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OFFSHORE BANKING -CENTRES: BENEFITS AND COSTS

Jan McCarthy

An analysis of offshore banking
centres finds the major benefit at-
tached to hosting offshore banks to
be their local operating expendi-
tutes, to the extent that these con-
tribute to domestic welfare, Esti-
mated operating expenditures are
as high as 8 per cent of the host
country's gross national product
(GNP) in some centers. This bene-
fit appears to be only loosely rela-
ted to the volume of business rout-
ed through a center but closely
related to the number .of banks
and the types of opérations carried
out. Countries with smaller econo-
mies gain proportionately more
from offshore banking than those
with larger ones. However, in ad-
dition to the benefits from local
expenditure, there may- also be sub-
stantial direct and indirect costs
assoclated with the regulation and
The
major potential.indirect cost is the
possible adverse impaet of off-
shore banks' activities onshore.
However, as long as offshore banks
operate entirely offshore, it 15 im-
possible. for flows of funds through
them to influence the domestic
monetary system; and if onshore
activitles are permitted. they will
only cause problems if the autho-
rities are unable to control them.

THE OFFSHORE CENTER

This article defines offshore
banking centers places—whether
cauntries, areas, or citles—which
have made a deliberate attempt
fo attract international banking
business (nonresident, foreign-
currency denominated assets, and
liabilities) by reducing or .elimina-
ting restrictions upon operations
as well as lowering taxes and/or
other levies. Approximately 21
centers qualify under this defini-
tion (see Table 1 for more de-
tailed information).

Offshore . centers may be .clas-
sifled as either “paper” or “func-
tional.,” A paper center acts as a
location of record, but little or no
actual banking is carried out there,
whereas a functional center is one
where deposit taking or final lend-
ing Is actually carrled out. Func-
tional centers serve as important
links between Eurocurrency mar-
kets, helping to channel funds
from major internatfonal financial
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In 1965, the total Eurocurrency market was estimated at $9 billion
(net), and the offshore centres accounted for a negligible share of
this total. By 1978, the Eurocurrency market had grown to $375 bil-
lion (net), and the group of financial centres included under the rub-
ric of offshore centres accounted for $45 billion of this. Over the Iast
two decades, there has been a striking growth in international finan-
cial markets in general and the Eurocurrency market in particular.
This growth has been facilitated by, and to some extent has precipi-
tated, & market increase in the number of offshore banking centres.

The striking increase in the importance of offshore centres largely
reflects the advantages they offer vis-a-vis more traditional centres,
although in many ways the offshore centre should be seen as
adjuncts to these traditional cehtres rather than as solely competitors.
Indeed the distinction between major international financial centers,
such as London and New ‘York, and offshore centers, such as Bahrain,
Luxembourg and Singapore, i8 to some extent an arbitrary one. For
example, London offers many of the same advantages for Eurocurrency
business, in terms of freedom from reserve requirements and interest
withholding taxes, that Singapore does; while New York authorities
have been exploring the possibility of establishing a “banking free zone”
in which banks dealing with nonresidents would be exempt from mini.
mum reserve requirements, interest rate controls, and interest with-
holding taxes. :

This article from the IMF/World Bank quarterly Finance and Deve-
olpment, analyzses the benefits and costs of hosting off-
shore banks in general' terms, drawing, where appropriate, upon the
experience of several offshore centers. It does not however, attempt
to deal with the implications of offshore banking activities for other
countries or for Eurocurrency markets, nor does it deal with the
benefits and costs of operating tax havens. (See “Tax Havens Ex-
plained” by Milka Casanegra de Jantscher, Economic Review, January,
1978).

centers (such as London and New
York) to final borrowers: in con-
trast, paper centers are basically
used by international banks to

minimize overall taxes and other
levies.
Despite the apparent hetero-

genelty of the centers, they do have

some characteristics In common.’

First, in virtually all of the cen-
ters, local capital . requirements—
which must be held in the form
of onshore assets, whether govern-
ment paper or bank premises—are
low or nonexistent. for offshore
banks. ‘Second, license fees are gen-
erally low. Third, entry is relative-
ly easy, especially for large inter-
national banks, in contrast to the
situation in neighboring countries,
which may strictly limit or prohibit
the entry of foreign banks. Fourth,

.and most important, taxes and le-

vies on offshore business are vir-
tually nonexistent in these centers,
in - marked contrast to the situa-
tion in alternative locations. None
of the centers imposes minimum
reserve requirements on. offshore

Uabilitles or with-holding taxes on
internal income. Only four impose
profit taxes, and these are: very
limited. Moreover, some, but not
all, offer the advantage of proxi-
mity to important loan outlets or
deposit sources; Bahrain, for ex-
ample, Is an offshore base for pet-
rodollar transactions.

