HONG KONG AND SINGAPORE: THE
FUTURE OF ASIAN FINANCIAL
CENTERS
EDITH E. M. JOHNSON
Hong Kong and Singapore currently serve as Asia's two main financial
centers. Analyses of the evolution of internationalfinance have generally
concluded that within a given region, a single financial market is likely
to predominate. Yet such centralization has not occurred in Asia - while
Hong Kong is the loan syndication center, Singapore remains the chief
funding source - the nexus of the Asian dollar market. Edith E. M.
Johnson compares the development of these two financial centers and discusses
their future prospects while evaluating the increasing importance of Japan.
She concludes that while Tokyo eventually will be the primary Asian
financial hub, Hong Kong and Singapore are likely to maintain their
currentfinancial roles in the short run.
I.

THE THEORY OF AN INTERNATIONAL FINANCIAL CENTER

Hong Kong and Singapore are two of the most important financial
centers in Asia. A financial center is a locality with a network of established financial institutions providing a full range of financial services.
Financial centers arise because of the economies of scale available in the
centralization of financial markets and banking services.
This article will compare the past and current financial activities of
Hong Kong and Singapore, and then speculate on their future activities,
including the impact that an expanded financial role for Tokyo might
have on them. The analysis will focus on banks and banking, with some
reference to other elements of money and capital markets such as funds
management, stock exchanges, foreign bonds, financial futures, and pension funds.
According to economist Charles F. Kindleberger, most bankers started
as merchants, and both banking and commerce involve overcoming distance. Cities have typically been located at transport intersections or
along major trade routes. The "staple" theory of banking postulates that
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banks initially served the needs of sovereigns and nobles, then developed
in connection with commerce and governmental finance, next with shipping and industry, and finally with intermediation in insurance, mortgages, consumer finance, factoring, and pension funds. 1 This theory
applies to both Hong Kong and Singapore, which were centers of entrep6t
or reexport trade before they became regional financial centers.
Banking and financial centers perform a medium-of-exchange and a
store-of-value function through time and space. Banks balance the savings
and investments of individual entrepreneurs over time, transfer financial
capital from savers to investors, and also effect payments and transfer
savings between places. 2 Banks, therefore, increase efficiency by directing
funds to users with the most need for capital.
The international financial center serves clients in several countries and
functions as a haven for savings seeking profitable investments, free from
exchange controls and monetary restrictions. In order to further improve
efficiency, banks invest their surplus funds in the interbank market.
Other banks obtain funds from this market to finance their international
lending operations.
The growth of an international financial center is a "natural response
by bankers to benefit from the economies of scale in their international
operations." Bankers need a "critical mass" of enough banking and financial institutions in the financial center to service their international
clientele. 3 And as Kindleberger argues,
the specialized functions of international payments and foreign
lending or borrowing are typically best performed at one
central place that is also the specialized center for domestic
inter-regional payments .4
The impetus for centralization of financial activities, then, came from
the convenience and lower cost of joint facilities, specialization, and the
services of related industries located in the center such as accounting,
clerical, and legal services. In addition, multinational firms are "able to
economize on working balances by centralizing them at the metropolitan
pivot" of the international financial center. As companies establish offices
in the center, "increasingly competitive securities markets" emerge that
1. Charles F. Kindleberger, "The Formation of Financial Centers: A Study in Comparative Economic
History," Princeton Studies in InternationalFinanceNo. 36 (Princeton: Princeton University Press,
1974), pp. 7-9.
2. Ibid., p. 6.
3. Yoon S. Park, "A Comparison of Hong Kong and Singapore as Asian Financial Centers," in East
Auia Dimensions of InternationalBusiness, ed. Phillip D. Grub et al (Sydney: Prentice-Hall International, 1982), p. 22.
4. Kindleberger, p. 6.
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"provide larger and cheaper security issues for those in need of capital,
as well as more liquid investments for lenders." 5
An international financial center must be located in a politically safe
region with a strong domestic economy, stable currency, and low inflation. It must be accessible, in terms of geography and time zone, to
investors with surplus funds, and borrowers in industrializing economies
with extensive needs for foreign funds. Also, the center must provide a
variety of financial markets for investment and intermediation. In fully
developed financial centers such as London and New York, these markets
include: 1) a broad money market with specialized instruments such as
Treasury bills, certificates of deposit, commercial paper, acceptances, and
collateral loans; 2) a private and governmental capital market with a
primary market to float new security issues and a secondary market to
trade them; 3) other markets which trade commodities, foreign exchange,
bullion (in London), insurance, and ships' charters.
Finally, to facilitate these activities, there must be liberal government
regulations on banking, foreign exchange and securities transactions, a
favorable tax environment, availability of work permits for expatriate
staff, support industries such as legal and accounting services, and international telephone, telex, and transportation links.
Taken together, these economies of centralization explain why financial
centers tend to be organized in a hierarchy, with a single center. 6 Kindleberger argues that "the continuous reduction in the costs and difficulties of transport and communications over the last two hundred years
has favored the formation of a single world financial center."' From this,
he concludes that in the nineteenth century, London was the worldwide
center, while in the early twentieth century, the center shifted to New
York, and has now shifted to the Eurocurrency market, which is spread
around the world.
Despite certain forces favoring centralization, Kindleberger cites three
diseconomies that favor regional markets: first, the cost of information:
local credit markets have the advantage of knowing the character and
personality of individuals and small firms in the area. Second, time
differences: the "cost of dealing in finance at a distance" is "the loss of
information obtainable from face-to-face contact . . . .Direct communication by telephone and telex must be simultaneous. When it spans
time zones, it involves dislocations of the working day for at least one
party." Third, discrimination: government and private individuals often
5. Ibid., p. 7.
6. Ibid., p. 3.
7. Ibid., p. 11.
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"favor compatriots over foreigners even at the expense of higher costs or
8
lower profit."
These diseconomies of centralization, when balanced by the economies
of centralization, could lead to the formation of a single regional financial
center in Asia just as they have in London for Europe and in New York
for North America. Japan might seem to be the most promising country
for an Asian financial center since it has the most prosperous and dynamic
economy in the region, a large trade surplus, and excellent service
facilities. However, strict controls on banking and foreign exchange
operations have inhibited the development of a full-scale international
financial center in Japan.
As a result, Hong Kong and Singapore have become the leading centers
for international financial operations in the Asia-Pacific region. Neither
is a fully developed center offering as wide a range of financial activities
as London or New York; each center developed in response to different
forces, and in the past worked together in a symbiotic relationship,
fulfilling separate financial functions for the region. And while the economies of centralization may create pressure in Asia for the formation of
a single regional center, such an outcome will depend on three principle
factors: the uncertain political future of Hong Kong, the regulatory
climate in Singapore, and the internationalization of the Japanese financial
markets.
II.

