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I BACKGROUND

In his Policy Address to the Legislative Council in October 1992, the Governor, the
Rt. Hon. Chris Patten, called upon the Consumer Council to join forces with the Government
to work towards the development of a comprehensive competition policy for Hong Kong. In
response to the Governor's call, the Consumer Council set up a Working Group on
Competition Policy to identify unfair, discriminatory or anti-competitive business practices
in Hong Kong and to consider how these affect consumer interests.

Services provided by banks have become essential to the daily life of the consumer
with the emergence of an increasing number of new products in the banking sector.
Correspondingly, the number of consumer complaints made to the Consumer Council has
steadily increased indicating an obvious need to examine the causes of this consumer
dissatisfaction.

In the course of this study, the Consumer Council has considered it necessary to make
an overall assessment on the competition environment of the banking sector. In order to
enable the Consumer Council to receive more expert advice on the issue, a Steering Group
was set up. It consists of -

Chairman

Prof the Hon Edward CHEN Kwan-yiu
Director

Centre of Asian Studies

The University of Hong Kong

Members

Ms Betty HO May-foon
Lecturer

Faculty of Law

The University of Hong Kong

Mr Dennis LAM Haw-shun
Consultant

Dr LAW Cheung-kwok
Research Director
South China Brokerage Research Co. Ltd.

Dr Y.C. JAO

Reader in Economics

School of Economics and Finance
The University of Hong Kong
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The Council has secured the service of a Consultancy Team from the Department of
Economics & Finance of the City Polytechnic of Hong Kong. The Team consists of -

Coordinators

Prot Richard HO Yan-ki
Dr Stephen CHEUNG Yan-leung

Members

Dr HUANG Guobo
Dr Terence KHOO
Dr LIM Kok-chew

The views expressed in this part of the report are that of the Consumer Council after
taking the findings and views of the Consultancy Team and the Steering Group into
consideration. The findings of the consultants report form the latter part of this report.

The Consumer Council would like to sincerely thank the Members of the Steering
Group, the Consultancy Team and all those who have contributed towards this study.



. OBJECTIVE

The study evaluates the impact of banking policies and practices on consumers. It
examines the market environment by looking into the existing legal and regulatory framework
within which the market operates, market structure and degree of concentration, market
behaviours and information disclosure.

This study is conducted under the constraint of certain data and information being
unavailable to the Consumer Council (This is one of the reasons to support our
recommendation for more information disclosure). The issues being raised in this study will
heighten the public awareness on the working of Hong Kong’s banking sector and will
provide the basis for discussions on recommendations for improvement,

The preliminary report of the study has been sent to the Hong Kong Monetary
Authority (HKMA), Secretary for Financial Services and the Hong Kong Association of
Banks (HKAB) for consultation.

II. INTEREST RATE AGREEMENT

The study clearly bears out the existence of a monopsonistic market for deposits
below HK$100,000 or for deposits below HK$500,000 that has less than three months’
maturity in Hong Kong. This is created by (1) the existing legal and regulatory framework
and (2) the lack of substitutes for the same products.

1. Legal and Regulatory Framework
(a) Hong Kong Association of Banks Ordinance:

Section 12(1)(a) - allows HKAB to make rules regarding the maximum
rates of interest. Such "Rules on Interest Rates and Deposit Charges"
generally apply to HK dollar deposits of $500,000 or less having a maturity
below 15 months. This is referred to as the Interest Rate Agreement (IRA);

Section 21(1) - empowers HKAB to discipline any of its members to
the point of expulsion from HKAB for "breach of any rule made pursuant to
Section 12(1)" including the interest rate caps.

by The Bankirig Ordinance Sections (12) & (14):

It imposes legal barriers to entry by allowing Restricted Licensed
Banks (RLBs) and Deposit-Taking Companies (DTCs) to take only deposits
with values higher than HK$500,000 and HK$100,000 respectively. Also,
DTCs shall not, without the written approval of the Monetary Authority,
repay any deposit within a period of less than 3 months. RLBs and DTCs are
therefore prevented by the Ordinance to take "small deposits” and deposits
of shorter maturity (Appendix 1).



2. Lack of Substitutes

The monopsonistic structure is further secured by the lack of substitutes for
"small deposits”. There are no close substitutes for deposits governed by the Interest
Rate Agreement. Even when close substitutes did emerge, HKAB would impose
regulations to restrict them.

(a) HKAB contends that there are four types of financial instruments which can
Serve as substitutes, namely, swap deposits, US$ deposits, saving plans and
money market funds.

These are not close substitutes due to their lack of liquidity and/or minimum
deposit requirements.

(b) Evidence shows that when close substitutes did emerge, HKAB would impose
regulations to restrict them. For example, when it came to HKARB's attention
that some banks offered to automatically transfer funds from a customer's
saving account to his own checking account whenever checks are drawn,
HKAB disallowed such innovation to continue. Determined action has been
taken to uphold HKAB's rule of no interest payment to checking accounts.

() HKAB’s rules of not admitting any non-members to get access to the clearing
services of the HKAB Clearing House further impedes the development of
close substitutes such as money market fund to deposits with Licensed Banks

(LBs).

The existing legal provisions, creating a cartel and imposing an effective
barrier to entry, are detrimental to market competition.  Further, it has a
discriminating effect on the small depositors, particularly when close substitutes are
not available.

IV.  MARKET BEHAVIOUR - INTEREST RATE SPREADS

A comparison of interest rate spreads in Hong Kong (i.e. between its cost of funds
and lending rates) with that in other countries reveals that the market behaviour of banks in
Hong Kong exemplifies a monopsonistic banking structure. Since interest rate spread is one
of the most important determinants of a bank’s profitability, it is a valid basis for comparison
and for the estimation of monopsonistic rent that banks have extracted.

This study compares three types of interest rate spreads in Hong Kong over a period
of 13 years (1978-91) with other important international financial centres such as US, Japan,
UK, Australia, Malaysia and Singapore (Appendix 2). The findings are as follows:-



1. Prime - HIBOR Spread :

The prime rate - HIBOR spread is not determined by HKAB but adjusts itself
according to the market cost of funds. Compared with the other countries,
Hong Kong's spread exceeds only those of Japan and U.K. This demonstrates
that in the absence of HKAB's rule or the Interest Rate Agreement, interest
rates spread is closely in line with the international level.

2, Prime - fixed-deposit rate spreads :

The spreads for Hong Kong are consistently higher than those in the other
countries; the average of the Hong Kong spreads is 1.65% per annum above
that of other countries across all the maturities.

3. Prime - savings rate spread :

The spread for Hong Kong is estimated to be 1.79% in average higher than
that in the other countries.

Since the linked exchange rate system was introduced in October 1983, fluctuations
in the exchange rate between HK$ and US$ have been stabilized. In an unregulated and free
market, the US$-denominated deposit rates and HK$-denominated deposit rates will be
closely in line with each other. Under HKAB's restrictions, however, the interest rates of
US$-denominated and HKS$-denominated deposits in Hong Kong behave different] y. This is
reflected in the following two types of comparisons, inter-country and intra-country, between
US$ and HK$ deposit rates after the exchange rate link (Appendix 3). The spreads are
adjusted for the estimated foreign exchange fluctuation of 0.1% per annum.

1. Inter-country Comparison : US based US$ vs HK based HK}$ fixed deposit
rates.

In this comparison, depositors in Hong Kong tend to get paid approximately
2.2% - 2.6% lower than if they had invested their money in the U.S. in fixed
deposits.

2. Intra-country Comparison: US$ vs HK$ savings rate with the same bank in
Hong Kong

In this comparison, there is no difference in operating costs for the two
savings deposit accounts. Yet the average forgone interest by depositors who
deposit their money into the HK$ savings account instead of the US$ savings
account is approximately 0.6% per annum.
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The results show that except for the prime-HIBOR spread which is closer to
international trend, the other interest rate spreads are all higher in Hong Kong than in other
countries. An important point to note is that while the HIBOR rate is not regulated by HKAB
and is determined by market forces, the fixed deposits rate and savings deposits rate are the
subject of HKAB’s Interest Rate Agreement.

The series of comparisons mentioned above clearly indicate that in Hong Kong, those
making small or short maturity deposits are worse off than their counterparts in many other
countries. The comparisons also highlight the crucial question of why those depositors are
constantly paid a lower interest rate.

It might be argued that the wider spreads in those types of deposits are justified by
the higher operating costs of banks in Hong Kong. However it should be noted that whereas
the average prime-fixed deposit rate spread and the prime-savings rate spread are deviating
from international trend in favour of the banks in Hong Kong, the average prime-HIBOR
spread 1s the lowest of the three comparisons and is closer to international trend. This is due
to the fact that whereas the HIBOR rate is determined by market forces and not by HKAB's
Interest Rate Agreement, the relevant interest rates of the deposits in question are determined
by HKAB. In view of the discriminatory practices of the banks in determining interest rates,
we can see very little ground to justify wider interest rate spreads on the basis of higher
operating costs.

Further, it should also be noted that the spread comparisons are made on the basis of
prime rates only. It is understood that it is the practice of banks to impose a higher lending
rate by adding to the prime rate a percentage of risk factor to offset any risk elements. That
is to say the actual lending rates will usually be higher. Therefore the comparatively wider
interest rate spreads in deposits in Hong Kong cannot be justified by higher risk factor in
Hong Kong.

V. MONOPSONISTIC RENTS

Monopsonistic rent refers to the super-normal (abnormal) profit extracted by banks
operating within the monepsonistic structure of the deposits market under the HKAB rule.
We use the term "monopsonistic”, as opposed to "monopolistic”, because banks are buyers
rather than sellers in the deposits market.

The total monopsonistic rent represents the monopsonistic rents extracted from three
types of deposits that are subject to HKAB’s restrictions: demand deposits, saving deposits
and time deposits. The monopsonistic rents extracted from savings and time deposits are
calculated by multiplying the net interest rate spread (between Hong Kong and other
countries) to the total deposits that are covered by HKAB's rule in the respective years.
(Detail calculations of the three deposits are set out in Appendix 4).

We have applied two ways of measuring the monopsonistic rents: 1. using yearly
interest rate spreads, and 2. using average interest rate spreads. The results are illustrated
below. Due to the lack of comparative interest rate data in other countries, MOonoOpsonistic
rents for 1992 and 1993 have not been calculated.
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i, Measuring Monopsonistic Rents by Using Yearly Interest rate Spreads

The monopsonistic rent extracted from depositors under the existing monopsonistic
banking structure is assessed to be as much as $5.17 billion HK$ dollars for 1991,
representing about 0.8% of the GDP. The estimated monopsonistic rents from 1987
to 1991 is shown in the table below.

Estimated Monopsonistic Rents using yearly Interest Rate Spreads (HK$ Biilion)
Estimated Monopsonistic ‘Total Monopsonistic |
h Rents from Rents Extracted from HKAB ||
Depositors
( Year Demand Savings Time Total Asa % of
Deposits Deposits Deposits Amount GDP
1987 0.37 0.69 0.16 1.23 0.33 |
| 1988 1.19 0.92 0.32 2.43 0.56
1989 2.44 0.19 0.58 3.21 0.64
1990 2.63 0.06 0.80 3.50 0.62
1991 2.56 1.63 0.99 517 0.80

2. Using Average Interest Rate Spreads

When applying an average interest rate spreads over a period of 1978-1991, the
estimated results from the alternative method show that the monopsonistic rents
for 1991 and 1992 are HK$7.4 billion and HK$6.4 billion respectively.

This method takes into account of a relatively long history of earnings of banks. It
provides a meaningful analysis of bank profits as it accounts for the impact of
different business cycles across the globe on both the interest rate environment as well
as the profitability of banks.

Notwithstanding the insignificant difference in the estimates derived from the two
methods, it is important to emphasize the degree rather than the exact amount of
monopsonistic rents extracted by the banking sector.

Equity Issue

From whose pockets are these monopsonistic rents extracted? The answer is obvious:
the banking sector, by imposing restrictions, taxes the less interest-sensitive and small
depositors. The reason is that the more interest-sensitive can always switch to other market
instruments, e.g. money-market funds, while small depositors cannot. These small
depositors bearing the monopsonistic rents are mainly the young, the old, and the poor. It
raises an important public policy issue and equity issue that whether the Government intends
to tax these segments of the public to maintain the monopsony.
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JUSTIFICATION/NONJUSTIFICATION OF A MONOPSONISTIC
STRUCTURE

Stability

The Consumer Council sees no ground to the argument that the Interest Rate
Agreement introduced in 1964 should be maintained in order to guard against
emergency of risky investments by banks arising from the cut-throat competition
amongst banks.

The circumstances have changed since then. The banking sector is now more
stable and is subject to the vigilant supervision of HKMA. In fact the key factor to
bank stability is to reinforce the regulatory measures rather than to endorse
monopsonistic practices.

Recent innovations in the market place to circumvent the interest rules send
a strong signal that changes are required in the banking system and a prolonged
artificial suppression of the market force can no longer be justified. In the US,
innovations that circumvent the regulations in the financial sector resulted in a
disintermediation process of deregulation. The International Monetary Fund (IMF)
also states that the same is true for Nordic countries, i.e. Denmark, Sweden, Norway
& Iceland. There is no reason why this would ‘not occur in Hong Kong.

In the interest of long term stability, the Consumer Council is convinced that
the gradual change now proposed is better than a sudden and forced transition. By
taking the incentive now, we will be able to control the pace of deregulation, thus
avoiding the "sudden impact". It would be judicious for Hong Kong to anticipate
problem and work towards removing anti-competitive restriction.

Problems encountered in the banking systems overseas are said to have
multiple causes, one of which is the inability of the regulator in keeping up with the
developments. The Consumer Council is confident that effective measure will be
taken by HKMA in implementing the deregulation that has been proposed. If
necessary, HKMA can introduce additional regulation and supervisory measures to
tackle any teething problems.

@uitg Issue

Even if the stability argument were to be taken on board, the cost in terms of
monopsonistic rent paid by "small depositors" for maintaining such short-run stability
and deferring deregulation of the interest rate rules is too high to be justified on an
equity basis.



Resource Allocation Issue

Itis argued that by restricting entry and allowing LBs to extract monopsonistic
rent, the incentive for LBs to engage in risking-taking activities can be removed.
However, under this regulation, there is no limit to the monopsonistic rent to be
extracted from the small depositors. Further, the wide interest rate spread distorts
the saving pattern of the-depositors. Many have invested disproportionately in real
estate rather than in bank deposits, causing the crowding ocut of other business
investments and bringing about inflationary pressure to the economy. The outcome
is the distortion of resource allocation in the economy.

Operating Costs

There is no evidence to show that the operating costs for banks in Hong Kong
are higher than those in most other countries. This is borne out in the prime-HIBOR
spread which shows that the spread for Hong Kong is below most of the countries
compared except Japan and United Kingdom. This suggests that banks in Hong Kong
do not require a relatively higher spread to pay for higher operating costs.

HKAB warned that "banks would respond to deposits rate deregulation with
higher service charges, including charges for many services now provided for free."
The Consumer Council sees no reason why it should be so.

Firstly, a survey on bank charges has found that most services of banks are
certainly not free. In terms of the number of items charged and the amount, banks
in Hong Kong are not charging less than that in other countries.

Secondly, the Consumer Council is not convinced of the logic in the argument
that consumers actually derived benefits from the lower bank charges because of the
higher interest spread. Consumer will truly benefit if the interest rate and banking
charges are open to perfect competition. Perfect competition amongst banks will help
contain charges at a reasonably low level. A good example is found in the case of
real property, mortgage loan rates are outside the control of the Interest Rate
Agreement. Keen competitive forces have served to minimize the undesirable effect
arising from the tie-in sales of fire insurance covers. The size and asset of banks and
their number of branches are not determining factors for competition in this market.

Equity Issue

Even if there are higher operating cost to be covered, why must the small
depositors i.e., the young, the old and the poor, bear such costs? The Interest Rate
Agreement under the HKAB rule pre-empt consumer preference of receiving less
interest for more services or less services for higher interest rate returns.
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3. Maintenance of Linked Exchange Rate

The assertion that the interest rate caps serve as an effective instrument to
maintain the US$-HK$ exchange rate link is no longer true. Since the introduction
of the 1988 "new accounting arrangements” between the then Exchange Fund and the
Hong Kong and Shanghai Banking Corporation (HKBC), HKMA is no longer
dependent on the Interest Rate Agreement to maintain the linked exchange rate and
not HKAB.

Even if the HKMA believes that it is necessary for them to use deposits rates
as a mean to maintain the linked exchange rate, the Financial Secretary can be
empowered to impose control on Hong Kong doilar deposits rates.

Equity Issue

Moreover, it is unjustifiable on equity basis for small depositors, i.e. the
young, and the old and the poor, to pay the monopsonistic rent and bear the cost of
maintaining the linked exchange rate system. This should be a policy decision to be
determined by the Hong Kong Government but not HKAB.

VII. MARKET CONCENTRATION

The Herfindahl Indices for HK$ saving deposits in all licensed banks within the period
1988-92 indicates that the market is highly concentrated. The markets for HK$ demand
deposits and private residential mortgage loans in the LBs are also considered to be
concentrated.

This study does not seek to prove a casual relationship exists between monopsony and
market concentration or vice-versa; there may not be a cause and effect between the two.
However the existence of high concentrations in HK$ deposits does point to the severity of
the outcome of the legally created monopsonistic rents in "small deposits", particularly when
the study findings revealed an uneven distribution of such rents in a few banks. Hence the
established interest in this market is very strong. The objection against the Council’s
recommendation for the abolition of the Interest Rate Agreement comes as no surprise.
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VIII. DISCLOSURE OF INFORMATION

Banks in Hong Kong reveal less information to the general public than banks in the
US, UK and Japan. Inner reserves, breakdown of revenues and expenses, loan loss reserves
and non-performing loans, maturity mismatching, detailed breakdown of loan portfolios, off-
balance sheet items and foreseeable changes in financial conditions of banks are items that
have been disclosed in other countries but not in Hong Kong.

More information disclosure can bring about stability in the financial sector. The
reasons include:

- The practice of not revealing the whole truth of banks’ financial position can induce
speculation from depositors and financial analysts and hence can backfire.

- More disclosure of information can reduce risk-taking activities of banks, with the
depositors, shareholders, financial analysts and the general public acting as a
watchdog to discipline them. Hence, self-regulation can be encouraged.

- Disclosure of detailed information wiil bring about fairness to both depositors and
shareholders, especially in the absence of deposit insurance where depositors are
called to completely trust the regulator, whe on the other hand, neither give guarantee
in respect of the financial soundness of the banks under its surveillance nor
underwrite any loss in the case of bank failure.

- Hong Kong’s position as an international financial centre can be enhanced if banks
disclose more information. In a survey conducted by an international credit rating
agency using 1991 annual reports of banks, Hong Kong ranks eighth in the total of
nine Asian countries in this respect. The survey reports that Hong Kong banks are
Jeopardising their regional competitiveness because of their lack of disclosure.

IX. TIE-IN SALES

Some banks in Hong Kong tie their mortgage loans to fire insurance, requiring
customers to buy fire insurance from a designated company when they apply for mortgage
loans. Other banks allow customers to choose an insurance company from an approved list.

Tie-in sales can harm the economic interest of consumers and allow a monopoly
power in one market to exert influence in other market(s). A study of tie-in sales of
mortgage loan and fire insurance has revealed that the linking of mortgage and fire insurance
does not appear to give rise to generally higher premiums for the tied insurance. This is
because keen competition exists in the loans and mortgage markets, where HKAB's control
and cartel is absent. Another example of such competition can be found in the recent
announcement by Hong Kong Bank and Hang Seng Bank of tightener measures for mortgage
loans exceeding $5m at the end of January 1994, Other banks did not follow suit. This, too,
reflects the keen competition in the mortgage loan market.



The Consumer Council considers that further investigation into this issue is necessary
before a conclusion can be reached as to whether the economic interest of consumers has
been adversely affected in this market. Areas that require additional study include the
homogeneity of the insurance packages offered with and without tie-in arrangements, and the
impact of using the amount of a mortgage loan, instead of reinstatement costs as insurance
value for fire insurance purposes.

X. POLICY RECOMMENDATIONS

The Consumer Council recommends abolition of the Interest Rate Agreement and
advocates for improvements in the Information Disclosure policy. A gradual approach has
been proposed in order to provide lead time for implementation and to soften the impact on
the banking sector.

The liberalization process will take 4 years to complete from 1994 through 1997,

Interest Rate Apreement

The Interest Rate Agreement should be abolished step by step commencing 1995 and
to be completed by 1997:

1995 - to abolish the interest rate cap for time deposits;
1996 - to allow banks to pay interest on demand deposits;
1967 - to abolish the interest rate cap for saving deposits.

Information Disclosure

The process will also take 3 years to complete:

1994 - Disclosure on the asset quality of the banks namely to disclose detailed
loan portfolios and loan loss reserves and non-performing loans;

1995 - further disclosure of information which would enable members of the
public to assess the risk return of the bank’s investment, i.e. to
disclose detailed sources of income and expenses in profit and loss
items and maturity mismatching and to disclose the genuine earnings
{without transfer to/from inner reserves).

199§ - banks should disclose full inner reserves.
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Proposed Schedule for the Implementation of Policies

Policies Recommendations

1994

1995

1996

1997

Pricing

Demand Deposits

Savings Deposit

Time Deposits

Information Disclosure

Eamings

Inner Reserves

{ Detailed Loan Portfolios

Detailed Profit & Loss Items

' Loan Loss Reserves & Non-
Performing Loans

Maturity Mismatching

Notes: v = Abolish interest rate rule.
D = Disclosure.
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Appendix 1
Tabie 1
Restriction on Deposits Imposed By the Banking and HKAB Ordinances

The Banking Ordinance, 1992, permits only three types of institutions to collect deposits in
Hong Kong: Licensed Banks (LBs), Restricted Licensed Banks (RLBs) and Deposit-Taking
Companies (DTCs). The following are the restrictions on the types of deposits that they are
permitted to accept under the Banking Ordinance, 1992. The current restrictions have been
in place since 1990, whereby the minimum deposit size of DTCs were increased from
HK$50,000 to HK$100,000.

“ Type of Institution Minimum Deposit Minimum Restrictions

Size Maturity
Licensed Bank (LB) None None HKAB
Restricted Licensed Bank HK$500,000 None None
{RLB) |
Deposit-Taking ' HK$100,000 3 months ' None
Company (DTC)




Appendix 2A
Table 2
International Comparisons of Prime Rate - Inter-Bank-Offer-Rate (HIBOR) Spread

A survey of the spread of the prime rate above the inter-bank offer rate (WP) from various
countries for 1/1978-12/1991. This spread gives us a measure of the relative minimum profit
margins for banks across the globe. The data is from the International Financial Statistics
tapes/IMF for all countries except Hong Kong. We use the Pacific-Basin Capital Market
Research Centre Database (PACAP) for Hong Kong.

) Prime-Inter Bank Offer Rate (%)
Countries Mean Standard Deviation
| Australia 3.55 2.48
Malaysia 2.77 1.77 |
U.S.A. 1.87 0.73
Singapore 1.70 | 1.26
Hong Kong 1.55 1.41
U.K. 1.32 2.62
Japan 0.49 1.20 i

Table 3
International Comparison of Prime Rate - Fixed-Deposit-Rate Spread
Comparison of prime rate-fixed deposit (FD) rate spread for the one, three, six and twelve

month deposits for 1/1978-12/1991. The average of Hong Kong’s spreads above other
countries for the all the maturities and countries is 1.65% per annum.

|’ Prime - Fixed-Deposit-Rate Spreads (%) 1
1 month 3 months 6 months 12 months
Hong Kong 3.99 3.78 3.50 2.90
‘ Malaysia 3.13 2.73 2.54 2.19
’ Singapore 0.86 3.01 . 2.70
U.S.A. 1.99 1.88 1.76
Japan 0.73 0.71 0.82

Summary Statistics of the size of Hong Kong’s
interest rate spread above the other countries

Average 2.04 1.70 1.54 ' 0.71
Maximum 3.26 3.08 2.68 na
Minimum 0.86 0.77 0.79 na




Appendix 2B
Table 4

Table of Average Monthly Prime-Savings Spread for Each Year, 1978-1991

The data for all countries except Hong Kong is obtained from the IMF database. For Hong
Kong, we use the PACAP database. Abbreviations used: Aus=Australia, Mal=Malaysia,
and Sing = Singapore

(in %)

Year Hong | U.K. ] Germany | Japan { Aus. Mal. | Sing. H.K.
Kong Average in
excess of

countries

1978 4.10 3.17 4.27 373 | 1.54 2.38| 2.42 1.12
1979 5.29 2.21 3.49 3.06 | 1.75 2.00] 2.30 2.82
1980 5.63 2.04 4.09 2.85 | 2.00 1.52 | 2.35 3.15
1981 6.04 2.58 4.95 343 | 254 | -1.17} 2.94 3.50

1982 6.00 | -0.58 5.96 3.56 | 2.22 | -0.96] 3.01 3.80
1983 3.75 | -1.35 5.49 3.38 | 3.23 3.06} 2.74 2.99
1984 5.56 | -1.55 4.96 3.25 | 4.71 1.81 1 1.99 3.03

1985 | 477 | 120] 509 | 310|550 | 240| 294 | 1.40
1986 | 442 | 0.82| 504 | 370 | 590 | 363| 293 | 075
1987 | 452 | 028| 516 | 345 | 606 | 5.19] 321 | 0.63
1988 | 475 | 1.80| 504 | 327|660 | 393|323 | 07
1989 | 471 | 7.84| 444 | 332|642 240|300 014
1990 | 450 | 853| 452 | 339|638 | 1.26]| 269 | 0.04
1991 | 481 | 6.17| 484 | 370 | 593 | 094|295 | o7

Average | 5.07 2.38 4.81 3.37 | 4.37 2.001 2.76 1.79
78 - 91




Appendix 3
Table §

Comparison of Fixed Deposit Rates in US and HK

This table shows the average size of the difference of the US$-denominated FD above the
alike HK$-denominated deposits.