DEMAND

The demand for offshore cen-
ters by banks in general increases
with the severity of taxes, Ilevies,
and restrictions imposed by autho-
ritles in onshore centers. For ex-
ample, 1f New York—now an on-
shore center—were to exempt
banks’ operations with nonresi-
dents from minimum reserve re-
quirements and other charges, then
banks would be less attracted to
paper operations in offshore cen-
ters such as the .Bahamas. (0] 4
course, in a sense, this would me-
rely mean that New York had be-
come a new offshore center rather
than any diminution in overall off-
shore business. .o
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'TABLE 1

FIFTEEN OFFSHORE BANKING CEN'I‘.ERS: SOME ‘BAASIC DATA"

Emirates
: to reputable interna-
tional banks.

Sharjah).

B | g ¥
. =g u -
5 iz T & v § B
- -1 - -~ s s
% © g Q E £ o g 'g
g ek E i 31 385,
o 4 S5 &% 38 281 zle
-‘Anguilla Until now, unregu- None None EC$1,350 100
’ lated.
‘Bahamas Relatively easy, even " None None US$300-45,000 263 70
- . for new banks. '
Bahrain " Generally limited to None None US$25,00 317 21
' ' branches of major .
international banks.
Cayman Is- Relatively easy, even None None ©$5,000-15,000 260 . 122
© lands ' for new banks,
Hong Kong Foreign banks are None 10% withholding 43 11
: now being licensed - None on interest paid. 2004
. after a 13-year mo- : (proposed
ratorium. For the 17% offshore
most part, only one profit tax).
branch of large in-
ternational banks will  \ !
: be allowed.
Jersey Only large, reputable None £300 per annum 33 2
: . international - banks for corporate tax .
) .o have been admitted : companies
Lebanon Foreign banks must LI 15 million None 78
. , °~ deposit LL 7.5 mil-
e lion with the Trea~
sury. Other new banks
must have 50% ‘le-:
banese ownership and
deposit LL 4.5 mil-
Hon. : , :
Luxembourg Only large, reputable Lux P 250 million 40% corporate tax 92 48
. international banks. . 40% municipal
_ have been admitted. business tax.
. ) 30% liquidity ratio.
Netherlands Extremely easy. None 3-6% profit tax. 42 ‘
Antiiles. ’ . No 'liquidity re- .
o . . . quirements.
New Hebrides - pxtremely easy. . None None $A 1,00 13°
Panama Relatively easy for US$250,00 None None g k)
. branches or subsi-
diaries of interna- i
tional banks. L
Philippines Limited entry until .US$1 million? 5% profit tax (on US$20,000 17 1
profitability of exist- .  offshore to offshore !
ing ‘' operations  has transactions)
been assured. Major 10% profit tax (o
. international banks shore to on-
shelle favored. shore).
Seychelles . Limited to branches None Nones
of subsidiaries of ma- US$20,0008 18 -
Jor international
sing' ' Delait milli
' apore Relatively easy. 8$3 on- 10% profit tax :
. Major international (on offshore opers- 8$50,000 68 17
banks favoured tions).
United Arab Restricted licenses are None (at least in
limited, in theory, . - the Emirate -of None 559

Sources; Materlal from

Banker, Banker Research Unit, Euromoney, Far Eas
insignifi

Note: Bix centers are not listed because data are either
Guernsey, the Isle of Man, Nicaraguz. and 8t. Vincent.

. Indicate that data either insignificant or unobtainable,

tern Economic Review, Sunda

Times.

cant or unobtainable, Thege are Barbados, Costa Rica.



* If major countries coordinated
their taxation, bank’ supetvision,
and application of reserve require-
aments, then tax avoldance via rout-
‘ing transactions through offshore
banking centers would be more
difficult and less rewarding, but
even if this were to happen, func-
‘tional. offshore centers would still
offer some advantages.