THE REGIONAL FINANCIAL CENTER OF HONG KONG

Both Hong Kong and Singapore developed their financial strength
from the rapid and sustained economic growth of the Asia-Pacific region
since the 1960s. Both started as international ports with trade and related
services, and both possessed certain characteristics favoring their development as financial centers: "a thriving economy, political stability, good
sea and air transportation lines, a hard-working English speaking workforce, good communications facilities, a well-developed service infrastructure in the legal, accounting and insurance sectors, and an efficient
British-influenced civil service." 9
But Hong Kong differs from Singapore in six fundamental ways. First,
by relying on private-sector initiatives, Hong Kong has flourished with
little governmental influence. It enjoys complete freedom of funds both
into and out of the colony, no taxes are levied on offshore activities, and
the government liberally interprets what constitutes offshore business.
8. Ibid., p. 10.
9. Park, p. 26.
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Taxes are minimal and uncomplicated; profits tax is only 16.5 percent
for corporations and 15 percent for individuals.
Second, Hong Kong benefits from the fact that "international banking,
like the hotel business, is strongly affected by location:" 10 it is geographically more central than Singapore to the major Asian borrowers Taiwan, South Korea, Thailand, and the Philippines.
Third, Hong Kong has been more willing than Singapore to grant
visas to foreign bankers and businessmen. The making of Eurocredit
syndicated loans requires close coordination among bankers and other
professionals in the syndication, pricing, and marketing. Due to the easy
relocation of bankers in Hong Kong, the colony has built up a wealth
of financial expertise.
Fourth, Hong Kong is located on the coast of China, and since the
1930s, Hong Kong banks have acted as a kind of financial entrep6t,
channeling funds from the large Chinese expatriate population to relatives
in China. Hong Kong thus gained early experience as a financial intermediary. China's opening to the West since the early 1970s has dramatically increased opportunities for lending and financing in China, and
Hong Kong is best situated to get this business. However, some bankers
warn that potential profits from China are exaggerated and may take a
long time to develop. As one banker from Paribas said: "China projects
are a tedious process." In the short term, however, another banker has
commented that "there are solid profits to be made from project and
trade financing to China.""
Fifth, more corporations and financial institutions have their headquarters or regional offices in Hong Kong than in Singapore. Even if a
company has its regional headquarters in Singapore, the financial functions are often centralized in Hong Kong.
Sixth, there is a greater volume of trade passing through Hong Kong
than through Singapore, which requires trade financing and other financial services. 12
A. HONG KONG AS REGIONAL LOAN SYNDICATION CENTER

As a result of these advantages, Hong Kong has become the major
center for loan syndication in the Far East and the third leading Eurocredit
syndication center in the world, after London and New York. One
10. Ibid., p. 26.
11. Quoted in Leo Goodstadt, "Whatever the Reasons, Hong Kong Keeps Growing," Euromoney,
July 1982, P. 130; "Singapore's Asiadollar Market," Business Asia, Vol. XIV, No. 49, 3
December 1982, p. 390.
12. "Southeast Asia: Hong Kong's new bid for banking supremacy," Business Week, 26 July 1982,
p. 33.
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syndicated credit banker noted that "wherever the loan may be booked,
well over half the work arranging the loans in the region is undertaken
in Hong Kong." 1 3
In the Asia-Pacific region as a whole, more than one-half of all borrowing is in the form of syndicated, medium-term credits, with the rest
being trade and bond financing. As an example of the magnitude of this
lending, syndicated loans in the region totaled $11.06 billion in the first
half of 1982, up $1.68 billion over the first half of 1981. Of these loans,
67.2 percent went to governments and affiliated bodies, and the rest to
the private sector. 14
These large consortium loans are made to a market "increasingly thirsty
for credit."'15 Bank loans and advances from abroad to the region increased
thirty-eight times from 1969-79, following the growth of the Pacific
basin. 16 The Asia-Pacific region remains "one of the few relatively bouyant
areas left in the world for international bank lending."17 Many Asian
countries are underborrowed in comparison to Latin America, with considerably lower debt service ratios. Moreover, risks are lowered for bankers
due to the wide diversity of Asian borrowers and their types of economies.
The Philippines is the only sovereign borrower in East or Southeast
Asia with a serious debt crisis. While there are potential problems in
Indonesia, Malaysia, and Thailand, bankers agree that Southeast Asia has
"shown few signs of the supposed Latin America ripple effect." 18 the
Philippines problem seems isolated and insulated from the rest of the
region, and concern has dissipated regarding the area's biggest debtor,
South Korea, which had a total debt in the end of 1982 of $36 billion.
Still, its debt service ratio (interest and principal repayments as a percentage of exports proceeds) of 49 percent is low in comparison to
Argentina's ratio of 154 percent.' 9
In addition to the dynamic growth of the Asian economies, there is
an added cultural reason for the growth in bank financing of industrial
and trade expansion in the region. Traditionally, East Asian industrialists
have preferred bank financing over equity. Banks have provided loans for
13. Quoted in "Restructuring plan will bring drastic changes," Financial Times, 21 June 1982, p.
VI.
14. Robert Cottrell, "Home of the Asiadollar and regional treaaury," FinancialTimes, 22 November
1982, p. VI.
15. Ibid., p. VI.
16. A. J. Youngson, Hong Kong Economic Growth and Policy (Hong Kong: Oxford University Press,
1982), p. 31.
17. Peter Montagnon, "Asian loan market stays buoyant," FinancialTimes, 12 September 1983, p.
VI.
18. Chris Sherewell, "Philippines sound a sour note," Financial Times, 11 April 1984, p. II.
19. Montagnon, FinancialTimes, 12 September 1983, p. VI.
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fixed capital (investments in new plant and equipment) which were
technically of a short-term nature, but never called in, so they have
functioned as a means of long-term finance. 2 ° Some sectors, such as
consumer electronics and leisure goods, have relied on equity issues for
financing. But the majority of East Asian companies, especially the
traditional capital-intensive industries "do not2 1see reliance on equity as
a viable or strategically desirable proposition."
B. THE BANKING SYSTEM IN HONG KONG

Despite Hong Kong's basic commitment to free enterprise, the banking system is regulated by an interest-rate agreement. After a "price war"
between several small local banks in 1964 led to the collapse of one bank
and a run on several others, a committee of licensed banks acted as a
cartel to set a limit on domestic interest rates. (This committee changed
its name in 1981 to the Hong Kong Association of Banks.) The cartel
is dominated by the Hong Kong and Shanghai Banking Corporation,
which acts as the colony's de facto central bank, issuing nearly all of Hong
Kong's currency, and serving as principal banker to the British colonial
government.
As a result of the 1964 crisis, no new banking licenses were issued
from 1965-78. After 1970 the licensed banks (including foreign commercial banks, merchant banks, and investment banks) began to avoid
the interest rate agreement by setting up subsidiaries or joint ventures
in the form of finance companies which could compete for funds by
offering higher rates than those set by the committee. In addition, a
number of independent finance companies were set up to circumvent the
law prohibiting new banks from entering the colony.
These finance companies took on aspects of the wholesale and merchant
bank business such as financial advisory and underwriting services. Eventually they became "near-banks" - operating in all respects like banks
except that they could not accept deposits under HK $50,000, nor
operate checking accounts.
After 1976 the government required the finance companies to be
registered as "Deposit Taking Companies" or DTCs. By law, they had
to have a minimum issued capital of HK $5 million and paid-up capital
of HK $2.5 million.
The moratorium on new bank licenses was lifted in 1978. As a sign
of the vast lending potential in Asia, forty banks immediately established
20. Youngson, p. 30.
21. Roy Hofheinz, Jr., and Kent E. Calder, The Eastasia Edge (New York: Basic Books, 1982), p.
137.
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offices. But because of fears that the colony was becoming overbanked,
the moratorium was again imposed in 1979. The second lifting in 1982
was accompanied by stricter criteria for new licenses. As a result of the
restrictions on new bank licenses and the ceilings on interest rates, the
number of Deposit Taking Companies grew rapidly and absorbed a large
portion of total deposits. By 1980, ther were 273 DTCs, compared to
113 licensed banks. The DTCs had become major competitors of the
banks, even though 55% of the DTCs were subsidiaries or joint ventures
of the licensed banks.
In 1981 the government began a two-year restructuring of the banking
system to reduce the power of the DTCs, largely at the urging of the
licensed banks. The rationale was financial prudence: many of the DTCs,
being less regulated, had speculated with their depositors' money in the
risky Hong Kong property and stock markets. (The Hong Kong property
market is subject to violent swings. The lastest property boom "peaked"
in 1980-81 and collapsed in 1982.) In 1978, rumors led to a run on one
of the largest DTCs, which was arrested only after a government inspection which declared the company's books to be sound.
The government wanted to siphon away the huge amount of DTC
funds back to the banks where accountability is greater. The new legislation called for a three-tier system of licensed banks, registered DTCs,
and licensed DTCs. Licensed banks have the monopoly on all deposits
up to HK $50,000 and freedom to compete above this limit. Registered
DTCs are restricted in their access to the important short-term deposit
market, and are only allowed to offer maturities greater than three months
and in minimum deposits of HK $50,000. The new, more restrictive
third category of licensed DTC was created to function as a merchant or
investment bank. These institutions could compete with licensed banks
for both short- and long-term deposits but only in amounts of at least
HK $500,000. In addition, licensed DTCs must have HK $75 million
in paid-up capital. Since only a small number of DTCs could raise
sufficient capital, this category was largely limited to DTCs associated
with foreign banks operating in Hong Kong.
Formerly DTCs competed with banks on the basis of interest rates,
but now they are either cut out of the short-term market, or, if they
decide to upgrade their status in the short-term end of the market, they
22
are placed on equally competitive terms with the banks.
Registered DTCs from June 1983 were obliged to run down their
short-term public deposits. By this action, they became dependent either
on the interbank market or their parent company for funds. In Hong
22. "Hong Kong's quiet banking revolution," The Banker, July 1982, p. 97.
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Kong, the interbank market is supplied mostly by three local banks,
dominated by the Hongkong and Shanghai Bank. Demand for shortterm funds is mostly from expatriate banks or DTCs with little access to
the local deposit market. These institutions are at the mercy of these
three banks, in terms of both availability of funds and the interest rates
they pay. 23 As a result, nineteen registered DTCs have gone out of
business. One-third went bankrupt and the rest declared that the business
was not worth the effort. The restructuring legislation has been viewed
by some as unfairly favoring the largest banks, and by others as a means
to regulate the DTCs. It reveals that the Hong Kong system is not a
completely free market, and that the Hong Kong government works
together with the banking cartel.
C. HONG KONG'S LEAD IN FUNDS MANAGEMENT, STOCK MARKET, AND GOLD AND
SILVER EXCHANGE

