 movements of 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 also members of the World

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
balance of payments, and a sustainabl e pace of eco-
nomic growth may very well bethe sine quanon for
the successful implementation, as well as the 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 capital 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 financia structure and financial 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' sexchange 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 activitiesare 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. Maaysia; 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.
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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) introducestrading ininternational
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 denominatedin 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's financial sector is announced and the Finan-
cial Sector Review Group (FSRG) is appointed




February 1998. The Committee on Singapore's -
- tionalization of the Singapore dollar is reiter-

Financial Competitiveness (CSFC) isappointed

March 1998. A tax exemption is given for fee
income earned by financia ingtitutionsarranging debt :
- form the Singapore Exchange (SE)

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 asset/liabilitiesshall not exceed .
the limit fixed by the Monetary Authority of .
Singapore from timeto timefor 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.

SINGAPORE'S DICHOTOMIZED FINANCIAL SYSTEM

August 1998. The policy of noninterna-

ated

10.

12.

13.

14.

15.

16.

December 1999. SES merges with SIMEX to

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 a satisfactory 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 the Authority.

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 the other inter-bank trans-
actions, deal inthe Singapore dollar money mar-
ket with banks, finance compani es and other ap-
proved financia institutions.

. Asian Currency Unit

An “offshore” bank may operate an Asian Cur-
rency Unit subject to the Asian Currency Unit
Terms And 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 addressis outside Singapore :
including overseasbranches or subsidiaries of :
Singapore-registered companiesor ingitutions; :
. 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” actingonbe-
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 slling 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 TI’USt 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.

. Transactionswith Singapore residents: 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 Singapore citizens.

. 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 alowed without consultation
with the Authority. Banks can also 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 projects is 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 the Authority’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.

SINGAPORE'S DICHOTOMIZED FINANCIAL SYSTEM

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$/foreign currency flowsif
"~ submitted in writing by post, electronic mail
ii. The S$ option offered must not be com-
bined with a spot or any other transaction
to constitute a S$ credit facility that would

the optionisexercised;

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 Schedule 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 an
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. (%))
a Singapore residents are: (i) Singapore citizens; (ii) individuals who are Singapore tax-residents; (jii) companies incorporated in Singapore or overseas which are jointly-owned or majority-owned by Singapore citizens. (',<>
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

4 |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-FI

. . . 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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Introduction

The recent crisisin East Asia arose from the large- :
scale shift of funds out of domestic financial mar- -
kets, beginning in Thailand. The Thai crisissoon had :
spillover effects on emerging market economieswith :
vulnerable external positionsin eastern Europe and |
in Southeast Asia. Asthe Southeast Asian crisisdeep-
ened, the pressure began to spread to other econo-

miesin Asig, including Taipei,China.
To cushion the impact of the crisis, the central

bank of Taipei,China, from early Juneuntil 17 Octo-
ber 1997, had used about US$ 10.5 billionto support
the exchange rate. Then the central bank stopped its
intervention and allowed the New Taiwan (NT) dol- -
lar to depreciate. The NT dollar dropped by roughly -
18 percent, from NT$27.5 to NT$32.5 to the -

USdoallar, over the same period.

Though all sectorsin Taipei,China have been af-

fected by the crisisto varying degrees, the economy
performed well in 1997. The grossdomestic product
(GDP) grew by 6.7 percent, the highest annua growth
rateinthelast fiveyears, whiletheinflation rate was
only 0.9 percent, the lowest recorded in the last 10
years (Table 1). Equity prices suffered moderately
from September to November 1997 asinterest rates
were raised to counter exchange-rate pressures.
Sincethen, equity prices have been stable, and have
registered some steady growth.

It is far from clear that the crisis has ended. Its
causes are complex and will need to be thoroughly
analyzed. While many have attributed the crisis to
macroeconomic variables such asforeign debt, bud-
get deficit, and foreign-exchange reserves, some
academic experts believe that the weakness of the
financia market played amajor role. Krugman (1998),
for instance, brought out the fact that the currency
crisisin Asia was only part of a broader financial
crisis that had very little to do with currencies or
even monetary issuesthemselves. Nor did thecrisis
have much to do with traditional fiscal issues.
McKinnon (1998) aso believed that mismanaged
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bankswerethefundamental cause of thecrisis. Kane -
(1998) used aframework of regulatory competition -
to explain how longstanding financial weaknesses :

evolved into acountrywide economic crisis.

This study summarizes the structure of the bank- :
ing system and financia marketsin Taipei,China, and :
some recent issues in these sectors. From adetailed -
description of banking and nonbanking financial in- :
gtitutionsin Taipei,China, in the next magjor section, :
the study goes on to report the devel opmentsin and :
current status of the foreign-exchange market and :
the currency risk relevant to banks; the most recent :
plan for bank supervision and examination; and the :
current banking practices and business environment :
in Taipel,China. The study endswith some suggested :
measures for overcoming fundamental weaknessin :

the banking system.

Financial Institutions

Besidesthe Central Bank of China (CBC), thebank- -
ing system consists of five major subgroups: (i) do- -
mestic commercial banks, (ii) local branches of for- -

JELS2Ml Structure of Financial Institutions, 1998

eign banks, (iii) medium- and-small-scale business
banks, (iv) credit cooperatives, and (v) credit depart-
ments of farmers’ and fishermen’s associations
(Table2). A flexibledefinition of banking businesses
is contained in the recently revised Banking Law of
17 July 1989. At the discretion of the Ministry of
Finance (MOF), commercia banks can now accept
savings deposits, and savings banks can offer check-
ing accounts. Both of these activities were limited
previously. However, another provision strictly pro-
hibits unlicensed organizationsfrom taking deposits.

New privately owned banks opened in 1990, pav-
ing theway for banking liberalization. Bank regul a-
tors have become better ableto deal with unlicensed
or underground financial institutions and insolven-
cies, and MOF has been authorized to allow banks
to expand their business activities. While MOF de-
termines the extent and timing of bank expansion,
CBC approvesthe establishment of businesses con-
cerned with foreign-exchange transactions and
overseas branches by domestic banks. The Bank-
ing Law has set criteria for setting up banks and

Central Bank (1)

Monetary
Institutions

Depository
Banks

Financial

Domestic Banks (39 [1,685])

Local Branches of Foreign Banks (45 [69])
Medium- and Small-Business Banks (8 [491])
Credit Cooperative Associations (60 [478])

Credit Departments of Farmers’ Assns (287 [946])
Credit Departments of Fishermen’s Assns (27 [48])

Institutions

Other Financial Institutions

Central Deposit Insurance Corporation (1)

Postal Savings Offices (1,279 [251])

Investment and Trust Companies (5 [61])

Life Insurance Companies (30 [103])

Property and Casualty Insurance Companies (25 [130])
Bills Finance Companies (14 [35])

Securities Finance Companies (4 [2])

Offshore Banking Units (72)

Figures in parentheses represent the number of institutions. Figures in brackets within the parentheses represent the number of domestic offices.

Source: Central Bank of China (1998b).
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guaificationsfor bankers-in-charge. A minimumini- -
tial capitalization of NT$10 billion isrequired. No |
single individual stockholder may hold more than :
5 percent of the total issued stocks of any regis- :
tered bank; a corporate stockholder islimited to a :
maximum of 15 percent. Thelaw requires each bank :
to maintain aratio of core and supplementary capi- |
tal to weighted risk assets of at least 8 percent,
similar to the risk-based capital standards set by
the Bank for International Settlements(BIS). Italso
enforces strict supervision over banks, with heavy

penalties against offenders.
MOF formulatesfinancial regulatory policiesand

taking institutions.

MOF and the central bank have introduced an

early-warning financial monitoring system to
strengthen banking supervision. Moreover, CDICis
empowered to take over the management of any
bank that has violated regulations and to order the
bank to stop operating. Taipei,China has been mov-
ing toward private bank ownership and greater for-
eign banking participation to increase competitionin
and to modernize an industry long dominated by
government-owned banks. Banking supervisonisaso
being reinforced to ensure financial soundness and
an orderly banking system.

Interest rates and foreign-exchange rates are ad-
ministered by CBC, and thishasled to difficultiesin
controlling the money supply. Open-market opera-
tions have mopped up some of the excess liquidity,
but the answer may liein financial reformsto attract
capital resources away from specul ative investment.
Interest rates on loans and deposits are now set by
the banks themselves, on a customer-by-customer
basis.

