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BANKING CRISES AND THE EVOLUTION OF THE
REGULATORY FRAMEWORK IN HONG KONG

1945–1970

B C R. S*
University of Glasgow

Hong Kong initially emerged relatively unscathed from the East
Asian financial crisis of 1997–1998 and was able to defend the pegged
exchange rate on which its status as an international financial centre
depended. The soundness and transparency of the financial system
is widely credited with allowing Hong Kong to avoid the worst
excesses that brought down financial systems elsewhere. This article
explores the evolution of the regulatory framework in the post-war
period, revealing the reluctance with which the state tightened its
control over the banking system. This resulted in the combination of
poor supervision and constraints on competition that contributed to
further instability.

INTRODUCTION

In the East Asian financial crisis of 1997, Hong Kong initially emerged relatively
unscathed and was able to defend the pegged exchange rate on which its status
as an international financial centre depended.1 The soundness and transparency
of the Hong Kong financial system is widely credited with allowing Hong Kong
to avoid the worst excesses that brought down the financial and economic systems
of other Asian countries such as South Korea and Japan. The collapse in these
countries was partly attributed to poorly sequenced deregulation of the financial
sector. However, as a result of the regional and global recession that ensued after
the crisis, bad debt provision decreased the liquidity of Hong Kong’s banks. This
new environment prompted the Hong Kong Monetary Authority to review the
regulatory structure, especially by reducing barriers to entry and competition.
Many of the regulations targeted for removal were first introduced in the 1960s
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during a decade of repeated banking crises when prudential supervision was very
weak. These barriers were retained alongside improvements in supervision and
transparency over the decades that followed.

This article explores the evolution of the regulatory framework in the post-war
period, revealing the reluctance with which the state tightened its control over the
banking system. In the 1950s the Hong Kong banking system was almost com-
pletely unregulated, and this reflected the general attitude of the colonial gov-
ernment to financial and commercial enterprise in the colony. The resulting
proliferation of poorly supervised Hong Kong registered banks, both large and
small, prompted a series of damaging banking crises in the 1960s, exposing a
range of structural problems in the banking system. Instead of effective supervi-
sion, the government introduced barriers to entry such as a moratorium on 
new bank licences to try to stabilise the banking system by reducing competition.
The combination of controls on entry with lax supervision and poor corporate
governance left the banking system open to further crisis in the 1980s. This 
situation was worsened by volatile asset markets and the involvement of banks 
in business groups that comprised a variety of activities. Only after the 1997 Asian
financial crisis have most of the barriers to entry introduced in the 1960s been
relaxed.

This case also shows the impact of different interest groups on the devel-
opment and implementation of bank regulation, adding greater texture to the
classic economic theory of regulation, as related by Stigler and Posner, that ‘regu-
lation is acquired by the industry and is designed and operated primarily for its
benefit’.2 The Financial Secretary resisted both regulation and supervision, the
Banking Commissioner in Hong Kong and the Bank of England both supported
regulation and supervision, and the banks themselves wanted to constrain 
competition.

DEVELOPMENT OF REGULATORY STRUCTURES

After 1945 there was a ‘mushrooming’ of new banks so that by mid-1947 about
250 institutions offered banking services in the colony, including 14 Euro-
pean/American banks, 32 Chinese commercial banks, 120 native banks, 76
exchange shops and 20 others including insurance companies.3 At the beginning
of 1947, the Governor of the Bank of China claimed that many banks were
opening branches in Hong Kong in order to evade Chinese exchange controls,
undermining China’s efforts to forestall the monetary and political collapse of

2 Stigler, ‘The economics’, p. 3. See also Posner, ‘Theories’.
3 Far Eastern Economic Review, 19 November 1947, p. 596.
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China during the Civil War.4 He particularly singled out smaller banks as the most
prominent leaks in the system.

While unincorporated banks were the target of China’s attention, the Hong
Kong government focused on licensing while explicitly preserving the opportu-
nity for small banks to meet the needs of the local Chinese community. The treat-
ment of so-called ‘native banks’ (unincorporated partnerships that operated as
banks) was controversial. In the first version of the new banking ordinance put
to the Legislative Council at the end of 1947, only registered companies were
allowed to trade as banks. This provoked such protests from existing native banks
and the Hong Kong Gold and Silver Exchange Society that the Bill was redrafted
to allow for the inclusion of native banks.5 The colony’s first Banking Ordinance
of January 1948 defined ‘banking’ very loosely, and included many small institu-
tions that provided only a limited range of financial services. There were no
reserve requirements and no statutory liquidity ratios. Banks that were registered
under the Companies Ordinance of 1932 had to publish their balance sheets.
Unincorporated partnerships sent balance sheets to the Financial Secretary and
had to display them prominently in their offices on penalty of a fine. Basically,
the 1948 ordinance ensured that those who used the word ‘bank’ in their title of
business had paid the required HK$5,000 licence fee. All existing banks that
applied by April 1948 were licensed without further enquiry.