Funds management is a second area where Hong Kong leads Singapore,
primarily because of the absence of exchange controls and taxes on profits
originating outside the colony, and also because of the concentration of
financial expertise. Due to the phenomenal growth of the East and
Southeast Asian economies, many institutions and individuals have cash
that needs to be managed. Clients are mainly international, and as one
banker from Jardine Fleming commented, "in this region, rich individ24
uals are often as big as institutions.
Most of the cash is invested in the Japanese stockmarket, but the
management of funds is based in Hong Kong because taxes are lower,
communications are excellent, and also, according to a fund manager
from Henderson Baring, one of the fastest growing Hong Kong fund
25
management firms, "Hong Kong is an easier place to live.
Hong Kong also has a robust stock market and Gold and Silver
Exchange. The stock exchange "boasts the highest liquidity ratio in the
world," and the Gold and Silver Market "provides support for a range of
international gold market makers." The Commodity Exchange, however,
was recently rescued by the Japanese and "adapted to suit their require26
ments."
Despite Hong Kong's success, there are several areas of financial services that remain undeveloped in the city-state. There is no bond market
23. William F. Beazer, The Commerrial Future of Hong Kong (New York: Praeger Publishers, 1978),
p. 118.
24. Quoted in Leo Goodstadt, "Asia's Growing Money Management Business," Euromoney, July
1982, p. 112.
25. Quoted in David Freud, "Range Continues to widen," FinancialTimes, 21 June 1982, p. VIII.
26. Freud, p. VIII.

THE FLETCHER FORUM

SUMMER 1985

and no domestic money market trading in negotiable certificates of
deposit (CDs), commercial paper, or bankers' acceptances. Since the
government runs a surplus, there is no government paper on offer. The
daily adjustment of liquidity positions by commercial banks is accomplished through the interbank market, lead by the Hongkong and Shanghai Bank. Author William F. Beazer finds no evidence that this system
is inefficient. Rather, "support for a genuine money market may be
attributed to a desire [by some banks] to reduce the influence of the
Hongkong and Shanghai Bank on the interbank sector .... -27Another
writer on Asian financial affairs, Michael T. Skully, believes that the
development of a secondary market in Hong Kong would be more
efficient, especially for refinancing long-term assets during periods of
tight money. He views the lack of government support for the creation
of a money market as a hindrance to the development of Hong Kong as
28
a full service financial center.
III.

THE REGIONAL FINANCIAL CENTER OF SINGAPORE

In contrast to Hong Kong, whose financial activities have flourished
in a relatively unrestricted, free enterprise environment, Singapore grew
as a direct result of government involvement and incentives.
A. THE ASIAN DOLLAR MARKET

Singapore is the center of the Asian Dollar Market (ADM), which is
a part of the Eurocurrency market - the international financial system
in which institutions accept deposits of hard currency outside their
countries of issue, and then lend them our for investment purposes. It
is called the Asian dollar market since over 90 percent of the funds
invested and lent are United States dollars, reflecting the importance of
United States dollars in Asian trade, and the competitive edge of American banks in the region.
The impetus for the creation of the market was the rapid economic
growth of a number of Asian countries in the 1960s, which led to an
increased flow of direct investment and multinational corporation participation in the Asian economies. This activity resulted in a "growing pool
of hard currencies" in the hands of the private sector. 29 When the United
States tightened credit conditions in 1967-68, interest rates rose in the
27. Beazer, pp. 118-19.
28. Skully, Michael T., ed., Financial Institutions and Markets in the Far East: A Study of China,
Hong Kong, Japan, South Korea and Taiwan (New York: St. Martin's Press, 1982), p. 67.
29. Tan Chwee Huat, "The Asian Dollar Market," in East Asia Dimensions of InternationalBusiness,
p. 3.
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Eurodollar market, making dollar balances in the Asia-Pacific region
attractive for major international banks, especially United States banks.
Many banks began looking for a site for regional offices, and the Singapore
government provided the right incentives at the right time in 1968 by
removing the 15 percent withholding tax on foreign currency deposits
held by non-residents at banks located in Singapore. Hong Kong would
have been a more logical choice for a regional Eurocurrency market in
Asia because of its pre-existing financial infrastructure, but Hong Kong
authorities refused to remove this tax, which left Hong Kong banks
unable to compete with Singapore for offshore funds.
B. RELATION OF THE ADM TO THE GREATER EUROCURRENCY MARKET

Singapore thus became an intermediary between national capital markets in East and Southeast Asian countries and the Eurocurrency Market.
The ADM not only arbitrages funds beween markets in Asia, the Middle
East, Europe, and since 1980, North America (with the new International
Banking Facilities of the United States), but also mobilizes surplus
regional funds and places them elsewhere within Asia.
From 1968 to 1971, deposits collected in the ADM were channeled
into the Eurocurrency Markets outside the Asia-Pacific region. The ADM
played a part in the Eurodollar recycling of the middle and late 1970s
with the rest of the Eurocurrency Market. But since 1971, the Asian
dollar market has become a net user of funds. Less than half the total
liabilities of the ADM come from the region and the rest are interbank
funds arbitraged from the primary Eurocurrency centers in North America
and Western Europe.
The Asian dollar market is still small in comparison to the greater
Eurocurrency market but its growth has been rapid, from U.S. $30
million in 1968 to U.S. $123.4 billion in June 1983. Its annual rate of
growth was 75 percent between 1969-76, two and one-half times the
growth of the total Eurocurrency market. Growth in 1980 was 57.6
percent and then fell to 20.4 percent in 1981 and to only 7.7 percent
in 1982.30 But this growth still outpaces the growth in Europe, primarily
because of the better economic performances and credit ratings of countries in the Pacific Basin. Moreover, the end of smooth growth in the
ADM reflects the impact of the international debt crisis, which introduced greater uncertainty and reduced total world lending opportuni3
ties. '
30. Ibid., p. 5.
31. Chris Sherwell, "International debt crisis induces caution in lending," FinancialTimes, 11 April
1984, p. II.
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In contrast to Europe and the Bahamas, which lost Eurocurrency
business when the United States introduced International Banking Facilities (IBFs) in 1980, Singapore doubled its share of the Eurocurrency
market during the 1976-83 period. In June 1983, Singapore made up 6
percent of the $2,056 billion market, as compared to 3 percent in 1977.
The United States International Banking Facilities (IBFs) had gained 9
percent of the market by this time, while Europe lost 9 percent but still
hosts 60 percent of Eurocurrency activity. The Bahamas decreased from
a holding of 13 percent to 7 percent, and Japan maintained its 6 percent
share. 32
C. ROLE OF THE ASIAN CURRENCY UNIT IN ADM DEVELOPMENT