I 10/83 - 12/91 Fixed Deposits
(After Exchange
Rate Link) ! month . 6 months
Average 2.700 2.320
| Standard Deviation 1.560 1.657
Min -1.141 -1.471.
Max 6.609 5.669

Figure 1
Difference of US$- and HK$-savings deposit rate from American Express Bank
A plot of the difference of the annual interest rate of a US$-denominated savings deposit

above HK$-denominated savings deposit for June 1987-May 1993, as quoted by the
American Express Bank.
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Appendix dA

Methodology of Calculating Monopsonistic Rents

We have applied two ways of measure to calculate the monopsonistic rents: 1.
calculation based on yearly interest rate spreads and 2. calculation based on average interest
rate spreads. The estimated total monopsonistic rent is the sum of monopsonistic rents
extracted from three types of deposits that are subject to HKAB’s restnictions: (a) demand
deposits (checking accounts), (b) savings deposits and (c) time deposits.

1. Calculation based on yearly interest rate spreads

(2)

Demand Deposits

The monopsonistic rent extracted from demand deposits is the interest forgone
by the depositors. It is measured by multiplying the estimated interest rate
forgone to total demand deposits. :

The interest rate forgone can be estimated by using either

- historical actval savings rates less 1%,

historical actual savings rates less 1 % plus prime - savings-rate
spreads between Hong Kong and other countries;

or

where 1% represents the operating cost of a checking account above that of
a savings account.

We recognize that even if banks are allowed to pay interest on checking
account, a small amount of deposit may not warrant such interest payment.
The information on account mix, in particular the percentage of such smail
amount deposit in total demand deposit, is not available. As such, we have
adopted a more conservative measure by using the historical actual saving
rates less 1%, without adding the interest rate spread, in order to discount the
above factor from the measuring of monopsonistic rent extracted from demand

deposits.

Monopsonistic Rent from Demand Deposits using yearly interest rate spread  (HKS$ Billion)

| Interest Rate Forgone Monopsonistic Rent
Demand (Actual Savings Rate less Extracted from Demand
Year Deposits 1%) Deposits
1987 $37 1.00% $0.37
1988 $49 2.44% $1.19 l
1989 $51 4,79% $2.44
1990 $54 4.88% $2.63
1991 $69 3.71% . $2.56




Appendix 4B
Savings Deposits

The monopsonistic rent extracted from savings deposits is the total interest
forgone calculated by using total savings deposits multiplied by the difference
of prime - savings-rate spreads between Hong Kong and other countries.

Monopsonistic Rent from Savings Deposits using yearly interest rate spread (HKS Billion)

Prime-Savings Spreads for | Monopsonistic Rent
Savings HK above that in other Extracted from Savings
Year Deposits countries Deposits
1987 $110 0.63% $0.69
1988 3119 0.77% $0.92
1989 $135 0.14% $0.19
1990 $159 0.04% $0.06
i 1991 $229 0.71% $1.63
(c) Time Deposits
The time deposits that are covered by HKAB’s rule is estimated to be 17.9%.
The monopsonistic rent extracted from time deposits is obtained by
multiplying the yearly difference of prime - fixed-deposits-rate spreads
between Hong Kong and other countries to the portion of time deposits that
are covered by HKARB’s rule. The latter is contained in the Annual Report of
the Commissioner of Banking 1991, '
Monopsonistic Rent from Time Deposits using yearly interest rate spread (HKS Billion)
I 17.9% of Time | Prime-FD spreads across Monopsonistic Rent |
Deposits all maturaties for HK Extracted from Time
Year above that in other Deposits
| countries
1987 $23 0.72% $0.16
| 1988 $32 1.01% $0.32
| 1089 $36 1.62% | $0.58
1930 $43 1.87% $0.80
! 1991 $47 2.09% $0.99




Appendix 4C

Calculation based on Average Interest Rate Spreads

(a)

(b)

(©

Demand Deposits:

(H - [%) x otal value of demand _ monopsonistic rent of
' deposits of each year the respective vear

where H = average historical annual savings of deposit rates in Hong Kong
for 1978-91; and allowing higher operating costs for demand deposit, i.e. 1%
(in the case of saving deposits, operating costs should have been included and
reflected in the spread).

Savings Deposits:

1.79% x total value of savings _ monopsonstic rent of
deposits of each year the respective year

where 1.79% is the average difference of prime-savings rate spread between
Hong Kong and other countries for the period 1978 - 91.

Time Deposits

1.65% x 17.9% x total value of time — monopsonistic rent of
deposits of each year the respective year

where 1.65% is the average difference of prime-fixed deposit rate spread
between Hong Kong and other countries for the period 1978 - 91: as only
17.9% of time deposit is covered by the Interest Rate Agreement, therefore
the portion on which monopsonistic rents can be extracted is 0.3% (i.e.
17.9% x 1.65%) of such deposit.

Monopsonistic Rents based on average Interest-rate Spreads ($ Biltion)
Estimated Monopsonistic Total Monopsonistic
Rents from Rents
Year Demand Savings Time Total Asa % of
Deposits Deposits Deposits Amount GDP

1987 0.37 1.96 0.38 2.71 0.74

1988 1.19 2.13 0.53 3.85 0.89

1989 2.44 2.41 0.59 5.45 1.09

1990 2.63 2.84 0.71 6.18 _ 1.11

1991 2.56 4.09 0.78 7.43 1.16

1992 1.16 4.38 0.87 6.40 0.86

1.3.1994
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Executive Summary

1.

The regulatory framework in Hong Kong in the form of interest rate carte] among
Licensed Banks (LBs) creates an oligopsony for deposits below HKS$100,000 or for
deposits below HK$500,000 that has Jess than three months’ maturity. There exists
a varieties of instruments that are not governed by the interest rate carel, e.g., CDs
and swap deposits, but they are not perfect substitutes to bank deposits, especially for
small depositors. The HKAB rules of not admitting any non-members to get access
to the clearing services of the HKAB Clearing House further impedes the
development of close substitutes to LB deposits.

A survey of the prime rate-interbank-offer-rate spread shows that Hong Kong spread
only exceed those of Japan and the U.S. indicating that there is no evidence that
Hong Kong banks require 2 relatively higher spread to pay for the higher operating
costs. Moreover, the number of jtems and the amount charged by banks in Hong
Kong are not less than that of other countries.

The prime-fixed deposits interest rate spreads for Hong Kong are consistently higher
than those in other countries. The prime-savings interest rate spread is also found to
be 1.79% higher than the other countries. It is also found that depositors in Hong
Kong tend to get paid approximately 2.2-2.6% lower than if they had invested their
money in the U.S. in fixed deposits. For savings deposits, the average forgone
interest by the depositor who deposits her money into the HK$ account instead of the
US$ account lost approximately 0.6% per annum, after adjusting for exchange rate

changes.

The monopsonistic rents extracted by HKAB members are estimated to be HK$7. ]
billion, HK$8.7 billion, and HK$8.0 biilion for 1990-1992 representing approximately
1% of the GDP.

Itis also found that banks in Hong Kong reveal less information to the general public
compared to those in U.S. and Japan. In views of the fact that Hong Kong does not
bave deposit insurance and Hong Kong depositors have gained maturity over the
years, it is recommended that banks should disclose more information and thus be
implemented by stages over a number of years.

We suggest to abolish the interest rate rule over a number of years: abolish the
interest rate cap for time deposits in 1995, allow banks 1o pay interest on demand
deposits starting 1996, and abolish the interest rate cap for the savings deposit and
starting 1997,

We suggest banks to disclose detailed informmation on loan portfolios and loan loss
reserves & non-performing loans starting 1994: to disclose the genuine earnings
(without transfer to/from the inner reserves), detailed sources of income and expenses
and maturity mismatching starting 1995; and to disclose full inner reserves by 1996.



In studying the case of tying of mortgage and fire insurance, for banks that practice
tying, we do not find any evidence suggesting that consumers are paid for a more
expensive package. We, therefore, refrain to make any policy recommendations here.
However, we do encourage banks that are practsing tie-in sale (o give consumers
more freedom of choices.



1. Introduction

The objective of this research is to evaluate the impact of banking policies and
practices in the banking sector on consumers. The term policy here means a broad spectrum
of policies that are either explicily imposed by the govemmment in the forms of regulations
or with an implicit endorsement by the government. It is expected that regulation would
increase efficiency only when it promotes disclosure of information. offsets other government
policies that reduce efficiency, or offsets imperfections in the market that reduce efficiency.

Policies can be prouped into five general categories: allocation, pricing, supervision
and solvency. institutional structure, and information.

1. Allocative policies include guarantees against risk or failure, taxation,
portfolio composition restrictions, and foreign exchange control.

2. Pricing policies would include interest rate policy, monetary policy, foreign
exchange controls, and taxation.

3. Supervision and solvency would include solvency requirements, fitness and
character, and guarantees against risk or failure.

4 Institutional structure would include structural rules, ownership requirements
and the payment policies,

s. Information would inciude disclosure of information.

tt must be emphasized that this research will focus on studying whether consumers
are fairly treated under the existing policies. In this connection, the relevant policy types to
be evaluated would be allocation, pricing, institutional structure, and information. As the
major allocative policy, i.e., guarantee against risk in the form of deposit insurance has been
examined by the government, we will put the focal point on issues relating 1o pricing and
information and treat institutional structure as a side issue. The competitive structure in
terms of markel concentration will also be examined in order to shed light on the pricing and
information disclosure behaviour of financial institutions.

Section II examines the pricing policy and ascertains whether the regulatory
framework of the banking system in Hong Kong potentially creates a oligopolistic market of
financial services, especially for small deposits (less than HK$100,000). We will also
measure the monopsonistic rents collected by banks in Hong Kong.



Section [II describes the institutional framework and examines market concentration
of banking activities in Hong Kong. We analyze the market share of individual banks in
Hong Kong on an annual basis from 1988 to 1992 for selected asser and liability items
including demand deposit, savings deposit. time deposits. private residential mortgage loans,
and other loans for use in Hong Kong.

Section IV analyzes the existing disclosure policy of the Hong Kong banking sysiem
and compares it with those in U.S.. Japan, UK., and Singapore. We also examine if a more

complete disclosure policy is associated with a more unstable financial system.

Section V examines the practice of tie-in sales in the banking industry using the case
of tying of mortgage and fire insurance.

Section V1 gives the policy recommendations.



[. PRICING POLICY -

Legal Structure

The intent of this section is to study the effects of the Hong Kong Association of Banks
(HKAB) and the Banking Ordinances on the pricing practices in the banking industry in Hong
Kong. We argue that these two ordinances create a monopsonistic market for;

(1) Deposits that are protected from competition from other types of deposit-taking
companies;

(2)  Deposits that have rates that are governed by the interest rate ceilings set by the
HKAB Committee.'

By the HKAB Ordinance, deposits from (1) are also in (2). Since the list of deposits in
(2) oniginated from the Interest Rate Agreement (IRA, 1964) amongst banks, they are sometimes
referred to as IRA-covered deposits.

We estimate, conservatively, the monopsonistic rents extracted by the totality of the
HKAB members to be HK$7.1 Billion, HK$8.7 Billion, and HK$8.0 Billion for 1990-1992.
This represents approximately 1.29% and 1.35%, and 1.06% of the Gross Domestic Product for

1990 - 1992, respectively.
Policy implications of these results are discussed at the end of the section.

A monopsonistic market can only be maintained if there are effective barriers o entry
and if there are no close substitutes. The market of interest here is the market for deposits. In
this market, interest rates for most deposits below 15 months maturity are determined by the
HKAB. (The only deposits that are not governed by the HKAB are deposits that non-bank
deposit-taking institutions are allowed fo take.) The effective barrier to entry is guaranteed by
the Banking Ordinance.

'We use the term monopsony, as opposed to monopoly, because banks are perceived as buyers in
the deposits market. A monopolist refers to a single seller in the market.
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Legal barriers to entry are discussed in detail in the first sub-section. The second sub-
section discusses why there appear to be no close substitutes in the financial markets for the
IRA-covered deposits. The third sub-section explains the procedures used to measure the size
of the monopsonistic rents. The fourth sub-section describes the data used. The fifth sub-
section approximates the size of the monopsonistic rents extracted from the economy. The sixth
section explores both the related public policy issue with regard to the imposition of the
monopsonistic rent and how the current system affects the market structure. Appendix [I-]
responds to the "apparently* contradictory evidence provided by HKAB on interest rate spreads.

II.1. Legal Barriers to Entry

The regulatory framework in Hong Kong effectively creates an oligopsony for deposits
below HK$100,000 or for deposits below HK$500,000 that have less than three months’
maturity, including demand deposits. This oli gopsony derives from three regulations that define
the deposit-taking environment in Hong Kong. Most particularly, only three types of institutions
are allowed to collect deposits: (1) Licensed Banks {LBs); (2) Restricted Licensed Ranks (RLBs);
and (3) Deposit-Taking Companies (DTCs). Subject to items (a} and (b) of Section 14(1) of the
Banking Ordinance, RLBs and DTCs are only allowed to take deposits with values higher than
HK$500,000 and HK$100,000, respectively.? Moreover, item (3) of Section 12 in the Banking
Ordinance prohibits DTCs from taking deposits with less than three months matunity. It follows
that any deposit that does not meet the requirements of either the RLBs or DTCs can only be

made at a LB.

The deposit rates in LBs, however, are determined by the de facto interest rate cartel,
the HKAB, which was made a statutory body in 1981. HKAB's control of the deposit rates is
guaranteed by sections 7(1), 7(2), 12(1)a), and 21(1) of the Hong Kong Association of Banks
Ordinance, 1992. Sections 7(1) and 7(2) specify that all licensed banks are members of the
HKARB and vice versa, with the former stating that, "Every licensed bank which is required by
a condition attached to its license shall become a member of the Association and shall, subject
to this section, remain a member of the Association unless expelled under 21(1)(d); and
membership of the Association shall be restricted to licensed banks.”

*The minimum amount that a DTC can accept was raised from HK$50,000 to HKX$100,000 in
1990.



Section 12(1)(a) gives the HKAB the legal right to set interest-rate caps on Hong Kong
dollar-denominated accounts. This is done by stating that the Committee of the Association
"may, after such consultation with the Financial Secretary as he shall consider appropniate, from
time to time...., makes rules-- (a) as to the maximum rates of interest, return, discount or other
benefit which may be paid or granted by members, or by any specified categories of members.
in respect of --

(1) Hong Kong dollar deposits of their customers;

(ii) specified instruments;...."

Finally, Section 21(1) empowers the HKAB to discipline any of its members to the point
of expulsion from the HKAB for "breach of any rule made pursuant to section [2(1)" which
includes the aforementioned interest-rate caps. The restrictions are summarized in Tabie 111

below.

Table II.1: Restrictions on Deposits Imposed By the Banking and HKAB Ordinances

The Banking Ordinance, 1992, permits only three types of institutions to collect deposits in
Hong Kong: Licensed Banks (LBs), Restricted Licensed Banks (RLBs), and Deposit-Taking
Companies (DTCs). The following are the restrictions on the types of deposits that they are
permitted to accept under the Banking Ordinance, 1992. The current restrictions have been in
place since 1990, whereby the minimum deposit size of DTCs were increased from HK$50,000

to HK$100,000.

Type of Minimum Minimum Restrictions
institution Deposit Maturity

Size
Licensed
Bank (LB) None None HKAB
Restricted Licensed
Bank (RLB) HK$500,000 None None
Deposit-Taking
Company (DTC) HK$100,000 3 months None




I1.2. Substitutes to Bank Depaosits

In theory, LBs can only collect monopsonistic rents on deposits that are not in direct
competition with the DTCs and the RLBs.” This implies that the monopsenistic rents extracted
from the financial markets by the LBs would be from small and demand depositors., where
“small depositors” are defined to be depositors with insufficient wealth to lend to the RLBs or
DTCs. This categorization includes investors with wealth of more than HK$100,000 or
HK$500,000 for whom it is not optimal to deposit such a substantial amount of their wealth in

a deposit-taking institution.

Kane's (1977, 1981) theory of regulatory dialectic suggests that the banks will find ways
and means of circumventing regulations. Taking a chapter out of U.S. banking history, the
interest-rate caps for deposits set by Regulation Q could not hold back the onslaught of
innovations that led to the demise of the regulation itself. Innovations such as the negotiable
Certificates of Deposits (CDs) and the development of the federal funds market were created by
banks to evade the Reg Q interest-rate caps; see Eisenbeis (1985) for more details.

One might be tempted to apply this lesson from U.S. banking history and argue that the
banking industry in Hong Kong is competitive and thus will create financial instruments that
allow banks to get around the HKAB rules. Falling to the temptation, however, one loses the
significance of the difference between Regulation Q and the HKAB interest-rate caps. In the case
of Regulation Q, the interest rates were pre-determined by law. In Hong Kong, the interest-rate
caps are reviewed and determined intermittently by the banks themselves. Thus, there is much
less incentive for the banks to innovate towards newer instruments that circumvent the caps.

I.2.1 Historical Attempts to Qffer Substitutes

Nonetheless there have been several historic attempts by the market agents o offer
substitutes. DTCs, for instance, could offer much higher interest rates for deposits until
regulations were introduced in the 1980s that restricted the types of deposits DTCs were
permitted to accept; see Table II.1. Consequently, the DTC's market share of total HKS-

? There might be some concern about the relatively large market share of the RLBs and DTCs
that are owned by the HKAB members.



denominated deposits has dropped significantly from its peak in the early 1980s. Kroszner-
(1990), in particular, notes that the DTC's market share of HKS$ deposits (excluding current

accounts) has dropped from a peak of 40% in 1981 to less than 10% in 1990,

Another innovation is the creation of swap deposits. A swap is equivalent 1o buying both
a foreign currency-based fixed maturity deposit and a forward contract to sell the foreign
currency at maturity. The forward contract insulates the depositor from any foreign exchange
flucvations. Thus this account should have the same interest rate as HK$ deposits. The
absence of any interest-rate ceilings by HKAB, however, enabies the banks to offer higher rates
for ume deposits. The only problem with swap deposits is that banks do not have any incentives
to offer market rates on such deposits, as doing so would diminish the monopsonistic rent
extracted from HKS$ deposits. Moreover a minimum deposit is typically imposed by the

banks.*

I1.2.2 Lack of Substitutes

(a) No Close Substinutes

As we will see in section II.5.4, the main contributors of the estimated
monopsonistic rent come from the savings and demand deposits. There appear to be no
good substitutes for savings deposits for at least two reasons: liquidity and minimum
deposits imposed on the substitutes. Suggestions that the US$ deposits and savings plans,
swap deposits, US$ deposits and money market accounts are substitutes do not appear
reasonable. It is because USS deposits, swap deposits, and money market funds have
minimum deposits requirements whereas the savings plans require investments at regular
time intervals. Even the HKAB admitted the different functions of the HK & US savings
accounts.* HKAB points out that the US$ and savings deposit accounts serves two
different purposes: "HKS$ savings accounts are used as transaction accounts, whereas US$
savings accounts are used for capital accumulation® (para.1, pp.6). Thus it would appear
that the US$ deposits and for that matter, savings plans, swap deposits, and money
market funds are not reasonable substitutes for savings deposits.

‘It has also been noted that the liquidity of these accounts are not comparable to the deposits
covered by the HKAB agreement.

SHKAB’s letter to Consumer Counci dated January 14, 1994
9



{b) HKAB Imposes Regulations to Restrict New Substitutes

Demand deposits probably have the most significant interest-rate cap imposed on
them; HKAB has ruled that its members are not allowed to pay interest on demand
deposits. To get around this regulation, some banks offered to automatically transfer
funds from a customer’s savings account 1o the customer's checking account whenever
checks are drawn on the checking account; see Ho, et, al, (1991}. This, however, came
to HKAB's attention and the automatic transfer of funds from the savings to checking
account is now no longer allowed. Instead, a milder form is now in existence; customers
are allowed to phone in to transfer the funds from savings to checking accounts.

(c) No Access w0 Clearing House Facilities Impedes Development of Close
Substitutes

The other major sources of substitutes are non-"deposit taking” financial
institutions. In the U.S., the "disintermediation” process was partially driven by the
creation of money-market mutual funds. These money-market funds offered close
substitutes to deposits because (1) they were invested in short-term fixed-rate instruments
and did not have any fixed maturity or withdrawal penalties, (2) the rates were market
driven, and, (3) some funds permitted drafts, effectively checks, to be written for

"transactional purposes® (Eisenbeis, 1985).

Kroszner (1990), writing under the supervision of John Greenwood and for the
Asian Monetary Monitor of G.T. Management(Asia) L., argues that there are
significant barriers to establishing a money-market funds market in Hong Kong. The two
major obstacles faced by the money-market mutual fund managers are the HK$50,000
minimum investment requirement on HKS$-denominated accounts imposed by the
Securities and Futures Commission (SFC) and the lack of access 1o the HKAR's Clearing
House. The former inhibits the entry of less-endowed depositors into this market, a role
commensurate with the regulations governing the deposit-taking abilities of the various
forms of deposit-receiving entities, as described in the previous section. The latter
reduces the substitutability of mutual funds for demand deposits as it inhibits the Liquidity
that a money-market mutual fund can offer. Kroszner argues that the HKAB Clearing

10



rules "enforces practices in conformity” with HKAB's rules. To belabour the point, the
HXAB rules of particular significance here are the HKAB interest-rate caps. Relaxation
of these impediments to entry will enable money-market mutual funds to become much
closer substitutes to deposits. Other points are the restraint on the use of terms like
"deposit” and "cash™ in advertisements which reduces potential investors' ability to make
educated comparisons of money-market mutual funds to their meaningful substitutes.

In sum, the current regulations and market structure impose strong impedance on
the market discipline of the HKAB in setting their deposit rates. Moreover, the relatively
high management fees currently imposed by the fund management houses in Hong Kong
make it unlikely that the money-market funds market wili compete with HKAB for funds

in the near future.

I1.3 Measuring the Monopsonistic Rent

Empirical evidence to support the assertion that there is a significant monopsonistic rent
extracted from the economy by the LBs is not readily available. One way of gauging
monopsonistic rent is to compare the profitability or accounting rates of return of the buyers,
in this case the LBS, with other "appropriate™ industries/companies. There are two reasons for
not following this approach. The most important reason is that the banks’ financial statements
are disclosed only when each bank’s inner reserves entry is updated. As the amount in the inner
reserves is not publicly available, no measure of the bank’s profit margin or accounting rates
of return on equity in Hong Kong is possible. There are only two Hong Kong-based banks have
chosen to voluntarily reveal their inner reserves: Hong Kong Bank and its subsidiary, Hang
Seng Bank. Second, Fisher and McGowan (1983), show that it is generally very difficult to
infer monopoly (or monopsony) profits from accounting rates of return.  Horowitz (1984), in
a comment on their paper, highlights how this paper has made it very difficult to prove the
existence of monopsonistic power of a firm/industry by looking at its balance sheets. The
profitability of banks is also well known to be dependent on the interest-rate environment. In
low interest-rate environments, i.e. when the cost of funds is low, the Jending (long term) rates
tend not decrease as much as the short-term interest rates. This tendency increases the
profitability of banks. The point is that any meaningful analysis of bank profits has to Jook at
a relatively long history of earnings. For instance, although the most profitable bank in the

il



world in 1992 was Hongkong &AShanghai Holdings PLC, the next four banks are American
banks that are not amongst the top twenty largest banks in the world.® Any conclusion about
the presence of monopsonistic rents in the banking industry in the U.S. contributing to this result
would have no basis.

We would therefore propose a different measure. A readily-observed measure of the
profitability of a bank is the interest-rate spreads between its cost of funds and its lending rates.
Comparisons of interest-rate spreads of Hong Kong with other countries that are important
financial centres, e.g. U.S., Japan, and UK., provide us with a glimpse of the size of the
monopsonistic rents, if any. For instance, the interest-rate spread between Hong Kong's Best
Lending Rate and the savings/time deposit rates should be comparable to the prime-savings/time-
deposit-rate spreads in other countries. If we find that the spreads in Hong Kong are larger on
average than other countries, we will then proceed to compare the prime and deposit rates
between Hong Kong and U.S. Such a comparison is meaningful because of the peg of HKS$ to
the USS$; that is, any deviations in the interest rates would create arbitrage opportunities if the
markets are perfect. The monopsonistic component of the spread is indicated by the U.S.-H.K.

deposit spreads.