Some prudential supervision was provided under the Banking Advisory Com-
mittee (BAC), set up by the ordinance, comprising the Accountant General, the
Financial Secretary and representatives from the two largest banks at the time,
the Hongkong and Shanghai Bank (Hongkong Bank) and the Bank of East Asia.
Their main activity was vetting applications for bank licences and reviewing
annual balance sheets. However, the quality of these accounts varied from the
uninformative globally consolidated balance sheets of international banks to
equally opaque accounts by local unincorporated banks. By the early 1950s the
BAC insisted that applicants for new bank licences had at least HK$1 million
(US$167,000) in paid-up capital.6 They also advised banks whose balance sheets
appeared weak to raise new capital or change directors, sometimes threatening
to revoke licences if these requirements were not met.7 Sometimes the BAC pre-
ferred to wait until an official receiver had been appointed before revoking a
licence in case such action might make it more difficult for the bank to liquidate

4 Aide Memoire presented by the Governor of the Central Bank of China, 14 February 1947.
Hong Kong Public Records Office (hereafter HKRS) 163/1/440.

5 ‘Report of the Select Committee’, 14 January 1948. HKRS 163/1/440.
6 See correspondence on the failed effort of Bank of New Territories Ltd to gain a bank licence,

May/June 1954, HKRS 41/1/3099.
7 See correspondence regarding China Industrial Bank of Hong Kong Ltd. The BAC knew the

bank was on the verge of bankruptcy from September 1949 but the license was not revoked until
April 1951, HKRS 41/1/3003. See also the case of Foo Kee Bank in 1950, where capital was
increased after a threat by the BAC to revoke the license, HKRS 41/1/3024.
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its assets and meet the demands of creditors and shareholders.8 They also sent
out inspectors to investigate reports of firms trading as banks without a licence.
The BAC, therefore, provided some elements of prudential supervision and was
sometimes alert to the weakness of individual banks, although generally not
before they were on the brink of bankruptcy.

The boom associated with the crumbling of the Nationalist regime in China
came abruptly to an end after the summer of 1949 with the establishment of the
People’s Republic. This, and the subsequent slump in the international gold
market in the early 1950s, weeded out many smaller institutions that were
engaged primarily in smuggling or exchange speculation, without prompting a
loss of confidence generally in the banking system. In 1948 143 banks were
licensed under the new ordinance but this total soon declined. By 1950 there were
133 licensed banks, 92 by 1954 and 82 by 1959. Most closed of their own accord,
merely sending back their licences to the BAC after winding up their business.

While the number of banks declined, banking activity accelerated rapidly. Bank
deposits as a proportion of GDP increased from about 41 to 70% between 1959
and 1964. The rapid expansion of the banking sector in Hong Kong resulted
from the eager adoption of the ‘banking habit’ by the local population, particu-
larly as branch networks spread quickly into densely populated residential areas.
In addition there was a considerable (although not well-quantified) inflow of
deposits from overseas Chinese that came to comprise half of total bank deposits,
according to some estimates.9 Banks aggressively sought to attract deposits to
engage in speculative booms in the stock exchange and the property market. The
first major post-war banking crisis of 1961 exposed the dangers of unregulated
expansion driven by such booms and the profound corporate governance issues
that undermined the stability of the system.

BANKING CRISIS OF 1961

In June 1960, the Hong Kong Financial Secretary, W. M. Clarke, complained that
‘control over banks was quite ineffective and there was a need to enjoin stricter
standards if the risk of serious failure by some of the Chinese banks was to be
avoided’.10 Clarke’s prediction soon came true. The near failure of the Liu Chong
Hing Bank, which was typical of the fast expansion and illiquidity in banking in

8 See correspondence regarding Fu Shing Bank of Hong Kong Ltd in January – April 1952, HKRS
41/1/3007.

9 ‘Chinese Boomerang’, The Economist, 18 November 1967. This proportion was widely cited 
elsewhere.