The Asian dollar market opened when the Bank of America was granted
permission by the Singapore government to set up a currency unit similar
to its Eurocurrency Unit in London. This Asian Currency Unit (ACU)
allowed free movement of funds into and out of Singapore. In 1969,
other banks were granted similar ACU licenses and the interbank market
slowly began to develop.
The Asian Currency Unit is not an independent entity, but a bookkeeping unit that records all transactions by non-residents with the
financial institutions approved to operate in the Asian dollar market.
Today most of the world's top banks are represented in the ADM. The
ACU is an integral part of a bank or financial institution, but separate
accounting records of ACU transactions must be maintained to ensure
that the flow of funds into and out of the ADM will not disrupt domestic
monetary management.
D. THE MONETARY AUTHORITY OF SINGAPORE AND THE REGULATION OF THE
BANKING SYSTEM

The Monetary Authority of Singapore (MAS), founded in 1971, is the
institution that regulates the ACU banks. The MAS also performs all
the functions of a central bank, except issuing currency. It monitors
stability, credit, and exchange conditions to promote the development
of Singapore as a financial center. The MAS supervises and regulates the
banking system by administering the Banking Act, Finance Companies
Act, Exchange Control Act, and other relevant acts, and by granting
licenses to financial institutions. The MAS was designed to protect
Singapore from the excess opening of the domestic money market to
32. "Economic and Financial Indicators," The Economist, 10 March 1984, p. 100.
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international banks, which could crowd out purely local banks with a
small capital base.
Before 1970, there was only one category of banks in Singapore fully-licensed banks. After 1971, the MAS established two new categories
- restricted license and offshore license banks - which led to an influx
of international banks and money brokers. Full license banks perform all
types of banking activiies, and, if they have an ACU license, they may
accept deposits and make loans in foreign currencies. Restricted license
banks perform all types of banking business, except that they may only
accept time deposits of over S$250,000, they may not operate savings
accounts, and they may trade in only one location. They hold ACU
licenses and are especially active in the wholesale corporate banking
segment. Offshore license banks may not accept Singapore dollar deposits
except from other banks and approved financial institutions. They may
offer credit facilities to residents and non-residents in foreign and local
currency. They hold ACU licenses and concentrate their activities on the
ADM.
By the end of 1982, Singapore's financial institutiions included 118
banks, 57 banking representative offices, 47 merchant banks, and 7
international money brokers. Of the 118 banks, 105 had Asian Currency
Units engaged in offshore banking.
The Monetary Authority of Singapore is highly sensitive to the quality
of banks in Singapore, and usually licenses only well-established international institutions of medium to large size representing a wide variety
of geographical regions. The goal of this policy is to "strengthen the
financial infrastructure and instill worldwide confidence in Singapore as
a financial center."33 To obtain an ACU license, the head office of the
bank must provide the MAS with an "undertaking" to make up any
liquidity shortfall suffered by the ACU. Thus the insolvency risk is
effectively passed on to the parent. As a result, ACU banks are more
selective than Eurocurrency banks in granting credit. This selectivity also
reflects the higher risk of lending to governments and enterprises in lesser
developed countries (which are more numerous in Asia than in Europe),
and the close supervision of ACU banks by the MAS.
All ACU banks must submit periodic statutory reports of their transactions to the MAS, which are classified by each convertible currency
and by each major transaction group. The MAS also reserves the right
to revoke a bank's ACU license in the event of noncompliance with
Singapore's regulations. The banks resent this tight supervision by the
MAS.
33. Huat, "Singapore as an International Financial Center," p. 37.
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ACU banks are, however, exempted from some provisions of the
Banking Act. For example, ACU banks are not required to maintain
minimum cash balances with the MAS or comply with statutory liquidity
requirements.
They are also permitted to engage in a variety of financial activities
such as providing foreign currency savings and current accounts, trade
financing, letters of credit, stock underwriting, and foreign currency
brokerage. They may deposit or lend to another ACU, or any bank
authorized to deal in foreign exchange. ACU banks may also engage in
investment in foreign currency securities.
There are two main groups of ACU operators: the long-established
international commercial banks, which helped establish the ADM, use
their ACU operations to fund loans generated in branches in Hong Kong
and Taiwan; a second group of newcomers have no network of Asian
branches but have experience in lending to Asia. They participate in
syndicated loans and fund these loans through their ACU operations in
Singapore.
E. SOURCES AND USES OF FUNDS IN THE ASIAN DOLLAR MARKET

The Asian dollar market obtains its funds from financial institutions
such as central banks, government agencies, and non-bank participants
including multinational corporations, affluent individuals, and business
firms involved in regional or international trade. Initially, non-bank
depositors were the main source of funds, representing 63 percent of the
total liabilities in 1970. With the entry of many foreign banks and the
growth of the interbank market after 1971, interbank liabilities reached
87 percent by 1977. By 1982, non-bank deposits were only 18 percent
of the sources of funds. The central banks of Asian countries have become
an important source of funds; they place their assets in the market
("deposit ACUs") to earn a higher rate of interest on their foreign reserves
and to obtain a more liquid investment at a low political risk.
On the asset side, loans to non-banks were small at first - only 5
percent of total assets. During the first three years of the Asian Dollar
Market, 1968-1970, credit was tightly controlled in the United States,
leading banks to gather dollar deposits in Asia and place them in the
other Eurocurrency centers. By 1971, loans to non-banks were up to 18
percent, peaking at 35 percent in 1974, and leveling to 28 percent in
1982. Since 1971, the ratio of interbank transactions to total transactions
in the Asian dollar market has been roughly equal to that ratio in the
Eurocurrency market.
Asian governments borrow from the Asian dollar market to fund their
own development projects. Multinational corporations and local firms
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(especially chemical, metal, textiles, and clothing firms) borrow in the
ADM to finance their regional Asia-Pacific operations. Commercial banks
use the ADM to take part in consortium loans, and to meet the temporary
needs of a high domestic demand in their Asian branches. The banks
borrow foreign currency (usually dollars) which is then converted into
local currency for lending in the borrower's location.
The Asian dollar market is primarily a short-term offshore financing
center. Banks borrow short: of the liabilities, 76 percent matured in less
than three months, while only 3 percent matured in more than one year.
They lend for longer periods: on the asset side, 61 percent of the loans
matured in 3 months or less, and 20 percent were extended for more
than one year.
F. SINGAPORE AS FOREIGN EXCHANGE AND MONEY MARKET CENTER

Singapore's position as the top foreign exchange market in Asia is
"fairly secure," according to one financial expert. "More American and
European bankers are dealing direct with Singapore because of its ability
'3
to handle comparatively large deals. "
An offshoot of Singapore's role as a funding and foreign exchange
center is its lead over Hong Kong in money market activities. For
example, if Japanese banks want to acquire U.S. dollars to fund their
regional loan syndication they usually issue certificates of deposit in
Singapore. 35 The market is especially lively for floating rate certificates
of deposit and bank notes.
An Asian dollar bond market also exists, but it is still very small and
has been slow to develop. All Asian bond issues rely on support from
Europe, where loans can be floated at longer maturity and lower cost due
to the greater volume of issues. Asian dollar bonds are mainly sold to
institutional investors in Asia, and trading in a secondary market is
limited. In order for the bond market to expand, this secondary market
must be developed so that bondholders can obtain liquidity if the need
arises and the flow of funds in the financial system can be more effectively
36
regulated and utilized.
'