'i‘he volume of business routed
through offshore centers has in-
creased with the growth of Euro-

currency transactions of the par-
institutions, at least so

ticipating
long ‘as the offshore centers have
. Drovided fiscal advantages to off-
shore banks and enacted fewer re-
gulations than elsewhere.

The demand for individual
paper centers is quite sensitive to
minor changes.in local charges
and regulations. Paper centers are
obviously extremely close  substl-
tutes for one another in today's
world of modern telecommunica-
tions. As long as & bank has little
physical -presence in a center, it is
fairly easy to relocate operations if
one center tries to. impose. slightly
higher charges than' the others.
This is particularly the case where
international banks have bank-
ing operations ‘in .several paper
centers.

" The demand for functional
centers is less sensitive to local
taxes and levies. Functional centers
generate profits in their own right
rather than solely via -the avol-
dance of taxes and levies . else-
where. Moreover, they are not close
substitutes for one another, and
banks, because of their- physical
presence in the centers, will incur
more substantial costs’ if opera-
tions are closed. The functional
centers, therefore, have been able
to impose profit taxes on offshore
banks.

. Lastly, once a center, particu-
larly a functional one, atttacts a
sufficient number of banks, its at-
tractiveness to other banks .in-
creases automatically. There is thus
what might be seen as a takeoff
point. .Once a sufficlent number of
banks' are attracted, substantial
external econcmies may result—
for example, it may become eco-
nomic to provide newcomers with
the services of accountants, lawyers,
and moneybrokers, and communi-
cation with other trading or cor-
respondent banks may become
pasiet -

Economc Rmm:w, 8m /0ct. 1980

. In recent years, there _ has
been a proliferation of  ministates,
and many of them have develop-
ed an interest. in hosting off-
shore .banks, whether paper or
functional. However, most of them
are better fitted to act as paper
centers, since they often lack
both a favorable location and the
requisite- financlal and communica-
tion facilitles. Given the prolifera-
tion of paper centers and the

broadbased coverage provided by

existing functional centers, it s
unlikely that the recent increase In
their supply will be matched by an

. equivalent inerease in demand for

them. The prospects for ‘new. cen-
ters are therefore limited.

OPERATING EXPENDITURES

. The number of countries will-
ing to act as offshore centers 1is
clearly related to their perceptions
ot the costs and benefits involved.
Ideally, a country’'s decision to
specialize in . offshore business—
to introduce, the requisite amend-
ments to legislation, to invest in
telecommunications and .infras-
tructure, and to accept the. poten-
tial indirect costs—would depend
upon an explicit assessment of the
expected future net welfare gain,
discounted over time. In practice,
however, there are many uncertain-
ties and inherent dimculties in

quantifying many of these costs
and benéfits. All that a country's
authoritles can do is to list the
potentlal costs and benefits and
make an ad hoc assessment as the
opportunities occur to host these
banks. ’

Offshore banks pay salaries and
Incur local expenditures which
contribute tn the welfare of the
host economy. Available evidence
suggests that this iIs normally the
major c¢ontribution of offshore
banking to the host country. Care
must be taken, though, to distin-
guish' between the gross and net
benefits. If salaries are pald to ex-
patriates who import most of their
consumption needs, there is little or'
no benefit to the domestic economy
other than profits for importers
and import taxes paid to.the gov-
emment. On the other hand, it
salaries are "pald to local em-
ployees and they spend a relatively
insignificant proportion of them on
imports, the net welfare gain will
bé far greater.

Various estimates of the direct
beniefits attributable to offshore
banks in the Bahamas, Bahrain,
Panama, and Singapore are sum-
marized in Table 2. These are re-
latively more important, as might

Table 2, Flve host countries: gross direct benefits ascribable to offshore banking
(In thousands of U.S. dollars)
Salaries Other Total  Licence and Profit .

' Expendutre Expendutre  Other Fees Taxes
Bahamas!

1973 17,093 13,025 30,118 1,545 na.
1974 17,195. 12,935 30,130 1,515 na.
1975 18,330 14,556 32,886 1,508 - na.
Baharain2

1977 20,800-40,000 800 na.
1978 37,650-50,000 875 na.
Cayman Islandsl .