® See the Asian Wall Street Journal, March 18, 1993, pp.2.
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11.4 Data Description

The following table describes the sources and sample period of the data:

Table I1.2: Description of Data
This 1able lists the sources and the sample period of the data used in this report. Whenever possible.
interest rate spreads are calculated from the same sources to maintain consistency.

Country Savings Prime Inter-bank  C.D.(months)
1 3 6 12
U.s. CITl CITI CITt  CIT1  CITi
(55-91) (55-91) (78-92) (78-9!) (78-91)
IFS IFS
(57-91) (57-91)
Japan IFS IFS IFS

(78-91) (78-91) (78-91)
PACAP PACAP PACAP PACAP PACAP
(78-91)  (78-91) (85-91) (85-91) (86-91)

Uk IFS IFS IFS
(5791} (66-91) (72-91)

Australia IFS IFS IFS
{73-91) (76-91) (69-91)

Asian NICs

Singapore IFS IF3 IFS
(77-91) (78-91) (72-91)
MAS MAS MAS MAS MAS
(85-91) (8591) (B5-91) {85-91) (85-91)

Hong Kong PACAP PACAP HKMD PACAP PACAP PACAP PACAP
(78-91) (78-91) (80-91) (82-91) (78-91) (78-91) (78-91)

Other Pacific-Basin countries

Malaysia PACAP PACAP PACAP PACAP PACAP PACAP PACAP
{79-91) (8291) (75-91) (79-91) (79-91) (79-91) (79-91)
IFS IFS IFS .
(7691} (7691) (76-91)

Key:[FS =International Financial Statistics File, International Monetary Fund, CITI=Citibase,
HKMD=Hong Kong Monthly Digest of Statistics, MAS=Monetary Authority of Singapore,
PACAP="Pacific-Basin Capital Markets Research Centre Database, Univ. of Rhode Island.
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Not described in the table are the annualized interest rates for the HK$-denominated and
USS-denominated savings accounts as provided by the American Express Bank on the Sunday
Morning Post (SCMP) from June 1987-May 1993. We have also used the US$-HKS$ foreign
exchange rates from 1975-1991 as provided in the PACAP database. We have only used data
from 1978-199] as there are no readily available data beyond these dates for most of the

countries we investigate here.

I1.5 Results

Four types of spreads are investigated and reported here. Al four attempt to compare
the profit margins of the Hong Kong-based operations with those of other countries, They are
the prime rate-interbank offer rate spread, the prime rate-fixed deposit/savings spreads, the
difference between U.S. and Hong Kong fixed deposit rates for similar maturities, and the
difference between a U.S.-denominated and HKS$-denominated savings account within the same

bank in Hong Kong.
II.5.1 Prime-Interbank Qffer Rates (HIBOR) Spreads

The prime rate-interbank-offer-rate (HIBOR) spread, measures the profit margin where
the cost of funds is not determined by the HKAB and is closer to the market cost of funds. To
be consistent, we use the available data from IMF for all the countries reported here. In the case
of Hong Kong, we use the PACAP database for the prime rates and the end of the month one-
month HIBOR rate published by the Hong Kong Monthly Digest of Statistics. As mentioned
earlier in the section, we use the penod of 1/1978-12/1991.7 Table I1.3 provides the prime-

HIBOR spread for various countries.

"Note that for some countries, the data starts later than 1978,
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Table I1.3: International Comparisons of Prime rate-Inter Bank Offer Rate Spread

A survey of the spread of the prime rate above the inter-bank offer rate (HIBOR) from various
countries for 1/1978-12/1991. This spread gives us a measure of the relative minimum profit
margins for banks across the globe. The data is from the International Financial Statistics tapes
/IMF for all countries except Hong Kong. We use the PACAP database for Hong Kong.

Prime-Inter Bank Offer Rate

Countries Mean Standard

deviation
Australia 3.55 2.48
Malaysia 2.77 1.77
U.S.A. 1.87 0.73
Singapore 1.70 1.26
Hong Kong 1.55 1.41
U.K. 1.32 2.62
Japan 0.49 1.20

There is po evidence from this table that suggests that Hong Kong banks require a
relatively higher spread o pay for higher operating costs. Hong Kong's spread exceeds only
those of the Japan and United Kingdom.

11.5.2 Prime-Fixed Deposits and Prime-Savings interest spreads

This spread uses deposits of fixed maturity of one-, three-, six-, and twelve-months. Due
to the great variation in terms used for fixed maturity deposits in the various countries
investigated, we refer to the fixed maturity deposits as fixed deposits (FDs). In this case, if the
deposited amount is lower than $500,000 for the case of one-month maturity, and Jower than
$100,000 for the three-, six-, and twelve-month maturities, the HKAB rules will prevail. Hence
these spreads in Hong Kong incorporate the monopsonistic rent that HKAB can extract from its
depositors. A comparison of these spreads with those of the prime-FD and prime-Savings
spreads in the various countries yields a sense of the size of the monopsonistic rent that HKAB
is able to collect from its depositors because of its legalized cartel structure. Table II.4 presents
the spreads, ordered in decreasing spreads for the Prime-Fixed Deposit spread, for various
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countries. Except for U.S. and Singapore, all these spreads are calculated from the PACAP
database, as listed in Table I1.2. For the U.S., we use CITIBASE and the figures published by

the Monetary Authority of Singapore.

Table I.4; International Comparison of Prime-Fixed Deposit

Comparison of prime rate-fixed deposit (FD) rate spread for the one, three, six, and twelve
month deposits for 1/1978-12/1991. The average of Hong Kong's spreads above other countries
for the all the maturities and countries is 1.65% per annum.

Prime - Fixed term Deposit
1 mth 3 mth 6 mth 12 mth

Hong Kong 3.99 3.78 350 290
Malaysia 3.13 273 254 219

Singapore 301 2.7
U.S.A. 1.99 1.88 1.76
Japan 0.73 0.71 0.82

Summary statistics of the size of Hong Kong's
interest rate spread above the other countries

Average 204 170 1.54 0.71
Maximum 326 3.08 2.68 na
Minimum 0.86 0.77 0.79 na

The prime-FD interest-rate spreads for Hong Kong are consistently higher than those in
the other countries. The average prime-FD interest-rate spreads of other countries, below that
of Hong Kong's, range from 0.71% 10 2.04 % per annum. The average of the Hong Kong spread
above the spread for all countries across all the maturities is 1.65% per annum. Figure 111 is
a histogram of the prime-FD spread for the maturities: one month, three months, six months,
and twelve months, for the various countries for 1/1978-12/1991.
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Figure II.1:Plot of Prime-Fixed Deposit Spreads
A plot of the (prime - Fixed deposit) rate spreads of Hong Kong, U.S., Singapore, Malaysia,
and Japan for 1/1978-12/1991. The maturities are !-, 3-, 6, and 12-months.
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Table I1.5 shows a similar trend for the prime-savings spread for 1/1978-12/1991 as well.
On average, itis 1.79% per annum higher than the other countries. The difference in spreads
of Hong Kong above other countries range from 0.26% (Germany) to 3.07% (Malaysia).

Table 1.5 International Comparison of Prime-Savings Spreads
The average prime-savings spreads for the different countries from 1/1978-12/1991. We used
the data from IFS/IMF for all countries except Hong Kong. (Hong Kong’s data is not reported
by the IMF.) We use the PACAP database for Hong Kong’s case.

Prime - Savings Hong Kong
Mean Std Dev - others
Hong Kong 5.07 0.69
Germany 4.81 0.67 0.26
Australia 437 1.9 0.70
Japan 337 0.32 1.70
Singapore 276 0.83 2.30
United Kingdom 2.38 3.23 2.69
Malaysia 200 1.78 3.07
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The relatively large size of the Hong Kong pr':me-(oné-month FD) spread, and to a lesser
extent the prime-savings spread, when compared to the other countries provides a glimpse of
how large 2 monopsonistic rent the HKAB is able to extract from the deposits that are not in
direct competition with other types of deposit-taking institutions, i.e. HK$-denominated deposits
that are less than HK$500,000.

I.5.3. Comparison of US$-denominated versus HK$-denominated Deposit rates after
the Exchange Rate Link

Two types of comparisons are performed after the Exchange Rate Link to the U.S. was
installed: inter-country and intra-country comparisons. What these spreads tell us is how much
more or how much less depositors placing their money in the US$-denominated account would
have earned from depositing their money in a HKS-denominated account. Taking the pegging
to the US$ as given, the main difference between the two saving accounts is that HKAB interest-
rate cetlings only apply to HK$-denominated deposits. The inter-country comparison is between
the US-based and US$-denominated short-term FD interest rates versus Hong Kong-based and
HK$-denominated accounts. The intra-country comparison is between the HK$-denominated
savings account versus a US$-denominated savings account within the same bank in Hong Kong.
The rationale is similar to that for the first spread, the only difference being that there is no
difference in operating costs for the two accounts.

In an unregulated, free and frictionless market where the US$/HKS foreign exchange
- rate fluctuation is zero, deviations from zero of the US$-denominated deposit rates from the
comparable HK$-denominated deposit rates creates arbitrage profits and thus cannot persist. To
elaborate, if US interest rates are higher than Hong Kong rates, then all the deposits from Hong
Kong would flock to the U.S. deposit markets. Although fluctuations in the foreign exchange
rate between Hong Kong the and U.S. are not zero, these have been relatively small since March
1984. This is largely because the HKS was officially linked to the US$ after October 1983.
As Figure 1.2 shows, however, the peg stabilized only after February 1984. For instance, the
average annualized return (in HKS) from buying USS$ at the end of the previous month and then
selling the US$ at the end of the month for the period 3/1984-12/1991 is 0.10% +/- 2.27%.
Thus, a large spread between the USS$- and HK$-denominated accounts relative to the foreign
exchange return could not be easily explained by the existence of a foreign exchange premium
due to foreign-exchange-rate fluctuations. Instead it is likely that such a large spread is
explained by the monopsonistic rent that the banks are extracting.
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Figure {1.2: Time series of US$-HK$ Exchange rate
This figure plots the foreign exchange return in HK$ from monthly investment in the US$ for

the period of 1975-1991. The shaded area represents the period prior to March 1984.
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(@) Intcr-Counujf Comparison

The HK prime-deposit rate spreads are significantly different from those of the US. For
convenience, we have chosen to define the HK$-USS$ prime spread as the spread of the HKS best
lending rate above the US$ prime rate; whereas, the US$-HKS FD spreads are the differences
of the USS$ rates above the HK$ accounts. These definitions allow us to see how the prime-FD
spread is distributed between the depositors and the borrowers of the bank, as one might expect
the spread to be shouldered more by the depositors. This is because the lenders, especially
corporate lenders, typically have better access to other financial markets. This is borne out by

Table I1.6.

Table {1.6: Comparison of FD and Prime Rates in US and HK

This table shows how the prime rate-fixed maturity deposit (FD) rate is distributed amongst the
depositors and borrowers of the banks. This is accomplished by documenting the average size
of the difference of the US$-denominated FD above the alike HK$-denominated deposits and
analogously the average differences of the HK$-denominated above the US$-denominated prime

rates.

Fixed Deposits  Prime
1 month 6 months

Full Sample

average 2.454 2.378 0.626
standard deviation 1.652 1.854 1.621
min -2.221 -3.611  -5.000
max 6.609 7.239 3.769

Sample: 5/1978-9/83 (Before Exchange Rate Link)

average 0.832+ 2.467 0.783
standard deviation 1.328 2.131 1.840
min -2.221 -3.611 -5.000
max 2379 7.239 3.769
Sample: 10/83 - 12/9]1 (After Exchange Rate Link)

average 2.700 2.320 0.523
standard deviation 1.560 1.657 1.461
min -1.141 -1.471 -4.000
max 6.609 5.669 3.500

+ There are only 15 months data for this category
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There is also no evidence that the linking of the two currencies has led to any major
changes in the US$-HKS$ 6-month FD or the HK$-USS$ pnme rate spreads across time. This can
be seen from Figure I1.3. Although the average one-month spread appears to have changed
significantly after the linking, there are not enough data points in the one-month maturity FD
to make any strong conclusions. Overall, the average rate spreads are approximately 2.4% per
annum for the FDs and 0.6 for the prime rate. Moreover, after the exchange rate link was
stabilized and after taking into account foreign exchange fluctuations (0.10% p.a.), depositors
in Hong Kong tend to get paid approximately 2.2-2.6% p.a. lower than if they had invested their

money in the U.S.

Figure I1.3: Plot of USS-HKS FD spreads from 5/78-12/91

A plot of the time-series of the US$-HKS$ six-month time deposit and the HK$-US$ prime rate.
The dotted line represents the prime rate spread.
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(b} Intra-Country Comparison

Based on the quotes given by the American Express Bank, we find that the USS- and
HK$-savings deposit rate spread is on average 0.71% over the last six years. (These rates are
indicative of the rates for other banks in Hong Kong as well.) 55 out of 72 months observed
had positive spreads. Only eight months had negative spreads lower than 0.25%. Although the
evidence on the underpayment of the HK$ savings account is only true in general, and not all
the ime, the 0.71% spread is indicative of the monopsonistic rent that the banks extracted from
their customers who are bound by the interest rate cartel. Adjusting this spread in saving rates
for the average foreign exchange retum (i.e. 0.10% p.a. for investing in the US$ for the period
of 3/1984-4/1992) we see that the average foregone interest by the depositor who deposits her
money into the HKS$ account instead of the US$ account lost approximately 0.6% per annum.
Figure I1.4 plots the time-series of the spread.
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Figure I.4: Difference of US$- and HKS$-savings deposit rate for American Express Bank

A plot of the difference of the annual interest rate of a US$-denominated savings deposit above
xHK$-denominated savings deposit for June 1987-May 1993, as quoted by the American Express
Bank.
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I1.5.4. Estimating the Size of the Monopsonistic Rent Extracted

Before proceeding to estimate the size of the monopsonistic rent extracted by the HKAB
interest-rate cartel, we would have to deduce what proportion of the interest-rate spreads, if any,
could be attributed to the monopsonistic rent. There is, however, no definitive way of
estimating the size of the rent. The existence of a monopsonistic rent, however, is supported
by the fact that Hong Kong has higher prime-FD and prime- savmgs spreads then do the other
countries investigated for corresponding spreads.
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(a) Saving Deposits

Three types of deposits are subject to the HKAB restrictions. The first is savings
deposits. A lower bound on the interest-rate spread on savings deposits extracted by the
HKAB interest-rate cartel is suggested by the average spread of the US$ savings account in
excess of the HK$ savings account within the same bank operating in Hong Kong, i.e. 0.7% per
annum. The reason why the USS-HKS$ deposit rate is a lower is the same as the reason for why
swap rates are not set their perfect competition level. (This was discussed in section I1.2.) Asn
estimate of the monopsonistic rent collected, as opposed to a lower bound, is the average prime-
savings-rate spread that Hong Kong has above other countries as an indication of foregone
interest to the savings account depositors, i.e. 1.79% per annum. (See Table II.4.) The latter
(1.79% per annum) represents a more reasonable estimate and is the rate we use in the following
calculations. (Kroszner argues for 2% per annum as the cost of the monopsonistic rent, by using
Hong Kong’s [three-month ime deposit])-{three-month HIBOR] spread, after subtracting 0.5%

as maintenance cost.)
(b) Tim ]

Time deposits is the second category of deposits that is affected by the HKAB interest-
rate cartel. [Estimating the size of the time deposits affected by the interest-rate ceilings is
difficult, as not all of the time deposits are covered by the HKAB interest-rate ceilings.
Kroszner (1990) assumes that a conservative estimate is 10%. Other estimates from casual
conversations with regulators have placed it as high as 20% of the total time deposits. Probably
the best available estimate was suggested during our meeting with HKAB. It has been suggested
that the consultation paper on the deposit protection scheme by then Monetary Affairs Branch
of the Government Secretariat provides us with an estimate of the total deposits covered by the
HKAB rate ceilings as a percentage of total HK$-denominated deposits for March 31, 1991,
i.e. 0.6135. Using the year-end figures published in the Annual Report of the Commissioner
of Banking, 1991, we can estimate the ratio of the sum of demand and saving deposits and total
deposits, i.e. 0.5293. Thus we inferred that the percentage of time deposits that were governed
by HKAB for 1991 is 17.9%. (Please refer to Appendix II.3 for details of this calculation.)
As we shall see in Table II.7, tme deposits as a category contribute relatively little to the total
monopsonistic rent extracted from the depositors. The interest rate representing the
monopsonistic rent extracted from HKAB is obtained by comparing the HK$-US$ FD spreads
during the post-US$ exchange rate link and yields a spread in excess of 2.70% per annum. (See
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Table 11.5.) Altérnately. we could use the overall average Hong Kdng prime-FD spread above
the other countries (for like maturities), i.e. 1.65%. (See Table I1.4} We choose to use the

more conservative estmate of 1.65% per annum.

() Checking Account

Third is the demand deposit, or checking account. As mentioned earlier in Hong Kong,
checking accounts are not permitted by the HKAB to earn any interest. Taking the U.S. as an
example, it is reasonable to assume that the interest forgone by the depositor is approximately
that of the competitive savings deposit rate. To be conservative, we used the estimated savings
rate less 1% as a conservative measure of forgone interest rate to the depositors and thus the
monopsonistic rents extracted. This estimate is also justifiable as this would effectively be the
interest eamed if HKAB had allowed for bank-initiated automatic transfers from savings to
checking accounts.® that are charged elsewhere, if they exist, are not included in this
caiculation. - In the U.S. these rates are typically well within the 1% spread of the savings
deposit rate; Kroszner uses 5% per annum, but does not appear to offer any justification for this
estimate. Moreover a comparison of bank charges in Appendix 1.2 do not support the
contentton that Hong Kong banks charge less.

Table 1.7 calculates the total HK$ amount of monopsonistic rents that HKAB is able to
extract from the depositors under the above assumptions. The total deposits are based on year-
end figures provided by the 1992 Annual Report of the Commissioner of Banking. We find that
the average monopsonistic rents accounts for 1.22% of the gross domestic product (GDP). As
a comparison, we note that our figures for 1990 is about HK$1.9 billion higher than that of
Kroszner’s (1990) estimates, i.e. HK$7.35B as opposed to HK$5.46B.° This is due to the
lower estimates of deposits that he used and also the lower percentage of time deposits that are

“It is arguable that 1% of the demand deposit might not be enougk 10 cover the checking
costs. However it is 2lso plausible that this is 2 very conservative estimate. From a conversation
with a promineat banker, there is reason to believe that the liquidity needs of the bank might drive the
demand deposit rates significantly higher if the rates are set competitively. This is supported by the
relatively higher CD rates aot covered by HKAB agreement.

"It is interesting to note that if we use a five-year estimate of the interest rate spreads then the
estimate of the 1990 monopsonistic rent is very close to Kroszner’s, i.e. HK$S.3 Billion. The main
difference here is that the estimated monopsonistic savings and time deposit spreads are 0.87% and
1.53%, respectively. However the average monopsonistic rent as 3 percentage of GDP is still
relatively high, i.e. 0.84%.
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affected by the interest-rate ceilings he used. FDs are relatively small contributors to the total
monopsonistic rents.  The accompanying figure of the size of the monopsonistic rents collected
from the different deposits shows that the time deposits adds the least to the total amount of the
monopsonistic rents collected by HKAB. Notwithstanding the difference in estimates, we remind
the reader that the methodology utilizes statistical averages and thus the magnitude and not the
exact figures is more important. In this light our figures are of the same order of magnitude as

that of GT Management's.®

"®We also calculated a lower bound for the estimated monopsonistic reat by using the lowest
estimates for the prime-savings and prime-FD monopsonistic spreads. For the former we use the
HKS$-USS savings spread in Hong Kong, i.e 0.6% after subtracting average foreign exchange losses.
For the latter we use the lowest prime-FD spread in Table I1.4, i.e.0.7%. Using these figures we
still find that the average monopsonistic rent is about 0.6% of the GDP. This is still a highly
significant cost to the depositors. Not that even if there was no monopsonistic spread for both
savings and fixed deposits, the monopsonistic rents from demand deposits would stili be estimated to

be 0.35% of the GDP.
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Table {1.7: Estimated Monopsonistic Rents

The total estimated monopsonistic rents are calculated based on the 1.79% of wtal savings, 0.3%
of total time deposits, and (0.79% +average historical annual savings deposit rate)*(total demand
deposits). The year end total savings, total deposits, and total demand deposits estimates for
1988-1992 are taken from Table A.1 of the 1992 Annual Report of the Commissioner of
Banking. The average monthly figures for 1987 are obtained from the 1991 Annual Report.

(10 Bilion HK$)
Estimated Monopsonistic Total Monopsonistic j
Rents from Rents Extracted from HKAB
Depositors
Year Demand Savings Time Total Asa % of
Deposits Deposits Deposits Armount GDP L
1987 1.03 1.96 0.38 3.37 0.92
L 1988 2.07 2.13 0.53 4.7 1.09
198% 3.35 2.41 0.59 6.35 1.27
h 1990 3.60 2.84 0.71 7.14 1.29
| 1991 3.79 4.09 0.78 8.66 1.35
! 1992 2.71 J 4.38 0.87 7.95 1.06
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I-'iguré I1.5: Plot of Estimated Mobopsonistic Rents By Categories

The time chart of the different components of the estimated monopolistic rents that HKAB, as
a whole, is able to extract from the depositors because of the combination of the Banking and
HKAB Ordinances. The vertucal axis is in Billions of HKS.
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I1.6 Summary of results

The aim of section I1.5 is to estimate the legally created monopsony for short-maturity
and small deposits described by Table II.1. 1t is pointed out that we cannot use accounting
estimates such as return on assets (ROA) or return on equity (ROE) because the banks’ earnings
are reported only after adjustments to inner reserves. Moreover, there is empirical support that
accounting figures are not very useful in estimating monopsonistic rents. Instead, we used
interest rate spreads to estimate the profitability of the banks in Hong Kong. As the prime rate
is indicative of the rates the banks lend at, we used the prime and the cost of funds spreads as
estimates of the bank's profitability. We compare these spreads from Hong Kong with that of
other developed and regional developing countries to estimate the interest forgone by Hong Kong
depositors as a result of the HKAB interest rate rules. In order to control for the differences
in spreads that might be attributable to different costs across countries, etc., we use a cost of
funds that was competitive in Hong Kong - the inter-bank-offer rate. We find that the average
prime - (inter-bank-offer-rate) in Hong Kong is one of the lower average spreads. This is not
the case when we turmed our attention to deposits that are regulated by the HKAB. Demand
deposits, for instance, cannot be paid interest according to the HKAB interest rate rules. The
average prime-savings and prime - (fixed-deposit) spread in Hong Kong were consistently higher
in Hong Kong than that of any country in the sample. These results were robust to using
different methods of estimation. For the period of 1978-1991, we find that the prime-savings
was on average 1.79% lower in Hong Kong compared to other countries; the average prime -
(fixed deposit) spread was on average 1.65% lower in Hong Kong compared 1o other countries.
These results were further supported by the relatively larger spreads of HK$ deposits compared
to US$ deposits even with the existence of the USS-HKS peg. Finally, we use these interest
spreads to estimate the monopsonistic rents extracted by the banks. We find that the estimated
monopsonistic rents extracted from the economy by the HKAB are economically significant and
in excess of 1% of the GDP over the last six years. The magnitude of this estimate is robust
to different methods used. The component of the monopsonistic rent most robust to the
methodology comes from the demand deposits, amounting to at least 0.35% of the GDP. In
general, the various methods of estimating the monopsonistic rents from interest rate spreads do
not yield an amount lower than 6% of the GDP.
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1.7 Public Policy Implications

In understanding the current regulatory setting, it is instructive to understand the rationale
behind the current regulations. The current regulation governing the interest-rate caps for short-
maturity financial instruments has its roots in the Interest Rate Agreement (July 1964) that was
introduced by the Exchange Banks® Association, the predecessor of HKAB. An important factor
leading to the signing of the agreement was the view that the “cut throat® interest-rate
competition was unhealthy for the banking system. This was voiced in the Tomkins Report for
1962. The current framework was finally set in place when the HKAB was made a statutory
body by the HKAB Ordinance in 1980.

aintaining the Status Qu

There appears to be four main arguments for maintaining the status quo:
(a)  The cut-throat competition in the banking industry might pose a threat to the system;

{(b)  Restriction of market entry in the market for small deposits is required because of the
presumed lack of sophistication of the depositors or the high cost of monitoring by the
depositors to assess the credit worthiness of the institutions; and

(c¢)  There is no evidence that Hong Kong banks are extracting a monopolistic rent from their
customers. Evidence of unusually large interest-rate spreads is misleading, because the
various spreads do not take into account the fact that the costs of operating in Hong Kong
are inherently higher and there are certain free services that are usually charged in other
countries, in these accounts.