G. THE GOVERNMENT'S ROLE IN SINGAPORE'S DEVELOPMENT AS A FINANCIAL
CENTER

Singapore's development as a financial center was part of the government's deliberate plan to develop the economy. The banking and financial
34. Kathyrn Davies, "Singapore: Changing Role of MAS," The Banker,July 1982, p. 107.
35. "Hong Kong and Singapore come to grips," The Banker, October, p. 61.
36. S. Y. Lee and Y. C. Jao, FinancialStructures and Monetary Policies in Southeast Asia (New York:
St. Martin's Press, 1982), p. 75.
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sectors were viewed as potential contributors to the gross national product, instead of subsidiaries to other economic sectors. 37 Over the past
fifteen years, "the star growth" of the Singapore economy, according to
one observer, has been the financial sector, led by offshore services. 38
Financial and business services grew 16 percent in 198339 and were the
third largest contributor to GNP in 1982, constituting 18.1 percent of
the total. The leading sectors were trade (transportation and communications) which contributes 24.9 percent of GNP, and manufacturing
which made up 24 percent. In 1960, the financial/business sector made
up just 11.7 percent of GNP, trade accounted for 33.6 percent and
manufacturing for 13.2 percent. 40 Since the financial sector only employs
2.4 percent of the labor force, it is a high value added industry charac41
terized by high productivity, rate of renumeration, and profit rate.
' 42
Singapore regards itself as an emergent "financial supermarket. "
To this end, the Monetary Authority of Singapore has gradually liberalized regulations and granted tax concessions to help keep the Asian
dollar market in a competitive position with other offshore markets and
to stimulate the development of the financial sector. For example, the
tax on income from offshore loans (ACU transactions) was reduced from
40 percent to 10 percent in 1976. Exchange controls were abolished in
1978. Concessionary tax rates were extended to cover offshore income
from dealing in currency and underwriting bonds. Over the years the
MAS has also allowed ACU banks more access to the domestic market.
Singapore residents are now permitted to borrow foreign currency from
ACU banks for export finance and other trade-related activities. Individuals and corporations may hold limited foreign currency deposits on ACU
account.
IV.

COMPARISON AND ANALYSIS

A. PAST SYMBIOTIC RELATIONSHIP

Singapore and Hong Kong have coexisted in a mutually beneficial
relationship up until the present. Singapore has become the most important clearinghouse for interbank transactions in East and Southeast
37. Huat, "Singapore," p. 29.
38. Robert Cottrell, "Singapore: Still pursuing the hard line," FinancialTimes, 22 November 1982,
p. 1.
39. Chris Sherwell, "Banking in Singapore: Uncertainty over future lending for private construction," FinancialTimes, 11 April 1984, p. IV.
40. Cottrell, p. 1.
41. Lee and Jao, p. 79.
42. Cottrell, p. I.
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Asia, and a major source of funds in the region for business investment
and government borrowing. Hong Kong is the loan syndication and fund
management center of Asia, with stronger stock and gold exchanges.
The existence of two regional financial centers - Singapore as the
major Asian funding center and Hong Kong as the booking center has not been inconvenient for bankers working in the region. To arrange
a loan, a bank simply borrows from Singapore (or London), often from
its own branches, and then relends the funds to customers. The only
additional profit a bank would make from having its own dollar deposits
in Hong Kong is the typical 8 percent premium it now pays for funds.
The connections are efficient and cost the banks little in terms of
global profits. Most banks are content with the status quo, especially
those with branches in Singapore. All the Hong Kong banks, even the
Bank of China, act as agents for banks in the tax-free areas, and anyone
can open a tax-free account with their local Hong Kong bank as the
43
intermediary.
These roles seem secure in the short-term. In early 1982, the Hong
Kong government removed the' 15 percent withholding tax on nonresident foreign currency deposits held in Hong Kong, thus removing
the ostensible reason for the growth of the Asian dollar market in
Singapore. But the change did not cause a stampede into foreign currency,
for reasons of habit and political risk. Jack Vaughan, former head of the
First National Bank of Boston's Asia-Pacific Group, has stated that
Singapore will remain the funding center because it is so well established
also because of the political uncerin foreign exchange and trading, and
44
tainties Hong Kong is now facing.
B. POSSIBILITY OF FUTURE COMPETITION

In the long-term, competition between Hong Kong and Singapore
will undoubtedly increase. The Singapore Government has already targeted loan syndication, funds management, and the stock exchange all traditional sectors of Hong Kong expertise - as areas for further
development. In addition, Singapore arranged to trade financial futures
in September 1984 - ahead of Hong Kong.
To encourage loan syndication, the Singapore government announced
in its 1982 Budget that income from loans syndicated out of the citystate over the following five years would be tax-exempt. (Previously,
there had been a 10 percent tax.) The legislation was extended in March
43. Beazer, p. 117.
44. Jack Vaughan, Vice President, First National Bank of Boston, Personal Interview, 4 April

1984.
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1984 to include syndication of guarantees, performance bonds, and certain underwriting facilities. Moreover, more foreign lawyers are being
granted visas now than a few years ago. (Lawyers make up part of the
crucial professional expertise needed in the Eurocredit syndication business.) Finally, overnight printing facilities were established. (This type
of service makes up part of the "infrastructure" needed in the business.)
Since these changes became effective in 1983, there were a total of fifteen
issues totaling $1.3 billion up to April 1984 - a small beginning, but
45
one occurring when world syndicated lending was down.
Two measures were announced last September to encourage fund management in Singapore. The MAS reduced the tax on fees earned from
investment services from 40 percent to 10 percent, and income earned
by non-residents investing offshore funds in offshore markets through
Singapore became tax-exempt. However, it will be many years before
Singapore rivals Hong Kong in fund management due to the "time
needed to build a supporting infrastructure of brokers and other service
personnel. "46
The financial futures market is another example of increased competition between Hong Kong and Singapore. Financial futures, or interest
rate futures, are a new tool introduced in 1975 by the Chicago Board of
Trade to reduce interest rate risk. They "describe futures contracts based
on financial instruments whose price fluctuates with changes in interest
rates."47
Hong Kong and Singapore both considered the establishment of a
financial futures market. The development of such a market is useful to
cover the volatility in interest rates that have increased business risks.
East and Southeast Asia have a potentially heavy demand for currency
hedging due to the large volume of trade in the region.
Singapore managed to establish such a market before Hong Kong.
The Singapore International Monetary Exchange, or SIMEX, opened in
September 1984. The contracts first traded were for deutsche marks and
Eurodollars; recently trading in yen futures was added. A US dollar/
Japanese yen foreign exchange contract is of special interest to businesses
trading with Japan and to holders of yen securities.
The market is linked with the International Monetary Market of the
Chicago Mercantile Exchange, and is part of Chicago's goal of establishing
the first 24-hour global financial futures market. The system is mutually
offsetting: "members can establish new positions on either exchange or
45. Chris Sherwell, "Philippines sounds a sour note," Financial Times, 11 April 1984, p. 11.
46. "Funds Management in Singapore," Business Asia, 30 September 1983, p. 309.
47. "An Introduction to Financial Futures," Chicago Board of Trade, p. 3.
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can offset open positions traded on either exchange with opposite positions on the other." 48 In other words, an investor is able to buy a contract49
in the morning in Chicago and sell it in Singapore while Chicago sleeps.
This method reduces risks for traders, cuts transactions costs, and increases the liquidity of SIMEX. Trading on the SIMEX and between
Exchanges got off to a slow start, and may
Singapore and the Chicago
50
take time to develop.
Hong Kong discussed the idea of a financial futures exchange back in
1982, but even then doubts were raised that the market was already too
thin, and that the futures market could have a destabilizing effect on the
monetary system already shocked by political instability. 5' However,
Hong Kong has not given up. Recent discussions have focused on the
establishment of a futures contract based on the Hang Seng index, Hong
Kong's major stock exchange index. In this way Hong Kong would avoid
competing directly with Singapore, at least at first. The exchange could
on the
then introduce currency and interest rate contracts later based
52
Hong Kong dollar, the Japanese yen, or the deutsche mark.
V. FUTURE PROSPECTS