976 4,898 4.040 8.938 957 na.
1977 5,340 4,879 10,219 1,501 na.
Panamal
1974 2,268-15,919 1,711-12,009 2,977-27,928 —_ na.
1975 2,405-21,506 1,814-16,224 4,103-37,703 —_ na
1976 3,564 2,689 6,253 —_ na
Singapore .

1974 12,0004-127,9005 1,200 2,700-4,1006
1975 15,7004-131,000 1,200 3,300-5,0006
1976 21 3004—15I 1005 1,300 4,600-6,8006

n.a. m'dlcates that data are not apo'llcable

Indicate that data are either insignificant or unobtamnblc.

Based on published cstimates.

S W N

Information provided by the monetary nuthomles

Estimated on the basis of employment figures provndcd by the athoritics. .
Estimated using the assumption that operating expanditures equalled 0.05 per cent

" offshore assets (Bank of America’s estimated cost of Eurocurrency business according
to N. Colchester, “Counting the Cost of Lending.” Financial Tlmes July 15, 1978).

5 Estimated by prorating the share of Asian Currency Units (ACUs) in the financial
sector’s share of GNP according to ACU’s share of external assets.

6 Estimated on the basis: of commercial bank’s.company reports.’
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be expected, for the smaller econo-
. mies. Although  the absolute
amounts involved are unimpressive
by the standards of international
banking, they are not insignificant
from the point of view of the coun-
tries involved.

For the Bahamas, offshore
banks’ expenditures amounted to
8.2 per.cent of GNP and were sec-
ond only to tourism in economic
importance. For the Cayman Is-
lands, these expenditures amounted
to $10 million, whereas tourism, the
major economic activity, contribut-
ed $22 million to the economy. The
benefits do not appear to have
been closely related to the level ot
offshore assets held by the banks.
For example, the Bahamas shared
in the rapid growth of Eurocurren-
¢y markets between 1973 and 1975
(the Bahamas and the Cayman Is-
lands together accounted for $26
billion in ‘Burocurrency assets 1in
1973 and $50 billion in 1975); yet,
despite a ‘90 per cent increase In
business routed through the two
centers, the offshore banks’ local
expenditures increased only 9 per
cent. .Similarly, the assets *of the
offshore banks in Bahrain doubled
between 1977 and 1978, while their
estimated  expenditures increased
only 20-25 per cent.

TAXES AND LEVIES

By imposing charges upon the
banks—through license fees, profit
taxes, or liquidity and capital re-
quirements (to be satisfied by
holding onshore assets)—the local
"authorities may, in theory, appro-
priate some of the benefits which
the international banks derive
from locating their operations in
the. offshore centers. Their ability
to do s0 will depend upon the
magnitude of these benefits to
the banks concerned and the pres-
sure of competition from other off-
shore centers. Paper centers have
generally found it difficult to levy
any charges other than license
fees, but four functional centers
—Luxembourg, the Netherlands An-
tilles, the Philippines; and Singa-
. pore—have been able to levy
. profit taxes on offshore banks.
(A fifth center—Hong Kong—has
announced an intention to do so).

For three of the four centers, the.

- amounts ralsed have not been im-
pressive, with the exception of
~ Luxembourg, where the Compagnie
Luxembourgeoise de la Dresdner
Bank is the largest single taxpayer
and offshore banks. contribute a
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. only “brass-plate”

major share of corporate taxes.
For Singapore, the yleld from Its
10 per cent profit tax is probably
between $5 and $7 million an-
nually, while the Philippines has so
far galned nothing, since its off-
shore banking - - units have been
making negligible profits.

License and other fees, such
as work permit and registration
fees, have similarly ylelded rela-
tively low returns. None of the
centers appear to have derived
much more than $1.5 million per
annum, and many have derived
less. Other charges and levies are
unimportant for the most part.

Even if the direct benefits of
orfshore banking are not as sub-
stantial as has generally been
thought, there may still be signi-
ficant indirect benefits. The cen-
ters may gain improved access to
international capital markets; the
domestic financial system may be~
come more efficient, both through
{ncreased competition and through
exposure to the practices of the
offshore banks; and a cadre of

local staff may be trained which .

will contribute to a faster growth
of the domestic economy.

rfowever, these beneftits

may
not necessarlly materialize.