Banking Institutions

THE CENTRAL BANK

Founded in Cantonin 1924, CBC relocated to Taipel
in 1949. Most central banking functions were del-
egated to the Bank of Taiwan from 1949 until
1 July 1961, when CBC took back these responsibili-
ties. Under the Central Bank Act, CBC issues cur-
rency, regulates interest rates, determines reserve
ratios against deposits, providesfacilitiesto banking
institutions aslender of last resort, supervisesfinan-
cia institutions and their operations, acts as fiscal

- agent of the central government, manages official
- foreign-exchange reserves, collects financial data,
licensesfinancial institutionswhile CBC implements
monetary and financial regulatory policies such as
reserverequirementsor banking supervision. Topro- -
tect the interests of depositors and to help promote -
sound banking business, the Central Deposit Insur- -
ance Corporation (CDIC), a specialized agency es- -
tablished in 1985, examinesand monitorsall deposit-

and conducts economic research.

Since 1961, CBC's three basic objectives have
been to stabilize the internal and external value of
the currency, to promote financial stability, and to
provide sound guidance to banking institutions. All
three objectives are aimed at fostering economic
growth.

CBC uses various tools, namely, the rediscount
rate, reserve ratio requirements, the exchange rate,
open-market operations, and sel ective credit controls
toregulatedomestic credit, sterilizeforeign-exchange
transactions, and, even moreimportantly, direct con-
trolsontheinflow or outflow of foreign exchange. It
has stressed the control of monetary aggregatessince
1979, and has gradually freed interest rates to mar-
ket determination. A floating exchange-rate regime
has replaced fixed exchange rates in the meantime,
inorder to enhance CBC'sahility to control themoney
supply.

By requiring banks to keep reserves against their
deposits, CBC can influence credit creation by the
banking system. However, the reserve requirement
is a powerful policy instrument that has been used
only occasionally. Since 1985, Treasury bills, nego-
tiable certificates of deposit (NCDs), and savings
bonds have become the most important policy in-
struments of CBC to absorb the surplus liquidity of
banks. In addition, CBC has been acquiring more
bills with varied maturities under repurchase agree-
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ments. This move has made the open-market opera- -
tions of CBC more active and flexible. Finally, its :
selective credit controlsallow CBC to impose maxi- :
mum loan ratios on collateral for secured loans, pre- :
scribethe down payment and period of banking credit :
for the investment of productive assets and the con- :
sumption of durable goods, and regulate banks' deal - :

ingsin securities.

DOMESTIC COMMERCIAL BANKS

Six years before the deregulation of bank charters, :
Taipel,Chinahad only 20 domestic commercial banks :
(DCBs). Asof 1998, therewere 36 DCBs, with well- :
distributed networksthroughout theidand. Theseform :
the backbone of Taipei,China’s financial sector. In :

December 1997, DCBs held 47.4 percent of thetotal

financial assetsin the sector, 53.8 percent of deposits, ?
and 69.7 percent of loans. These shares have been
increasing over the past 10 years. On the other hand, -
the postal savings system (PSS), whose assets were
more than 10 percent of the total in the 1980s, held -

only 8.9 percent as of end-1997 (Table 3).

Banks in Taipei,China operate under a branch -
banking system. Aside from commercial banking, -

IELCM Market Share of Financial Institutions, 1997

most domestic banks operate an additional savings
department or trust department with separate capi-
tal asrequired by law.

Of the 20“old” domestic banks (those established
before 1991), 12 are owned by the government. This
was designed to reinforce the public’s confidencein
the banking system and facilitate theimplementation
of monetary policy and the government's strategic
policy. Other banks, such asthe Bank of Taiwan, act
asfiscal agentsof provincial governments. Likewise,
the city banks of Taipel and Kaohsiung act as the
fiscal agents of their local governments, and handle
bond flotation. Shares of three magjor commercial
banks—First, Chang Hwa, and Hua-Nan—arelisted
in the stock markets and, before 1998, were mainly
held by the provincia governments. These banks
provide extensive commercial banking facilities
throughout theidland. After banking was deregul ated,
the government authorized these three commercial
banks to go public, paving the way for their
privatization. Thefour privately owned commercial
banks, except the International Commercia Bank of
China(ICBC), arerelatively small in scale compared
with the state banks. ICBC, a stock market-listed

Share Asset Share of Share of
No. of % of of Total Growth Deposits Loans
Units Total Assets Assets Rate (%) Market Market
Item (branches) Branches (NT$ million) (%) 1987-1997 (%) (%)
Central Bank of China 1 0.02 3,360,411 11.6 21.37 a a
Domestic commercial banks 36 (1685) 31.32 13,682,807 47.4 274.24 53.8 69.7
Local branches of foreign banks 45 (69) 1.28 975,327 3.4 214.85 2.4 3.1
Medium business banks 8 (491) 9.13 1,843,509 6.4 402.58 9.0 9.5
Credit cooperative associations 64 (505) 9.39 1,334,437 4.6 175.43 8.1 5.5
Farmers’ and fishermen’s
associations’ credit department 314 (991) 18.42 1,529,439 583 259.94 8.3 6.3
Investment and trust companies 5 (61) 1.13 488,637 1.7 139.8 0.2 1.8
Postal savings system 1 (1276) 23.72 2,558,903 8.9 174.49 15.1
Life insurance companies 30 (103) 1.91 1,749,378 6.1 822.5 2.9 4.1
Property and casualty insurance
companies 26 (127) 2.36 113,143 0.4 1,127.01 .03
Offshore banks 71 1.32 1,252,019 4.2 0.14 & a
Total 5,380  100.00 28,888,010 100.0 298.34 100.0 100.0

2 Data omitted because the CBC is not permitted to function as a commercial bank and offshore banking units serve both residents and nonresidents. Offshore banking began in

July 1984.
Source : Central Bank of China (1998a).
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bank, has operated since 1971 as a specialized for-

eign-exchange bank with authority from CBC. As

of end-1997, about 79 percent of the assets of do-
mestic bankswerein theform of loans and advances,
of which about 68 percent were made to private en-
terprises (Table 4). Of the total loans, less than 1
percent are in the form of discounts or advances to
importers, 36 percent in short-term loans and over-

drafts, and the remaining 63 percent in medium- and
long-termloans. A salient feature of domestic bank-
ing creditsisthat 63 percent of the banks' advances
are officially secured loans, while much of the unse-
cured, particularly short-term, loans use postdated
checks as credit collateral to obtain overdrafts. In
terms of funding, passbook and time deposits com-
pose 68 percent of the banks' assets and liabilities.

IELIEY S Consolidated Assets and Liabilities of Depository Banks, 1997

Item Amount (NT$ million) %
Assets
Foreign assets 550 3.46
Loans and discounts 12,541 78.95
Government agencies 1,373 8.64
Government enterprises 391 2.46
Private enterprises and others 10,778 67.85
Portfolio investment 1,554 9.78
Government securities 349 2.20
Securities
Government enterprises 46 0.29
Private enterprises 1,042 6.56
Financial institutions 118 0.74
Claims on financial institutions 1,031 6.44
Central Bank of China 1,004 6.32
Other financial institutions 27 0.17
Real estate 46 0.29
Cash in vault 162 1.02
Total assets (net) 15,885 100.00
Liabilities and net worth
Foreign liabilities 489 3.08
Deposits held by firms and individuals 12,089 76.10
Checking accounts 308 1.94
Passbook deposits 892 5.62
Passbook savings deposits 2,004 12.62
Time deposits 2,737 17.23
Certificates of deposit 439 2.76
Time savings deposits 5,139 32.35
Foreign currency deposits 570 3.59
Government deposits 697 4.39
Due to other financial institutions 2,736 17.22
Central Bank of China 320 2.01
Other financial institutions 1,363 8.58
Postal savings system 1,053 6.63
Bank debentures issued 69 0.43
Net worth 228 1.44
Other items (423) (2.66)
Total liabilities and net worth (net) 15,885 100.00

() =negative values are enclosed in parentheses.
Source: Central Bank of China (1998a).
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Banking entry was not deregulated until 1991. -
Beforethat time, state-owned bankswere not profit- :
maximizing firms. They were conservative, and had :
been doing business only with well-known or estab- :
lished enterpriseswith sufficient collateral. Small and :
medium businesses and househol ds were not com- -
petitivein obtaining financing through chartered banks, :
and relied on “underground” financing frominformal :
and illegal financial associations. Deregulation of :
banking entry and related laws has brought most fi- :
nancing from the underground back to normal chan- :
nel's, and underground financing isnow of negligible :

amount (Hsu 1993; Lee and Chen 1994).

FOREIGN BANK BRANCHES

Foreign banks, inconsequential inthe 1960s, became :
asignificant force in the domestic financial system 3
in the 1980s. A foreign bank that intendsto setup a -
branch or representative officein Taipei,Chinamust
be a reputable international bank with total assets -
ranking among the world’s top 500 in the year prior -
to application. As of December 1997, 45 foreign -
banks had established branch operationsand together -
had 69 domestic offices. At the start, these banks -
were authorized only to handle foreign-exchange -
transactions and lend to customers. The newly re-
vised Banking Law, however, authorizesforeign banks
to operate in exactly the same way as DCBs.
Taipei,China's banking industry has been steadily
opening up to greater participation by foreign banks,
toincrease competitioninand modernizeanindustry

long dominated by domestic banks.