Could both Hong Kong and Singapore develop a full range of financial
services and each become an independent financial center? Or will the
forces of centralization lead to a single regional Asian financial center?
The future growth and development of the Asian financial centers will
depend primarily on three factors: Hong Kong's uncertain future, the
pace of the Monetary Authority of Singapore's deregulation and success
of its efforts to promote Singapore as a financial center, and the speed of
the opening of the Japanese capital markets along with the internationalization of the yen.
A. THE POLITICAL UNCERTAINTY OF HONG KONG

On July 1, 1997, Great Britain's 99-year lease over Hong Kong will
expire and the British Crown Colony will become part of China. Until
1982, this political uncertainty seemed too distant to concern anyone
48. Chris Sherwell, "Singapore sets sights on developing financial future links abroad," Financial
Times, 2 February 1984.
49. "Far East Financial Futures: 24-Hour markets," The Economist, 18 June 1983, p. 90.
50. Margaret Price, "Simex-Merc Linkup is Attracting Scant Trading After a Month," The Asian
Wall Street JournalWeekly, 8 October 1984, p. 28.
51. Robert Cottrell, "Prospects Uncertain for the HK futures market," FinancialTimes, 2 December
1983, p. 27.
52. Ong Leung, "Hong Kong Exchange Gears Up for Financial Futures Trading," The Asian Wall
Street Journal Weekly, 8 October 1984, p. 28.
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seriously. But in September of 1982, Prime Minister Margaret Thatcher
visited Beijing to discuss Hong Kong's future with Chinese leaders Deng
Xiaoping and Zhao Zhiyang; she took a strong stand on the validity of
the 1898 Treaty, and was harshly criticized by the Chinese government.
A two-year period of unease ensued. Immediately after Mrs. Thatcher's
visit, the Hong Kong stock market collapsed, falling several hundreds
of points. (The Hang Seng index is "still the popular barometer of
business confidence in Hong Kong. '" 53) Private investment in the colony
in 1983 fell 8 percent in real terms.5 4 Another ominous sign was the
departure of Jardine, Matheson and Company, Ltd., the largest, and one
of the original opium trading companies that helped establish Hong
Kong as a British Colony. Jardine's, now diversified into property, insurance, and shipping, moved its legal residence to Bermuda in early
1984, blaming "unease among its international customers" for its deci55
sion.
These restless moves reflected the uncertainty created by the series of
twenty-three closed-door Sino-British negotiation sessions on the future
of Hong Kong from 1982-84. An agreement was initialled in September
1984 and finally signed on 27 December 1984. The Sino-British joint
declaration allows Hong Kong to remain a Special Administrative Region
of China under the "one country-two systems concept." The colony will
be allowed to keep its local autonomy, capitalist system, and "lifestyle"
for at least fifty years beyond 1997. The agreement included a clause
(number 7) stating that
The Hong Kong Special Administrative Region will retain
the status of an international financial centre, and its markets
for foreign exchange, gold, securities, and futures will continue. There will be a free flow of capital. The Hong Kong
dollar will continue to circulate and remain freely converti56
ble.
Most analysts and Hong Kong residents do not doubt the sincerity of
Communist Party Chairman Deng Xiaoping and his administration's
pledge, and most agree that the document is as good as could be obtained.
However, two important questions remain unanswered: first, whether the
blueprint will actually be implemented in its totality, and second,
whether the people of Hong Kong will believe that it has a reasonable
53.
54.
55.
56.

"Hong Kong Follows its Li-der," The Economist, 26 January 1985, p. 65.
"Howe now, Hong Kong," Editorial, The Economist, 7 April 1984, p. 18.
Ibid., p. 17.
Quoted in John Wyles, "Pact will Leave Colony's System Unchanged says Howe," Financial
Times, 27 September 1984, p. 4.
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chance of being implemented. The British government argues that the
document is legally binding and that the Chinese have a good record of
respecting international agreements. But should Beijing deviate from the
57
agreement, few sanctions could be brought to bear upon the PRC.
Beijing's self-interest may be a better guarantee than an international
agreement. As Business Week observed,
A healthy Hong Kong brings in $7 billion in foreign exchange
for China each year. It is a way station for trade between
Taiwan, South Korea, and other nations Beijing does not
officially recognize. It is also a managerial and high-technology transfer point. And Beijing hopes that a successful transition for Hong Kong may induce distrustful Chinese on
Taiwan to rejoin the mainland. 58
But these concerns will not necessarily induce the Chinese to honor
their guarantee. For instance, Hong Kong's contribution to China's
foreign exchange is not as significant as many believe: Beijing increased
its foreign exchange reserves in 1982 by an amount equal to the amount
it earns in foreign exchange from Hong Kong. Also, according to official
Chinese trade statistics, the People's Republic is no longer as dependent
on overseas sales of food and cheap consumer products - the main goods
for which Hong Kong traditionally provided a market.59
Moreover, the Chinese political system has been characterized by frequent and dramatic political swings. The current pragmatic government
in Beijing could be replaced by leftist elements reluctant to sanction a
capitalist enclave on the coast of China that contradicts traditional Marxist
principles.
Success in Hong Kong, as in all international financial centers, depends
on confidence. The fragility of this confidence was demonstrated by two
other upheavals in the Hong Kong stock market and currency following
the initial shock in September 1982. The first occurred in September
1983 when a People's Daily article accused the British of taking a "colonial
attitude" in the secret talks then being conducted; and the second occurred in May 1984 when Deng Xiaoping said that China would station
60
troops in Hong Kong after 1997, ostensibly for defense.
After the agreement was initialled in September, China issued its first
statement stressing limits to Hong Kong's autonomy in November 1984.
57.
58.
59.
60.

"An Agreement on Trial," Editorial, Financial Times, 27 September 1984, p. 27.
Business Week, 5 March 1984, p. 52.
Leo Goodstadt, "The Hong Kong Question," Euromoney, July 1983, p. 116.
David Dodwell, "The Key Dates in a Colony's History," FinancialTimes, 27 September 1984,
p. 4.
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Wu Xueqian, Chinese Foreign Minister, said in a speech that "Hong
Kong will enjoy administrative autonomy but not political independence
after Britain quits the colony in 1997."61
Despite these ominous prospects, some healthy signs exist. The PRC
has been increasing its direct investment in Hong Kong since the liberalization of Peking's investment regulations in the late 1970s. 62 These
investments have been primarily in local shops, shipping lines, and
property. Peking's banks have also expanded, and China's $3 billion
investment in the colony as of March 1984 is already greater than that
63
of the United States.
These moves can be viewed as a sign of confidence: instead of waiting
to expropriate in 1997, China is buying into Hong Kong today. Conversely, Beijing's actions may be seen as a threatening move by Chairman
Deng Xiaoping to falsely calm investors and thereby "maximize China's
profits by transforming China from a minority shareholder into a controlling interest in HK.""
British Prime Minister Thatcher boosted business confidence in December 1984 by pledging her nation's "total commitment to ensuring
that Hong Kong's 'genius' will flourish well beyond the year 2000." Her
statement boosted the Hang Seng index to its highest closing level in
two and one-half years. 65 According to The Economist, "The strength of
the Hang Seng index is being read as confirmation that local investors
have overcome, at least for now, their doubts about the agreement to
return Hong Kong to China in 1997."66
To date, the political uncertainty and the recent agreement have had
an ambiguous impact on Hong Kong's role as a financial center. The
funds management business seems likely to stay in Hong Kong for now,
despite Jardine's move. But this business "could live out of a suitcase"
67
and many firms do not even have a physical presence in Hong Kong.
The loan syndication business also will remain in Hong Kong in the near
term since the prospects for Asian lending remain so auspicious and no
clear relocation site is on the horizon (see below). Still, capital continues
to flee Hong Kong, and exporters have kept the majority of their profits