10 Letter from Hallows to Haslam after a visit to Hong Kong, 3 June 1960, Bank of England Archives
(hereafter BE) OV14/21.
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these years, sparked the first post-war banking crisis. Other Liu Chong Hing busi-
nesses included construction, property development, warehouses and an insur-
ance company, all owned by Liu Po-shan and his eight sons. In June 1961, there
was a run on the bank after it was weakened by property speculation, the liquid-
ity squeeze that accompanied the stock market boom and by rumours of fraud.
The Financial Secretary asked the Hongkong Bank and the Chartered Bank of
India, Australia and China to support Liu Chong Hing and a debenture was taken
with a specific charge on certain properties. Eventually the run was ended after
press and radio reports of this external support.11

In fact, the problem was one of liquidity rather than solvency but it exposed
the poor corporate governance caused by the close links between banks and other
speculative business activities in the colony, such as real estate. Investigations
showed that even in this relatively large bank, the owner could not distinguish
between his own property and that of the bank.12 Liu Chong Hing Bank was
allowed to continue trading with a reconstituted Board of Directors (including
four members of the Liu family) and subsequently became a well-established bank
in Hong Kong, but this did not resolve the general banking situation.

After the 1961 banking crisis the managers of the Hongkong Bank and the
Chartered Bank both lobbied the Bank of England to encourage the Financial
Secretary to improve inspection and standards.13 They identified excessive com-
petition as the source of instability, arguing that there were too many banks in
Hong Kong. Small banks offered high interest rates in their search for deposits,
which in turn forced them into risky and illiquid investments with higher nominal
return. But Clarke’s successor as Financial Secretary in 1961, J. J. Cowperthwaite,
was not nearly as enthusiastic about enhanced regulation or supervision. By the
end of 1961 the deputy manager of the Hongkong Bank was himself beginning
to draft a new banking ordinance, prompting the Hong Kong government to
invite H. J. Tomkins of the Bank of England to give advice. He arrived in 
February 1962.

The draft bank ordinance by Oliphant, deputy manager of the Hongkong
Bank, sought to constrain competition by regulating opening hours, interest rates
and lending policy. Tomkins, however, focused on prudential regulation and did
not want the Financial Secretary to have powers similar to those of a central bank.
Nor were these powers within the desire or capabilities of the new Financial Sec-
retary, J. J. Cowperthwaite (Tomkins described him as ‘near doctrinaire “laissez-
faire” ’).14 Tomkins sought to introduce minimum capital and reserve
requirements, require audited accounts and balance sheets and monthly and

11 Minutes of the London Consultative Committee, HSBC, 13 July 1961. Chairman’s Papers
Carton 4, HSBC Group Archives (hereafter HSBC).

12 Letter from Tomkins (in Hong Kong) to Heasman (London), 1 March 1962, BE OV14/21.
13 Memo by Hallows of a conversation with J. A. H. Saunders, 15 June 1961. Letter from P. L.

Hogg to Heasman, 24 August 1961, BE OV14/21.
14 Tomkins, Confidential Supplementary Notes, 1 April 1962, BE OV14/22.
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quarterly reports to a new Banking Commissioner. Fines enforced the new regu-
lations, and the Banking Commissioner could assume control of a bank in default
of these regulations with an ultimate sanction of withdrawing the licence or
requiring the bank to wind up its business. Tomkins’ draft banking ordinance was
published in April 1962 and was then debated by banks and the government to
produce a bill for the Legislative Council. Final legislation was delayed by dis-
agreements over the details, a lack of enthusiasm on the part of the Hong Kong
government and, finally, a volte face by the banks after they had agreed to the
first version of the Bill put before council in June 1963.

The new Banking Commissioner, Leo Cole, quickly came into conflict with the
laissez-faire Cowperthwaite over routine spot inspections. Cole believed these
powers were a necessary part of supervision, while Cowperthwaite believed they
would cause political problems because this interference would be so resented by
local Chinese bankers.15 The British agreed with Cole and recommended that a
team should be sent out randomly to banks every 1–2 months, but in the end
Cowperthwaite successfully resisted this advice by claiming that it would stir up
political unrest.16 Cole’s office was not given the staff or resources to conduct fre-
quent inspections.