SPECIALIZED COMMERCIAL BANKS

banks, and community financial institutions.

Specialized commercial banks are designed to :
help specific industries. The Chao Tong Bank, one -

of thelargest banksin Taipei,China, ischartered as
adevelopment bank to upgrade domestic industries
and foster the development of strategic industries.
The Farmers Bank of China finances agricultural
development and promotesrural construction. The
Land Bank of Taiwan extends loans to assist the
government in carrying out itsland and agricultural
policies. The Export-Import Bank of China, founded
in January 1979, is engaged in risk financing of
export-import activities, including guaranteesrel ated
to plant, equipment, and overseas construction
projects; export insurance; country-risk surveys; and

- credit investi gations. These banks mainly extend

medium-term (up to seven years) and long-term
loans (more than seven years). The other special-
ized commercia bank, the Central Trust Bank of
China, isin the trust and insurance business, serv-
ing as agent for government procurements, and also
performs regular trading business for both public
and private enterprises.

MEDIUM- AND SMALL-BUSINESS BANKS
Medium and small enterpriseslargely constitute the
general businessstructurein Taipei,China. Thus, they
are considered the major driving force of economic
growth. Theindustrial organization of the economy
isunique in that few enterprises can be considered
“large” even by international standards. While spe-
cialized commercial bankscater to large enterprises,
medium- and small-busi ness banks serve medium and
small enterprises.

There are now eight medium- and small-business

- banks (commonly known as business banks) with
- 491 officesin theisland. Though they are designed
The government, starting in the early 1920s, estab- -
lished specialized banks and special fundsto subsi- -
dize or promotestrategicindustries or favored groups. -
There are three types of specialized banks: specia-
ized commercial banks, medium- and small-business -

and required by law to provideloansto medium and
small enterprises, their businesses have become simi-
lar to those of commercial banks. Currently, their
assets compose 6.4 percent of the market. These
banksgrew out of the country’slongstanding mutual
loansand savings companies, which themsdvesorigi-
nated from the old private mutual credit unions. The
Medium and Small BusinessBank of Taiwanisowned
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by the provincial government, whiletherest are pri- -
vate banks listed on the Taiwan Stock Exchange. |
Traditionally, medium- and small-busi nessbanks have :
played animportant roleinfinancing local small busi- :
nesses by extending medium- and long-term credit :
to improve machinery and equipment, financia struc- :
ture, and management and business operations. Le- |
gally, they are not allowed to conduct banking busi-
ness outside the geographic area where they are
- cent.

based.

COMMUNITY FINANCIAL INSTITUTIONS

Community financia ingtitutionsare credit groupsthat
serve specific development sectors. There are two
types of credit groups: credit cooperativesand credit
departments of farmers and fishermen’s associa-
tions. Credit cooperativeswere established under the -
Cooperatives Law; farmers’ associations, under the -
Farmers Association Law; and fishermen's asso- -
ciations, under the Fishery Association Law. Asof -
December 1997, there were 64 credit cooperatives -
with 505 branches, mainly in the urban areas, and

314 credit departments of farmers’ and fishermen’s
associations with 991 branches in the townships.
These ingtitutions are limited to accepting deposits
from and granting loansto their members. Medium-
and small-business banks, credit cooperative asso-
ciations, and credit departments of farmers' and
fishermen’s associations together make up the local
deposit-taking institutions, with aservice network that
spanstheidand, especialy itssmall towns, suburbs,
and rural areas.

The Cooperative Bank of Taiwan was established
in 1946. Sixty percent of its capital isowned by the
provincial government, and the remainder, by vari-
ous cooperatives. Besides its commercial banking
activities, it acts as a central bank for cooperatives.
It takes depositsfrom and offers credit to both credit
cooperatives and the credit departments of farmers
and fishermen’s associations, and directs the opera-
tions of these ingtitutions. However, the authority to
examine and monitor the institutions was shifted in

1997 to CDIC. The Cooperative Bank of Taiwan is
also a specialized bank for the real estate, farming,
and fishing industries, and it executes strategic loans
funded by related government agencies. The gen-
eral business practices of the Cooperative Bank of
Taiwan, like those of other banks, are regulated by
the Banking Law. Thelaw allowstheindividua cus-
tomer to borrow up to 3 percent of the bank’s net
worth, and the institutional customer, up to 15 per-

As shown in Table 3, credit cooperatives ac-

counted for 4.6 percent of the total assets of all fi-

nancial institutions, 8.1 percent of deposits, and
5.5 percent of loans at the end of 1997. The credit
departments of farmers' and fishermen’'s associa-
tions accounted for 5.3 percent of total assets,
8.3 percent of deposits, and 6.3 percent of loansdur-
ing the same year.

The community financial institution sector, pre-
sents major issues for the banking industry. These
institutions are protected by regulations and subsi-
dized by law, and their profits are not taxed. Most
importantly, they are often run by elected members
rather than professional managers. These commu-
nity financial institutions are deep-rooted in local
politicsand unions (farmers’ and fishermen’s asso-
ciations) and play acritical rolein elections. Regu-
lators, constrained by local politics, havelong been
unabl e to resolve the problem of widespread insol-
vencies in the sector. Insolvent community finan-
cia institutions continued to operate as usua be-
cause of their strong linksto local politics. In 1995
and 1996, however, there were 20 bank runs, 18 of
them agai nst the credit departments of farmers’ and
fishermen’ s associations (the other two were agai nst
credit cooperatives). Even now, regulators admit
that more than 50 cases of insolvency involving
community financial institutionsare still unresolved.
Fortunately, community financial institutions occupy
only about 5 percent of the banking market in
Taipei,China, and have never affected the back-
bone of the banking system.
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SPECIAL FUNDS

In addition to specialized banks, special funds have :
been set up to assist specific lines of business. :
Currently, these special funds comprise three major :
government-assisted funds. The first is the Small :
and Medium Business Credit Guarantee Fund -
(SMBCGF), which was formally inaugurated on :
9July 1974. SMBCGF playsapivotal rolein provid- :
ing small- and medium-size businesses with credit :
guarantees to help them gain access to financing. :
The Farmers Credit Guarantee Fund (FCGF), anin- :
dependent nonprofit financial institution supervised :
by MOF, provides the same service to farmers and :
fishermen. Ingeneral, fund guaranteesarelimited to :
debts not protected by collateral. The FCGF is fi- :
nanced mainly by the government and banking insti- :
tutions and to a lesser extent from retained surplus 3
of the previous year. The third government- -
assisted fund, the Overseas Economic Cooperation -
and Development Fund (OECDF), was introduced
on 19 June 1989. Thisfund, with atotal capitalization
of NT$30 billion, provides loan guarantees, invest- -
ments, and various forms of technical assistanceto -
developing countries over a five-year period. The
fund is being used to finance exports of technology
and capital goods to selected countries through the
- posits.

Export-Import Bank of China.

Nonbanking Financial Institutions

The nonbanking financial ingtitutions (NBFIs) con-
sist of the postal savingssystem, investment andtrust
companies, and insurance companies. These NBFIs
were established through specific regulationsor laws -
. asMay 1959 andis partly government-owned, isalso
- considered a trust company. Unlike the other trust
- companies, CDC accepts neither deposits nor trust

but are all subject to the Banking Law.

THE POSTAL SAVINGS SYSTEM

The postal savings system (PSS) began operatingin -
Taipei,Chinain June 1962. The system accepts sav- -
ings deposits and handles local and foreign remit-
tances, but does not provide loans. Its savings de- :
posits are redeposited with the CBC and four banks, :
namely, Chao Tong Bank, Land Bank of Taiwan, :

Farmers Bank of Taiwan, and Medium Business
Bank of Taiwan. These funds are used for medium-
and long-term loans to specific investment projects
at a preferential interest rate.

With 1,276 post offices and 251 postal agencies
throughout the island, PSS has been effective in
mobilizing savings from the rural and newly devel-
oped areas. The growth in its assets has been very
steady, perhaps because of the convenience of its
service network for most residents (see Tables5 and
6 for a breakdown of PSS assets and liabilities). In
1997, PSS had some NT$17 billion in deposits, in-
cluding simple life insurance reserves, for a market
share of 15.1 percent, second in importance to the
domestic banks.