(d)  The interest rate caps are necessary to maintain the Exchange rate link.
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unter Agryment

These arguments raises four counter-arguments:

(a)

Cut-throat Competition in the Banking Industry

Cut-throat competition in any industry by itself does not appear to cause any
problems in a highly competitive and open economy like Hong Kong. It must then be
the argument that the Tomkins report put forth. i.e. competition will drive the profit
margins down to such a Jevel that the banks are “too risky”. Shocks to the industry
could quickly destabilize the system. With the absence of monopsonistic rents, it is
plausible that banks will take higher levels of risks as has been suggested by option
pricing-based models of banks, e.g. Merton (1977) and Pyle (1986). The study by the
International Monetary Fund entitled, "Deterioration of Bank Balance Sheets,” in their
report, "Recent Banking Problems in Some Industrial Countries,” asserts as much, i.e.
"..many banks responded to this new, less hospitable environment by increasing the
riskiness of their portfolios.." (para. 3, page 3). However in the next paragraph the
study notes that, "In most cases, the increased riskiness of bank portfolios did not
transiate into an increase in banks’ net operating profit (when scaled by their size of their
balance sheets.”

The next line in the IMF report identifies the risks associated with deregulation
as "a significant shift in economic conditions.” In other words, it appears that the main
problem of deregulation lies in the transition of the banking sector to that of a
competitive environment. HKMA quotes Llewelyn (1986 Gilbart Lectures on Banking)
as saying that the instability caused by the deregulation suggests that *it might have been
preferable not to have had the restrictions in the first place.”

Two problems of increased risk-taking due to deregulation that were identified by
the IMF report were, (1) the presence of explicit or implicit guarantees of deposit
insurance by the government, and (2) the inability of the regulators to keep up with the
developments. There is no explicit deposit insurance in Hong Kong; the implicit deposit
insurance policy is highly doubtful in light of the occurrence of the BCCI bank failure.
We have full confidence that the HKMA is able 10 handle the deregulation we have
proposed. One should note that the proposals made in this report have also sought to
lessen the impact of the transition on the banking industry by suggesting a gradua!
deregulation.
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Moreover it should be noted that bank runs occur even under the current
environment, as evidenced by the bank run apparently sparked by the BCCI failure.
Research in banking have indicated that two major causes of bank runs are liquidity and
lack of information, see Diamond and Dybvig (1983) and Chari and Jaganathan (1988)
for instance. This would imply that proposed increased disclosure of bank information
would then decrease the occurrence of bank runs. (The IMF study also supports the
increased disclosure of banks as an improvement, see para. 3, page 22.) With better
information and supervision, it is reasonable to expect that individual bank failures do
not translate to systemic runs. Moreover one of the "significant shifts in economic
conditions™ cited by the IMF study is "a tightening of monetary policy” is at least partly
determined by the HKMA.

There is also a major problem with not gradually deregulating the monopsonistic
banking system. As recognized by the IMF report, most of the deregulation in the
banking sector are driven by the markets’ innovations to circumvent regulation, see for
example Kane's (1981) regulatory dialectic theory and Eisenbeis (1985} for the case of
US. Though the deregulation caused instability it is unclear whether the banking sector
could have avoided (or afforded) not to deregulate in the first place. As recognized by
the IMF study, the "forces that propelled the financial liberalization in the Nordic
countries were similar to those in other industrial countries.....Chief among these was
the emergence of new markets and non-bank financial institutions that escaped existing
regulations and strains.." (para. 8, page 5). Rather than wait for the sudden and forced
transition of the banking industry that are caused by innovations by the financial sector,
it would be judicious for Hong Kong to anticipate this problem and work towards
removing these anti-competitive restriction. Additional regulatory and supervisory
measures can be implemented by the HKMA 1o anticipate future problems, if the HKMA
believes they are necessary. The quote from Llewelyn can then be seen from a different
light -- that if we remove the restrictions gradually now, we do not have to have to go
through the pain of removing them dramatically. As noted in the IMF study, the
“reality is that major banking systems are in a structural transition to a changing
competitive environment, and current problems are to some extent a reflection of that
transition. That transition will not be completed overnight - especially in countries
where financial innovation is still accelerating” {concluding para., page 22). It would
certainly appear that Hong Kong fits the description of the last sentence.
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Finally, it is difficult to justify that about [ % of the country’s annual GDP is a
worthwhile premium 10 safeguard the economy from such a threat, if it exists.

Restriction of Market Entry for Small Deposits is Required

The basic assumption here is that the LBs are "safer” and thus this regulation
safeguards the welfare of the smaller investor. Moreover, Merten (1986) shows that the
presence of monopolistic (or monopsonistic) rents effectively removes any incentive for
LBs to take on too much risk because they would also be risking their monopoly (or
monopsonistic) rent. The monopsonistic rent might also induce the LBs to self-reguiate
amongst themselves in order to maintain the status quo in the industry. To this extent,
imposing the tax on the smaller depositors might be warranted, as they are arguably the
main beneficiaries of such a regulation.

The presence of such a regulation, however, creates two major problems:

First, there 1s no limit to the monopsonistic rent that is extracted from the small
depositors. Alternate methods that can be introduced to safeguard the interests
of the small depositors are discussed later.

Second, the regulation might create inflationary pressures within the economy and
reduce business investment. Analogous to the argument by Kane (1981, pp. 365),
if the monopsonistic costs are too high, "Besides distorting institutional balance
sheets and production processes and politicizing citizens, deposit rate ceilings
changed longstanding houschold patterns of allocating accumulated wealth. For
traditional savings instruments, all but the wealthiest U.S. households substituted
food inventories and leveraged purchases of housing, investment real estate, and
consumer durables. Small savers’ efforts to protect their real wealth from being
eaten away by unfairly Jow deposit rates simultaneously reduced the proportion
of aggregate personal income flowing through deposit institutions, increased total
househoid debt, and fed a speculative boom in housing. By increasing household
demands on productive resources, this pattern of saving tended to crowd out
business investment and o increase the rate of inflation.* Thus small savers, by
attempting to hedge against inflation, invest disproportionately in real estate rather
than investing through bank deposits. As banks redirect part of these deposits to
fund business investments, the loss of deposits results in redirecting the
economy’s resources towards the housing industry from other productive
processes.  Moreover further "crowding out” of business investment is
exacerbated by the use of mortgages. The increased demand for housing leads
to increased inflation as there would be increased amounts of money chasing a
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fixed amount of land. Kane asserts that this increased demand led 1o a
"speculative boom in housing. *

Can the Monopsonistic Rent be Justified?

It has been suggested that the operating costs in Hong Kong might be higher than
the other countries to which it has been compared. To allay those criticisms, we
compared the prime-IBOR spread across the countries o obtain a sense of whether the
spreads are larger in Hong Kong. The belief that a higher spread is required in Hong
Kong compared to the other countries is not supported. Moreover, the average 0.7%
per annum spread of a US$ above a HK$ savings account offered by the same bank in
Hong Kong, within a linked-rate system, cannot be justified by the differences in
operating costs. On the second point, one would respond that the allocation of costs
amongst the depositors is effectively a tax on the not-so-frequent users of the services to
subsidize the more frequent users.” The decision of redistributing wealth should,
however, penerally be left to state policy makers rather than private jnstitutions. There
is no evidence to suggest that the cost of operating is higher in Hong Kong. For
instance, in a study by the Consumer Council on the exemption clauses imposed on
customers by the HKAB members, the Consumer Council concluded that the clauses
imposed were not reasonable and leave the banks with less responsibility than their
counterparts in other parts of the world. Since this "responsibility” of a bank is part of
the implicit cost of doing business, these exemption clauses make the cost of doing
business relatively lower in Hong Kong. (See Appendix I1.4 for details) Fimally, there
is no evidence 10 suggest that Hong Kong banks offer more free services or charge less
than their counterparts elsewhere. Appendix II.B surveys itemizes the charges imposed
by -banks on their depositors in Hong Kong, Singapore, and United Kingdom. We find
no evidence that Hong Kong banks charge less for their services.

Justifications for Maintaining the Status Quo

There are at least two arguments to be made against maintaining the status quo.
The current banking environment is much akin to the situation described by Kane (1980)
where the banking regulation, by imposing restrictions on the less interest-sensitive
depositors, taxes the less interest-sensitive depositors. The reason is that the more
interest-sensitive depositors can always switch to other market instruments, ¢.g. money-

market funds. Kane (1980) argues that these investors are the young, the old, and the

Y Moreover, it could be that the more frequent users of these services are more affluent than the

less affluent usecs, thus creating a subsidy that flows from the poor to the rich.
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poor. The argument applies here as well and raises a very important public policy issve
of whether the government intends to tax these segments of the public to maintain the

monopsony.

The second relates to the current structure of the banking industry in Hong Kong.
An implication of the interest-rate caps on all LBs is that the competition for deposits on
the basis of interest rates is transformed to one that is based on non-monetary benefits.
This arguably is to the advantage of the major banks today'?. The larger the size of the
banks, the higher accessibility (more branches } and less nisky the banks. The inverse
relation of size to the riskiness of banks is supported by the small-firm effect observed
in the investments literature, e.g. Banz [1981) and more recently by Fama and French
[1992]. As there is no tradeoff of higher interest rates for higher risk and lower
accessibility, there is a tendency for the depositors to choose the larger and more
established banks. Moreover, three of the major banks in Hong Kong, i.e. Hong Kong
and Shanghai Banking Corp., Standard Chartered Bank, and Bank of China, are
permanent members of the HKAB Committee, the first two holding the rotating
chairmanship of the Committee. Having established that the banking industry is
extracting a monopsonistic rent from depositors, it stands to reason that any regulatory
framework that helps maintain the current market structure implicitly maintains the
distnbution of such monopsonistic rents amongst the banks.

(d)  Interest-Rate Caps are necessary to maintaining the Exchange Rate Link

This point draws two critical counterpoints. First, as argued in (c), the interest
rate caps taxes the young, the old, and the poor more heavily than others in order to
maintain the exchange rate link. This is 2 policy issue that is to be determined by the
Hong Kong government and not HKAB. Second, the Hong Kong Monetary Authority
has now implemented a new accounting system for the banks and thus is no longer
dependent on the interest rate agreement to rmaintain the exchange rate link. Moreover,
if the HKMA believes it is necessary, a new clause in the amended Banking Ordinance
can be made to give the HKMA or Financial Secretary some control on the HK$
deposits rates under certain special circumstances.

HSmaller banks might still be resistant against the dismantling of the interest rate caps for two
reasons: (1) they are less efficient than the other banks, and/or (2} they are not willing to lose their

MmONopsonistic rents.
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. THE BANKING STRUCTURE IN HONG KONG

1.1 Background

The banking structure in Hong Kong is characterized by a three-tier system which
comprises (1} Licensed Banks (LBs), (2) Restricted Licensed Banks (RLBs), and (3) Deposit-
taking Companies (DTCs). Licensed banks provide normal banking services. They must
comply with the interest rate rule set by the Hong Kong Association of Banks; the RLBs and
DTCs do not have to comply with the interest rate rule. The RLBs are investment banks or
merchant banks. The RLBs can only accept deposits of not less than HK$500,000 per account.
The DTCs are finance companies. They are restricted to accept deposits of not less than
HK$100,000 per account and with a maturity of not less than three months.”

Our objectives in this section are twofold:

1. We examine the extent of bank concentration in markets for loans and deposits
in Hong Kong. 1t is not possible for us to pinpoint banks that have the sizeable
market shares as individual bank data on market share is confidental. We could
obtain, however, measures of the banking industry concentrations using the

Herfindahl indices.

2. We also examine the industry concentration in these markets over time.

[I.2 Data and Methodology

The data for this part of study come from the Hong Kong Monetary Authority (HKMA).
We employ the Herfindahl Index as a measure of bank concentration. We requested the HKMA

to calculate the Herfindahl indices for the following balance sheet items;

"For more details on the banking structure in Hong Kong, see Ho, et al. (eds) (1991).

" We appreciate the kind cooperation and assistance of the HKMA in carrying out the
calculations for the H-Index, as most of the individual bank data is neither for release por available to

the public.
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Assets
(3) Mortgage loans;

(i)  Other loans for use in Hong Kong;

Liability Items

(i) Customer deposits divided into savings, demand and time deposits,

We requested the above values in the following currencies:
iR HK doliar;
i. foreign currency; and,
iii.  the combination of HK dollar and foreign currency translated into HKS$.

The data covers the time period from anuary 1 1988 through December 31 1992, as the HKMA
does not have data on those items prior to January 1 1988.

I11.2.1. The Herfindahl Index for the Calculation of Bank Market Concentration
The Herfindah! index is calculated as: H=2=Ls

where s; is the share of institution j in a particular asset or liability item.
s; is defined as:

S; = Valpe in dollar amount of the item in institution i (N
Sum of the values for the particular item for all the banking institutions in the
industry.
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The minimum value of the Herfindahl index is 1/n, if there are n firms of equal size The
maximum value is 1, which would indicate a monopoly. Examples of the calculation of the
Herfindahl indices are given in Appendix III.I. Considerable insight can also be gained by
calculating the numbers equivalent, which is defined as 1/H **, If H equals 0.2, the reciprocal
of H, I/H is §. It is as if in that market, there were S firms with equal market share.

Herfindahl indices (H indices) are used by U.S regulatory bodies to challenge mergers.

The Antitrust Division of the US Department of Justice, in a guideline issued in 1982, is very
likely to challenge mergers if the H index in the industry is above a certain number. For

example, challenge is very likely for horizontal mergers if the H index exceeds 0.2, and merger
will raise the H index by 0.01. Challenge is possible if the H index is between 0.1 and 0.18
and entry is difficult, or the market has been collusive. In this study, we say that a market is
concentrated if the H index is 0.1 or greater. The value of H index of 0.1 corresponds to 10
banks with equal market share; higher values indicate fewer number of banks with equal market

shares.

As information on the market share of individual banks is not available, we requested the
HKMA to calculate the Herfindahl indices for the above-listed asset and liability items by the
following categories: '

Category 1. Include only the Licensed Banks (LBs);

Category 2: Include only the Restricted Licensed Banks (RLBs);

Caiegory 3. Include only the Deposit-Taking Companies (DTCs);

Category 4:  Include all the banking institutions, i.e., those in Categories 1, 2 and 3 as

individual banking units, but include four major banking groups as four individual
units'é;

“For more details on the use of Herfindahl index, see for example Stigler (1968, p. 31-36),
Shepherd (1985, p. 227) and McGee (1938, p. 251-252).

' We should note that there are more than four major bank groups besides those listed. We settle
for this relatively small number of groups as it would take the HKMA more time and resources if
they were to comply with the ideal request that, under this category, ali RLBs and DTCs whose
equity is 50% or at least 50% owned by licensed banks, are grouped.
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o) The Hongkong and Shanghai Banking Group;
()  Bank of China Group;

(i)  Bank of East Asia Group; and

(iv)  The Standard Chartered Bank Group.

All other institutions, including foreign institutions, are treated as individual
banking units.

Category 5. Include the four banking groups listed above (i.e., Hong Kong Bank Group,
Standard Chartered Group, Bank of China Group and the Bank of East Asia
Group). The banks that are foreign incorporated are divided into the following

groups:
(i) Japanese Institutions:
(i)  U.S. Institutions:

(iii)  Euvropean Institutions.

Hence, the number of *firms® (in Category 5) for the purpose of calculation of the
Herfindahl Index is 7. We would sum the values for the particular item of the 7 banking groups
when calculating the denominator of eq. (1). The rationale for this category is to appraise the
industry concentrations of these 7 major bank groups; we like to know the relative market shares
of the 4 major bank groups vis-a-vis the three major groups by foreign ownership.,

HI.3 Results

The results for the calculations of the Herfindahl indices are shown in Table IM.1A; the
resuits for the numbers equivalent, or I/H, are shown in Table I11.1B. The numbers equivalent
should be read together with the number of banking units existing in the industry. For example,
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even though the number of existing banking units is 300, and the numbers equivalent for a
particular market is 3, it implies that the industry is oligopolistic in nature, or a market with a

few dominant sellers.

As shown, some banks have a relatively larger share (larger than the average market
share) in certain markets than do the other banks. For all markets, at least one bank has a
higher than average market share, which is defined here, as the market share if all banks have
equal market share. This can be seen when one computes '1/n’", where n is the number of firms
in a certain category. We describe below the results by markets for particular items for the
various categories of authorized institutions. For Category 5, we would like to note at the outset
that the market concentrations among these seven groupings are high for all markets; H indices
are at least 0.18.

I1.3.1 The Market for Demand Deposits

The H index for the market for HK$ demand deposits in the licensed banks category is
about 0.1 in 1992. The H indices range from 0.] to 0.12, within the period 1988-1992.
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Transformed into numbers equivalent, it is as if there were 10 LBs with equal market
share in this calegory. Although the number of licensed banks between 1988 and 1992 range
from 155 1o 161, the number of banks actively involved in retail banking is considerably fewer.
We estimate that about one third of the licensed banks are involved actively in taking demand
deposits. Considering there were about 50 licensed banks actively involved in taking large
amounts of demand deposits in the period 1988-1992, and given the US Department of Justice
merger guidelines, the market here could be considered concentrated. The H index for foreign
currency deposits in this category is 0.11 in 1992, and the H index for total demand deposits is

0.09 in 1992.

The H index for HK$ demand deposits in Category 4 (all authorized institutions with 4
groups singled out) shows a substantial increase from the H indices in Category 1 (all licensed
banks category). The H index is about 0.2, and transformed into numbers equivalent, it is as
if there were 5 banking groups with equal market share in this category. This shows that the
bulk of the demand deposits is in the hands of a relatively few groups of banks. The H indices
for foreign currency deposits and total demand deposits are also high, 0.15 and 0.19,
respectively, in 1992. We wish to note that a Jarge number of licensed banks, RLBs and DTCs
are not involved in retail banking. We note that RLBs are not allowed to operate current
accounts. Their holdings of "demand deposits” represent mainly time deposits that have expired
but are not withdrawn or renewed by customers. This means that even though Category 4
groups all authorized institutions together, Category 4 should effectively contain licensed banks
which are actively involved in this market. Even so, the H indices are high, implying that the
markets are highly concentrated.

II1.3.2 The Market for Savings Deposits

The H indices for HKS savings deposits in Category 1 (all licensed banks) range from
0.16 to 0.17 within the period 1988-92. Transformed into numbers equivalent, it is as if there
were about 6.25 (or 1/0.16) LBs with equal market shares in this category. This shows that the
market in this category is highly concentrated. The H indices are not calculated for Categories
2 and 3, because RLBs and DTCs do not carry such an item. The H indices for savings deposits
for Category 4 are high,; it is as if there were about 3.3 banking groups with equal market shares
in this market (the number of authorized institutions should not read as in the column, *No. of
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banking units®, because legally, RLBs and DTCs do not carty such an item. The exact numbers
could not be ascertained because the HKMA does not have sufﬁcicnt time and resources (0 come

up with these figures).

I11.3.3 The Market for HKS Time Deposits

The H indices for HKS time deposits in Category 1 range from 0.07 to 0.08 within the
period 1988-92, indicating the market for time deposits among the LBs is not highly
concentrated. For Category 2, the H indices are higher, on the order of 0.22 (or 4.5 banks with
equivalent market shares) for KK time deposits. The H index for HKS time deposits in DTCs
(Category 3) is 0.1. Transformed into numbers equivalent, it is as if there were 10 DTCs of

equal size in the market.

The H indices for HK$ time deposits in Category 4 (all authorized institutions with four
major bank groups singled out) are high, ranging from 0.16 to 0.19 within the peniod 1988-92.
Transformed into numbers equivalent, it is as if there were about § bank groups with equal
market share of time deposits, indicating that this market is highly concentrated.

I11.3.4 The Market for Total Deposits (HK$ and Foreign currency deposits)

The H index for HKS total deposits for Category 1 is 0.11 for 1992, and values before
1992 do not show much difference. The H index for HK$ deposits for RLBs (Category 2) is
0.24 for 1992, indicating that for RLBs, the concentration for total HK$ deposits is high.

The H index for Category 4 institutions for HK$ deposits is 0.24; in numbers equivalent
form, it is as if there were about 4 bank groups of equal size in this market. This shows that
the bulk of total HK$ deposits is in the hands of a relatively few banks. The H indices for
foreign currency deposits and total deposits (FC and HKS) are 0.1 and 0.15, respectively in
1992, and the values do indicate these markets are concentrated,



[11.3.5 The Market for Private Residential Mortgage Lbans

For all licensed banks (Category 1), the H index for HK$ residential mortgage loans is
0.1 in 1992; the H indices range from 0.07 to 0.10 for the period 1988-92. The H indices for
HKS private residential mortgage loans for RLBs (Category 2) are high, and appear to increase
over time. The H indices for foreign currency and total private residential mortgage loans in
1992 are respectively 0.33 and 0.79. This shows that a few RLBs control the major market
share for private residential mortgage loans produced by RLBs. The H index for HKS private
residential mortgage loans for DTCs is 0.32 in 1992, indicating that the concentration of this

market is high among the DTCs.

When all authorized institutions, with 4 major bank groups singled out, are considered,
the H index for the HKS private residential mortgage loans is 0.21. This shows that the market
is highly concentrated; it ts as if there were, in numbers eguivalent form, 5 bank groups with

equal market share in this market. .

II.3.6 The Markets for "Other loans for use in Hong Kong" and "Total Loans for Use in
Hong Kong"

The H indices for other loans for use in Hong Kong and total loans for use in Hong
Kong, are quite similar. This section discusses these two markets together. The H indices are
lower than 0.1 for these markets for all licensed banks (Category 1). The H indices are higher
than 0.1 for these markets for RLBs (Category 2), with H indices of about 0.4 recorded for
HK$-denominated loans. These results show that these markets are highly concentrated among

the RLBs.

The H indices for the markets for HK$-denominated total loans for use in Hong Kong
among all authorized institutions (Category 4) are about 0.1. Considering there are 325 banking
units, the market in 1992 for total loans for use in Hong Kong can be considered to be
concentrated; in numbers equivalent form, it is as if there were 10 banking groups with equal

market share.
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0.4 Summary

Among licensed banks (Category 1), the markets for HK$-denominated demand deposits,
savings deposits and private residential mortgage loans could be considered to be concentrated.
Among all authorized institutions (Category 4), the markets for HK$ denominated demand
deposits, savings deposits, time deposits, and private residential mortgage loans could be
considered to be highly concentrated (H indices are about 0.2 or greater).

This section does not intend to use the high concentrations in the HK$ deposit market to
imply the existence of monopsonistic rents. Instead we leave that for section 1 where we argue
that the existence of monopsonistic rents is created by the Banking and Hong Kong Association
of Banks Ordinance. The existence of high concentrations in HK$ deposits does point to the
severity of the outcome of the legally created monopsonistic rents in HKS deposits. Detractors
of this contention might argue that banking research performed on American banks has only
weak evidence that a relationship exists between monopsonistic rents and concentration/market
structure, see Gilbert (1986) for a summary of the literature. But one should bear in mind that
these studies compare segmented bank markets within U.S.. However, it is questionable that
such a study can be used to infer anything about monopsonies across international segmentation
where the segmentation are more restrictive legally and geographically. Another important
difference between Hong Kong and U.S. is that Hong Kong's legal structure legalizes a cartel.
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V. ANALYSIS OF INFORMATION DISCLOSURE PRACTICES BY BANKS IN
HONG KONG

IV.1 Introduction

This section of the Consumer Council study on bank competitiveness analyses the
information disclosure practices by banks in Hong Kong.

Banks in Hong Kong currently do not have to report true profits and losses; the creation
of inner reserves hence follows. They are allowed to transfer certain amounts from their yearly
profits to an account called the inner reserves, if permitted by the Hong Kong Monetary
Authority. The consent of the HKMA is not required for a transfer from inner reserves. The
HKMA , however, expects to be consulted in advance and they expect strong justification for
such a transfer. Banks in some other countries are also allowed to keep inner reserves. Inner
reserves are allowed in Germany, Switzerland and Singapore.

Banks in Hong Kong also reveal less information compared to those in the United States.
For example, in the United States, banks have to itemise the sources of their revenues and report
their corresponding profits and losses. They also have to report, among other items, the credit
risk amount of financial instruments with off-balance sheet risk.

This study examines two aspects of information disclosure:

a. the disclosure of inner reserves; and

b. the disclosure of more detailed items, such as those currently disclosed by banks
in the United States to the public, such as profits and losses from foreign
exchange trading and investment securities, maturities of loans, etc.

IV.2 Objective

The objective of this study is to examine if banks in Hong Kong should reveal more
information than they cusrently do. There are pros and cons to revealing more information.
This study is designed to be a source of information to the general public on the issues involved
on information disclosure practices by banks in Hong Kong. We will document the merits of
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more information disclosure, and ask if the general -public will be better off given more
information of a bank’s activities.

We provide recommendations on several areas in information disclosure where the
government, the legislature and the public may want to look into, and perhaps improve. This
study is commissioned by the Consumer Council of Hong Kong which acts in the interests of
consumers, namely the depositors and the shareholders. The recommendations we provide are

motivated by similar interests.

The remainder of this section is organized as follows. Subsection IV.3 describes the
methodology. Subsection IV.4 analyzes the interviews with bankers, financial analysts, and the
Hong Kong Monetary Authority. We compare the information disclosure practices by banks in
Hong Kong with those in the United States, Japan, United Kingdom and Singapore in subsection

IV.5.