Another point of controversy was the set of rules that sought to constrain banks
from the very activities that had contributed to the banking crisis of 1961: lending
to close associates and speculating in real estate and the stock market. These pru-
dential regulations were received with hostility from both Chinese and expatriate
British banks. The Chinese banks objected to the restrictions on the value of
investment in real estate and shares as this was a lucrative part of their business.17

The Hongkong Bank objected to the restrictions on unsecured loans to businesses
in which the directors of a bank had an interest. This was because directors of
the Hongkong Bank were on the boards of over 100 local companies.18 The
nature of these objections reflected the relatively narrow business sector in Hong
Kong, with its closely intertwined commercial and business networks as well as
the important role of property investment in overall portfolios. It also shows the
limits of prudential supervision and regulation that the banks were willing to
support. After considerable debate, these controversial activities were grouped
together so that investment in real estate and shares, as well as unsecured advances
to companies in which the banks’ directors had an interest, together could not

15 Cole to Tomkins, 12 June 1964, BE OV 14/2. See also Public Record Office, London (hereafter
PRO) CO1025/175.

16 See Colonial Office suggestions, Galsworthy to Cowperthwaite, 11 August 1964, PRO
CO1025/174. Also reports by Bank of England, 7 January 1965, PRO CO1025/175.

17 Letter from Q. W. Lee, Manager of Hang Seng Bank, to H. J. Tomkins, 18 June 1962, BE
OV14/22.

18 Letter to Cowperthwaite from Oliphant, 23 June 1962. File on Tomkins Report, Chairman’s
Papers Carton No. 5, HSBC. See also memo from Tomkins to Watson (Bank of England), 20
September 1962, BE OV14/22.
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exceed 55% of capital and reserves. After languishing in London for several
months, the new bill was finally submitted to the Hong Kong Legislative Council
in September 1964 and came into force in December, with a 1-year grace period
to allow banks to conform to the liquidity requirements.

Interest rates on deposits were left to self-regulation by the banks themselves
through the operation of an interest rate agreement to prevent ‘excessive’ com-
petition that might encourage risky lending behaviour to earn enough to repay
depositors. The Exchange Banks’ Association (led by the Hongkong Bank) devised
a grid of graduated rates that was regulated by the banks themselves. Cow-
perthwaite was opposed to such a collusive agreement because it interfered with
free competition. Other banks also tried to resist, but the Hongkong Bank had its
way and a scheme was finally agreed in July 1964.19 It was designed to enable
smaller banks to compete for deposits with the larger banks, but also to constrain
such competition to avoid upward drift in interest rates. A system of interest rate
rules remained in force until July 2001.

BANKING CRISIS OF 1965

The likelihood of another crisis arising due to the limited nature of the ordinance
was anticipated by both Cole and Cowperthwaite. Given the local resistance 
to supervision, however, both agreed that enforcing a rigorous ordinance would
not be possible politically until the weaker compromise ordinance proved 
inadequate.20 At every stage, Cowperthwaite made efforts not to antagonise the
local banking community. Meanwhile, the liquidity of the banking system as a
whole fell steadily from above 50% in the mid-1950s to below 30% by the end
of 1964, while the ratio of loans to deposits crept up from 55% to close to 70%.

The ink was barely dry on the 1964 Banking Ordinance when it became clear
that it was inadequate protection against a crisis. Like the 1961 crisis, the 1965
banking crisis was related to property and stock exchange bubbles and also 
to fraudulent, or at least imprudent, activity. Near the end of 1964, property
prices began to fall after a spurt of speculative building. The market was also
depressed by the banks’ sale of property assets to conform to the new Banking
Ordinance.21 This left many banks (especially Chinese banks) overexposed as the
demand for cash associated with the Chinese New Year approached.

In early January 1965, the Ming Tak Bank was investigated by Cole due to 
liquidity problems arising from repair and maintenance terms of its lease in Vic-

19 For a fuller account of the Interest Rate Agreement, see Schenk, Hong Kong, pp. 66–8.
20 Cole to Tomkins, 12 June 1964. Cowperthwaite to Tomkins, 18 June 1964. See also letter from

Cole to Tomkins, 5 October 1964, BE OV14/25.
21 Jao, Banking and Currency, pp. 253–4.
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toria City.22 In late January, US$7 million of its US dollar cheques were dishon-
oured, prompting a run by depositors. Ming Tak had HK$12 million (US$2
million) in deposits as part of HK$21 million in total liabilities. These were almost
matched by illiquid property assets. Of the total HK$20 million in assets, 93%
was real estate, including unfinished projects where the loan could not be liqui-
dated. In the end the government spent HK$8 million paying off mortgages on
property owned by Ming Tak and advanced a further HK$2 million to finish con-
struction of some of the bank’s projects.23