INVESTMENT AND TRUST COMPANIES

Investment and trust companies were established
in1971in Taipei,Chinato encouragelong-term sav-
ings and investment. They are chartered under the
provisions of the Banking Law, although some of
them are also governed by special statutes. These
companies are not allowed to accept deposits from
the public. Their main source of fundsisthe discre-
tionary trust, which offer dlightly higher guaranteed
rates of return than commercial bank savings de-

Five investment and trust companies operate in

. Taipei,China. In 1998, these companies had assets

of NT$488 billion—51 percentinloansto private en-
terprises, 27.7 percent in securitiesinvestments, and
5.1 percent in real estate. The China Development
Corporation (CDC), which began operating as early

funds. In addition to its own capital base, the corpo-
ration obtains funds from the government and inter-
national financial institutions. It renders assistance
to privateindustriesin theform of medium- and long-
term loans, equity investment, guarantees, and trust
and agency services.
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IELICEH Postal Savings System Assets, 1987-1997 (NT$ million)

>

)

Portfolio Investments 8

Securities Claims on Financial Institutions é

Government Government Private Financial Other Monetary Cash in Other Total E

Year Loan Securities Enterprises Enterprises Institution CBC Institutions Vaults Assets Assets =

>

1987 5,095 3,468 5,780 518,116 351,258 5,086 43,439 932,242 6

1988 6,103 5,463 5,448 598,443 322,845 5,292 57,841 1,001,435 =

1989 7,103 5,702 4,284 737,052 212,894 5,831 65,765 1,038,631 %

1990 4,161 3,617 2,524 851,078 223,978 6,250 74,259 1,165,867 Py}

1991 1,576 23,432 1,296 1,045,495 244,923 6,878 86,250 1,409,850 m

1992 2,865 52,769 801 5,085 70,157 1,139,353 347,578 8,631 109,406 1,736,645 @
1993 5,108 99,594 398 22,219 27,766 1,139,571 467,285 9,250 132,203 1,903,394
1994 2,457 41,336 2,085 1,183,735 575,932 9,242 165,424 1,980,211
1995 2,754 58,728 41,224 34,473 1,116,728 762,097 10,205 158,942 2,185,151
1996 3,474 128,816 7,960 145,270 63,380 1,055,047 884,871 10,230 163,736 2,462,784
1997 4,909 155,866 6,985 75,976 44,753 1,028,254 1,054,1578 12,617 175,386 2,558,903

CBC = Central Bank of China.
2 ncludes claims on other financial institutions amounting to NT$4,264 million.
Source: Central Bank of China (1998a).

JELICISH Postal Savings System Liabilities, 1987-1997 (NT$ million)

Savings Deposits Due to Financial Institutions
Passbook Time Other
Giro Savings Savings Monetary Other Net Total Liabilities +
Year Accounts Deposits Deposits CBC Institutions Liabilities Worth Net Worth
1987 7,473 498,927 285,190 128,978 11,674 932,242
1988 9,237 545,278 284,468 5,000 144,459 12,993 1,001,435
1989 10,951 459,211 387,690 14,000 154,775 12,004 1,038,631
1990 11,236 465,050 525,707 140,326 23,548 1,165,867
1991 12,492 512,948 717,474 139,392 27,544 1,409,850
1992 15,560 581,804 916,979 2,500 189,390 30,412 1,736,645
1993 18,114 608,210 980,999 262,495 33,576 1,903,394
1994 1,264 659,708 1,076,458 7,679 181,183 33,919 1,960,211
1995 24,863 705,369 1,232,200 4,108 183,325 35,286 2,185,151
1996 25,744 756,194 1,445,920 199,725 35,201 2,462,784
1997 27,401 752,848 1,455,528 15,500 271,638 35,988 2,558,903

CBC = Central Bank of China.
Source: Central Bank of China (1998a).
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INSURANCE COMPANIES

There are 30 life insurance companies, with 103 :
branches, and 26 property and casualty insurance :
companies, with 127 branches, in Taipei,China. Of :
these, 22 areforeign companies. All insurance com- :
panies are subject to government supervision, and :
their asset management is examined by the MOF. A :
minimum capitaization of NT$2 billionisrequiredto :
start up a new insurance company. To preserve :
policyholders' rightsand benefitsand to maintain fi- :
nancial stability, insurers are required to contribute :
to the establishment of separate stabilization funds, :
similar to the state insurance guarantee fundsin the :
US. The stabilization funds charge up-front a flat :
rate of 0.2 percent of the total premiums for prop- :
erty/casualty insurers and 0.1 percent for life/health :

insurers,

Currency Risk of Banks

stock market, and speculation in local currency.

The development of the foreign-exchange mar-
ket and recent changesin the market are briefly de-
scribed below. It may help to see how regulators
reacted during the crisis and to understand the cur- :
rent foreign-exchange activities of banks in :
: Taipei,China and the PRC, should be taken into

Taipel,China.

Foreign-Exchange Market

Development and Recent Changes
The NT dollar has been quite stablein valuein re-
cent years compared with many other currencies.
From 1990 to 1996, the exchange rate fluctuated
between NT$24.5 and NT$27.98 to the US dollar.
During the Asian currency turmoil, while the cur-
rencies of some Southeast Asian countries plum-
meted by 30 percent or more from July 1997, the
NT dollar fell by only about 11 percent from
April 1997 till mid-November 1997. During thefirst
10 months of 1997, the NT dollar depreciated in
three stages, first in April 1997 after CBC relaxed
its defense of the line at around NT$27.5 to the
US dollar, then in July 1997, and again in
October 1997. The NT dollar hovered around
NT$28.5 to the US dollar in mid-October, and
reached NT$31.1 on 13 November of the sameyear,

- after the CBC's new hands-off policy allowed the
Very few banks in Taipei,China have substantial
foreign-currency positions. There were restrictions -
on trading and dealing in foreign currency until the
early 1990s. Although afloating exchange-rate sys- -
tem was adopted in 1978, the rate has been stable
for along time. Most banks, until the early 1990s,
concentrated on the domestic market. Since then, -
some banks have developed businesses in the
People's Republic of China (PRC) and Southeast -
Asia. International businessesinvolve many restric- .
tionswhere domestic banks are concerned, and have
therefore been largely reserved for branches of for-
eign banks. Currency transactions at the individual
and corporate levels are almost unconstrained, but
there are strict regulations on banks foreign-ex- -
change activities, foreign participation in the local -

NT dollar to be determined by market forces. How-
ever, CBC changed the nature of the market by
suspending thetrading of currency futures (referred
toasnondelivery forwardsin Taipei,China) and lim-
iting speculators’ participation from mid-1998.
Several important factors haveinfluenced the ex-
change rate of the NT dollar. These include the in-
ternational value of theUSdollar inrelation to other
currencies, interest-rate differentials between the
domestic and foreign markets, speculation, inflows
of foreigninvestments, travel expenditures, short-term
capital movements, and the attitude and intervention
policies of CBC. Each of the above factors has af -
fected the value of the NT dollar and its market per-
formance. Increased expectation of a depreciation
inthe NT dollar in mid-October 1997, for instance,
led many importersto buy US dollars while export-
ers were reluctant to sell the same, further pushing
down the value of the NT dollar. The increase in
short-term foreign capital outflow also contributed
tothedowntrend. In addition, political concerns, such
as changes in the nature of relations between
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account when considering the short-term fluctuations

in the value of the NT dollar.

ROLE OF FINANCIAL AUTHORITIES

toward deregulation and internationalization.

MARKET CHARACTERISTICS

Theforeign-exchange market in Taipei,Chinabears
~ Thelocal currency forward market was established
» Exchangeratesreflect the workings of themar-

thefollowing characteristics:

ket, and relatively large amounts of foreign ex-
change can beremitted inward or outward with-
out restrictions.

» Market volume is till relatively small, so the
government can intervene effectively when nec-
essary.

» Compared with the capital account, the current
account has had less influence on the value of
the NT dollar in recent years. In particular, capi-
tal movementsrule the value of the NT dollar.

EXCHANGE-RATE DEREGULATION

Taipei,China changed from a pegged to a floating
exchange-rate systemin 1978. Theforeign-exchange
market was established in February 1979 and the
NT dollar was able to float freely within a narrow
range (i.e., 2.25 percent) against a daily mid-rate.
The mid-rate was set according to the weighted av-

erage of the interbank transactions of the previous
business day. In April 1989, a new system of free
price negotiation came into existence. At present,

: every bank is entirely free to set its own rates for
The government has intervened in the foreign- :
exchange market, in the light of its balance of pay- :
ments, to maintain a sound foreign-exchange mar- |
ket. For example, CBC fought against panic buying
of the US dollar in the first quarter of 1996 when
Beijing wastesting ballistic missilesnear theisland.
At the time, the central bank used its foreign- -
exchange reserves to halt a plunge. It also adopted
defensive measures to preserve the value of the
NT dollar from April to October 1997, such that the -
currency depreciated much less than many other
Asian currencies. However, although the authorities
have intervened in many ways during the crisis, the
general trend in the foreign-exchange market is still -
- further broaden in scope and volume.

foreign currencies.