IV.3 Methodology

The methodology to carry out the study is as follows:

1. To document the current information disclosure practices by banks in Hong Kong;

2. To seek the views of the Hong Kong Monetary Authority, bankers and bank
financial analysts on information disclosure;

3. To compare the information disclosure practices in Hong Kong with those in
United States of America, United Kingdom, Japan and Singapore;

4, To provide economic analysis of the merits and demerits of disclosing more
information;

3. To attempt to establish a quantitative relationship between the stability in the
banking system and the degree of information disclosure.
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We believe a balanced view on the issue of the disclosure of inner reserves and other
more detailed information by banks can be attained 1f we meet with the Hong Kong Monetary
Authonity (HKMA), bankers and financial analysts, and solicit their views. Mere summary of
the views of the HKMA, bankers and financial analysts alone in this study will not be helpful
to the general public. Hence, we also analyze their views, and provide economic ramifications
and interpretations of these views. The general public, particularly bank depositors and
shareholders, having been exposed to the views and economic analysis given, can then decide
for themselves whether they wish to press for more information disclosure by banks. We also
provide views and positions of our own on this issue (we acknowledge not all financial
economists will concur with us on the issues discussed here).

We tried to solicit interviews from locally-incorporated as well as foreign-incorporated
banks. However, out of twelve requests for meetings with bankers from different banks, we
managed to obtain interviews with four bankers. Interviews with officials from the Hong Kong
Monetary Authority, five financial analysts who come from well-established brokerage and
financial research centres were also conducted. After these interviews, we sent to each of the
interviewees a copy of unedited notes written by us for their final approval. We analyze below
their views based on the notes edited by the interviewees themselves.

Appendix IV.1 provides the views from the HKMA. A summary of the views of the
financial analysts and the bankers in tabulated form are given in Appendix IV.2, Unless
otherwise stated, 'the bankers’ and "the financial analysts’ in this study refers to the bankers and
financial analysts we interviewed, respectively. Also 'banks’ can refer to either licensed banks,
restricted licensed banks or licensed deposit-taking companies. To avoid any inconvenjence 1o
the bankers and financial analysts we interviewed, we decide not to quote the sources of the

various views analyzed in this section.

We send questionnaires to the central bank authorities or supervisory bodies of United
States, United Kingdom, Japan, and Singapore to compare the disclosure practices by banks in
those countries and in Hong Kong. We analyze the merits of disclosing more items based on
various publications by the Securities and Exchange Commission, USA. As for establishing
whether there is a relationship between the stability in a banking system and the degree of
information disclosure, please see Appendix IV.3.
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IV.4  Apalysis of Interviews with Bankers, Financial Analysts and the Hong Kong
Monetary Authority on the Issue of the Disclosure of Inner Reserves and other more

detailed information

All the bankers maintain that inner reserves do not have to be disclosed presently given
the present institutional structure. A banker is personally for disclosure of inner reserves if
some present institutional features (discussed later on), which appear unfair to banks other than
the Hong Kong and Shanghai Bank, are removed. Another banker indicates this bank is
prepared to disclose its inner reserves if all other banks follow suit. The HKMA™s position
currently is in favour of more disclosure by banks in Hong Kong. However, the HKMA has
not decided on what other information banks should disclose. It has set up a working group to
examine this issue. Please see Appendix I'V.1 for the HKMA's current attitude towards financial
disclosure (as of January 1994). We categorize the main points of the bankers, the HKMA and
the financial analysts below, and provide economic analysis of these points.

Iv.4.1 Principle on which information disclosure is based

In this section, we ask, "What motivates information disclosure™? Should investors rely
on the regulatory banking authority in a country for the safety of their deposits or should they
rely on reliable information disseminated by banks? In designing disclosure regulations, the
legislature and the government should ask whether current information disclosure laws are
adequate in protecting depositors and shareholders of banks.

We cite the basis for the Securities and Exchange Commission of the United States in
adopting disclosure regulations, "The materiality of information to investors is the principal
consideration of the Commission in adopting disclosure regulations. Materiality, as construed
by the Supreme Court of the United States, is determined by reference to the information a
reasonable investor would wish to know in the evaluation of a securities investment.® We
should realize that bank deposit is a form of securities investment and depositors are "investors®.

The SEC’s (US) regulatory brief, as expressed in the Securities Act (US) of 1933, is to
provide full and fair disclosure of the character of securities sold in interstate and foreign
commerce. Throughout the laws administered by the Commission, the protection of investors
is achieved not through substantive regulation of business decisions but through the medium of
disclosure, which permits the public securities markets to make informed investment judgments.
The Commission’s disclosure regulations thus require comprehensive information on all aspects

50



of an issuer material to an evaluation of its prospects, including its business, management, and
financial statements.

With minimal information disclosure to the public, the regulatory authority appears to
be the ultimate guardian of safety of deposits. With more disclosure of relevant financial items
important to depositors’ and shareholders decision-making, the responsibility of the regulatory
authority as the ultimate guardian of depositors’ money becomes less. We recommend that the
basis for information disclosure requirements in Hong Kong be motivated by the protection of
investors achieved through the medium of disclosure, rather than through the regulation of

business decisions.

IV.4.2 Can inner reserves act as a buffer when times are bad?

Some bankers have maintained that inner reserves act as a buffer when banks report less
than average performance. They argue that if true profits are reported, depositors may overreact
in response to poor results by withdrawing their deposits, thus causing a2 bank run. What is
more worrying is the prospect of a contagious bank run. The recent example, which bankers
quote, was the failure of Bank of Credit and Commerce International in 1991, which caused
bank runs on Standard Chartered and Citibank, two banks which, report “true profits” on a
consolidated basis.  We feel however, that if depositors do not know the whole truth, they may
feel that matters are actually worse than what they really are. In short, the practice of
maintaining inner reserves may backfire.

IV.4.3 Estimating inner reserves and the value of bank stocks

The value of any stocks cannot be determined accurately due to the uncertainty of
estimating expected future cash flows owing to a myriad of company-specific and
macroeconomic factors. The question in this study is whether inner reserves makes that process
more difficult. Financial analysts, we talk to, state that the task of estimating the value of a
bank is made more difficult when barks do not disclose their inner reserves. Also, they state
that it is difficult to estimate the inner reserves of banks even if they analyze its financial
statements and operations since its inception date. We were provided some estimates of inner
reserves by some financial analysts. We quote some estimates of inner reserves of banks
provided by these analysts, and to protect confidentiality, we do not name the sources for those
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estimates'”’. The motivation for presenting these estimates is to let the public judge whether
inner reserves of banks can be easily estimated. The inner reserves estimated as at 31 Dec 1992
are in Table IV.1, given below:

Table TV.1 Estimates of inner reserves of some banks in Hong Kong by some financial

analysts
Financial Analyst

1 I m
HX $million

Bank

Bank of East Asia 2530 3,269 920

Dah Sing Financial Holdings 185 560

Wing Lung Bank 550 922

Dao Heng Bank 273 657

Particularly interesting is the estimate of inner reserves for Bank of East Asia. The inner
reserves estimated by the financial analysts range from 920 HK$million to 3,269 HK$million -
a difference of 2,349 HK$million.

Hong Kong Bank and Hang Seng Bank (a subsidiary of Hong Kong and Shanghai Bank)
disclosed its inner reserves on 14 April 1992. The disclosure of Hang Seng Bank's inner
reserves surprised the investor community by being significantly higher than was originally
believed. According to a financial analyst, it leads to a re-rating of most bank stocks in the
territory and was believed to be one of the main reasons behind a 1992 share price increase of
50% or more for many of the smaller banks. This price increase was obviously not fair to the
investors who had sold before the re-rating and was a windfall for those who bought before it.
This shows that shareholders can be hurt by non-disclosure of inner reserves and true profits.

1" These financial analysts provide services of estimating inner reserves for clients or for their
own portfolio decisions. Hence, some feel strongly against letting the public know where these
estimates come from or how they are calculated.
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IV.4.4 More detailed information

Some bankers are also not in favour of disclosure of more detailed information, such as
the breakdown of the income statement into profits and losses from foreign exchange trading.
investment securities, interest income, and other- activities. Financial analysts’ views are
different from the bankers’ views. Financial analysts maintain that more information on the
breakdown of the profits and losses will benefit shareholders and depositors, as this will enable
the financial analysts and shareholders to better gauge the risk-return performance of banks.

There are merits in such breakdown of the income statement. For example, if a bank
were to report heavy losses from foreign exchange trading, it does suggest a bank is involved
in unhealthy speculation in the foreign exchange markets. Shareholders, given this information,
may wish to rebalance their portfolios. Another item of importance that has been brought up
by financial analysts is the need for banks in Hong Kong to report their level of non-performing
loans and the amount of bad debt provisions. We believe that such disclosure would enable
shareholders and financial analysts to gauge the trend in the quality of a bank’s assets. The
benefits of disclosing other items are described in Section [V.5.

IV.4.5 Reporting of unrealized profits and losses

The market values of fixed assets, such as properties and investment securities holdings,
fluctuates from time to time. An important issue is whether banks should revalue their assets
to reflect the fair values of their assets. Banks do revalue their assets, but it is not done
frequently. Revaluation is a costly exercise. However, we feel that revaluations of assets would
lead to a better representation of the value of a bank.

IV.4.6 The unavailability of deposit insurance in Hong Kong and information disclosure

There are two sides to the argument on the non-existence of deposit insurance in Hong
Kong and disclosure of more information to the public. There is the argument that as there is
no deposit insurance, the case is stronger for not releasing true profits as inner reserves can be
used as a buffer when banks report poor profits or heavy losses. Depositors may overreact by
withdrawing their deposits in response to the news of poor profits or heavy losses. The other
side is that, there is a need for more detailed information disclosure so that depositors can assess
for themselves where to place their deposits as their deposits are not insured. Which side is
right? Financial analysts we talk to emphasize that depositors should have access to more
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detailed information so that they could decide for themselves where to place their deposits as
they ulumately shoulder the nisk of not getting their deposits back.

I'V.4.7 The impact of more information disclosure on smaller banks

Some bankers are of the opinion that smaller banks would be at a greater disadvantage
if inner reserves and other more detailed information are disclosed. According to them, smaller
banks might be viewed as less financially stable, and the disclosure of inner reserves, if below
sharcholders’ and depositors’ expectations, might hit smaller banks most. Depositors may rush
to withdraw their money and in the short-term there may be transfers of deposits from
financially weak smaller banks to well-established bigger banks.

While it may be true that smaller banks are sometimes perceived as being less financially
stable, it is possible that reporting of information that does not depict their true picture may

backfire.

IV.4.8 Guidelines on the transfer to and fro inner reserves and supervision by the HKMA

The bankers we talk w0 state that the level of supervision by the HKMA is adequate.
They maintain that the HKMA has been doing a good job in regulating banks. Hence, according
to them, information on inner reserves and other more detailed information need not be disclosed
to the public. The most recent major bank failure is the failure of the Bank of Credit and
Commerce International, which bankers attribute to foreign factors, not originated from Hong

Kong.

The public cannot expect the HKMA to supervise every minute details of a bank’s
operations as that would be too costly. However, we feel that the public can together shoulder
the responsibility in monitoring banks. The govermnment should realize that the public can also
act as a means to discipline banks. This can be done only if adequate information is available;
information such as disclosed inner reserves, true profits and losses of a bank, and other more
detailed information (examples of which are described in Section IV.5). Increased disclosure
of information can also protect consumers against the possibility that a regulating body may be

_incompetent.
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It is likely that accurate disclosure of risk would tend to discourage risk-taking. If, for
example, a bank prefers a riskier portfolio, uninsured depositors would have to be offered higher
expected returns to compensate them for bearing more nsk. The excess returns pronused to the
uninsured depositors would absorb the excess returns expected from the normal-than-riskier
portfolio. Hence, there would be little incentive for banks to engage in excessive risk-taking.
This may in turn lead to fewer number of bank failures. However, as emphasized before,
market discipline can work effectively only if adequate information is given. Studies by Hannan
and Hanweck (1988) and Baer and Brewer (1986) show that the market for uninsured
Certificates of Deposits (deposits larger than US$100,000} in the U.S. does demand higher
premium on the uninsured CDs as bank risk taking becomes higher. Baer and Brewer (1986)
further argue that the impact of disclosures on stock price and deposit flows should not be as
disruptive as one may expect. The disclosures should help the market assess bank risk taking.

The HKMA sets strict guidelines on transfers to and out of inner reserves. A bank must
declare its general policy about transfers to inner reserves. It appears that banks cannot
wantonly abuse the present system on transfers to and out of the inner reserves given present
guidelines set by the HKMA. However two uncertainties remain; the public does not know
whether a bank in a particular year has transferred amounts out of inner reserves to add to the
yearly profits or losses, and the difficulties that financial analysts, shareholders and depositors
face in valuing stocks and estimating inner reserves remain.

IV.4.9 'Unfair’ Bank Institutional Structure

A particularly interesting point on the present banking structure is brought up by a
banker. He states that the existing institutional structure provides an unfair advantage to Hong
Kong and Shanghai Bank (HSBC) if inner reserves and other more detailed information are

disclosed.

HSBC currently enjoys certain privileges not available to other banks; it is the
management bank of the Hong Kong clearing system as well as the principal banker to the
Government. As the management bank of the Hong Kong clearing system of the Hong Kong
Association of Banks, HSBC charges banks interest rate of about prime + 3% on any credit
balance above a certain credit line. The amount of the credit line is determined by the HSBC
at its discretion. As the principal banker to the Government, the HSBC has almost all the
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deposits of the Government. The banker is of the opinion that more information disclosure by
banks in Hong Kong would add on to the advantages now presently enjoyed by HSBC."

[V.4.10 The costs of acquiring information

It is not realistic to expect all depositors to be as well versed as financial analysts in
interpreting financial statements of banks or other corporations. A financial analyst states that
it is not likely that the average depositor would understand the details of a financial statements.
beyond the reporting of the profits and losses of a bank. Even so, a relevant issue is whether
depositors would overreact even more swifdy and severely 1o published information that does
not depict the true picture or performance of a bank.

1t is not uncommon for financial analysts’ opinion to appear in newspapers, which are
available at a small cost to the public. However, it is unlikely that more detailed information
can be obtained from these analysts free of charge; otherwise, no one would pay for their
services. He states that common depositors are not expected to have as much information as
those possessed by shareholders who have lines of communication with their financial analysts
or brokers. He believes that it is unlikely that information will be available to the common
depositors costlessly; shareholders have the financial advice because they pay these brokers or

financial analysts.

Granted that it is so that shareholders are better informed than the common depositors,
we come next to the issue as to whether knowing true information in the form of disclosed inner
reserves of true profits or losses would hurt the depositors. It is possible that if depositors know
that they are not fed the true information about the financial condition of a bank, they may
overreact unduly even more swiftly or severely. Depositors may be concerned that things may
be worse than what is reported by banks - a worse scenario. Non-disclosure of true performance

might backfire.

" Although the cheque<clearing system and placement of Government deposits do not fal] under
the scope of our study, we suggest that the Governmeant look into the cheque-clearing system and its
deposit placements with other banks in Hong Kong.

56



Iv.4.11 ‘Locally-incorporated versus foreign-incorporated banking institutions:
different disclosure regulations

A banker brings up an important point that locally-incorporated banks could be
disadvantaged as against the foreign-incorporated banks, if inner reserves are disclosed. This
is because foreign-incorporated banks which consolidate their figures do not have o report
locally, unless there is a separately incorporated Hong Kong subsidiary. The general public in
Hong Kong could therefore know less aboul the local operations of a foreign-incorporated
company than a locally-incorporated bank. We recommend that if inner reserves were to be
disclosed, it is fair then for foreign-incorporated branches to report on the same basis as locally-
incorporated banks. We understand that if the foreign bank of which the branch is a part does
maintain inner reserves, it would do so at the Head Office. The first step towards parity of
disclosure by foreign-incorporated and locally-incorporated banks
would be for the foreign branches to disclose its true earmings in Hong Kong, its repatriation of
earnings to the Head Office, and the capital contributed by the Head Office.

IvV.4.12 Position of Hong Kong as a leading international financial centre with
minimal information disclosure

A number of bankers and the HKMA have brought up the issue that regulatory bodies
in leading international financial centres such as Switzerland, Germany and Singapore also allow
inner reserves to be maintained by banks. They state that the disclosure of inner reserves 1s not
a prerequisite for Hong Kong to continue to be a leading international financial centre. We
believe that while it is true that Hong Kong presently enjoys the role of a international financial
centre, disclosure of more information by banks in Hong Kong, particularly the release of inner
reserves and other more relevant information, would even enhance that position.

International markets compete for investment funds. Flow of funds to the territory very
much depends on whether investors have the refevant information about the assets they invest
in. Funds from the territory may even flow to foreign markets if local investors do not have
adequate information about their assets. The minimum information that investors use to gauge
the value of their investments is the true cash flow of a firm. The relevant question is whether
investors in banks would want more information, such as the true profitability and inner reserves
of banks? Would more information disclosure hurt the value of the stocks? It is likely, the
answer is "yes' to the first question and 'no’ to the second. It is unlikely that the discreetness
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of bank reporting can enhance the value of a bank’s stock. Investors cannot gauge the fair value
of a stock, without at least knowing the true profits and losses of a bank. In fact, according to
some financial analysts, the value of a certain bank stock in Hong Kong is currently overpriced.

IV.4.13 Summary

This subsection compares and contrasts the views of bankers and financial analysts with
regards to information disclosure. Bankers argue that banks de not have to disclose more
information given that there is adequate supervision by the Hong Kong Monetary Authority.
Financial analysts believe that more disclosure would lead to better valuations of banks and bank
stocks, and provide information vital to the depositors on their deposit placements.

IV.5 Comparisons between Information Disclosure by banks in Hong Kong with those in
United States, Japan, United Kingdom and Singapore: An Economic Analysis

It is quite well known that banks in Hong Kong do not disclose as much information as
banks in the US, UK, and Japan. In this subsection, we first provide a breakdown of the items
that are disclosed by banks in the United States, and provide economic rationale for disclosure
of such information. We provide the economic rationale for disclosure of such information as
merely documenting the differences in information disclosure would not be informative to the

public.

IV.5.1 The Income Statement

IV.5.1.1 Breakdown of Revenue and Expenses

Banks in the U.S. provide a breakdown of the sources of their revenues. We single out
below the important items that are of use to investors and depositors in determining the risk-
return performance of banks, and that are not required by law to be reported by banks in Hong
Kong. Banks in the U.S. report their interest income on loans, foreign exchange trading revenue
and gains or losses from investment securities. It is helpful to shareholders, analysts and
depositors if banks provide the interest income on loans, and gains and losses from foreign
exchange trading and investment securities as they provide information of how well the banks
are doing in these trading activities. Obviously if banks were to derive their revenues in the
form of fees and commissions from trading for other parties, the foreign exchange trading
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activiies does not deserve scrutiny. However, gains and losses from open or uncovered
positions in foreign exchange trading activities and holdings in investment securities would be
helpful to depositors, shareholders and financial analysts, as it provides information on a bank's

exposure to these risky trading activities.

Breakdown of operating expenses is not as important. However, breakdown of expenses
into salaries and employee benefits, travel, etc. does give shareholders some idea of a bank’s

operating expenses.

TV.5.1.2 Inner Reserves

Banks in Hong Kong do not have to report their "true™ profits. This makes it difficult
for investors, and depositors to know the true financial strength and the vaiue of banks. If banks
do disciose their inner reserves later on due 1o some regulatory requirements, such as Hong
Kong Bank having to disclose its inner reserves in its bid for Midland Bank, shareholders may
be hurt. If inner reserves are higher than expected, those who sell their shares before the
disclosure of inner reserves will see their wealth go down and those who buy the shares before
disclosure reap excess profits. Conversely, when inner reserves are lower than expected, those
who sell before disclosure gain, and those who buy loses. Hence, inner reserves adds more
uncertainty to the valuation of shares and values of banks,

IY.5.2 The Balance Sheet

IV.5.2.1 Loan Loss Reserves and Non-performing loans

Except for HSBC, banks in Hong Kong do not have to report their loan foss reserve
figures or the level of non-performing loans. Banks, do however, take general provisions (which
is some percentage of total loans) and, most maintain that non-performing loans are less than
a certain percentage of total loans. Banks in the U.S. report their level of non-performing foans
and loan loss reserve figures. Loan loss reserve figures and the level of non-performing loans
provide important information about a bank’s trend in asset qualities. These figures provide
information as to whether the bank is expected to generate, in the future, good income from its
assets, or whether 2 bank’s loan portfolio is expected to degenerate or go sour. This
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information, if available, would help financial analysts and shareholders valué a bank and assess
its soundness. Several financial analysts we talk to emphasize that there is a need for such

figures.

IV.5.2.2 Debt Maturities and Interest Rate Sensitivity Gap

Banks in the U.S. provide a breakdown of their outstanding debt balance and their
maturities. This is important as it would enable financial analysts, shareholders, and depositors
know the extent of a bank’s short-term and long-term credit risk. Banks in the United States
report these values on a more detailed basis. Besides reporting the details of 2 bank’s rate-
sensitive liabilities (RSL) and their balance, banks in the US also report the maturities of their
rate-sensitive assets (RSA) and their values. This reveals a bank’s interest rate sensitive gap,
or {gap = RSA-RSL). Knowing the gap values, a bank’s sensitivity to interest rate changes

can be appraised.”’

IV.5.2.3 Detailed Breakdown of Loan portfolios

Banks in the US report their loan portfolios on a more detailed basis. They are classified
into:

loans for commercial real estate:,

leans to financial institutions;

commercial and industrial loans;

loans for purchasing or carrying securities;

consumer loans (such as loans secured by residential properties, credit card

“For example, if RSA is greater than RSL., a-decline in interest rates would result in 2 decline in
net interest revenue. If RSL is greater than RSA, decline in the interest rate would result in an
increase in pet interest revenue. It is damaging for the bank when interest rate rise as net interest rate
revenue would decline. The thrift institutions in the United States experienced this problem in the fate
70’s and early 80's when interest rates were high. For further details, see, for eg., Sinkey (1986).
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loans);
lease financing;

loans to governments and official institutions (including details of credit exposure
in certain Latin American countries);

Reporting the breakdown of loan portfolios is important, as it will be easier for
shareholders, depositors and financial analysts to know the extent of a bank’s loan
concentrations. This information provides information on a bank's asset qualities. For example,
undue concentration in loans to governments and official institutions, especially to governments
with debt-servicing difficulties, will reveal the extent of a bank’s exposure to such credit risk.

IV.5.2.4 Fair Yalues of Financial Instruments

Banks in the United States are required to report the fair values of their financial assets
and financial liabilities. Reporting the fair values of their assets is important as the values of
these assets change with changes in interest rates as well as changes in credit risk of the
borrowers, resulting in changes in the expected interest and principal payments.

IV.5.3 Off-Balance Sheet Items.

Banks engage in a number of off-balance sheet activities, which are not captured as assets
or liabilities under conventional accounting procedure. For example, loans enter as assets in a
bank’s balance sheet, whereas a promise to make a loan is a contingent liability. Once the
promise is fulfilled, should the contingency be realized, the liability is then recorded in the
balance sheet. Statement of Financial Accounting Standards (SFAS) No. 105 issued by the
Financial Accounting Standards Board (FASB) of the United States requires disclosures about
financial instruments with off-balance sheet risk and credit risk concentrations for ail financial

instruments.
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Off-balance sheet activities do expose the firm to credit and interest-rate risk. Presently
in Hong Kong, off-balance sheet activities do not have to be reported to the public. This is in
contrast to the practice in the United States, where banks have to report their exposure 10 credit
risk from their off-balance sheet activities.™

IV.5.4 Foreseeable changes in financial condition should be reported

Item 303 of Securites and Exchange Commission (US) Regulation S-K requires
corporations and bank holding companies to report foreseeabie changes in its financial condition.
There are merits in requiring companies to do so. For example, if just before closing of the
balance sheet at year's-end, the bank already has decided to take on more debt in the next year,
it should be reported. This provides shareholders and debt-holders information on the riskiness
of their securities. Banks are recommended to report any known trends, or any known demands,
commitments, events that may materially affect a bank's liquidity, capital resources (for
example, debt/equity ratios) and revenues. The disclosure of this information is not required

in Hong Kong.

IV.5.5 Cross-country Comparisons of information disclosure practices between Hoog
Kong and some other countries.

*0Off-balance sheet activities are grouped into several categories:

a. Commitments
These are commitments by banks to advance funds to borrowers in the future. Commitments expose

banks to acquiring a credit exposure or risk at some time in the future. Examples of commitments
are unused overdrafts and credit lines, revolving lines of credit and note issuance facilities.

b. Guarantees

These are guarantees by a bank to fulfil obligations of a third party. Should 2 counter-party on whose
behalf a guarantee has been written default, the bank incurs an immediate loss. Examples are
banker’s acceptances, standby letters of credit and commercial letters of credit.

c. Foreign-exchange and interest-rate related transactions

These are interest-rate and exchange-rate agreements. Whether the transaction is hedged or
unhedged, the bank is subject to the creditworthiness of the counter-party. Examples of transactions
are forward foreign exchange rate agreements and interest rate and currency swaps.

d. Other activities, such as securities underwriting.

Some banks engage in iovestment banking and merchant banking, which earn fees. Banks which
underwrite securities are subject to risks arising from fluctuations in the prices of securities they are

underwriting.
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We present in Tables IV.2 and [V.3 summaries of the items of importance that may be
disclosed by banks in Hong Kong, United States, United Kingdom, Japan, and Singapore to the
public and to their respective central banks (or regulating authorities).”