The run on Ming Tak was followed less than 2 weeks later by a run on the
Canton Trust and Commercial Bank (with 25 branches), which was also heavily
involved in the property market. The Hongkong Bank met with Canton Trust
over the Chinese New Year holiday and agreed to lend HK$25 million, but
believed that the general crisis was caused by ‘Government reluctance to take firm
action in the case of Liu Chong Hing or to limit the number of banks’.24 Jao and
Davies suggest that the lender of last resort role was mismanaged by the
Hongkong Bank, which undermined its impact. Soon after informing the public
that they intended to extend loans to the Canton Trust, the Hongkong Bank
revised its statement to make clear that this support would not be unlimited.25

The Canton Trust subsequently suspended business on 8 February and was taken
under the control of the Banking Commissioner. Worried depositors then queued
up to withdraw their cash from other Chinese banks, including Hang Seng,
Kwong On, Dao Heng and Wing Lung. As in 1961 the runs were halted tem-
porarily by the news that the Hongkong Bank and the Chartered Bank were
willing to act as lenders of last resort.26

On 15 April the Financial Secretary petitioned the Supreme Court to put the
Canton Trust out of business. Depositors demonstrated vocally outside the court-
house, and a group of 208 creditors tried to subpoena Cole to appear before the
hearing, presumably to explain his lack of oversight of the bank’s activities.27 This
effort failed and on 12 May a liquidation order was issued. The claims of credi-
tors amounted to about HK$120 million. Tomkins warned Cowperthwaite about
the moral hazard of bailouts, that ‘any gesture by “the authorities” tending to
suggest that they are willing to absorb the losses ought to be ruled out for fear
that other banks and their customers become entirely irresponsible’.28 Tomkins
suggested the government advance enough cash to cover a 50% payback to depos-

22 Report by Bank of England, 7 January 1965, PRO CO1025/175.
23 Far Eastern Economic Review, 14 April 1966, p. 75. See also Jao, Banking and Currency, pp. 244–5.
24 Letter from Oliphant (Hong Kong) to Stewart (London), 4 February 1965. R. G. L. Oliphant’s

Private file, Chairman’s Papers Carton No. 4, HSBC.
25 Jao, Banking and Currency, p. 248. See also Davies, ‘Hong Kong banking’, p. 246.
26 The Hongkong Bank supported the Hang Seng Bank and later Wing Lung and the Far East

Bank. Chartered Bank supported Kwong On and Dao Heng bank.
27 Far Eastern Economic Review, 14 April 1966, p. 75.
28 Tomkins to Cowperthwaite, 22 February 1965, BE OV66/10.
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itors. However, Cowperthwaite only offered HK$30 million to allow a 25%
payback. Despite the laissez-faire attitude to the financial system, the government
was again compelled to offer assistance to lessen the impact of the bank failures
on the public and to restore confidence.

The government also feared that the banking crisis would generate a negative
monetary shock, especially as the local demand for cash was seasonally high.
Emergency banking legislation restricted cash withdrawals to HK$100 per day,
and HK$50 million of new currency was imported into the colony on 9–10 Feb-
ruary.29 Sterling was declared a temporary parallel legal tender and £20 million
was made available from the Bank of England, of which £5 million arrived on
11 February to much fanfare in the press. Although the sterling was not in the
end put into circulation, these measures all contributed to the restoration of con-
fidence, and a cash crisis did not emerge. The ensuing relaxation of pressure on
the banking system, however, proved to be only a lull in the crisis.

On 9 April, several Chinese newspapers published reports suggesting that the
police were interviewing the Chairman of Hang Seng and a run began on this,
the largest local Chinese bank. By the end of the day, Hang Seng’s savings and
current account deposits were half the level they had been at the end of 1964.
Negotiations were convened hastily and the takeover of Hang Seng by the
Hongkong Bank was announced the following day. At Hang Seng, the ratio of
specified liquid assets to deposit liabilities fell from 31% at the end of 1964 (well
above the 25% set by the new ordinance) to 16.5% after the run of February
1965, and then to a low of 6% by the time Hang Seng was taken over in April.30

The near failure of the Hang Seng quickly spread renewed panic as depositors
sought to get their cash out of other banks. The panic eased gradually, however,
after the Hongkong Bank bought Hang Seng Bank and bailed out of various
other banks with the help of the Chartered Bank.

The failure of the Hang Seng was partly the result of the panic spread by the
failure of other banks in the first quarter of 1965, which made depositors vul-
nerable to rumour. However, not all of the weaknesses were ex post. Cole observed
that ‘I have never had any confidence in the Hang Seng Bank nor did I consider
that they were a beneficial influence on the banking community here’.31 About
90% of all Hang Seng’s secured advances were against landed property, leaving
them in a particularly illiquid position as property prices fell.32 The proportion of
advance to property security was 65–75% at the Hang Seng Bank compared with
50% at the Hongkong Bank. Repayment schedules were arranged but not always

29 The restrictions on withdrawals were lifted on 15 February after the arrival of sterling notes to
ease liquidity. Sinn, Growing. See also Jao, Banking and Currency, pp. 244–50 for more detail on the
1965 crisis.