In August 1993, the Regulation Governing Foreign
Exchange Brokers was promulgated to influence
prominent brokersto set up branchesor participatein
joint ventures, to make the foreign-exchange market
more efficient, and to establish an international net-
work. In addition, authorized foreign-exchange banks
were alowed to trade in athird currency. Other new
products, such asmargin trading, swaps, and forward
rate agreements, were also permitted. In November
1994, the first speciaized foreign-exchange broker-
age, Taipei Forex Inc., was established. The second
foreign-exchange brokerage began operating in early
1998. The foreign-exchange market is expected to

NEW TAIWAN DOLLAR FORWARD AND
FUTURES TRADING

in 1979 in accordance with the spot exchange mar-
ket, but it was suspended from July 1987 to Octo-
ber 1991 to discourage speculation and cut off the
influx of foreign hot money into Taipei,China. Origi-
nally, only trade-rel ated transactionsin currency for-
wards could be accepted to avoid speculation and
arbitrage. Thisrestriction waslifted in March 1994
to include several service items such as shipping,
transportation, and marine insurance in the current
account.

The central bank allowed the entry of more local
and foreign currency traders in January 1995 and
authorized for the first time forward currency deal-
ing and trading by companies that were conducting
only capital-account transactions. Starting 7 July 1995,
banks could transact in currency nondeliverablefor-
wards (NDFs). NDF transactions are, by nature,
over-the-counter futures contracts. However, NDF
trading was restricted to trade-related transactions
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in mid-1998 to prevent speculationinthe NT dollar -

during the Asianfinancial crisis.

CAPITAL FLOW DEREGULATION

InJuly 1987, the authoritieslifted most of therestric- :
tions on the NT dollar. This change has completely :
liberalized current-account transactions. With respect :
to capital-account transactions, each individual can :
now make outward and inward remittances of up to :
USS$5 million per year. On 1 June 1997, the amount :
was raised to US$50 million per year for corporate :
entities, which did not have to obtain prior approval :
from CBC or state specific uses for the funds remit- :
ted. Such high ceilingson outward and inward remit- :
tancesvirtually did away with limitations on capital :

flow for local individuals.

Until January 1991, foreign institutional investors 3
could not invest in the local stock market. By
20 December 1996, a foreign institutional investor -
couldinvest up to US$600 million. Foreignindividu-
as and corporate investors were permitted for the
first timetoinvest directly in thelocal stock market
inMarch 1996. Foreignindividualscouldinvest upto -
US$5 million, and foreign corporateinvestors, upto
US$20 million (US$50 million since 2 June 1997).
Theaggregate holding of foreigninvestorswasorigi- -
nally limited to 20 percent of the sharesof any listed -
company, but this limit was increased to 25 percent
on 21 November 1996. However, although more
gpaceisopening up for foreign investors, foreignpar-
ticipation in the stock market amounted to only

3 percent of the total market value as of early 1998.

Supervision and Examination

The major regulatory bodies for financial institu- -
tions are the central bank, the MOF, and CDIC.
The Banking Law requires CDIC to coordinatewith -
the other two agenciesin examining the operations -
of insured institutions. However, recent develop- -
mentsin the coordination of banking supervision have :
caused CDIC to take the lead in supervision and :
examination. All examinationsareinitiated by CDIC. :

While MOF and CBC send representatives to par-

- ticipate in the examinations, most of the examiners
- come from CDIC. CDIC now monitors and exam-

inesinsured institutions only, but M OF has decided
to make deposit insurance compulsory for al de-
posit-taking institutions. Thebill isbeing reviewed
by legidlators.

Deposit Insurance System

CDIC began its operationsin September 1985. Al-
most all of its capital was subscribed by MOF and
CBC. CDIC existsto protect depositors and main-
tain a sound banking system by supervising and
monitoring the operations of insured institutions,
handling problem institutions, and resolving failed
institutions. The deposit insurance system in
Taipei,China is voluntary, unlike the systems in
Canadaand the US, where bank membershipiscom-
pulsory. However, the system may eventualy be-
come compulsory, and all banking institutions will
then have to be insured and examined by CDIC. In
acompulsory system, all financial institutions will
be insured by CDIC (government) and taxpayers
will be forced to assume al the liabilities arising
from bank failures. Thisis a move away from the
market economy and from the use of depositorsto
regul ate bank risk-taking behavior.

INSURANCE COVERAGE
Theinsurancecoversonly certaintypesof domestic
deposits that are denominated in local currency.

. Themaximuminsurancecoverageavailabletoeach

individual depositor in any insured institution is
NT$1 million. Theaverageratio of insured deposits
tototal insurabledepositsof all insuredinstitutionsis
42 percent (Table 7).

INSURANCE PREMIUM

The premium rateis set at 1.5 basis points of insured
deposits. Thetotal amount of insured depositsiscom-
puted every six months. Duan and Yu (1994) reported
that CDIC undercharged theinsured institutions and

153




154

A STUDY OF FINANCIAL MARKETS

Deposits of Insured and Insurable Financial Institutions, as of 28 February 1998 (NT$ million)

Insured/insurable (%)

Insurable

Insured Institutions

Total
Deposits

Total
Deposits

Covered/Total
Deposits (%)

Total
Deposits

Covered
Deposits

No.

No.

No.

Item

Private financial institutions

62.6
100.0

89.5
100.0

6,611,381

38

4,141,036 38.5

1,592,419

34

Domestic banks

267,765
1,194,852
1,207,360

25.2

267,765
1,164,278

67,556
642,196

Investment and trust companies
Credit cooperative associations

97.4

93.3

55.2

56
246

87.0
100.0

85.7
100.0

62.9 287

1,050,280

660,969

Credit departments of farmer's associations

29,104
278,971
9,589,433

27
45
461

69
21.4

29,104
270,450

6,922,913

20,072
57,912

3,041,124

27
29

396

Credit departments of shermen’s associations

Local branches of foreign banks

96.9

64.4

72.2

85.9

43.9

Subtotal
Government financial institutions

47.1

62.5

1,866,212

8
1
9

470

27.1

879,672

238,332

Domestic banks

33,365

1,899,577
11,489,010

Investment and trust companies

46.3

55.6

27.1

879,672
7,802,585

238,332
3,279,276

Subtotal

Total

67.9

85.3

42.0

401

Source: Central Deposit Insurance Corporation (1998).

provided them with a huge subsidy over the last 10
years. Still, many small institutionschoosenot tojoin
the deposit insurance system because the govern-
ment and CDIC have been bailing out all defaulting
institutions, no matter whether they were insured or
not. Eight banks owned by provincial governments,
which account for about 30 percent of total deposits,
are not yet insured. The provincial governments do
not consider another tier of protection provided by
CDIC and the central government as necessary.
Though severa failed resolutions have occurred,
CDIC has never made any cash payoff because al
the resolutions use the purchase-and-assumption
method, with no cash involved. The acquiring orga-
nizations are willing to pay for the losses because
they can get compensation from the market shares
and charter values of the failed banks. The deposit
insurance reserves have therefore accumulated to
NT$452 million, whichisequivalent to 4 basispoints
of CDIC'sinsured deposits.

ON-SITE EXAMINATION

CDIC's supervision program combines on-site ex-
amination and off-site monitoring. CDIC conducts
regular on-site examination of all insured ingtitutions.
Head offices are examined every year. The fre-
guency of examinations of the branches of insured
institutions depends on theingtitution’s credit rating.
Institutions rated “A” or “B” are examined every
three years; those rated “C” every two years; those
rated “D” or “E”, every year. The regular examina-
tions are mainly concerned with the management of
asset risk and quality aswell as compliance with fi-
nancial laws and regulations. CDIC also conducts
unscheduled examinations of specific operational
areas. Examiners focus on violations of laws and
regulations, abnormal and excessiveloan growth, or
major operational deficiencies.

MONITORING SYSTEM
In order to fully understand the financial status and
operations of insured financial institutions, and take
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timely supervisory action, CDIC developed amoni-
: essary corrective actions are initiated.
Early Warning System (IFIEWS), in 1988. The sys- :
tem was designed to all ocate examination resources :
more efficiently among problem and potential prob- :
lem insured ingtitutions, and to identify changesin :
the financial conditions of insured financial ingtitu- -
tions and prevent their failure. This system can also :
help to identify specific problem areas, thus aiding :
off-site analysis and helping to focus examinations :
- centile ranki ng. The calculated scores are used to

The IFIEWS has two subsystems. The Examina :
tion Data Rating System (EDRS) is based on the :
CAMEL (capital adequacy, asset quality, manage- -
ment capacity, earnings, and liquidity) rating system :
used by thefederal financial supervisory agenciesin :
the US. Instead of relying solely on the examiner’s 3
judgment, the EDRS uses a statistical method to se- -
lect financial evaluation ratios, and assigns weights
totheseratios. Onthe basisof theseassigned weights, -
the system can calculateindividual scoresonthefive
CAMEL criteria and a composite score. The com-
posite score will indicate the financial condition of -
theinsured institution. On the basis of theforegoing -
criteria, institutions are rated from “A” to “E,” with .
“A" asthe best rating. Institutionsrated “D” or "E”
areincluded intheexception list, which also consists -
of institutions that meet any of the following condi-

toring program, the Insured Financia Institutions

on major areas of concern.

tions

* Adjusted net worth is smaller than two thirds of
. subjected to documentary analysis by senior exam-
* Ratio of nonperforming loans to total loansis
more than 10 percent (for banks) and morethan
5 percent (for credit cooperative associationsand -
credit departments of farmers’ and fishermen’s -
- ing enforcement steps:
« Liquidity reserveratiofailsto meet thelegal mini-
mum of 7 percent for three consecutive months.
« Total affiliated loans are greater than 120 per-

capital.

associations).

cent of preadjusted net worth.