As shown in Tables IV.2, banks in Hong Kong are not required to report to the public
as much information as banks in the US, UK and Japan. However, all the information that are
not required to be disclosed to the public is disclosed to regulatory body - the Hong Kong
Monetary Authority. .

IV.5.6 Summary

This subsection provides the economic rationale for disclosure of inner reserves,
breakdown of revenues and expenses, loan loss reserves and non-performing loans, maturity
mismatching, detailed breakdown of loan portfolios, off-balance sheet items and foreseeable
changes in financial conditions of banks. We note that banks in Hong Kong do not report the
aforementioned items. Banks in Hong Kong report less than banks in the US, UK and Japan.
Hong Kong's position as an international financial centre would be further enhanced if banks
disclose more information. We provide recommendations on the items that should be disclosed

in the near future in Section VI.Z

3 For documenting information disclosure in the U.S., we use the SEC as the regulatory
authority. We would like to note that not al} banks come under the SEC’s jurisdiction; U.S bank
holding companies are subject to SEC’s regulations. The supervisory agencies in the U.S include the
Federal Reserve, the Federal Deposit [nsurance Corporation and the Office of the Comptroller of the

Currency.

ZWe briefly compare the recommendations by the Working Group on Financial Disclosure and
those of this study. The Working Group on Financial Disclosure (WGFD), whose members come
from the Securities and Futures Commission (SFC), Stock Exchange of Hong Kong (SEHK) and the
Hong Kong Society of Accountants (HKSA), issued a report dated August 1993, providing
recommendations on furthering information disclosure by companies listed on the Stock Exchange of
Hong Kong. The WGFD points out that a major area of deficiency is the exclusion of banking,
insurance and shipping companies from certain disclosure requirements of the Companies Ordinance.
The WGFD proposes, "that consideration should be given to the possibility of the issue being dealt
with through the Listing Rules in advance of a change in the law.” (see #41, p. 13). Of course, if
banks whose shares are listed on the SEHK, were to comply with the Companies Ordinance, they
would not be permitted to maintain inner reserves, and they would have to report true profits, which
are consistent with our recommendations for authorized (banking) institutions. The WFGD proposes
certain other disclosure requirements that are recommended for review by the SEHK and HKSA. For
further details, please see their report. The WFGD targets listed companies in their report. This
report differs from the WFGD in that we target authorized institutions (including the LBs, RLBs and

DTCs) in general.
63



Table I'V.2 Cross-Country Companisons of Information Disclosure Practices by Banks in Hong
Kong, United States (US), United Kingdom (UK}, Japan (Jap), and Singapore (SNG).

ﬂ
Us' UK: hpt | HK* | sne ]

Is the following information disclosed to the public?

1. Deposit balance
1.1 Are individual banks required o disclose their deposit
balance by the maturities of the deposits (this is to determine
the extent of banks® exposure to matunity mismatching and
inlerest-rate risk)?

2.  Loan Concentrations
2.1  Are individua! banks required to disclose loan concentrations
by single borrower:
single individual;
group of firms; or
LDC (lesser developed countnes)?

o
zZzZ
<ZzZ
zZzz
zzz

3. Loan Portfolios
3.1  Are individual banks required to disclose their loan

!1 portlobos by:

z. the maturitics of the loans, Y Y Y N N

b. the uses of the Yoans {such as LBO (leveraged buyouts),
loans ilemnised into the property, commercial or
industrial sectors) and report their corresponding
outstanding principal amouns; Nery

l c. by geographical locations (Joans by regiens)? N¢Y N N N

32  Arc individual banks required o disciose the:

a.  principal amount of nonperforming loans:
5. bad debt provisions?

4. Foreign exchange aclivities
4.1  Arc banks required Lo disclose their profits and losses from

forcign exchange trading?

4.2  Are they required lo disclose the amount of their uncovered
{exposed or open) position in foreign exchange? Y N

5. Othen
5.1  Arc banks required to provide a fair assessment of the
foreszeable changes in the financial condition of a bank in

the coming year?

$.2  Are individual banks required to disclose information such
as:

a. holings of investmenl securities;
. and their gains and losses,
c. ofl-balance sheet activities (those amounts subject to
credit and markes risk, such as interest rate and Y L N N N
exchange rale fluctuations)?

< =
=
-
z
=

I 6. Are inner (hidden} reserves disallowed? Y
Note: ¥ - Yes; N - No




Tablke TV 3 Cross-Country Comparisons of Informanon Disclosure Practices by Banks in Hong Kong. United States (US), Uniad
Kingdom (UK), Japan (Jap), and Singapore (SNG)

T us! UK’ lap? HK! SNG®

Is the following information disclosed 1o the Central Bank?

1.  Deposit balance
1.1  Arc individual banks required 1o disclose their deposit

balance by the maturities of the deposits (this is o determine
the extent of banks® exposure to maturity rusmatching and
interest-rate nisk)? Y Y

2. Loan Concentrations
2.1  Are individual banks required to disclose loan concentrations

by single borrower:

single individual;

group of firma; or

LDC (lesser developed countries)?

3. Loan Portfolios
3.1  Arc individual banks required to disclose their loan
pontfolios by:

< -
< < <
< < =<
- - ¢
o = <

».  lhe maturities of Lthe loans: Y Y Y Y Y
the uses of the loans (such as LBO (leveraged buyouts).
Joans itemised into the property, commercial or
industrial sectors) and report their correspording

l sutstanding principal amounts; NoTY Y Y Y

c. by geographical locations (Joans by regions)? NEY

z
4
<
-

3.2 Are individual banks required to disclose the:

2. principal amount of nonperforming loans:
b. bad debt provisions?

<
-
-
<
~ -

Foreign exchange aclivities
41  Are banks required W disclose their profits and losses from
foreign exchange trading?

42  Are they required o disclose the amount of their uncovered
{exposed or open) position in foreign exchange? Y Y Y Y Y

5.1  Arc banks required to provide a fair assessment of the
foresecable changes in the financial ¢condition of a bank in
the coming year? Y

5.2  Arc individual banks required to disclose information such
u:

a. holings of investment securities; : Y Y Y Y

b. and their gains and losses; Y

¢. offbalance sheel activities (those amounts subject Lo
credit and market risk, such x5 interest rate and
exchange rale fluctuations)? Y Y N Y Y

Note: Y - Yes; N - No

I

l4
,5 Others
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Notes - contnued

' The quesuonnaire for the case in the US 15 completed by the Socunties and Exchange Commission (SEC).

* The questionnare for the case in the UK is complaed by the Bank of Eagland.

} The questionnaire for the casc in fapan is completed by the Federation of Bankers Associations of Japan.

* The questionnaire for the case in Hong Kong 15 compleled by a banker in Hong Kong.

' The questionnaire for the case in Singapore is campieted by looking at the annuai reports of banks in Singapore and blank returns banks in
Singapore must submil to the Monetary Authority of Singapore (MAS) | as we could not oblain the completed questionnaires from the MAS.

Any errors arc regretted.

* Ahthough bank holding companies (BHCs) in the US arr nat required 1o disclose such items, a survey of annual reports of BHCs shows that
most, i not all, BHCs disclose this information.



V. Tying of Mortgage and Fire Insurance

Y.1l. Introduction to Tie-In Sales

A tie-in sale occurs when the sale of one good is made contingent upon the sale of
other goods. The "good” can be anything from a physical good to a service, and @ a
financial product.

Tying contracts create an artificial connection between the availability of two distinct
products. Tie-in sales exist for many reasons:

(1). Efficiency. For example, laced shoes are sold with laces and are sold in pairs.
Coats are sold with buttons on. Such practices are more efficient to sellers and most
consumers. After all, most products can be regarded as consisting of many small products
that can be sold separately. These small pieces are tied together to meet consumers’ demand
for the assembled products. By practising tie-ins, sellers can lower the costs and facilitate

" the distribution of their products.

(2). Quality Assurance. The sales of goods might be tied together to guarantee the

best quality of the products. For example, plane company might tie its planes to certain parts
for quality and safety considerations. However, tying is not the only way, nor the best way,
to serve this purpose. Methods like instructions, suggestions, wamings can be more

adequate.

(3). Evading Regulation and Agreement. When there are price ceilings, products
subject to the ceilings might evade such controls by tying to other uncontrolled products,
which would be sold at a higher price. A firm engaged in a Cartel agreement might also
give a secret price discount by tie-ins and charge the tied product a lower price.

{4). Monopolistic Profit Seeking. By tying a monopolised product 10 a product not
under its control, a monopolist could undertake price discrimination, and create a second
monopoly by extending its monopolistic power into other markets. It can also raise barriers
to entry and protect jts monopolistic status.
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V.2. The Tying of Mortgage Loan and Fire Insurance in Hong Kong

Some banks are known to be tying their mortgage loans to fire insurance in Hong
Kong; i.c., a designated insurance company has to be accepted when a customer applies for
mortgage loans. According to a survey undertaken by the Hong Kong Consumer Council
in August 1989, out of the 37 banks studied, there were 24 banks (65 %) requiring customers
to take fire insurance from a designated insurance company for mortgage loans to be granted.

Only 4 banks allowed customers to choose their own insurance companies, subject to these
banks® consent. The other $ banks allowed customers 1o choose insurance companies from

an approved list.

To find out whether there is still tying of mortgage loans to fire insurance in Hong
Kong, we used a sample of banks from the following different banking groups (see also
Table V.1): (1) the Hong Kong Bank group, including Hong Kong Bank and Hang Seng
Bank; (2) the Bank of China group, including ail the 13 member banks; (3) some major
foreign banks, including Citbank, Chase Manhattan Bank, Belgian Bank, and Standard
Chartered Bank; and (4) some local banks, like Bank of East Asia and Dah Sing Bank. We
believe that such a choice is representative, as banks included have a major share in the
mortgage loan market, and they are the main banks from different banking groups operating

in Hong Kong.

From Table V.1, member banks of the BOC group seem to be generally practising
tie-ins. Among the 13 member banks studied, nine of them designate a single insurance
company to their customers. The other 4 banks allow some choice, but only from a list of
at most 3 companies. Besides, all of the designated insurance companies are held by the

BOC group.

In contrast, the Hong Kong Bank and Hang Seng Bank are no longer tying their
mortgage loans to fire insurance of a list of designated companies. Consumers can take
insurance from any company, subject to the banks' consent with regard to items like the

scope and amount of the cover.

The cases of the local banks and foreign banks are both rather mixed. Some of them,
like Bank of East Asia, Wing Lung Bank, Chase Manhattan Bank, and Belgian Bank, accept
insurance from only one des:- ated company. While some other banks, including Dah Sing
Bank, Standard Chartered Banic, and Citibank, have given up their tying requirements since
the last study undertaken by the Consumer Council in 1989.
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Overall, there is a mixed case. Some banks in Hong Kong are tying their mortgage
loans to fire insurance, while some banks are not. If we look at the banks by groups, banks
of one of the two dominant banking groups are generally practising tie-ins. Some of the
major local banks and foreign banks are also practising tie-ins.

¥.3. Possible Effects on Consumers

We measure the possible effects of the tying of mortgage loans and fire insurance by
considering the costs of the loans and insurance. We used all the other banks and 4 out of
the 13 BOC member banks (chosen randomly) listed in Table V.1 for our following

calculation.

V.3.1. The Costs of Mortgage Loans.

The banks studied are all charging the same interest rate on their mortgage loans
(8.25%, or prime rate + 1.75%, sec Table V.2). Therefore, the interest rate alone will give
the impression that the costs of mortgage of all banks are the same.

However, in many cases the consumers have to pay service and evaluation charges
when they apply for mortgage loans®. There will also be penalty charges if they want to
pay back their mortgage early or if they lag behind the due payment of their morigage. Such
costs differ very much across the studied banks (see Table V.2).

(1) The Service Charge and Evaluation Fee. These are lump-sum charges paid to
the banks by applicants when they start to receive mortgage loans. Because banks use
different methods to calculate the charges, for comparison purpose, we assume three cases
when a customer borrows 1 million, 2 millions, and 3 millions mortgage loans, respectively,
from the banks. The costs of the three cases for each bank are listed in Table V.3.

No systematically higher lump-sum charges are found for banks practising tie-ins.
Some of the BOC member banks have rather high charges, but some other banks, like Bank
of China, Chase Manhattan Bank, and Belgian Bank are charging the average level, while

3 We do pot consider the government stamp duty, as the rate is the same for all purchases
falling in the same category. Nor do we consider solicitors’ fees, which are determined by the
Law Society of Hong Kong and should apply to all solicitors.
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Bank of East Asia and Wing Lung Bank are not even charging the applicants.

(2) The Early Payback. Charges on early paybacks are a measure used by banks
to punish the speculators in the real estate market and to protect themselves. Banks usually
charge a penalty fee on borrowers who wish to pay back their mortgages within I-year or
half-a-year's time. In some cases the charges are negotiable, depending on the reasons the

borrowers give,

Because early payback charges are sometimes used as a leverage to reduce speculation
in the real estate market (especially by the leading banks), the level of such charges might
not reflect the costs of tie-ins.

Since different methods are used by banks in calculating the charges, we again used
examples of 1, 2, and 3 millions loans. From Table V.4, no systemnatic higher charges are

collected by the tying banks.

{3) The Lagged Payment. A higher penalty rate is charged in most cases when the
borrowers fail to pay the due instalments. The cases, again, seem to be very mixed across

banks.

¥.3.2 Insurance costs.

Fire insurance costs can have significant varjations, depending mainly on the location
and year of the building. For comparison purposes, we have chosen a newly completed
building in Kwai Chung, the New Territory. The average flat in that building has a
constructional size of 750 square feet, and is currently worth 3.3 million HK dollars.
Features of the building, like being a new building and having the common size, make this
choice representative, easy for the studied banks to quote insurance premiums of their
designated or recommended companies, and easy for insurance companies to guote their
premiums on untied insurance.

The base of insurance is important for comparing the insurance costs. Except for
Shanghai Commercial Bank, which bases the insurance on reinstatement costs, 2ll other banks
are still quoting the insurance on loan amounts when approached in this study (Table V.5).
As the Consumer Council reported in 1990, basing fire insurance on loan amounts might
over-insure or under-insure the property, and both cases are unfair to the consumers. In this
study, however, we concentrate on the differences in the costs of insurance of banks
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practising tie-ins and banks not practising tie-ins. Since almost all of the banks studied are
using loans as the insurance base, the base problem will not give rise to differences in actual
insurance costs of different banks. We, therefore, have chosen to ignore this factor.

The terms and conditions in the fire insurance policies of different companies are set
according to guidelines of the Fire Insurance Association of Hong Kong. The policies
studied cover only damage to the building caused by fire.

For the group of banks that are not practising tie-ins, the insurance costs of their
customers depend on the insurance companies the customers choose. Nevertheless, these
banks also recommend insurance companies to their customers. The insurance premiums of
these recommended companies are listed in Table V.5, along with the premiums of
companies designated by other banks.

From Table V.5, we cannot detect significant and systemanc differences in the
premiums charged by insurance companies designated by the banks with other companies not
recommended. The tying of morngage and fire insurance does not seem 1o give rise to
generally higher premiums for the tied insurance.

There are marketing strategies which both the banks practising tying and banks not
practising tying are using. One is to offer negotiable premiums (like 20-30 per cent off) to
the customers. Another is to give away the first-year insurance, free of charge. The
insurance premiums in the following years fall largely in the same range for both tied and

untied deals.

Table V.6 listed the fire insurance charges of some insurance companies on clients
not taking mortgage from their associated banks. The quoted premiums are for the same
building which we have chosen. The base of the insurance is up to the customers (o decide,
and is actually determined by the banks from whom the customers are applying for mortgage
loans. The premium rates are even slightly higher than the cases when the clients are
designated or recommended by the banks as mortgagors. The bargain of first-year free
insurance is gone, and the 30 per cent discount is more difficult to obtain.

V.3.3. The Total Costs.

To obtain an idea of the total costs of mortgage loans from different banks, we
calculated the 3-year costs of Joans of 1, 2, and 3 million HK dollars from different banks
(Table V.7). We did not consider early payback and lagged payment problems in these
calculations. Because there are many factors we did not consider (including other possible
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charges and different repayment schemes), these examples only serve to illustrate the
variations in the costs we have studied so far.

Although some banks obviously charge more than others, we obtained no evidence
indicating that banks practising tie-ins are generally charging more.

V¥.4. Some Preliminary Ecun-omic Analysis

Tie-in sales undoubtedly restrict the choice of consumers. When a consumer is forced
to purchase another good from a specified seller in buying one good, the consumer is
deprived of the freedom of choice in purchasing the other good. In our case, when the
consumers have to buy fire insurance from a designated company, they are sacrificing their
freedom of choice of insurance companies.

Theoretically, when there is sufficient competition in the markets for the tying and
tied products, tie-ins cannot harm consumers interests. The reason is, the consumers can
always leave the sellers who attempt tying, and go 1o their competitors that are not practising
tying. In order to keep their customers, sellers practising tying must compensate them in
some way, like offering lower prices, assured quality, guaranteed supply, etc. When
information is hard or costly to obtain, the convenience implied by tying also offer some

attraction.

When there is monopoly or collusion among the cartel members, the situation is
different. Through tying, the monopolies can extend their monopolistic power from the tying
product to the tied product, and charge high prices on both products. For consumers who
have to buy the monopolized goods, there is no way to refuse purchasing the tied product.
The consumers’ interests will be harmed.

For the case of Hong Kong, we find that some banks, including the Hong Kong Bank
and some other big banks, are not tying mortgage loans to fire insurance. Although we do
not know the exact market share of each bank in Hong Kong, we know the HSBC provides
a substantial part of mortgage loans, and the mortgage market is competitive. Therefore,
generally speaking, if borrowers find that the banks practising tie-ins are attaching
unfavourable conditions, they can go to the banks that do not have tying requirements.
Because of this potential competition pressure, it is easy to understand why the tying banks
cannot charge more on their borrowers, and why the tied or recommended insurance is even
slightly cheaper than the untied insurance.

In short, because banks practising tying do not have sufficient market power in the
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tying product (mortgage) market, they can hardly pass such power on to the tied product (fire
insurance) market; and they can not derive significant monopolistic rent by such tying
practice. In such a case, tying becomes more or less a sales instrument.

There are special situations under which consumers” interests might be harmed. They

include:

(1) Consumers are reluctant to change from one bank to another, because it takes time
to gain knowledge, experience, and confidence of a bank's services and products.
Information might not be readily available to them either. So consumers might not change
their banks even if they are not satisfied with their banks’ practices. However, when the
conditions become too unfavourable, they will eventually leave.

(2) Lots of new residential projects have associated banks that provide mortgage
loans, and these banks own de facto monopoly over mortgage for these projects. If these
banks are tying banks and make use of their position, they mught be able to pass their
monopolistic power over 1o the insurance business, and harm consumers’ interests.

v.5. Conclusions
(1) The tying of mortgage and fire insurance is stull common in Hong Kong, but

many banks, including some leading banks, no longer have tying requirements. Banks
practising tying do not have overall dominant market power in Hong Kong.

(2) We conclude that the tying of mortgage and fire insurance does not seem to give
rise to generally higher premiums for the tied insurance.
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Table V.1. Tying of Mortgage Loan and Fire Insurance’
e —

Practising Banks Holding an Insurance policy subscription
account

A single One from a list Any one but

designated {nuaber of peeds

company companies)® approval
Heng Koog Bank y ] o y
Hang Seog Bank y - o D ¥
Standard Chartered Bank y n [ y
First Pacific Bank y ] a y
Dah Sing Bank y B n y
Citibank y n ] y
Bank of China y n y (2) 0
Chiyu Banking Corporation | ¥y D ¥y (3 n
Po Sang Bank Lid* y D y (3) D
Bank of Communication y n y (2) n
Nanyang Commercial Bank | ¥ y n o
Kincheng Banking ¥ y n n
Corporalion
Kwangtung Provincial Bank | ¥ y n n
Hua Chiso Commercial Yy Y n n
Bagk Ltd.’
Natiopal Commercial Bank | y ¥ D D
China & South Sea Bank ¥ y ] o
Ltd.
Sin Hua Bank Ltd. y y o D
Yiea Yich Commercial Y y n o
China State Bank ¥ b4 ] D
Bank of East Asia y y n o
Wing Luog Bank ¥ Yy n n
Shanghai Commercial Bank | ¥y y n n
Chase Manhattan Bank y y n n
Belgiap Bank y ¥ n n

—— e

otes:

1. y — yes; o — oo.

2. All the insurance companies on the list are owned by the BOC Group.
3. These two banks are not accepting new applications for mortgage loans.
4. Information was collected between June - September 1993
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Table ¥.3. Minimum Initial Ltamp-Sum Charges by Banks'.

Fncusing banks

For loans of HKS|

For loans of HKS2

For loans of HK$2

milhoa million million
Hong Koog Bank 1,000 1,000 1,000
Hang Seng Bank 1,000 1,000 1,000
Standand Chartered 1,000 1,000 1,000
Bank
First Pacific Bank 2,000 (min.) 2,000 {min.) 2,000 (min.)
Dah Sing Bank 1,000 1,000 1,000
| citbank 1,500 (mis.) 1,500 (min.) 1,500 (min.)
Bank of China 1,000 1,000 1,000
Chiyu Banking 1,150 1.150 1,150 7
Corpontion
Nanyang Commercial 2.500 5,000 1,500
Bank
Kincheng Banking 5,000+ 200 10,000 + 200 15,000+ 200
Corporstion q
Kwangtuog Provincial 5,000+ 150 10,000+ 150 15,000+ 150
Bank
Bank of East Asia 0 0 V]
Wing Lung Bank 0 0 0 ﬂ
Shanghai Commerciai 2,500 {max.)} 5,000 (max.) 7,500 (max.)
Bank j
Chase Manbattan Bank | 1,000 (oun.) 1,000 {min.) 1,000 (min.)
l Belgian Bank 500 500 500
Note:

1. Including service charges and evaluation fees only.

2. Based 0o swrvey conducted in Jupe - September 1993
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Table ¥.4. Penaity on Early Payback of Mortgage Loans Within | Year'.

=__==== 3
Pracusing banks For outstanding loans For outstanding loans For outstanding loans
of HKS1 nullicn of HK$2 million of HK$3 million

Hong Konp Bank 15,000 30,000 45,000
Hang Sepg Bank 30,000 50,000 (max.) 50,000 {max.)
Standard Chartered 13,750 27.500 41,250
Bank
First Pacific Bank 30,000 60,000 90,000
Dah Sing Bank 20,650 41,250 61,950
Citibank 20,650 41,250 61,950

| Bank of China 30,000 60,000 50,000
Chiyu Banking 6,875 13,750 20,625
Corporation h
Nanyang Commercial 30,000 60,000 20,000 |
Bank
Kincheng Banking 13,750 (20,650} 27.500 (41,250) 41,250 (61,950)
Corporation ’
Kwangtung Provincial 20,650 41,250 61,950
Bank
Bank of East Asia 15,000 30,000 45,000
Wing Lung Bank 0 {6875) 0 (13,750) 0 (20,625)
Shanghai Commercial 10,000 20,000 30,000
Bank®
Chase Manhattan Bank { 20,000 46,000 60,000
Belgian Baok

Note:

t. Figures (n Brackets are penalty op early paybacks within balf a year.
2. Based on survey conducted in June - September 1993



Table V.5, Insurance Premium of Companies Designated or Recommended by Banks'.

Practising Banks Insured Insurance prc;mﬁm Bargans
amoun! (%)
I Hong Kong Bank Loan 0.11 1st balf yr.
free

Hang Seng Bank Loan 0.15 Yr.1 free

Standard Chartered Bank Loan 0.11

First Pacific Bank Loan 0.135

Dah Sing Bank Loan 0.08

Citibaok Loan Discretion of the

| Lasurance company
l Bank of China Loan 0.15

Chiyu Bapking Corporation Loan 0.18 0% off

Nanyang Commercial Bank Loan 0.15 Yr.1 free,
thea 30% off

Kincheng Banking Corporation Loan 0.15 30% off

H Kwanghung Provincial Bank Loan 0.15

Bank of East Asia Loan 0.15 Yr.1 free,
then 20% off

Wing Lung Bank Lozn 0.15 0% off

{pegotiable)

Sbanghai Commercial Bank Reinstatement | 0.15 40% off

<ost

Chase Manhattan Bank Loan 0.165 (yr.2) & Yr.1 free

0.15 (yr.3)

Belgiap Bank Loan 0.15 Yr.! free (no
payback in 3
yrs.)

ote:

1. Tbe insurance premium is paid to {be insurance companies. Where banks allow their customers to
choose their own insurance companies, the data given are those of the companies these banks
recommend.

2. Based oa survey conducted in June - September 1993

78



Table V.6. Insurance Premium of Some Insurance Companies for Individual Mortgage Clients.

losurance companies Insured amount lnsurance preouum | Bargains
(%)
China Life Insurance Co. Lid Any 0.165
The Ming An lnsurance Co. (HK) Any 0.15-0.20
Lid.
BOC Group Insurance Co. Ltd Any 0.15
Hang Seng Bapk Limited Any 0.15
Wing Lung Limited Any 0.15-0.2 30% off for own
mortgage clients
20% off for others
Bank of East Asia (Insurance Dept.}) | Any 0.15 30% off Max,
Citibank (Insurance Dept.) Any 0.11
Hong Koog Bank Any 0.1

* Based on survey conducted in Juge - Seplember 1993
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Table ¥.7. The Minimum 3-Year Costs for Martgage Borrowers of Selected Amounts'.

