ﬂ, Unaversity | College of

=, of Glasgow | Social Sciences

Hong Kong and the Context of Laissez-Faire;
Myths and Truths about a 'Free Market |
Paradise' "

.......

Professor Catherine R. Schenk







Hong Kong and the History of
Capitalism

Origins: Imperialism and trade
Commitment to Open Markets
Small Government

Entrepreneurial culture
— Resilient, dominance of SMEs

Priority of business over politics
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Hong Kong’s Economic Success

 Evidence

— Trade, growth per capita, transformation of
economic structure in the 1980s from
manufacturing to services, international financial
centre

* Explanations

— Rule of law, political stability, English language,
geographical location, open markets, low tax
burden, low regulatory burden, links to mainland
China



Hong Kong's Per capita GDP
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Year-on-year % change in GDP (2013 dollars)
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Hong Kong GDP HK$ million
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Share of Mainland China in Hong Kong's Total Trade
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Hong Kong’s Economic Success

 Evidence

— Trade, growth per capita, transformation of
economic structure in the 1980s from
manufacturing to services, international financial
centre

* Explanations

— Rule of law, political stability, English language,
geographical location, open markets, low tax
burden, low regulatory burden, links to mainland
China



Myths of Hong Kong

Free market paradise:

— ranked most economically free market in the
world by Fraser institute (1970-2015)

— Heritage Foundation (1995-2015)

Milton Friedman’s analysis comparing Hong
Kong and UK in 1980 (and 1998)

Hong Kong Isolated from Mainland until 1978

L aissez-Faire and Positive Non-Interventionism



Positive Non-Interventionism

* Devised by Haddon-Cave
— Role for regulation in case of market failure

* Declared over in 1992 by Financial Secretary
Hamish Macleod, then by Chief Executive
Donald Tsang in September 2006 and again in
August 2015 by Leung Chun-ying

— Persists across the return to Chinese sovereignty

e 2006 replaced by: ‘Big market, Small
government’
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Haddon-Cave to Li Ka-shing (1981)

the way in which so many in the market place, in these
scratchy times, damn us if we even suggest something
and simultaneously damn us if we do nothing is
beginning to get me down! | am determined, for as
long as | am here, to keep the economy, and all the
markets within it, free and that means free from
unnecessary and clumsy Government intervention, free
from fiscal discrimination, free from the stifling effects
of excessive taxation and an over-large public sector
and free from all other influences which inhibit
competitive forces



Challenging the Myth

Recent rising income inequality and
social/political unrest

State controls land (scarcest resource)

State subsidises housing (subsidises labour

intensive industry) 30% people in public housing,
rents 14% private

Integration with China before 1978 (cheapens
food, costs of labour)

Banking System tightly controlled
Weak regulation promotes instability
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Banking System |

Slow and reluctant regulation and supervision

Repeated banking crises: 1961, 1965, 1983

— Depositors bailed out (moral hazard)
— Banks taken over by government

Foreign banks resisted: ‘parasitic’

Open FX and gold markets, but tax on foreign
currency deposits means Asian offshore market goes
to Singapore 1968-1986



Banking System |l

Draconian Barriers to Entry to protect
incumbent banks from ‘excessive competition

’

— Moratorium on new bank licences 1965-1981
— Limits on branches until 2001

Interest rates set by a cartel until 2001

No central bank (until 1993), no deposit
insurance (until 2010)



Outline Chronology of Bank Regulation

Interest Rate Agreement (Cartel)

Moratorium on new bank licences

Lobbying for Limits on new bank branches

Barclays Bank seeks licence

Moratorium on new bank licences lifted

Moratorium on new bank licences re-imposed

Moratorium on new bank licences lifted: one office only allowed
New foreign banks restricted to 3 offices

Restriction on number of offices lifted

1964

1965
1966-69
1971-1972
July 1978
August 1978
1981

1999

2001



Positive Non-Interventionism in the

Banking Sector
* Role of incumbent banks (especially HSBC and

Chartered Bank)

— Exchange Banks Association: frame, debate and
implement policy

* Banking Supervisor under-resourced

— Inspections are late and incomplete

 Government doesn’t understand monetary
system (de-links HKS in 1974, inflation to 1983)

* Repeated banking crises until 1986
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Banking Commissioner (Leo Cole) to Financial
Secretary (JJ Cowperthwaite) December 1969

e ‘if there are further questions or criticisms regarding
the policy of my office, | will request the right to
answer them in person, insofar as there is nobody else
qgualified to do so. It is abundantly clear that there is a
complete lack of comprehension or knowledge of the
duties that my office performs; this is a point upon
which | have spoken to you many times in the past and
more recently concerning the status and authority of
this office. | am asking for an interview with HE [His
Excellency the Governor] upon this last point. The time
has come, in my opinion, to establish whether the
Colony’s banking authority is to have the
independence and status which it deserves or not’






Banking Crises 1982-1986

e 7 Banks fail + 100 other deposit-taking
companies close

* 3 Banks taken over by Government and
Government offers financial support for take-
over of the other 4

e Combination of Fraud, inter-linked markets,
POOr supervision, over-exposure to asset
markets



Conclusions

Beware the trade-off between light regulatory
touch and special interests

Banking system not freely competitive:
controls introduce damaging distortions

Need to avoid helicopter views of policy
environments: day-to-day interactions are
revealing

Clarify our understanding through close
historical treatment of capitalism(s)



