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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.

5



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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