30 GHO322, HSBC.
31 Cole to Tomkins, 15 April 1965, BE OV14/25.
32 Note by P. E. Hutson, 15 July 1965, GHO322, HSBC.
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adhered to. Instead, loans and overdrafts were periodically reviewed and usually
renewed automatically.33

As was the case for Liu Chong Hing Bank, the problems of the Hang Seng
also related to involvement in non-banking activity. Hang Seng Bank was part of
a network of companies engaged in a wide range of businesses. The holding
company, Hang Chong Investment Co. Ltd, owned a property investment
company, a trading company and a taxi company as well as Hang Seng Bank.34

The directors of Hang Chong Investment Co. Ltd also had interests in Macao,
the Miramar Hotel and hydrofoils.35 After the February crisis Hang Seng capi-
talised HK$15 million of its reserves to bring its paid-up capital to HK$30
million, more than twice the amount of the other three companies combined.

Hang Seng’s profits expanded extremely quickly in the early 1960s, from
HK$4.2 million in 1961 to HK$18.8 million in 1964, reflected in dividend pay-
ments of HK$750,000 each year from 1961 to 1963, leaping to HK$1.3 million
in 1964.36 The judgement of the Hongkong Bank auditor was that Hang Seng
Bank had sought profit above prudence: ‘while profit is a necessary incentive to
any business, the method and extent of its procurement must be subordinated to
overall banking as opposed to secular, selfish interests.’37 The situation at Hang
Seng was gradually turned around and it is a strong and reputable bank in Hong
Kong today.

Yau Yue Commercial Bank was also supported by the Hongkong Bank during
the 1965 crisis and gives a contrasting example of a small bank that was engaged
in thoroughly imprudent practices. Loans to directors and their relatives
amounted to two thirds of the bank’s paid up capital and reserves in February
1966, and 75% of total loans were unsecured. Auditors appointed by Cole con-
cluded in May 1966 that the bank was ‘carrying on its business in a manner detri-
mental to the interests of its depositors and creditors’.38 Provision for bad and
doubtful debt at that time exceeded paid-up capital and reserves by HK$3.5
million. Conditions improved only marginally by August and finally, in Septem-
ber 1966 (almost a year after the initial enquiry), Cole deemed it insolvent and
the Hongkong Bank took over the management with 1021 creditors claiming over
HK$25 million.39 Deposits were reduced but the level of unsecured advances
proved intractable. The bank was finally wound up in March 1969 after being
nursed for almost 3 years.

These two examples present different aspects of the banking problems in Hong
Kong. Yau Yue was clearly involved in more risky behaviour than the Hang Seng,

33 Internal Audit, May 1965, GHO322/2, HSBC.
34 Hang Chong held 70% of the shares in February 1965, GHO508, HSBC.
35 GHO322, HSBC.
36 From published annual reports, GHO322/2, HSBC.
37 Hang Seng Bank Ltd Progress Report by J. N. Frost, 30 September 1965, GHO322, HSBC.
38 Report by Wong Tan and Co. to Cole, 18 May 1966, GHO262/3, HSBC.
39 GHO262/8, HSBC.
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which was more the victim of overexpansion. Both cases highlight, however, that
the lack of prudential supervision and poor corporate governance were clearly
important weaknesses in the regulatory framework. Also, enforcement of existing
regulations in the case of the Yau Yue Commercial Bank was prolonged. The
interconnected banking, commercial and industrial networks in Hong Kong con-
tributed to ‘insider-lending’ and creative bookkeeping. In terms of transparency,
simple published balance sheets could easily cover up portfolio weaknesses. The
volatility of the stock exchange and property markets made this weak institutional
practice a particularly dangerous feature for Hong Kong banking.