Once ingtitutions in the exception list are identi- :
fied as problem banks, an analysisis performed to

determine the causes of the problems, and the nec-

The second IFIEWS subsystem is the Call Re-
port Percentile Ranking System (CRPRS), whichis
based on the surveillance procedures of the US Fed-
era Reserve System. The CRPRS is CDIC's prin-
cipal off-site surveillancetoal. It uses quarterly data
from call reports of theindividual insured institution
to calculate the ingtitution’s percentile ranking on
each of the evaluation criteriaand its composite per-

derive an enforcement follow-up list. Aside from
determining the current status of the insured institu-
tion, thissystem can monitor their operational trends
by looking at the quarterly changesin their respec-
tive percentile ranking. I nstitutions that meet any of
thefollowing conditionsareincluded in the enforce-
ment follow-up list:
« Percentile ranking of composite score:
— Government-owned banks: above 90
— Private banks: above 80
— Trust and investment companies; above 50
— Credit cooperative associations: above 80
— Credit departments of farmers' and fisher-
men’s associations: above 70
* Deterioration of more than 40 percent in
the composite percentile ranking within 12
months.
* Percentileranking of individual ratio above 90.
Institutions in the enforcement follow-up list are

iners of CDIC to determine the causes of the prob-
lems. Once the nature of the problemsis confirmed,
CDIC adopts the necessary measures and enforces
follow-up tasks. Specifically, CDIC takesthefollow-

« Confirm and analyze the problems.

* Enforce comprehensive annual examinations.

» Conduct on-site examination in advance of the
routine schedule.

* Conduct specific examination, if necessary.

« Establish afile of follow-up tasks.

155




156

A STUDY OF FINANCIAL MARKETS

* If necessary, recommend thefollowingrigiden- -

forcement actionsto MOF:
— Request correction by a specified date.

siteexaminationsimmediately.

— Take preconservatorship steps to remedy the
- dered by MOF to close because it cannot make pay-

situation.

— Assessapenalty (fines, demeritsfor manager-

in-charge, removal of manager-in-charge).

—Recommend conservatorship and receiver-
- them to quickly receive the principal and interest on
- their deposits within the maximum coverage limit.

ship.

MANAGEMENT CONSIDERATIONS

The early-warning system is not a panaceabut only
asupervisory measure and could never replace on-
site examination. This system can only detect gen- -
eral problemsexistingininsuredingtitutions, and will -
still fail to detect problemsuniquetoindividual insti- -
tutions. In 1992, MOF recognized the need for ana-
tional early-warning system for al financial institu-
tions. Under itsguidance, CDIC establishedtheNa-
tional Financia Institutions' Early Warning System
(NFIEWS). The effectiveness of the NFIEWS has
not yet been established, athough the financia sta-

bility and soundness of the banking sector in general
have not been affected during the Asian crisis. In
fact, nofinancia ingtitution hasdidintofinancia dis-
tress since the crisis began.

HANDLING PROBLEMS OF INSURED
INSTITUTIONS

In general, decisions regarding troubled institutions
are arrived at by balancing several policy consider-
ations. These considerations include preserving fi-
nancia sability, protectingindividual depositors, main-
taining market discipline againgt risk taking, and mini-
mizing costs to the deposit insurance fund. The au-
thority and the insurer have at their disposal avari-
ety of aternative solutions and financing optionsto
achieve these various policy considerations. CDIC
can, if authorized by M OF, dispatch personnel to as-
sist the insured institution. It can also terminate the

insurance status of theinstitution if the latter failsto
rectify regulatory transgressionswithin thetime pre-

 scribed by CDIC,
— Request regulatory agencies to conduct on-

HANDLING FAILED INSURED INSTITUTIONS
When aninsured ingtitution voluntarily closesor isor-

ments to its depositors, CDIC acts as the statutory
receiver. CDIC must then fulfill itsinsurance obliga-
tion to protect the interests of depositors and enable

CDIC can do thisin any of thefollowing ways:

* Directly pay the insured depositsin cash.

« Arrangefor theinsured depositsto betransferred
to other insured institutions in the same area.

» Temporarily operate the closed institution in
CDC’sown nameif no other insured institution
in the same area can assume the transfer of de-
posits.

« With prior approval from MOF, extend loansto
or purchase assets from the closed institution.
Otherwise, the institution will be liquidated ac-
cording to the law.

When CDIC liquidates the assets of the closed
institution, it distributesthe proceeds periodically to
those having a claim on the receivership. Asin-
surer, CDIC acquires a claim against the receiver-
ship equal to the amount of the payoff after it com-
pensates depositors of the closed institution. That
is, CDIC becomes the co-claimant on the closed
institution’s assets. No insured institution has been
put under receivership since CDIC began its op-
erationsin 1985.

Banking Business
Environment
Asset and Liability Management

Standard for Most Banks

Asset-liability management (ALM) refersto the co-
ordinated management of a bank’s balance sheet
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to alow for alternative interest-rate and liquidity
scenarios. It is commonly believed that the asset- :
liability management committee (ALCO) is the :
single most important management group in abank. :
In Taipei,China, most banks, except the community :
financial institutions, manage interest-rate risk :
through ALM, using the techniques of maturity gap :
management and duration gap management. The :
community financial institutions are usually man- :
aged not by professional managers but by their as- :
sociated members (farmers, fishermen, etc.), and :
therefore have a much lower level of management :
~ ditional deposit-loan business specified in Article 3

However, theloan portfolios of Taipei,Chinabanks :
have long been dominated by floating-rateloans, and :
fixed-rateloansare only anegligible portion. In con- :
trast, traditional banks in the US have assets whose 3
maturity is significantly longer than the maturity of
their liabilities. Therefore, without acareful calcula-
tion of assets and liabilities, it is not clear whether -
Taipei,China banks have a positive or negative ma- -
turity or duration gap. According to a study by Yu, -
Shen, and Chen (1995), equity pricesof Taipei,China -
bankswere not sensitive to interest-rate movements -
from 198910 1994. Thismay imply that Taipei,China -
banks in general have a matched duration structure -
- Although off-balance-sheet activities (OBSAS) are
- amodern banking devel opment, banksin Taipel,China,

skill.

of assetsand liabilities.

MERGERS TO RESOLVE WEAK INSTITUTIONS

Mergers and acquisitions (M&As) do not happen .
oftenin the Taipei,Chinafinancial markets. Though
there have been over 100 M&Asin the 1990s, very
few of them involve large banks or nonbanks. Of
these recent M&As, 90 percent were carried out
through cash payments and 10 percent of them
through stock swaps. However, during the second -
half of 1995 and into 1996, there were morethan 21
instances of panic runs against community financial
institutions. Most of these failing institutions were -
resolved through assisted mergers with commercial :
banks or other community financial institutions. The :

government is aware of the financial weakness of
community financial institutionsand encouragesthem
either to merge with other financial institutions or to
convert themselves into commercia banks, which
are subject to more restrictive regulations.

UNIVERSAL BANKING ENCOURAGED BY THE
GOVERNMENT

Thoughthe banking systemin Taipei,Chinawasorigi-
nally designed to have specialized banks serving al-
ternative functions, the government now encourages
the movetoward universal banking. Beyond thetra-

of the Banking Law, banks are encouraged to ex-
pand their services by offering investment banking,
insurance and securities brokerage, and other ser-
vices. Thus, banksand investment banking firmsare
expected to have considerable overlap in their ac-
tivities, unliketheir counterpartsin the United States,
which are limited by regulations from comingling
banking and commercial activities. In fact, severa
banks now provide brokerage and investment bank-
ing services together with their traditional banking
business.