Practising banks For loan of HKS1 For loan of HKS2 For loap of HK$3
mullion mullion miilion
Hong Kong Bank 251.250 501,500 751.750
Hang Seng Bank 251.500 502.000 752,500
Standard Chartered 251.800 502.600 753,400
Baak _
First Pacific Bank 253,550 505.100 756,650
l Dah Sing Bank 250,900 500,800 750,700
Citibank No information No wformanon No nformation
Bank of China 253,00¢ 505,000 757.000
Chiyu Banking 252,430 503.710 754,950
{| Corporation
Nanvang Commerciai 252,100 504,200 756.300
Bank
Kincheng Banking 255,850 511,500 767,150
Corporation
Kwapgrung Provincial 257,150 514,150 771,150
Bank
Bank of East Asia 249.900 499 800 149,700
I Wing Lung Bank < .50 501,300 751,950
Shangha: Commercial 252,700 505,400 758,100
Bank*
Chase Manhattan Bank | 251,650 502,300 752,950
B Belgian Bank 251,000 501,500 752,000
NO{CSI
1. The costs we calculated include the interest, service and evaluation charges, and insurance premuum.

For simplicity, we did oot consider repayment of loans in these first 3 years.

2. For this bank, the service and evaiuation charges are the maximum, and the insurance premium is

calculated o reinstatement cost basis.
3. Based on survey conducted in June - September 1993
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V1. POLICY RECOMMENDATIONS

VI.1 Pricing Policy

We find that the current banking regulatory framework extracts too high a “tax*
{monopsonistic rent) from the small savers. The following are the recommendations that we
would like to put forth with regard to the pricing policy:

VI.1.1 Amend Section 12(1)(a) of the HKAB Ordinance to prohibit HKAB to set
interest-rate caps for its members. If Section 12(1)(2) is amended, the
government should initially monitor the HKAB to ensure that they do not
collude.

The current provisions give HKAB with the legal right to set interest-rate caps.
Theoretically, the removal of HKAB's legal right to set interest-rate caps by amending
Section 12(1)(a) would reduce the monopsonistic rent significantly, if not all of it. However,
bearing in mind that the HKAB is already well-organized, it is unclear that the removal of
the legal right to set interest-rate caps would necessarily either remove the incentive or the

ability to collude amongst themselves. Some preliminary monitoring by the government
might be necessary to ensure that the legal disbanding of the HKAB interest rate carte isa
de facto one as well. Past experience has shown however that the problem of ensuring a
competitive environment amongst banks might not be a severe one.

VI.1.2 Failing to legislate such an amendment, a counter-proposal would be that
the HKAB be disallowed from imposing restrictions on demand and on

savings deposits.

As shown in Table I1.7, these two components constitute the lion’s share of the
monopsonistic rent extracted from HKAB.
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¥1.1.3 The Schedule

In view of the difficulties faced by the banking sector when the interest rate rule is
abolished immediately, we are proposing a gradual process of liberalising the interest rate
rule according 1o the following schedule {surnmansed in Table V.1):

1. Starting 1995:
abolish the interest rate rule on time deposits.

2. Starting 1996:
allow banks to offer interest payment on demand deposit.

3. Starting 1997:
abolish the interest rate rule on savings deposit and demand deposit.

¥1.2 Information Disclosure Policy

Better information disclosures will allow the depositors, financial analysts, and other
market participants to distinguish between good and bad banks. This will reduce the problem
of systemic bank runs as the ability to analyze the state of the bank’s financial health will
reduce the possibility of a bank run on a financially shaky bank to spread to financially
healthy banks. Although it has been argued by some that there are occasions in Hong Kong
where bank runs have spread to healthy banks and are "rumour-driven”, these systemic bank
runs could plausibly be explained by the lack of public information on the banks invoived.

We recommend the following policies for information disclosure:

V1.2.1 Disclose inner reserves

Banks in Hong Kong do not have to report their "true” profits. This makes it difficult
for investors, and depositors to know the true financial strength and the valuve of banks. If
banks do disclose their inner reserves later on due to some regulatory requirements, such as
Hongkong and Shanghai Banking Corporation having to disclose its inner reserves in its bid |
for Midland Rank, shareholders may be hurt. If inner reserves are higher than expected,
those who sell their shares before the disclosure of inner reserves will see their wealth go
down and those who buy the shares before disclosure reap excess profits. Conversely, when
inner reserves are Jower than expected, those who sell before disclosure gain, and those who
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buy loses. Hence, inner reserves adds more uncertainty 10 the valuaton of shares and values
of banks. As shown in Table IV.1, the estimates of inner reserves by financial analysts are
very much different from each other; the estimates for Bank of East Asia as at 31 December
1992 range from 920 HK$million to 3,269 HK3million - a difference of 2,349 HK$million.
Disclosure of inner reserves now would protect future shareholders and present shareholders.

If inner reserves are to be disclosed, it should be done concurrently with or after the
disclosure of true eamings. This would provide depositors with better information on what

to do with their deposits.

V1.2.2 Disclose detailed profits and expenses items

It is helpful to shareholders, analysts and depositors if banks itemize their profits or
losses by their various sources. The total profits (or losses) are recommended to be broken
down into gains and losses from foreign exchange trading revenue, from investment securities
and from interest income as they provide information on how well banks are doing in these

risky activities.
V1.2.3 Disclose loan loss reserves and non-performing loans

It is important that banks in Hong Kong report their loan loss reserve figures and the
tevel of non-performing loans as this provides important information about a bank’s trend in

asset qualities.

V1.2.4 Disclose maturities mismatching level

The reperting of the balance and maturities of a bank’s rate-sensitive liabilities (RSL) and
the values and maturities of its rate-sensitive assets (RSA) reveals a bank’s interest rate
sensitive gap (gap = RSA-RSL). Knowing the gap values, a bank’s sensitivity to interest
rate changes can be appraised. Incidentally, the reporting of outstanding debt balance and
their maturities also provide information about a bank’s short-term and long-term credit risk.

¥1.2.5 Disclose detailed loan portfolios
We recommend that the detail of individual bank loan portfolio should be disclosed
to the general public. They should be classified into:

- loans for commercial real estate;

* loans to financial institutions;
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* commercial and industrial loans;

* loans for purchasing or carrying securilies;
» consumer loans (such as loans secured by residential properties, credit card loans);
. loans to governments and official institutions (including details of credit exposure in

certain Latin American countnies);

d loans by peographical regions, Hong Kong operations revealed separately from those
of other regions.

Reporting the breakdown of loan portfolios is important, as it will be easier for
shareholders, depositors and financial analysts to know the extent of a bank’s loan
concentrations in different sectors of financing. The figures for the above uses of loans are
available on an aggregate basis {but not for individual banks}), and are published by the Hong

Kong Monetary Authority.
V1.3 Tying Practice Policy

We do not suggest any legal action here as we do not find any consistently harmful
tying of mortgage and fire insurance resulting from the monopsonistic structure. For banks
that practice tying, we do not find any evidence suggesting that their packages of morigage
and fire insurance are systematically more expensive than banks that do not practice tying.
However, it is only fair to let consumers have more freedom of choice if banks drop their
tying or expand their list of insurance companies. Banks, anyway, can always recommend
their most favourable packages to consumers.



Table V1.1 Proposed Schedule for the Implementation of Policies

Policies Recommendations 1994 1995 1996 1997 I
{ Pricing l
Demand Deposits 7/
Savings Deposit v JW
Time Deposits v i
Information Disclosure
Earnings D i
Inner Reserves D l
| Detiled Loan Portfolios D
Detailed Profit & Loss Items D f
Loan Loss Reserves & Non- D
Performing Loans
l Maturity Mismatching D

Notes: &/ = Abolish interest rate ruie.
D = Disclosure
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APPENDIX I1.1: Response to HKAB’s Initial Observations

To respond to the observation by HKAB that the interest-rate spreads in Hong Kong
are competitive, if not smailer, when compared to most countries, we argue that the spreads
are misleading because they are current spreads and not time averages. In other words, the
spreads presented by HKAB represents only one point in time. In statistics, it is well known
that we should not draw inferences from a small sample. For instance, referring to Figure
Appendix II.1.1, we see that Hong Kong's average spread is higher than Australia,
Germany, and Japan for most of 1979-1984. Furthermore Table Appendix I1.1.1 shows that
Hong Kong’s average prime-savings spread is higher than the average of other countries for
all years. Hong Kong’s spread, however, is lower than all of them for the brief period of
1/1987-2/1987. It would incorrect to infer that Hong Kong has lower spreads than the others
by using data from 2/1987, especially since Hong Kong has on average higher spreads than
al] these countries. Mr. Martin, the Secretary of HKAB, agrees as much and stated that a
better sample 10 look at would be from a longer time span. In the analysis carried out here,
the sampie size typically exceeds ten years of data.

Moreover from Table I1.1.1, the prime-savings spread in Hong Kong is consistently
higher than Japan and Singapore for 1978-1991 and it is only lower or equal to Malaysia in
1987. In U.K.’s case, the UK spread was only larger than that of Hong Kong for 1989-
1991.



Table Appendix I1.1.1: Table of average monthly prime-savings spread for each year,

1978-1991
The data for all countries except Hong Kong is obtained from the IMF database. For Hong

Kong, we use the PACAP database. Abbreviations used: Aus=Australia, Mal =Malaysia,
and Sing =Singapore

I Year Hong | U.K. | ‘Germany | lapan | Aus. Mal. | Sing. H.K.
Kong Average In
- excess of

countries
1978 | 4.10 | 3.17| 4.27 3.73 | 1.94 | 2.38] 2.42 1.12

1979 | s.29 | 221 3.49 306 | 175 | 200 230 | 282 |
1980 | 5.63 [ 2.04| 4.09 285 | 200 | 1.52] 235 | 3.5
1981 | 6.04 | 2.58| 4.95 3.43 | 2.54 | -1.17] 294 | 350
1982 | 6.00 | -0.58| 5.96 356 | 2.22 | 0.96] 3.0 3.80
1983 | 5.75 | -1.35] 5.49 338 | 323 | 3.06| 274 | 2.9
1984 | 556 | -1.55| 4.96 325 | 471 | 1.81) 19| 3.0
1985 | 477 | 1.20] 5.09 3.10 | 5.50 | 2.40] 2.94 1.40
1986 | 4.42 | 0.82| 5.04 370 | s.90 | 363{ 293 o075
1987 | 452 | 028 s16 | 345 606 | s19[ 321 o063
1988 | 4.75 | 1.80| 5.04 327 | 660 | 393|323 | om
1989 | 471 | 7.84| 4.44 332 ] 6.42 | 240 300 | 0.4
1990 | 4.50 | 8.53| 4.52 339 | 638 | 1.26] 2.69 | 0.04
1991 | 4.81 | 617] 4.84 370 | 593 | 094] 295 | o7

Average | 5.07 | 2.38 4.81 337 | 4.37 200 2.76 1.79
78 - 91

el




Figure Appendix I1.1.1: Plot of Prime-savings spread for selected countries
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APPENDIX I.2 Survey of Bank Charges in Hong Kong, Singapore, and U.K.

The main purpose of this appendix is to provide some evidence that bank charges in
Hong Kong are not any lower than that of other countries, as is frequently asserted. Table
APPENDIX 11.2.1 provides a list of bank charges for 1991 and 1993. Note that most of the
studied banks started charging an annual fee on their ATM cards and for coin changing after
1991. Referring to Table APPENDIX I1.2.2, the following list itemizes that Hong Kong
banks charge for that .U.K. banks generally do not charge for: (1) the ATM card and its
replacement; (2) closing a savings account within three months; (3) issuing a balance
certificate; and (4) coin changing. Overall, the UK banks appear to charge less than the
Hong Kong banks.

The data for all countries except Hong Kong is obtained from the IMF database. For
Hong Kong, we use the PACAP database. Abbreviations used: Aus=Australia,
Mal=Malaysia, and Sing = Singapore

From Table APPENDIX I1.2.2, we also see that Hong Kong and Singapore impose
charges on almost all of the items listed. The only exception is Singapore banks do not
charge an annual fee on their ATM cards. Some of them also do not charge items like a
balance certificate and a banker's letter, which all Hong Kong banks charge.

There are several other charges and requirements of the Hong Kong banks that this
survey did not study in further detail. These include: (1) the charge on large cash deposits.
The typical practice is the banks will charge 0.5% over cash deposits exceeding HK$20,000;
(2) the requirement that a minimum balance be maintained with the savings account by some
banks; (3) the charges on purchasing or depositing a bank draft.
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APPENDIX I1.3 Calculation of the HKA B-covered time deposits as 2 proportion of
total HKS time deposits

The following are the numbers we used to calculate the ratio of the (HKAB~covered time
deposits) over the total HKS-time deposits.

From the deposit insurance report, we are given:

Total HKAB Deposits (HKAB Tot) = HK$300.334
Total HKS Deposits (HKS Tot ) = HK$489.548
Then the (HKAB Tot)/(HKS Tot) = 0.6135.

From the Commissioner’s report for the year end, the total HK$-denominated demand,
savings, and time deposits are HK$6%, HK$229, and HK$265. 1t follows that the ratio of

the (HKAB Time)/(HKS Tot)= X = 0.5293.
Thus the ratio of (HKAB Time)/(HKS Tot) = Y = 0.6135 - 0.5293 = 0.0842

Thus the ratio of (HKAB Time)/(HK$ Time)= Y/X = 0.0842/0.5293 = 0.1788.



Appendix I1.4 : Unfair Contract Terms

At the end of 1992, the. Consumer Council received several complaints concerning
the change on general terms and conditions of current accounts by their banks.

The subsequent investigation revealed that HKAB has recommended its members
to insert the new terms and conditions, which would require customer to inform banks of
unauthorized payments and to act with care in the custody of cheque books, the drawing
of cheques and the conduct of the account generally. HKAB suggested the wording of the
clause dealing with unauthorized payment to be as follows:

"Account statements will be sent at monthly intervals, unless otherwise requested.
The account-holder agrees to examine each staternent of account received from the
Bank to see if there are any errors, discrepancies, unauthorised debits or other
transactions or entries arising from whatever cause, including, but without
limitation, forgery, forged signature, fraud, lack of authority or negligence of the
account-holder or any other person (the "Errors”). The account-holder also agrees
that the statement of account shall, as between the Bank and the account-holder, be
conclusive evidence as to the balance shown therein and that the statement of
account shall be binding upon the account-holder, who shall be deemed to have
agreed to waive any rights to raise objections or pursue any remedies against the
Bank in respect thereof unless the account-holder notifies the Bank in writing of
any such Errors within 90 days after personal delivery of such statement of
account to the account-holder or, if posted, within the same period after the Bank
has posted such statement of account.”

This proposal amounts to the introduction of exemption clauses by which
customers are accountable for losses if cheques are drawn in such a way that may be
altered or may facilitate fraud or forgery. The banks would be free of Liability if
customers do not report any discrepancies in their bank statements within the specified
period. Further, customers have the duty to verify information on their cheque books and

inform banks of any irregularities.

Customers are obliged to accept such terms and conditions, for all HKAB
members would introduce similar terms, The duration for reporting the discrepancies
varies in each bank, which ranges from 7 days to 90 days.

The Consumer Council objected to HKAB's introduction of such sweeping terms
on the following grounds:

(1)  Itdrastically restricts the 6-year limitation period;
(2)  The customers are deemed to have waived any rights to raise objection;

(3)  Itis unconscionable for the banks to remove the basic legal right of
individuals with a standard term contract;



(4)

(3)

(6)

(7

While bank customers have to be careful and has an implied duty of care,
they should not be held responsible for losses arising from alteration of
cheques which are not readily detectable;

It is particularly harsh on bank customers if they have to bear the loss in
case of fraud due to no negligence or breach of care on their part.

HKAB’s advice was based on the 1985 judgement of the Tai Hing Cotton

Mill Ld v Liv Chong Hing Bank Ltd which established that a bank which
pays away money in compliance with a forged cheque has no right to debit
the amount of that payment to the customer. The Council is surprised that
HKAB is taking action seven years after the case. We believe that only an
alarming increase in loss resulted over the usage of forged cheques would

justify the proposed charge of terms and conditions.

HKAB also made reference to the Uniform Commercial Code issued by the
State of New York in US. However, the Hong Kong version is more
sweeping than in that the Code (S.4-406), which states that a customer who
does not within one year from the time the statement made availabie to him
discover and report his unauthorized signature or any alteration on the face
or back of the item or does not within three years from that time discover
and report any unauthorised endorsement is precluded from asserting
against the bank such unauthorized signature or endorsement or such
alteration.

The Consumer Council believes that some of the new terms and conditions may
have contravened the Control of Exemption Clauses Ordinance. All exemption clauses
are subject to the test of reasonableness.



Appendix II1.1

Examples on the Calculation of the Herfindahl Index

Example 1

Assume there are S banks with the following mortgage loans outstanding (principal

value).
Mortgage loans outstanding

(principal value) share, s; 5.2
Bank A 100,000 0.05 0.0025
Bank B 200,000 0.1 0.01
Bank C 300,000 0.15 0.0225
Bank D 400,000 0.2 0.04
Bank E 71,000,000 0.5 0.25
Total 2,000,000 1.0 0.325

The Herfindah! Index is 0.325 for this example.
Example 2

If 5 banks have equal market share in the particular item, s; is 0.2 for each bank. The
Herfindahl index, I; 57 is equal to 0.2 or 1/n, where n = 5 for this example.

Example 3

If there is one firm in the industry, the Herfindahl index, L; s? is equal to 1, which would
indicate a monopoly.



Appendix IV.1 HKMA's Attitude Towards Financial Disclosure

1.

The HKMA is in favour of more disclosure by banks in Hong Kong, but considers
that this should be done in a manner which is consistent with the need to maintain

the stability of the banking system.

It is accepted that the general trend in financial reporting is towards greater
transparency and accountability, and that the level of disclosure in Hong Kong is
lower than in other comparable centres, both in the region and elsewhere. The
existing provisions in the Tenth Schedule of the Companies Ordinance mean that
banks in Hong Kong need provide only limited information in their annuai
accounts. This has attracted adverse comment from various quarters, and there is
a risk that it could eventually lead to a lower than justified perception of the
quality of banks in Hong Kong and inhibit their ability to conduct international

business.

Equally, there must be a recognition that banks are different from other
companies. They are heavily reliant on external funding from customer deposits
or interbank borrowing; and their capital and earnings are vulnerable to
fluctuations in asset values and to variations in the business cycle and in monetary
conditions. This means that banks depend critically on the confidence of their
creditors. News of a sharp deterioration in the financial position of a bank due to
adverse developments in the economy or in the position of individual borrowers
may undermine that confidence, in extreme cases causing a run on the bank and
precipitating an immediate crisis. The bank may thus be denied the chance to
work its way out of its problems. Moreover, a toss of confidence in one bank can
quickly spread to others, threaiening the stability of the system as a whole,

Thus, the natural desire of individual depositors to protect theit funds may have a
systemic effect which is disproportionate and unwarranted - particularly if the

‘information which provokes the instability has been misinterpreted by depositors.

This is why banks in a number of countries, not only Hong Kong, have been
exempted from the full disclosure requirements which apply to other companies.
Removal of such exemptions needs to be carefully considered. If more disclosure
were to result in greater volatility of the deposit base of banks as depositors
reacted to "bad news" the result would be counterproductive.

The benefits of more disclosure thus need to be weighed carefully against the
costs. It shouid not be assumed that more disclosure would be a cost-free

exercise.

The HKMA has recently discussed the question of more disclosure with
representatives of the local banks. There was general agreement that more
disclosure was desirable. But views differed as to how much disclosure should be
made and how quickly. In particular, there is continuing concern among banks
about disclosure of inner reserves. It is considered that these can play a useful
role in "smoothing™ profits, putting away a reserve in good years which can be
used, if necessary, to moderate losses in bad years and thus maintain the



10.

11.

confidence of depositors.

The HKMA has accepted in the past that this argument has a certain validity in the
special circumstances of Hong Kong, where the fortunes of banks are closely
linked to that of the local economy and that in China, where market conditions can
be volatile and where the political situation is in a state of transition. It cannot be
assumed that the favourable conditions in which the banks have operated for the
last three years will persist indefinitely.

The HKMA believes, however, that the ability to maintain inner reserves is a
privilege which should not be abused. In particular, banks should not manipulate
the percentage of profits that is transferred to inner reserves simply to produce
growth in published profits which is in line with their peers.

The HKMA has therefore required banks to produce written statements of their
policy towards inner reserves and to agree these with the HKMA. Sucha
statement should include a range for the percentage of profits that will normally be
transferred to inner reserves each year. The HKMA requires banks to consult
with it before any transfer to, or from, inner reserves is made and looks for
consistency of approach. Generally, any transfers 1o inner reserves should be
within the agreed range; any transfers from inner reserves should be rare and
exceptional and should not be made unless the bank can demonstrate that without
such a transfer, the confidence of depositors in the bank will be materially
affected. In addition, the HKMA would not allow unrealized "capital™ reserves o
be transferred to the profit and loss account until they had been realized.

It should also be noted that inner reserves are only one component of the total
capital base of locally incorporated banks. The principal measure of capital
adequacy is not inner reserves but the "capital adequacy ratio” which banks are
required to maintain under the Banking Ordinance. A minimum ratio of 8% is
specified in the Ordinance, but in practice banks maintain ratios which are well
in excess of this. As an added precaution banks are aliowed to count only 70% of
the revaluation surplus on their properties within capital base for the purpose of
calculating their ratios.

A further point is that disclosure of the "true” profits and reserves of a bank is
only meaningful if assets are properly valued in the first place and adequate
provision is made for bad and doubtful debts. In some countries which ostensibly
practice more disclosure than Hong Kong this is not the case. In Hong Kong,
banks are required to maintain adequate provisions under the Banking Ordinance,
and the HKMA monitors this through its on-site examinations and off-site reviews.
The external auditors also play an important role. The HKMA intends to improve
its capability to monitor the quality of banks® assets through the introduction of a
new loan classification system.



12. The HKMA believes that such factors mitigate the present low level of disclosure
by banks in Hong Kong. But it may nonetheless be argued that depositors,
shareholders and counterparties have the right to receive more information so that
they can form their own judgements. The HKMA is therefore proposing to hold
further discussions with the banks on the scope for more disclosure. It will liaise
closely with the Stock Exchange and the Securities and Futures Commission which
have an interest in relation to listed banks. It is hoped that a phased programme
for greater disclosure can be agreed, beginning with the accounts for 1994. This
would not preclude individual banks from taking steps to disclose more
information prior to then. The HKMA is aware that some banks are considering

this.

13.  The HKMA would prefer to proceed by agreement with the banks, particularly in
relation to the difficult issue of inner reserves. It believes that this provides the
best means of avoiding any adverse impact on the stability of individua! banks or
of the system as a whole. In view of the importance of the banking sector to the
economy and monetary system of Hong Kong, the HKMA considers that this
should be the dominant consideration.

Hong Kong Monetary Authority
12 January 1994



Appendix IV.2

Summary of Views of Bankers and Financial Analysts on Financial Disclosure

Issues

Views of some of the
bankers

Views of some of the financial
analysts

1. Disclosure of
Inner reserves and
true eamnings

a. Inner reserves act
as a buffer when
banks have less than
average performance.

b. Misuse of inner
reserves is limited
given supervision by
the HKMA.

a. Depositors should have information
on the true earmnings and reserves of a
bank to assess its true financial
strength.

b. It is difficult for financial analysts
to esumate the riskiness and value of
banks.

c. Non-disclosure may backfire.
Depositors may think that the
performance of banks may be worse
than what they actually are.

|

2. Unavailability of
deposit insurance

Information disclosure becomes even
more important than ever.

!

Kong as a leading
international
financial centre.

Present level of
disclosure does not
impair Hong Kong as
a leading financial
centre.

Better information disclosure enhances
Hong Kong’s position as an
international financial centre.

4. More detailed
income statement
and balance sheet,

More detailed
information is not
necessary as
supervision by the
HKMA is adequate.

More detailed information enables
analysts and depositors to befter gauge
the risk-return performance of banks.

5. Supervision by
the HKMA.

Adequate

More information disclosure 1o the
public enables the public to discipline
banks (with regards to their portfolio
and capital structure decisions).

6. Costs of acquiring
information

It is costly to acquire more detailed
information from financial analysts
and brokers. Nevertheless, more
disclosure leads to better valuation of
banks.

%

, 3. Position of Hong



Appendix IV.3 Relationship Between the Degree of Instability and the Degree of
Disclosure.

This appendix investigates if there is a relationship between the degree of
instability of banking systems in different countries and the degree of disclosure of
information. The methodology here is by no means perfect. Ideally, we would want to
come up with a methodology to test the hypothesis whether a higher level of disclosure
would lead to greater chance of bank runs occurring in Hong Kong. Such hypothesis is
difficult to test. We present below an alternative test.