DEVELOPMENT OF REGULATION

The 1965 banking crisis should have provided the excuse that Cole and Cow-
perthwaite were waiting for to tighten up the banking ordinance. In the event,
however, Cole became increasingly frustrated by the unwillingness of Cowperth-
waite to move on amendments. By June 1965 this conflict had escalated to the
point where Cole asked for Bank of England support to go over the Financial
Secretary’s head directly to the Governor. In a letter to the Bank of England, he
complained that ‘it has become unmistakably clear that our present Financial Sec-
retary has neither the purpose nor the intention of making the banking legisla-
tion effective’.40 In particular, he again complained that he was not given enough
staff to inspect banks effectively.41

Amendments were finally made to the Banking Ordinance in 1967 to improve
standards. Undercapitalised, illiquid and even fraudulent banking was still a
problem. In 1967, 32 banks still had paid-up capital below HK$10 million, and
some were found to have appointed unqualified auditors to certify that their
balance sheets were accurate.42 The amendments to the ordinance raised the
minimum capital for establishing a bank from HK$5 million to HK$10 million.
However, the implementation of this restriction was quite lax. To allow existing
small banks to continue, a grace period of 4 years was allowed, after which
deposits were limited to ten times the bank’s paid-up capital and reserves if this
did not meet the HK$10 million limit. Another new requirement was that only
net balances with other banks were allowed in the category of specified liquid
assets to avoid interbank lending for window dressing purposes. Also, banks were
now formally required to maintain a provision for bad or doubtful debts to provide
for a cushion in times of asset market downturns. Finally, the supervisory powers
of the Banking Commissioner, as separate from the Financial Secretary, were
strengthened.

40 Cole to Tomkins and E. P. Haslam, 21 June 1965, BE OV66/10.
41 Report by Cole for the Governor of Hong Kong, BE OV66/10.
42 Far Eastern Economic Review, 27 April 1967, pp. 187–9.



151Banking Crises and the Evolution of the Regulatory Framework in Hong Kong

© Blackwell Publishing Asia Pty Ltd and the Economic History Society of Australia and New Zealand 2003

A more fundamental response to the 1965 crisis was the decision that Hong
Kong was ‘overbanked’ and that excessive competition threatened the stability
and integrity of the entire system. Although only two banks actually failed as a
result of the 1965 crisis, a total of seven banks ceased operating during the year.
An informal moratorium was imposed on bank licences from 1965 that was made
official in 1967. It was maintained until 1978 except for a brief hiatus in
1972–1975 when Barclays Bank entered. Even after the moratorium was lifted,
incoming foreign banks were restricted to maintaining offices in only one build-
ing (increased in September 1999 to three buildings), a restriction that lasted
through to November 2001. At the end of 1998 only 37 out of 144 foreign banks
in Hong Kong had multibranch status left over from the 1960s.43

In the early 1970s, the financial services sector experienced an unprecedented
boom with over 2000 local and overseas non-banking financial institutions
opening to meet the demand for the services of merchant banks and finance com-
panies. These so-called Deposit Taking Companies (DTC) did not come under
the Banking Ordinance nor the interest rate agreement and were left unregulated
until a new DTC Ordinance was enacted in 1976, after which their number
dropped dramatically.44 The moratorium on new bank licences was lifted in 1978
and in the next 4 years the number of licensed banks increased from 74 to 128,
the number of banking offices almost doubled from 759 to 1474, and the number
of DTCs increased from 179 to over 350. The Banking Ordinance was amended
in 1981, leading to the Three Tiered System: licensed banks offering a full range
of services, licensed DTCs and registered DTCs. The DTCs were not subject to 
the interest agreement but could not accept deposits less than HK$50,000.
Registered DTCs could only take deposits of over 3-months duration. This is
clearly a case of regulation reacting slowly to growth and innovation rather than
anticipating it.

The importance of regulation for ensuring the stability of banking systems is
the subject of considerable debate.45 While a lender of last resort can preserve
macrostability during a crisis, it is argued that regulation can actually destabilise
individual banks by limiting diversification or branching activity or introducing
moral hazard. This account has shown that there was a variety of opinions on
regulation in Hong Kong. The Banking Commissioner wanted to enhance pru-
dential supervision to ensure the enforcement of standards. The banks themselves
predictably wanted to use government regulation to restrict competition. The
draft ordinance produced by Oliphant in the Hongkong Bank put emphasis on
restricting competition and strengthening the position of existing banks by raising
barriers to entry. Both the Hongkong Bank and the Chinese banks, however, were

43 KPMG Berents, Hong Kong Banking.
44 For the main features of the ordinance see Ghose, The Banking System, pp. 80–2.
45 Benston, ‘Does bank regulation produce stability?’
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very hostile to prudential supervision. The Financial Secretary wanted to inter-
vene as little as possible in the market and resisted both the self-regulation of
banks and the operation of prudential supervision by the banking commissioner.
In the end, a compromise was reached that did not meet the requirements of
enforcing prudent portfolio management, leading to recurring crises in the years
to come.