OFF-BALANCE-SHEET ACTIVITIES

have long been undertaking traditional OBSAssuch
asloan commitments, lines of credit, guarantees, and
letters of credit. However, OBSA data are hard to
collect because many items are either not recorded
or are not required to be reported to government
authorities (except for the magjor traditional OBSASs
specified in Article 30 of the Banking Law, which
must be reported monthly). Table 8 presents OBSA
data, specifically guarantees and letters of credit,
collected for 14 listed commercial banks. Ascan be
gleaned from the table, the volume of guarantees
and letters of credit generally increased from 1995
to 1997 and reached NT$452 million by the third
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guarter of 1997. However, thisvolumeisonly about -
2 percent of the total assets. More sophisticated |
OBSAs such as swaps, derivative contracts, and :
asset securitization are permitted, but under strict :
rules specified by MOF in 1995, These activitiesare -
not very popular among domestic banks but are of-

ten offered by foreign banks.

IELICRSA Off-Balance-Sheet Activities, June 1995
to September 19972 (guarantees and
letters of credit)

Amount (NT$ million)

Month/Year

Jun 1995 265
Sep 1995 380
Dec 1995 359
Mar 1996 402
Jun 1996 421
Sep 1996 403
Dec 1996 420
Mar 1997 451
Jun 1997 457
Sep 1997 452

2 Sample of 14 listed commercial banks.
Source: Taiwan Economics Journal Database.

OFFSHORE BANKING UNITS

The first offshore center began operating in
Taipei,Chinain July 1984; by December 1997 the
number of offshore banking units (OBUS) had in-
creased to 71. After theinitial spurt in 1984, there
was a leveling off in 1987, attributed partly to the
weakening position of the US dollar and the general
decline in international loan syndicates. In recent
years, OBUshave grown dramatically in number and
size as the government has relaxed regulations on
OBUsto promote Taipei,China as aregional finan-
cial center. The magjor change in the regulations is
that OBUs may now accept deposits from and lend
to residents and nonresidents. This business used to
belimited to financial institutions. Table 9 provides
the detailed assets and liabilities of OBUs in
Taipei,China. As of December 1997, there were 38
OBUs owned by domestic banks and 33 OBUs
owned by foreign banks, with total assets of over
US$39hillion.

CAPITAL ADEQUACY

TheBanking Law requires banksto maintain alevel
of risk-based capital according to an adequacy test
similar tothat set by BIS. Banksthat fail to meet the
8 percent criterion may not distribute dividends and
will need new capital infusion. Otherwise, their bank-
ing licenses may be suspended. Starting January 1998,

the Banking Law requires banks to measure their
- adequacy at VAR (value at risk) basis. Tables 10
- and 11 report the ratio of net worth to assets as the
- capital adequacy ratio of banks chartered before 1991
- and after 1991, respectively. In general, the ratio of

net worth to assets is lower than the BIS capital ra-

tio because risk weights adjust down the assets and

raise the BIS ratio. According to a news release in
March 1998, the only domestic bank that failed to
pass the 8 percent BIS ratio was the Taiwan Coop-

erative Bank, whose BIS ratio was 6.71 percent.
* The bank of Overseas Chinese had its lowest BIS

ratio of 6.75 percent in 1995. Table 10 shows that
the Taiwan Cooperative Bank hasaratio of net worth
to assets of 2.7 percent, the lowest among all do-
mestic banks. Other “old” domestic banks, chartered
before 1991, have aratio of net worth to assets of
4.5 percent or better, higher than those commonly
observed for US banks. Banks chartered after 1991,
the“new” banks, generally have ahigher ratio of net
worth to assets, in the range of 8 to 13 percent
(Table 11). Thisisnot because of these banks’ intent
to keep astrong capital position but dueto high paid-
in capital of NT$10 billion required by the authority.
Higher asset growth isexpected for these new banks
to achieve operational efficiency andfully utilizetheir
capital position.

At the end of 1997, credit cooperatives on the
average had a deposits-to-assets ratio of 89.5 per-
cent, and credit departments of farmers’ and
fishermen’s associations, aratio of 80.8 percent. No
direct data on the net-worth-to-assets ratio of com-
munity financial ingtitutions are available but thisin-
dicator can be derived from the ratio of net worth to
deposits and the ratio of depositsto assets. Commu-
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Assets and Liabilities of Offshore Banking Units, 1996-1998 (US$ million)

Item 1996 1997 1998
Assets
Loans to nonfinancial institutions 8,543 11,736 14,550
Residents 1,403 1,847 2,678
Nonresidents 7,139 9,888 11,872
Portfolio investments 2,576 3,885 4,223
Claims on financial institutions 23,421 19,943 19,175
Authorized foreign exchange
Banks 10,478 7,751 6,207
Inter-OBU 2,798 3,228 2,770
Foreign financial institutions 10,145 8,964 10,197
Other assets 2,050 3,561 2,684
Total 36,590 39,126 40,632
Liabilities
Deposits of nonfinancial institutions 2,617 4,551 6,241
Due to financial institutions
Domestic 11,068 9,846 11,584
Inter-OBU 2,706 3,030 2,504
Foreign 17,254 16,363 15,383
Securities issued 971 1,177 1,382
Other liabilities 1,973 4,159 3,539
Total 36,590 39,126 40,632

Source: Central Bank of China (1998a)

nity financial institutionson the average have weaker -
capital positionsthan commercia banks. The credit
departments of fishermen's associations, withara-
tio of net worth to assets of around 3.7 percent, are

the weakest group among the community financial

institutions. Recent government reportsindicatethat
there are more than 50 insolvent community finan-
cia ingtitutionsleft unresolved and till in operation.
Theunresolvedinsolvent financia ingtitutionsremain -
a critical problem of the current banking system.
There is no immediate plan to resolve these insol-

vent institutions because of their closelinksto local

politics. Democratic elections have caused govern-
ment officialsto delay the resolution of the problem

inexchangefor local political support.

PERFORMANCE EVALUATION

Profitability in banking ismoderate. Intermsof return :
on assets (ROA), new banks average 76 percent,
better than the 65 percent for old banks. Even for an -

equity multiplier of 20, which isfound among afew
old banks, the return on equity (ROE) would be 13
percent. Theequity multiplier isroughly around 10for
the new banks, giving them an ROE of 7.65 percent,
whichisvery closeto theyield on government bonds.
Of course, some of the old banksare profitable. Shang-
ha Commercia Bank, for instance, has an ROE of
21.12 percent, and United World Chinese Bank has
an ROE of 17.14 percent. The ROA of community
financial ingtitutionsisdightly lower than that of com-
mercia banks. However, because they have weaker
capital and ahigher equity multiplier, their ROE may
not be lower than that of banks.

NONPERFORMING LOAN RATIO

L oanswith payments overdue by more than 90 days
are considered nonperforming. Nonperforming
loan (NPL) ratios went up over the five years be-
tween 1993 and 1997 and peaked at 4.07 percent at
the end of March 1997. This was mainly due to the
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JELIENIOE Selected Indicators on Domestic Commercial Banks Chartered Before 1991, as of 11 February 1998

>

Operating g

Credit Assets Loan Revenue Operating Liquid ]

Rating (NT$ (NT$ No. of No. of CAR NPL Per Capita Expenditures/ ROA Operating Reserve <

Name of Bank by TEJ2 billion) billion) Branches Employees (%) (%) (NT$ million) Assets (%) (%) Profit (%) Ratio (%) (%

United World Chinese 1 468.7 292.7 57 2,444 7.0 1.93 11 4.6 1.2 20.2 14.7 %

Shanghai Commercial 1 205.1 131.3 36 1,500 11.8 2.45 12 6.1 2.5 27.1 11.8 %

Bank of Taiwan 1 1,742.7 1,183.5 96 na 9.2 1.8 na na na na 15.1 '13

Central Trust 1 474.5 302.4 34 3,374 7.0 1..84 10 6.1 0.9 131 11.5 )Z>

Land Bank 1 1,130.6 812.6 83 na 5.3 3.52 na 6.6 0.8 9.8 11.6 §

Chiao Tung Bank 1 447.9 343.9 31 1,141 6.7 2.2 25 6.3 0.8 0.4 16.9 ﬂ

Taipei Bank 1 481.4 329.2 65 3,225 7.4 2.25 10 6.1 0.6 10.9 13.3 @
ICBC 1 594.7 342.7 56 3,191 5.9 1.75 9 4.3 0.7 10.8 27.6
First Commercial 2 949.7 645.9 138 6,582 4.8 4.27 10 6.1 0.6 11.5 17.5
Taichung Business 2 2235 159.6 59 2,077 8.7 5.08 6 4.9 0.9 17.8 24.3
Hua Nan Commercial 2 910.9 596.3 127 6,199 5.0 4.59 10 6.2 0.7 11.8 16.4
Farmers’ Bank 2 451.3 331.2 70 2,068 5.2 4.34 15 6.5 0.4 7.3 12.8
Taiwan Cooperative 2 1,541.1 1,021.7 132 na 2.7 4.04 na na na na 27.7
Taipei Business 2 238.5 170.1 73 1,979 8.2 3.00 7 4.9 1.0 15.3 13.0
Chang Hwa Commercial 3 859.1 575.9 140 6,440 4.7 5.69 9 6.1 0.6 10.4 17.5
Kaohsiung Bank 3 121.5 88.9 29 1,027 4.5 3.10 8 6.6 0.5 6.7 20.9
Taiwan Business 3 754.7 543.3 114 5,455 4.6 4.15 10 6.3 0.6 9.1 11.9
Chinfon Commercial 4 147.4 96.4 20 931 9.1 8.90 6 0.0 0.3 8.7 8.6
Hsiuchu Bank 4 236.1 164.6 62 2,095 6.4 7.00 7 5.2 0.6 11.7 16.5
Kaohsiung Business 5 96.0 58.2 57 1,475 8.2 17.00 1 6.2 (0.3) (6.8) 19.2
Taitung Business 5 48.3 27.3 25 577 19.6 15.00 5 5.6 0.0 (0.5) 18.9
Hualien Business 5 37.0 234 24 635 6.7 11.00 1 7.5 0.0 1.1 10.6
Overseas Chinese 5 176.8 133.0 43 1,926 6.4 11.30 3 3.3 0.3 9.1 11.2
Tainan Business 5 133.9 84.2 59 1,335 7.0 8.56 6 5.3 0.6 7.9 13.3

na=not available, ( ) = negative values are enclosed in parentheses.