Data and Methodology

We examine the relationship between the degree of instability and the degree of
information disclosure by banks in various countries.

The degree of instability is measured by:

1. Variance of percentage change in the monthly demand deposit rates (the countries
included are Spain, United States of America, France, Japan, Thailand, Malaysia,
Switzerland, New Zealand, United Kingdom, Germany, Belgium, Finland,
Luxembourg, Sweden, Greece, Iceland and Singapore);

. Variance of percentage change in the monthly demand deposit balances {the
countries included are Spain, United States of America, Japan, Thailand,
Malaysia, Norway, Switzerland, New Zealand, United Kingdom, Germany,
Finland, Luxembourg, Sweden, Greece, Iceland, Cyprus, Philippines, and

Singapore);

ili.  Variance of (percentage change in the quarterly demand deposit rates from one
quarter to another/percentage change in the quarterly GDP) (The countries
included are United States of America, France, Malaysia, Norway, Switzerland,
New Zealand, United Kingdom, Germany, Finland, Sweden, Greece,
Philippines, and Singapore);

iv.  Variance of (percentage change in the quarterly demand deposit balances from one
quarter to another/percentage change in the quarterly GDP) (The countries
included are the same as above).

Fluctuations in interest rates may be used as a measure of instability as excessive
fluctuations in interest rates are not desirable for the smooth running of the
economy. The percentage change in the monthly deposit balances may also be



used as a measure of instability as excessive deposit changes in the demand
balance suggests that there is excessive withdrawals of deposits from one period to
another. We also control for the changes in the economy by employing (iii) and

(iv).

Another measure of instability is to relate the number of bank runs to the degree
of disclosure. This data is not readily available. However there is no published
study so far that suggests empirically that higher level of disclosure would lead to
more bank runs.

The time period for this study is from January 1980 through 1990, i.e. only
countries in our sample that have data for this period are included, the data for the
above are taken from the International Financial Statistics databases.

The degree of disclosure is measured by:

i. Calculating the number of "Yes' responses in the questionnaire (given in Appendix
IV.3A) to the central banks to get the value of YN. Divide that number YN by
13, the total number of questions in the questionnaire. We recognize that laws
governing information disclosure change from time to time in most countries, and
that this measure of the level of information disclosure may suffer from this
problem. However, we believe that the approximate measure used here is

adequate.

Results

The plots of degree of instability vs degree of disclosure are given in Appendices
IV.3B and IV.3C. The plots show no relationships between the degree of instability (as
measured by the variance of the percentage change in demand deposit rates and demand
deposit balances) and the degree of disclosure. 'We repeat our analyses by controlling for
the changes in the economy by dividing the percentage change in demand deposit rates
(and demand deposit balances) by the percentage changes in the quarterly GDP. Our
results (not shown) also do not show any relationship. These results appear to show that
information disclosure has no effects on the degree of instability in a banking system.



Summary

Using vanance of percentage change in the demand deposit rates and deposit balances as
the measures of instability, the results show that there 1s no relationship between the
degree of instability and the degree of disclosure. There is no study so far that suggests
empirically that more information disclosure would lead to more bank runs. Rather,
more disclosure provides more information on the soundness of banks, such that
financially sound banks would not be subject to rumours concerning their well-beings.



Appendix [V.3A

Questionnaire on information disclosure: Please put a tck {/} in the appropnate space

Pan i

Please indicate il the follewing information s required o be disclosed to the general public:

Deposit balance

1 Are individuat banks required W disclose their deposit balance by the malurities of the
deposits (this &8 to determine the extent of banks™ exposure 10 maturity mismaiching and
interest-rale risk)? Yes No

Loan Concentrations

2 Are individual banks required 1o disclose loan concentrations by single borrower?

single individual;
group of firms; or
LDC (lesser developed countries). Yes No
Loan Portfolios
Are individusl banks required to disclose their loan pontfolios by:
3 a. the maturities of the loans; Yes No __
4 b. the uses of the foans (such as LBO {leveraged buyouts), loans itemised into the
property, commercial or industrial sectors) and report their
corresponding outstanding principal amounts; Yes No
5 c. by geognphical localions {loans by regions)? Yes Mo
Are individud banks required to disclose the:
6 a. principal amount of nonperforming loans; Yes No
7 b. bad dete provisions? Yes No

Foreign exchange sctivities
B Are banks required to disclose their profits and losses from foreign exchange trading?
Yes Ne
9 Are they required to disclose the amount of their uncovered {exposed or opcn) posjuon n
foreign exchange?
Yes __ No__
10 Arc banks required to provide a fair assessment of the forcseeable changes in the financial
condition of a bank in the coming year? Yes __ No__

Are individual banks required o disclose information such as:

i1 a. their pains and losses from invesimenl securities; Yes_ Mo
12 b. off-balance sheet activities (those amounts subject o credit and market

risk, such as interest rate and exchange nate fluctuations)? Yes Ma
Part ll
13 Are inner (hidden) reserves disallowed? ) Yes Neo

Plcasc fax this questionnaire to: Dr. K.C. Lim, Fax #: (852) 788-8806.



Appendix IV 3B

Variance(% change in demand deposit rates) vs degree of disclosure
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Appendiy TV.3C

Variance(% change in demand deposit balances) vs degree of disclosure
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Appendices V.1

1. Data Sources:
All data used in this chapter were obtained by visits and phone calls to the

concerned banks and companies.

2. The UK’s Legal Experience.

The UK's experience of treatment of mortgage and fire insurance tying might be
interesting for considering Hong Kong's case; however. it does not directly apply,
because we are not aware of any industry-wide agreement over tie-ins in the banking
sector in Hong Kong, and the biggest mortgage loan maker, the HSBC group, is not

practising tying.

In the UK, under Section 101(]) of Law of Property Act 1925, morigagees have
the power to insure and keep insured against loss or damage by fire any buildings, etc.,
forming part of the mortgaged property. Building societies hence provide for insurance in
their rules which are binding on borrowers.

The Building Societies Association (BSA) had, until 1975, recommended to
members that insurance be organised by societies through insurers of their choice. The
societies thus tied financial services 1o insurance services. Borrowers were not allowed to
arrange own-insurance. Societies would earn commission on introductions to insurers

which they did not pass on 10 borrowers.

Following the receipt of complaints from members of the public in respect of these
practices, the Office of Fair Trading (OFT) warned the BSA that the restrictions were
significant and inappropriate to sections 21(2) dispensation. The BSA decided to amend
their rules so that in 1975, new borrowers would be given the choice of three insurance
companies plus the option to nominate companies of their own choice. The society would
remain free to reject the nomination where they were unconvinced that: the scope and
amount of the cover was equivalent 10 the societies normal cover; the service was likely
to be satisfactory; and that the insurer would keep the society covered should the
borrower failed to pay a premium. Moreover, the Society could demand that the policy
not be altered without prior notification to the society.

Subsequently, the OFT expressed their concern to the BSA that some societies
insisted, as a condition of granting a mortgage, that they should receive some, or all, of
the commission payable in respect of linked endowment policies. They indicated that this
practice was hard to justify in cases where the society had not arranged the policy. The
BSA, in response, recommended that societies stop commission sharing where the
borrower arranged its own insurance. As a result of these modifications to existing rules
and practices, the BSA rules were not referred to the Restrictive Practices Court (RPC)
and, ultimately, were given exemption under section 21(2) RTPA 1976.

Halifax, the biggest building society in UK, also agreed in 1982 that it would no
longer insist on its borrowers taking out property insurance through the Society.
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THRAILY, BARXaEXBEHER NI BETEFERRmE
BEZE, HRBFAEXRERITE FNEnHETREETHERER
REZEBEEHS), PHBBHEHR T HMEESERIYEHKE(H
0.1%), HRWT :

(a) RERITEaEHRABRTECEHNEREE

BT EAEGRRETEN2.2-2.6%, BRGFER, BFEA
EXEHAOESK2.2-2.6X09F 8,



(M FREERFITECHETCHREFREE
BEDC.6X, HAZE —FMITHAO, EFREREM
REFEZEFTIH, AETERESESE LK. XA, F
FREHETEFXHEEANZBRORHTEREFHAE,
RITAXASBERARAACETEETHEEEANER, HES
ERUABEMAEMSETERRBERAX, MAHRELUEEMERt

FMEEE, FEXDEERRABESE,
V, BT FABE MG AIFI & (Monopsonistic Rents)

— USENREHEHERE RS

WITRAN R G AN RN S EHEIERRE = F
w(51.78), NEREEEET D2 TENW.82), B 19878 F
SIEFERZNEIANNIALT

(LA +{E#cREN)
LT L RS WITNEH T IRITHEE
BY & BT BR B 7] 2% ME 7 A SRRl IR L8 80
40
XRPAD | GREFS | EHES | BEAE | AesE
B “4{H X
1987 | $0.37 $90.69 $0.16 $1.23 B.33%
1988 |  $1.19 $0.92 $0.32 $2.43 B.56%
1989 | $2.44 $0.19 $0.58 $3.21 0.64%
1996 |  $2.63 $0.06 $0.80 $3.50 0.62%
1991 | $2.56 $1.63 $0.99 $5.17 B.80%

BAR1992 R 1993 F S SRITHIRBI A E, MR EHERE
FYERBTF £ .

U

HRXFRFO, EFRRBSBHMERSZHRITLAEHNERY
BRH, FHSTEERESEBHEAONEERKE, RUSFR
SPEILEB R FIF B 2R, FRIGAVEE SR IRIT R & T 18 I aY 1 B
M, (XREFONAEZEBEHEAEBAERR) SHAEHEE
fif #4,



T MBS H TR B AR R

P—BREROIBFEENELI9T8EIIER G, iRIEIEEFHF
REERHE, RITAISORBTA B E19914E 557408, 1992
ERS6AE. EHENEREIRTEVEEEENARARREE,

MR —EBHEEDH, FREEYELE N F 27717 57 58 B B 67 F(
BREHERD, MBRRIWTHFEFREAE, MEAEHABLH,

2% 3 ] R

RTHT B MR OEN A NAEREREAEE 75N
AL, AEWERRFRERBELEANSHREXNINES, BAS
EOALRBAERARITRUHFFERNN, aMTUMELERE
TRANERNSEESS, K2, \ERRRZEW, MEMEEREts
LREE, BFENFERALT, HAMZEZSZRTEEORBEREFS
HELFHRN?RALBTENAERE, EAEESEBAREF X
BHEAIREE 7

VI, SR RITRITRE S Ha R h
—, BRBCSELNBTEH

FERBBARGEFTREOHRTRER S TMETSER
ITRE,

HEEZRERSULRBFRERI, FIRHEHE 1964
HITES, STXCHERE, ARG EHERMNERBH R TZE
o HFRITEBE, RIEZNBEE, MAESBBEE,

EFBITETHEROHES, SE QB =GENRH, &
RBHTEHBEMHRINER, Ak, BEEXOEAHBZ T
MEENEHRF, EXEAEEHET, BTAHEETENESEH
By, GEEENHEEHFE, #RSIREsHELH, ok
¥AHE & E(International Monetary Fund, IR EFRIERER
. IREE. AEfNkS AR —EE, HELEFARRESELERE
SETHEHEKE,



RERBIRORENE, HESZESEHEREES, B
BRAMNEER, HEZZESHEFERERLREAE, S3#g
miEEE, ~BEELAREEN. HEKFASEH, HTUETER
EEEREERRAE, B RSERHBEFORE.

HERZEEFRTEHNTEORYE, REMAEEE, £y
—ERAREEHERERES LIBITENEE, HESBNEEES
SEREEREERTIRENEEHZE, - CeERTRNERE
BiE, AMBNRE, gMBEYS, DEMREEEREENNG
o

4\ P B

EREEFI R RN T B S BN RBRT, RITES
MATREMNERSY, DARECHEE, HELEAFHE:
PFRAEMERENBERERTAS. UBHELELAFE?

B EEHE

FERRBHRHATRAFSENTS, FHITHFHRIAL, B
ERMITHRABRENFRE, BESHRET, BH BRI ELF
REOFMELMIER, B8, CBETEFEEMOETFRAE, &
RESIABRSBAMWABFYERERS, HERSET SR
RUENREED, BHERSE. FSSERRE, IS8R
BRERORE A,

=, BERE

HRGRER, BENEFRFFT -EFRECEER, FiEE
EFRERITRRFERNEZE, BEXEERZ4, HETHLE
BOBEX, #OE5, RAMBSELEAURRZXRARRENE
e A,

BEMOLNEFEER " —HREFREH ., SRITHERERY
BOHR, RAMESRENHAKEKRE, . HEBSRESRAL
EREFEH, ERMT :

Hit, MABETEHAETHRELFESHRELE, RKEN
HEMEZBERE, SERITALHAGEROBITRESE.,



HR, SETREENASEESERST, BHAETREE, &
RLECHEERE, NESZESTAEERRAEE, BAaN
HERTHXNBRBEM A EA S BSFOBET, WEEFenE
B&, MIT2HOBRFIRESUBRIANCBEAT, BETEE
WITBRFOTO T HARMTHIEF BB KBOER, mRig
BRAEIZIRGHEN, FRRBETHITE. BEEEH, 857
ZHFRRNES, BET "HE, HNEENTEEN,

4\ 9 58

MESEFRAORBRORT, AHEEH M A —8
HE. FENFROAT AR 7 URBRITUANR G SR RED
Rl , MUEBBNEEREER, NEEAN P EERTABAE
HEEFHRE? ERANEE LR EREEE S KA BT RS
HRER, HUEERARERE TR EEENEY

(o]

[1]

HERBREEME

B—AANE, SEXSRESEGTERGE, B (Hes
L8 BRSNS R AR RS RRER .

HERERZNABEE —SLHET, HEGRARELgS
BREXNEE, IRFHBE AR ELER R THE A ERAX
EHEENTH,

4 T RIEE

HEREDE. BEBRRERN N EFANEHBRERSERZ
BRE. RETEFBHENE, EXAFE,

VI, Hig&Ew

HFRUE THRFIZEFHEE S (Herfindahl Indices) 4§ — /AN
EA S ER BT E T ERN IS EhiE R, HRETEES£T
PBREEKIET, MFEBTHRLTRES OMMATEBEFRESST
GhREES,

AER s B R AR TET R E RN HEES S
EEARBL, BARERFRENEDER, KB HETLERMAE
#ZT, WARGERSOABEFREEHYE., LA BIF 5 EE A
NREAEBHRFAEGHGRE, STLUBEHM,




VI, sRITANPHESE

FERITETRAMMBERKE., 2N XA0, —SHEEAL
FIBYSRATHERL, B ARFHRNEE . BEE  BITRANEE. 2HK
AXHIEE., REGH#HS. RE. ZRUFHHE. BR4Ee. REAR
RUNAR, URBOHBRANTRED S,

SRITAHBRSFEERESHEFTAER, BHE

SRITA LM BREIREFASBIFTRINBY, ReFRY
Fo

HRITAMEZ AL, REAEF, BE. MR UA TR R, 3§
TEARBERESOMEHNL, AASBT EE,

CIRITANFAENEEANBES XA, BEATREERAHER
EZEBITHENEN, EE+HERN., AHLEERSERERE
EORGET, FRAARTSSEHESHENES, E-BamEns
EEMBMA A SRR HEEL,

-ROIXXFEZ RN, SRESEAAERSHM PO, B —
R AR B - A - RS MO ET
 HEHAEERS, FENTRARNBEETSEN, Hsid, &
BETHRAMONEHAR, PR THESHENSESEAH,

KX, BE#H;

FEHERITEBFRERNMAR —ELY, ENEBMRTH
AR BN, MITATHMAEETATEEAR, tALEANBERY
IRITREORBATEE LEE,

BHE, EERMEENSEMNR, THS—BIILNERS Y
BR3—ITH, BSROMAERAAT "#E, REEHRCHET,
EXBLZFMUENTERFEXRS . ERSBFRETERSH Y
HRS, A FEEFREER, ERFHEH. B—EFTFR%E
IHESAMEERITEMBEBIERY, EXEWITEFES, THR
R B AR R EMT LB R F S5 |

HEERBEGWAEREHATR "85, 4NESHEH, A
KEZXFROEER "BE, FEFHG,. RIBGTHSRREmEIED
EZEH, FARREYEEESNEN,



X, BURE®

HEERBSRANEAERRLEHETANESER, BS54
AR, ERITHAMEMIER, DK RS REEN,

REBERIIE, HI994F 199785,
EESE ]
FERBMITRISEHNRBESHE TFEHE, T19974ESH
19954F - WEHTHERFIERLR
19965 - SRATAXBFOREANE
19974 - WMPHREFRFRLE,
FERSLUL=FHHETR

19945 - LNPRITEEMNER, RASSORGTEENER, &
G, EREFSRFE

19954 - LHRITRERATESARTOESRERE, SELAPSE
BARBERE. WX, TRETHHERE BRSNS

19964 - NFANEBHEEIER,



THRERBERGIEE :

[ A 1994 | 1995 | 1996 | 1997

RS A X

5RO v
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EHE v
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BEde D

BafHEAE D

RERGEES D
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FERAEAHHE D
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URNEE



BiF #F 1

T, BERTFHERG

MITEABTHF"FREECREERIER, BE: S0E(T, RSN
BITRERTHRAF., UTREEHBHBEZESNRY ., HNHE
FEI9FE B BB, BRERLATHREESHFREHRS0,0008 2
%i{$100,000,

64T 51 REFHRRH  SREEFZIR FIT 32 R
FHEER1T i i BEBIRITAE
AR B IFERIT | HES500,000 i I
f%"x"??ﬂﬁl’ﬂ HK$1600,000 =@A i




B P24
T, FEESNMBENE  BEAF-FAERE
DTRE i mEEf AR S E e EE (1978481 BH19914

12H), SIAEBERNEEEERESS, AEABKE Pacific-Basin
Capital Market Research Centre Database {(PACAP),

EEME-EEHFEE p.a.)
4

FE EHEE
i i 1| 3.55 2.48
=P i+ 2.77 1.77
E 5 1.87 2.73
bk 1.70 1.26
i 1.55 1.41
HE 1.32 2.69
H & 9.49 1.20

F=, ABESNMME EE - EEAR - FHFRAE

UTRI9TBFIAEI91FI12 AN, B, BEXRESE, Fmk, £H
MEFEEARE—-EA, ZEA. NEART-EATHERAXN
EZH, FERETHFREBZRNELEE, EEEHEH1.65% p.a.,

EEREEEEHESR (X p.a.)
—EE|Z@B | X<EA | +=EA8
& i 3.99 3.78 3.50 2.90
ERPEEE | 3.13 2.73 2.54 2.19
sk .86 3.01 2.70
2 5 1.99 1.88 1.76
H% 9.73 0.71 9.82 -
FEEEEFSHEEERNAHSE ( p.a.)
S ¥y 2.04 1.70 1.54 0.71
BES 3.26 3.08 2.68 -
= K 0.86 9.77 9.79 -




Bt #2B

EN, 1978 RN EREEN RN RN ARER

BN ENEEEERES S, FEOBBIREPACAPER,

(LLX p.a.BER)

i (B BEE O EE | BF | By | BEREE | Fokk | KBS
1t B9 F3 B
1978 | 4.10 | 3.17 |4.27 [ 3.73|1.94 2.38 2.42 1.12
1979 |5.29 | 2.21 |3.49 [ 3.06(1.75 2.00 2.30 2.82
1980 [5.63 | 2.04 | 4.09 | 2.85|2.00 1.52 2.35 3.15
1981 | 6.84 | 2.58 | 4.95|3.43|2.54 -1.17 2.94 3.50
1982 |[6.00 | -0.58 |5.96 | 3.56|2.22 -0.96 3.01 3.80
1983 [5.75 | -1.35 |5.49|3.38|3.23 3.086 2.74 2.99
1984 | 5.56 | -1.55 | 4.96 |3.2514.71 1.81 1.99 3.03
1985 | 4.77 1.20 | 5.09(3.10|5.58 2.40 2.94 1.40
1986 |4.42} 0.82 |5.04(3.72]5.90 3.63 2.93 .75
1987 | 4.52 | 0.28 |5.16}3.45 ] 6.06 5.19 3.21 8.63
1988 4.75 1.8 |5.04 |3.27 | 6.68@ 3.93 3.23 0.77
1989 (4.71 | 7.84 |4.44 | 3.32 | 6.42 2.40 3.00 0.14
199¢ | 4.5@ | 8.53 | 4.52|3.39]6.38 1.26 2.69 8.04
1991 | 4.81 | 6.17 | 4.8413.70(5.93 @.94 2.95 2.71
SEHgg | 5.07 | 2.38 4.81 [ 3.37 | 4.37 2.00 2.76 1.79
*78-91




Bf 3
TA, EEMNEREFHTFRAREE

TERTXEX TP ETRHARECEMERAIROEE,

83F10B-91F12 | RHEXAKEE (¥p.a.)
(BHERGREERL %)

— {8 A oy !
iy 2.700 2.320
fE 1.560 1.657
B {5 -1.141 -1.471
ES 6.609 5.669

198746 EZ1993F5 A, XEEEHTETHMEERER S HE
THREFREENEER.
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Bt £ 44

#8217 3¢ (K 88 BT P 15 Hl 2% B9 5t 5 5 i

BEFARNGFEAETRE  HEEMREERHEH=REE .,
HRFRGEORS, ROR=Z2EE7F  XEFLD. BEFERENE
ST RET R L,

—., BEFEAREEHE:
(a) XEFL O

XFRFOREBAMED, ERBENHE, FUIRITUES
FRREBOBEALE, FELFENT ¢

(REFRAE - X)) «» XRFAFEROEE

- BEAREXBFORBEFAOFRZENEERE.

- FEAUFEREMEHE, EFMEXERIELRDEE
, RABROTRLEXGMNEFEIRANNNERER. EHR
RPPNEGFHFGOLER, BMEHEREARE, SRTH
E®TFHGE, DVERAEFER#EFRA MR E LS
BN EEX-bEtE.

MITUEXFEFXEEHBEETF &

(Ll 10 R E A1)

XRRPO HARFE eXRFAOKR

{5 ek (BERGEETSR | SHOEE AR

FIZEE 1Y)

1987 $37 1.00% $0.37
1988 $49 2.44% $1.19
1989 $51 4.79% $2.44
1990 $54 4.88% $2.63
1991 $69 3.71% $2.56




B £ 4B
(b) BEEEFHK

SRITHEEEFRNSNEEANEIERFEE LT —FENEE
FHREERLEFFBRIBEEEARNMEESTMNENEE,

T L SHEIE 2 "
(EmAE-GEERAE) (BENE-gE Ry HETREH

MAWLT

SEITIEEEF AT ISERRT R &£
(LB E S B

& 73K AEEBFRILY | TS FRK
4 B RETFHFRER | SOREAR

L FTEEBRER 28
1987 $110 0.63% $0.69
1988 $119 0.77% $0.92
1989 $135 0.14% $0.19
1990 $159 0.04% $0.06

1991 $229 0.71% $1.63




Bif #-4C

(e¢) EHITFK

RITREMEFEINEVREF BT E SRR UE - EMtRY
BEFRIZHESNEY, RRITASAERGERNIEMES,
EHEt B RITEFRBEBAILT. N(HBR TR EERFRE RS R 1991
FERBHFTERS), FUEBFERLT. X,

EiEEz 5 B2 v
(mmre-wmes (EEAz-zyry ) CEMTFREFAT.X
ERMTF :
S 17 4 5 177 2 (22 U 3 44 9 R 0 60 /5 1) O 43 B WL 0 25
(LR 1008 2 B 41)
TS | EEAELEEE | 8RN EREK
i | 917.9% | BEBRFLEER | SRR S
s
1987 $23 0.72% $0.16
1988 $32 1.01% $6.32
1989 $36 1.62% $2.58
193a $43 1.87% $0.890
1991 $47 2.09% $0.99




Btk 54D
— . RBEBUEEHREEFRE
AT ik (bt RATRTIS RO BR BN A 2% ¢
(2) XRTFHRIGHBEAZ :
(1978-91EFBEBEFHRME - 1X) « BFENXEFOGFRESE
(b) REFKISWBEFZ :

ST E 1978 01 fE A FO S 4 19 B BRI SR SR 88 7 SR SR 32 6 () 7
¥851.79% p.a.

1.79% x HEMNBEEFREHE
(¢) EHERIENERFL -

BBV ENERENIFI M BRER R HERAEEENE
gEE = 1.65% p.a.

17. R ARGHERMTHEFRBEENG L,
1.65% x 17.9% x SEEHESFEE

1% S +9 ) 2R 2= PR i E AT B iR 1%

(LB 10EREN)
U TERAAREN BRETFI L4802
{ti 5t B BT H &
T
XRPAO | MEEFR | ElfFEsK | 88 h2i8E
ELEEY
1987 { ©0.37 1.96 2.38 | 2.71] ©.74
1988 [ 1.19 2.13 0.53 | 3.85| 0.89
1989 | 2.44 2.41 0.59 | 5.45| 1.09
1990 | 2.63 2.84 0.71 |6.18 | 1.11
1991 | 2.56 4.99 8.78 | 7.43| 1.16
1992 | 1.16 4.38 0.87 |6.40| 0.86

1.3.1994