61. Mark Baker, "China Stresses Limits to Hong Kong's Autonomy," FinancialTimes, 8 November
1984, p. 35.
62. See Theresa Ma, "China's largest customer," Financial Times, 12 September 1983, p. X.
63. Business Week, 5 March 1984, p. 53.
64. Goodstadr, p. 115.
65. David Dodwell, "British Still Backs HK, says Thatcher," FinancialTimes, 21 December 1984,
p. 4.
66. "Hong Kong Follows its Li-der," The Economist, 26 January 1985, p. 65.
67. Lascelles, p. 111.
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overseas. 68 Most wealthy residents have made plans to emigrate should
it become necessary. But it is still unclear whether Hong Kong's loan
syndication and funds management businesses would move to Singapore,
Tokyo, or another Asian center if China fails to satisfy business confidence.
B. THE MONETARY AUTHORITY OF SINGAPORE: THE "GUIDING HAND" AS A
DISINCENTIVE?

David Lascelles in the FinancialTimes predicts that the natural second
choice for funds management would be Singapore: "ideally placed geographically, tightly run, with a strong currency and ambitions to become
a major fund management center.'69 Problems still exist, however, especially over the government's ambiguity on whether trading profits will
be taxed as income or capital gains. (Capital gains on buying and selling
shares are tax-free.)
For loan syndications, although the logical choice would again be
Singapore, many bankers, including Jack Vaughn of the Bank of Boston,
express reservations. His bank has had problems dealing with what he
describes as the "dictatorial, politicized, and bureaucratic" Monetary
Authority of Singapore. The mind set of the bureaucracy in Singapore
stands in stark contrast to the British colonial "free wheeling, free enterprise spirit" of Hong Kong.70 As a result, he predicts that this banking
business will move to Tokyo.
David Poulsen of Citibank, formerly of their Hong Kong office, disagrees. He believes that Singapore would win the syndication role over
Japan because Singapore is still a much more open society than Japan,
and because the MAS will ease banking regulations when necessary to
71
attract the business.
The banking and business press often discuss the regulatory climate
in Singapore as one of the major disincentives to further foreign bank
activity. The lightly guiding hand of the MAS is seen as a heavy burden:
bankers would prefer no central interference (or cooperative interference,
as in Hong Kong).
The MAS has justified its restrictions on banks as necessary to prevent
the Singapore dollar from being "internationalized." The MAS argues
that if large amounts of Singapore dollars accumulated overseas, Singapore
would lose control over its own money supply. Authorities fear that this
68.
69.
70.
71.

"Outwards and Upwards," The Economist, 25 August 1984, p. 59.
Lascelles, p. H1I.
Vaughn, Personal Interview, 4 April 1984.
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could lead to large swings in wages and the cost of living in Singapore,
which is heavily dependent on trade and foreign investment. Some scholars, however, argue that Singapore could benefit from accelerated currency
internationalization. So this explanation may be the MAS's chosen means
72
of keeping the bankers in check.
The relationship between the bankers and the MAS has deteriorated
in the past few years, especially since the appointment of Goh Keng
Swee as the head of the MAS in 1981. In 1982, the MAS cracked down
on "round-tripping" - the practice of avoiding MAS domestic reserve
requirements of 26 percent by moving Singapore dollar deposits overseas
and then redepositing them as interbank deposits, which do not count
for reserve purposes. The money could then be treated as a foreign
deposit, earning higher interest than if it were placed on reserve in the
low-yield government accounts as required by the MAS. The offending
banks were summoned to explain their practices and ultimately fined
heavily.
In January 1984, a new banking bill was passed that sets a percustomer lending limit of 30 percent of a bank's on-shore capital assets.
(Banks previously had been permitted to lend up to 60 percent of their
capital funds to an individual customer.) This restriction will hurt the
marketing efforts of foreign banks whose local arms may be undercapitalized even though their parent organizations are enormous. Through
this bill, the MAS assumed greater control over bank audits, and obtained
the right to approve any change in domestic bank ownership. The
Monetary Authority also announced that daily, rather than monthly
reports on all foreign-exchange and money-market transactions would be
required. In addition, the MAS frequently "hectors" bankers by sending
"admonitory circulars" warning against internationalization.
This type of behavior and regulatory atmosphere has created the tension
between the banks and the Monetary Authority of Singapore. By extending such a luke-warm welcome to foreign banks, Singapore has jeopardized its stated goal of becoming a full-fledged international financial
center. International banks dominate the local scene in terms of assets
and deposits, and it is these international links that are essential to
establishing the markets for financial futures, funds management, and
syndicated credit. Three major international institutions have decided
against opening merchant bank ventures in Singapore, citing "the regulatory climate" as one of the major disincentives. The MAS used to be

72. Lincoln Kaye, "Precaution or weapon?" FarEastern Economic Review, 9 February 1984, p. 58.
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only five
flooded with applications from foreign banks, but in 1983,
73
overseas institutions opened offshore banks in Singapore.
C. THE JAPANESE THREAT TO HONG KONG AND SINGAPORE

If Japan removed all controls on its capital market and on the international use of the yen, some bankers believe that Japan could take all
the Asian offshore business away from both Singapore and Hong Kong.
One Hong Kong banker explained that the sheer size of the Japanese
economy could draw large amounts of funds from the rival Asian citystates should the Japanese Finance Ministry ease regulations to permit
the establishment of a Japanese Asia dollar market. The Vice President
of Citibank's Hong Kong office has remarkied, 74"I see Singapore as
competition, but I don't fear them. I fear Tokyo.
In addition to being the most important trading nation in Asia, Japan
also has the best communications and lowest political risk, and its
financial market is the first open for business each day. Economist Howard
Curtis Reed argues that Tokyo has been the preeminent banking center
in Asia since 1960 and the preeminent financial center since 1965, based
on a statistical analysis of a variety of banking and financial/banking
variables, such as number of local bank headquarters, local bank direct
links, and foreign financial assets. He points out that western scholars
have tended to compare all financial centers to the norms of London or
New York, and therefore characterize Tokyo's long-term capital markets
as thin and heavily regulated. Reed argues that analysts have failed to
note that Japan's culture is more debt-oriented: long-term capital needs
are supplied by commercial banks, and the Japanese have had little need
to develop their long-term capital markets. Also, he adds that regulations
"

are a common practice in Japanese society.