CAR = capital adequacy ratio, ICBC = International Commercial Bank of China, NPL = nonperforming loan, ROA = return on assets, TEJ = Taiwan Economic Journal.
21 = highest (best) rating and 5 = lowest (worst) rating.
Source: Taiwan Economic Journal (1998).
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recession inthereal estate sector and the many cases
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lators have not been able to contain this problem
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“effectively, even with the support of public opinion -
during thewave of roughly 20 bank runsagainst these |
weak ingtitutions. The political link among govern- :
ment, local paliticians, and community financial insti- :
tutions has hindered regulators from effective su- :
pervision. The weakness of this banking sector re- :
their own office. For most other banks, onlineInternet

mains a challenge for future banking reforms.

JELIIPE Nonperforming Loan Ratios of All
Depository Banks, December 1993
to December 1997

Month/Year NPL Ratio (%)
Dec 1993 1.24
Mar 1994 1.63
Jun 1994 1.62
Sep 1994 1.67
Dec 1994 1.85
Mar 1995 2.54
Jun 1995 2.5?
Sep 1995 2.75
Dec 1995 2.92
Mar 1996 3.36
Jun 1996 3.47
Sep 1996 3.89
Dec 1996 3.78
Mar 1997 4.07
Jun 1997 3.78
Sep 1997 3.95
Dec 1997 3.82

NPL = nonperforming loan.
Source: Central Bank of China.

LEVEL OF BANKING SKILLS

Thelevd of skillsin Taipei,China banks can be dis-
cussed with respect to consumer banking and corpo-
rate banking. At the consumer leve, credit card and
ATM transactionshave grown at adouble-digit ratein
the 1990s, and are very popular among consumers.
Telephone bankingisavailablefrom many banks, pro-
viding consumers with information on lending rates,
balance transfers, etc. The recent entry of new do-
mestic banks and local branches of foreign banks has
increased competitionin the banking market and raised
theleve of banking skill significantly. However, state-
owned banks still hold a substantial share of the de-
posits and loans markets. The dow pace of changein
the skills level of these banks has continued to hold
back the devel opment of the banking sector.

At the corporatelevel, banking skillsand services
are at the highest level among the local branches of
foreign banks. Among these, Standard Chartered and
American Expressprovidefull branch servicethrough
fully authorized computer access at the client’s end.
Corporate clients can have a full-service branch at

banking for corporate clients, which providesinfor-
mation on such aspects as rates, account transfers,

and foreign-exchange remittances, is popular. Most

banks have set up or have been developing elec-

- tronic data interchange (EDI) systems to provide
- onlineservicesin finance, tariffs, and trade for their
~corporate clients.

Another dimension of skill isahility to provide ser-

~vicesin risk management or financial engineering.
- Thesehigh-skill servicesaremainly availableat for-
~eign banks. Some derivative products and services
- are also available at domestic banks, but at a very

primitive stage. Intermsof banking skill and service
and product diversity, the participation of foreign
banks has contributed substantially by increasing
competition in the domestic banking industry.

Recommendations

Though the overall banking system appears to be
sound, many areasstill deserve attention, toimprove
the health and efficiency of the Taipei,Chinabanking
environment. Thefollowing are recommended mea-
sures to address the fundamental weaknesses of the
banking system.

Close Insolvent Institutions
Immediately

Many identified problemsor insolvent financial insti-
tutions have been left unresolved in the industry.
Theseinsolvent institutionswill hurt healthier banks
in the industry by offering a higher deposit rate to
attract funds for their risk-taking projects. Regula-
tors are aware of the potential losses and the dam-
age to the banking system that can result from not
closing down theinsolvent ingtitutions. However, the
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current administration has decided to delay resolving
the problem in exchange for the political support of :
the related interest groups. The delayed resolution :
may underminethe overal health of the banking sys- :

tem and bring further losses to taxpayers.

Convert Community Financial
Institutions Into Commercial Banks

banksin the system.

Institute a More Accountable
Regulatory Framework and
Transparency of Information

the Ministry of Agriculture (for authorized farmers

ableforitspolicy decisions.

mation may again trigger runs on these weak insti-
tutions. Thispractice, in fact, makeinformation less
trangparent and hinder the determination of account-
ability.

Privatize Government-Owned
Institutions

- State-owned banks and banks with substantial gov-
Credit departments of farmers' and fishermen’s as- :
sociationsand even credit cooperatives are outdated :
formsof financial intermediation. Tax preferenceand :
government subsidy should no longer be granted to :
these interest groups. Their system of allowing one :
votefor each member does not reflect the member's -
stakein theinstitution. Therefore, such financial in- -
stitutions should not be managed by elected mem- :
bers. They should all be converted into commercial 3
banks and be supervised and monitored like other -
- Taipei,Chinahasarelatively sound economy and has
- good fundamentals at the micro and macro levels.

ernment shares still have significant market sharein
terms of deposits and loans. These banks usually
compete at a cost advantage and with guaranteed
business, but are in fact less profitable and have a
higher ratio of NPLs. Privatization of government
ownershipin banking isnecessary. Thiswill increase
the overall efficiency of the banking system.

Deal with the Problem of
Lack of Confidence

But confidenceislow and faces considerabl e threat.
During the Asian financial crisis, the Taipei,China

- stock market plummeted, and panic selling of NT
More than 20 bank runs have occurred over thelast
five years and yet no regulators have been held re-
sponsiblefor theselong-delayed failures. Particularly
in the case of community financial institutions, no -
regulatory body considers itself as having sole re-
sponsihility for monitoring and supervision. TheMOF,
. threat to the stability of the financial markets.
and fishermen’s associations), and the Ministry of
Interior (for chartered credit cooperatives) debated .
long among themselves about their regulatory au-
thority and responsibility over these community fi-
nancia institutions. This regulatory structure needs -
to be redesigned so that each government agency -
would haveclear responsibility and would beaccount-
~ the project operators in obtaining enough capital

Though the transparency of financial informa-
tion has improved over the years, regulators still :
tend to conceal information on financially distressed :
institutions on the grounds that releasing thisinfor- :

dollars occurred. In addition, the stock market and
foreign-exchange market have been very sensitive
to political tensions in the Taiwan Strait. Foreign-
exchange reserves, despite being the second or third
largest in the world, can never sustain a confidence
run on the currency. Lack of confidence remains a

Check Government Guarantees

In addition to the national health insurance plan and
pension plan, the government has sponsored several
major infrastructure projects with a total budget in
the hundreds of billions of USdollarsthrough build-
operate-transfer (BOT) transactions. To assist

from banks to support these BOT projects, the
MOF has recently exempted BOT loans from
the standard regulations on loan diversification and
risk-based capital requirements. In several cases, the
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government even guaranteed BOT loans against -
defaults. Infact, most BOT projectsare of poor qual- -
ity. These undiversified BOT loans are risky and, :
without enough capital cushion, the failure of some :
BOT projects may bring the lending banks into fi- |
nancial distress. However, these financialy dis- :
tressed bankswill not be closed in the current regu- |
latory environment because they provided loans to
government-sponsored projects and the government
- globalization of itsfinancial market.

guaranteed these projects.

Develop Regional and International
Economic Coordination

Itis not clear where Taipei,Chinacan go to for help
if amore seriouseconomic crisisoccurs. Legitimately,
it will not be able to get help from the International
Monetary Fund (IMF) and the World Bank, since it
isnot amember of thesetwo organizations. Thereis
an apparent need for Taipel,Chinato develop regional
economic cooperation or coordination relativeto the
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