The vulnerability of the banking system to fluctuations in the property and
stock markets remained a weakness, particularly for small, undercapitalised banks.
The restrictions on the proportion of loans to these sectors set out in the Banking
Ordinance proved inadequate to forestall further crises. The stock exchange boom
of 1972/1973 provoked a run on a few banks, but this did not create the same
level of panic as was experienced in 1965. Ten years later, however, the failure of
the Hang Lung Bank sparked off a further series of banking crises in 1982–1984,
which led to the failure of seven more banks. Jao blamed the weakness of the
banking system in the 1980s on the persistence of family ownership combined
with continued inadequate regulatory control.46 This prompted further piecemeal
regulatory responses in the 1980s that considerably enhanced the system of pru-
dential supervision, but the barriers to entry and interest rate regulation remained
in force. As Montes argues, the experience of the banking system highlights the
key elements in Hong Kong’s development as a financial centre, namely ‘the
strong lead of the private sector, with regulatory institutions playing catch-up; and
the rapid growth punctuated by systemic crises’.47

In 1997, vulnerability to collapsing asset markets again weakened the banking
system but a crisis was averted due to the sounder regulatory framework that had
developed since the 1970s. After the devaluation of the Taiwan currency, the
Hong Kong Stock Exchange fell by almost 24% from 20 to 23 October, but the
HKMA maintained the HK$ peg through very tight money (the overnight inter-
bank rate reached 280% on 23 October). The rise in medium- and long-term
interest rates burst the property bubble, causing a dramatic fall in asset values. In
September 1997, 47% of total bank lending was related to the property market
(of which 26% was to individuals and the rest to construction companies and
property developers). The HKMA asked banks to reduce their exposure to 40%
and introduced a new government-run Mortgage Corporation to take over some
of the debt.

Despite the relative resilience of the Hong Kong banking system, the HKMA
has committed itself to enhancing competition further by dismantling some of
the regulations introduced in the 1960s, including the interest rate agreement on
deposits (eliminated in July 2001) and barriers to entry for foreign banks. As in

46 Jao, ‘Recent banking crises’.
47 Montes, ‘Tokyo, Hong Kong and Singapore’, p. 160.



153Banking Crises and the Evolution of the Regulatory Framework in Hong Kong

© Blackwell Publishing Asia Pty Ltd and the Economic History Society of Australia and New Zealand 2003

the 1960s, smaller local banks complained that increased competition would be
at their expense, but this time it seems that the HKMA will override these con-
siderations.48 At the same time the HKMA has committed itself to measures to
enhance its supervision of the banking system and to formalise deposit insurance
(planned for 2003) and lender of last resort functions (completed June 1999).49

CONCLUSION

This account has shown how the banking crises in the 1960s prompted a falter-
ing effort toward greater regulation of banking and prudential supervision. This
process was faltering because of the protracted negotiations involved between
Tomkins, the Hong Kong government, the local banks and, finally, delays from
the London end in approving the legislation. Cowperthwaite, the Financial Sec-
retary, was vigorously opposed to banking regulation on grounds that it wasted
resources and interfered with the operation of the market. Also, for political pur-
poses the government did not want to be seen to be targeting the smaller banks
that were overwhelmingly owned and used by local Chinese.

The result was that the ordinance was a relatively weak document requiring
periodic revision that did not forestall the repetition of banking crises through to
the 1980s. The large number of small banks and the vulnerability of the system
to property and stock exchange speculation has been an ongoing weakness of
Hong Kong’s banking sector. In terms of the ‘capture’ approach to regulation,
this account of the 1960s confirms that the banks themselves lobbied for regula-
tion to constrain competition, which they saw as the root of instability. What they
got from the state, however, was not quite what they had hoped for and they had
to set up their own self-regulation to control competition on interest rates. The
banks resisted the prudential controls on lending and capital adequacy suggested
by the Bank of England. The implementation of the ordinance was then delayed
by acrimonious negotiations with the banks and the Financial Secretary that
resulted in a watering down of the provisions, and then the Financial Secretary’s
refusal to fund prudential supervision through inspections by the Banking Com-
missioner. Given volatile asset prices, weak ownership structures and tight busi-
ness networks, the ordinance was inadequate protection from crisis. Instead,
informal lender of last resort arrangements and injections of liquidity by the gov-
ernment offset the monetary impact of ensuing crises and restored depositor 
confidence.

48 HKMA, Hong Kong Banking.
49 KPMG Barents, Hong Kong Banking.
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