75

But Reed's analysis misses the point that Japanese banks are now
foregoing opportunities to lend abroad because of excessive government
regulation of the capital markets, especially on interest rates and the
volume of long-term yen loans. This international loan business is now
booked from Hong Kong and funded in Singapore because Japan's regulations prevent the Japanese banking system from participating in this
business. Nine of the ten largest banks in the region are Japanese but
73. Lincoln Kaye, "Bankers' discomfiture," FarEastern Economic Review, 9 February 1984, p. 58-9.
74. Quoted in "Southeast Asia: Hong Kong's new bid for banking supremacy," Business Week, 26
July 1982, p. 34.
75. Howard Curtis Reed, "The Ascent of Tokyo as an International Financial Center," Journal of
InternationalBusiness, Winter 1980, p. 31.
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only three were among the top ten managers of syndicated loans in 1983.
Japanese banks have traditionally concentrated on financing only Japan's
commercial relations. Japanese law has inhibited overseas expansion; only
76
one new overseas branch every two years has been allowed for each bank.
As a result, Japan has become "a huge domestic financial market, but a
77
feeble international one."1
There is an ongoing debate in Tokyo over opening the capital markets.
The large city banks, foreign banks, and the international finance division
of the Finance Ministry are in favor of establishing an offshore banking
center in Japan. The Bank of Japan, the smaller Japanese regional banks,
and the three long-term credit banks oppose the idea. The large banks
could compete abroad with the large foreign banks if government controls
on the volume and interest rates of long-term loans were loosened.
Interest rates in Japan have been set artificially low to finance industrial
development, and the government forces Japanese banks to buy lowinterest government bonds to finance their large budget deficits. The
Bank of Japan fears that a rapid liberalization of the capital markets
would weaken its ability to control the country's money supply and thus
its low inflation rate - an argument similar to the Monetary Authority
of Singapore's argument. Government officials believe control would be
lost from the leakage of the Euroyen back into the domestic market.
They favor first deregulating domestic interest rates in order to avoid a
two-tier interest rate structure. The smaller regional banks oppose deregulation since it would eliminate their cheap source of funds, and thus
78
render them unable to compete with the large banks.
Dario Robertson feels the establishment of an offshore banking unit
in Tokyo is imminent and desirable, and analyzes the probable form of
79
this offshore market.
The current American administration favors the internationalization of
the yen and is pushing Japan to open its financial markets. Former
Treasury Secretary Donald Regan argued in 1984 that controls on internationalizing the yen help keep the currency undervalued and add to the
80
United States' trade deficit with Japan.
The United States is also trying to persuade Japan to remove its
controls on Euroyen transactions - yen-denominated borrowing issued
76. Chris Sherwell, "South East Asia Banking Vulnerable spots start to show," FinancialTimes, 14
April 1984, p. I.
77. Bill Emmott, "Limbering Up: A Survey of Japanese Finance and Banking," The Economist, 8
December 1984, p. 26.
78. "The Argument in Tokyo Over Opening Capital Markets," Business Week, 2 May 1983, p. 102.
79. Dario F. Robertson, "Japanese Offshore Banking: Toward A World Financial Center in Tokyo,"
The Fletcher Forum, Vol. 8, No. 1, Winter 1983, pp. 63-80.
80. "Japanese financial markets: berated," The Economist, 31 March 1984, p. 85.
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overseas to tap yen funds held abroad mainly in European markets. The
Euroyen market began in 1977, but until recently, only a limited number
of foreign governments and financial institutions have been allowed to
make Euroyen issues. Liberalization of this form of financing could
increase the use of the yen in international transactions.
So far the international use of the yen has remained small: only 4
percent of world reserves are held in yen in contrast to 72 percent in
dollars and 11.6 percent in deutsche-marks (D-marks). Just 1.7 percent
of Eurocurrency deposits are in yen, but 81 percent are in dollars, and
9 percent in D-marks. Only 5.3 percent of international bond issues were
in yen in 1983, whereas 57 percent are in dollars, and 8.6 percent in
D-marks.
The Ecnomist predicts that "if international lending and borrowing ever
really come to Tokyo, they will mostly be denominated in yen and these
figures will rise."' '
Tokyo is already a major source of project finance for the third world
and could become a major international source of loans and bond issues.
A few steps have been taken towards achieving such financial supremacy,
but several more changes are necessary before Tokyo could hope to rival
London or New York as an international financial capital. Yen syndicated
lending will not expand until more Japanese banks have access to longterm yen funds via debentures. Currently only long-term credit banks
and life insurance firms have access to debentures, and thus few Japanese
banks are able to lend yen long-term. The vehicle used by foreign
companies issuing yen bonds in Tokyo - the so-called "samurai bond"
market - will develop only when the bonds can be tailored to the
particular needs of the issuers. Today only straight bonds can be issued.
For the full development of an international financial center, foreign
banks have to be active and successful in Tokyo, but so far these banks
have been restricted and unsuccessful. In 1983, fifteen foreign banks lost
money in Japan. Short-term money markets are also underdeveloped;
they do not operate freely, with the smooth arbitrage between markets
required in a mature financial center. For example, the certificate of
deposit (CD) market is still highly regulated. Although the minimum
denomination of yen-denominated CDs (one of the few yen instruments
whose interest rates are not controlled) was lowered from 500 million to
300 million yen in 1984, this size is still out of reach for most investors.
Japan will eventually lower the minimum level to 100 million yen in
1986, but this is still a substantial sum (about $400,000).82
81. Emmott, p. 26.
82. Ibid., p. 28.
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The Japanese government has, however, slowly begun to introduce
some deregulation. Controls on yen lending are being relaxed, as are
some of the requirements on foreign companies issuing "samurai" bonds.
Japanese regulators are now allowing domestic and foreign banks permission to issue more yen-denominated CDs.8 3 (CDs are a favored method
for foreign banks in Japan to raise funds.)
Tokyo has agreed to permit domestic Japanese corporations to borrow
on the Euroyen market. However, the tax authorities have refused to
exempt interest payments on Euroyen bonds from the 20 percent withholding tax, so the instrument will be unattractive to Euromarket investors. Japanese companies have also been allowed to trade foreign currency
commercial paper and CDs, which gives Japanese investors access to
unregulated yen interest rates. But the trading on the secondary market
is carefully circumscribed and regulated. Foreign banks in Japan now
have greater leeway in making yen-swaps, the method banks use to bring
foreign currency into Japan for conversion into yen." 4
Still, the foreign exchange market in Tokyo is "embryonic: as banks
cannot trade directly between yen and dollars, but must instead use
money brokers, and even those money brokers cannot yet do international
deals." A financial futures market will eventually be introduced "but very
slowly and carefully" for currency, interest rates, and bonds.85
The trends seems to be clearly in favor of gradual internationalization
of the financial services industry and Japan's domestic financial markets.
In the words of one observer, "Financial services will be the next area,
after heavy industry and high technology, in which Japan tries to sweep
'8 6
the world.
But due to domestic constraints in Japan, the creation of an offshore
market and the complete removal of exchange regulation and tax disincentives will not happen soon. In the words of Bill Emmott of The
Economist:
Tokyo is simply not 'user-friendly' for finance, to borrow the
computer buffs' phrase. One foreign banker describes Tokyo
as 'one of the most hostile financial centres in the world,' and
this is so for foreigners and Japanese alike, all burdened by
regulations affecting their sources and uses of funds, affecting

83.
84.
85.
86.
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them beholden to
their allocation of manpower and 8making
7
the men at the [Finance] ministry.
V.

CONCLUSION:

No

IMMEDIATE PROSPECTS FOR ONE REGIONAL

ASIAN FINANCIAL CENTER

Financial theory posits that one regional financial center would be the
most efficient arrangement for Asia. But political constraints continue to
prevent such agglomeration. If Hong Kong's future were assured, it
would be the most logical site for centralization of Asian financial activities. Hong Kong has the critical mass of financial expertise, the best
location, tax incentives, and market-oriented, free-wheeling, Englishspeaking atmosphere that Western bankers prefer. Singapore lacks this
free enterprise spirit, and the government's reporting requirements, restrictions, and all-encompassing supervision of the financial markets may
actually turn business away, despite the efforts of the Monetary Authority
of Singapore to promote the city-state as an international financial center.
In the long term, Tokyo is the clear choice for a regional center, which
would become the main source of funds and chief banking center in Asia,
and possibly eventually a world financial center to rival London or New
York. But the opening of the Japanese capital markets will proceed
slowly, despite the U.S. Treasury's efforts to speed up internationalization
of the yen. In addition, the Japanese language and culture present a
formidable barrier to Western bankers and managers, in contrast with
the more familiar atmosphere in the former and current British Crown
Colonies of Singapore and Hong Kong.
In the short term, therefore, Singapore will gain the most from Hong
Kong's probable demise. As investors continue to lose confidence in
Hong Kong, the loan syndication and funds management business will
most likely move to Singapore if the MAS eases its regulations and
improves its relationship with the international banking industry.
87. Emmort, p. 28.