Since
operations are
being carried on in the paper cen~-
ters, the larger functional centers
will probably be better able to pro-
fit from improved interaction with
International markets or from the
competition to domestic banks from
offshore operations. (Brassplate op-
erations refer to those where the
only sign of a bank's presence is
a brassplate outside an office; such
offices may administer the affairs
of several banks.). However, coun-
tries which are able to act as
functional centers generally have
both excellent access to interna-

tional markets and fairly well-de-

veloped domestic financial systems
to start with.

As for the benefits from train-
ing a cadre of local staff, first,
the expertise galned in offshore
banking may not be relevant to
the local financial system. Sec-
ond, once bankers are trained, they
may opt to stay with the offshore
banks, in which case they may
even be an internal “brain drain”.

COSTS

Many countries view
shore banking as offering a ra-

off-

pid and cheap means of garner-
ing revenue for the economy and
the government. There are, how-
ever, a number of costs which"
must be borne. These will depend
upon both the character of the
business which the center attracts
and the characteristics of the local
economy.

A brass-plate center may
not incur any real costs, but.the
benefits will be correspondingly
low. A center which aspires to be-
come an important functional cen-
ter may need to incur direct costs,
such as expenditures on telecom-
munications, education, supervi-
sion, and regulation, while success
may also entail several, indirect -
costs, the most important of
which are the diminution of auto-
nomy of domestic monetary policy
and, perhaps, increased ftax eva-
sion by Dbusinesses and indivi-
duals.

If a center is to attract off-
shore banks, the most- important
precondition is good communica-
tions; for remote areas, the cost
of upgrading telecommunications
may be high. Expenditures on edu-
cation and training of local per-

. sonnel may also be necessary in

order to derive any concrete bene-
fit from the presence of offshore
banks. Last, the supervision and
regulation of offshore banks could
entail substantial costs. If the
domestic financial system is rela-
tively large and developed, a com-
prehensive regulatory and supervi-
sory operation will be required any-
way, and the extension of these
activities to offshore banks will
entail little in the way.of extra
cost. But for a small and unsop-
histicated local system, the .extra
cost may be quite large.

The major Indirect cost at.
tached to hosting:offshore banks -
is a diminution in autonomy where
domestic monetary policy is con-
cerned, together with an increased
potential for tax evasion and, pos-
sibly, deleterious competitive ef-
fects upon local banks. However,
diminution of autonomy may not
occur, since there may be little
t_o lose.

If offshore banking is rigo-
rously limited to accepting foreign
currency funds from, and lending
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them to, nonresidents, then ex
definitio there should be no im-
pact upon onshore financial flows.
However, in most of the offshore
centers, there has been some
blurring of the lines bet-
ween offshore and onshore ac-
tivity; in particular, several cen-
ters have encouraged lending by
offshore banks to specific pro-
jects—generally, although not al-
ways, to those involving the host
country’s government. In addition,
it may not always be possible to
regulate effectively the activities
of the offshore Institutions. If con-
fidentiality of operations is gua-
ranteed, it may be difficult. even
for the regulators, to identify re-
sident and nonresident transac-
tions clearly, particularly in the
absence of exchange controls.

Offshore business can also
create fiscal  problems. Hong
Kong. for instance, has reportedly
been reluctant to encourage this
business because of the increased

potential for Hong Kong  resi-
dents to deposit funds with off-
shore institiitions and then take

dummy loans of the same amount,
The interest from the loan would
then be deductible for tax pur-
poses, while the interest paid on
the deposits would not be taxed.

Another possible cost of off-
shore banking could be the im-
pact of increased competition on
the domestic financial system. It
is difficult for a broad-based fin-
ancial system to develop in head-
to-head, competition with inter-
national banks. In particular, if
the local monetary authority lacks
the willingness or ability to act
as a lender of last resort to the
domestic banking system, the com-
petitive advantage of the foreign
banks, which are able to draw
upon their head offices to aug-
ment their liquidity, may be so
strong as to inhibit further deve-
lopment of indigenous banks. This
problem could be avoided by for-
bidding offshore banks to operate
domestically; but, if there are no
onshore operations, Indirect bene-
fits may not accrue to the host
country.

Offshore banks may also In-
crease demand for office space,
housing, and professional services:
this may cause problems for local
residents as the supply of such
resources may not be flexible in
the short run.

While the benefit-cost equa-
tion appzars favorable for exist-
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ing centers, it seems possible, jin-
deed probable, that there is little
unsatisfied demand for new off-

shore centers. There are even some
signs at present of an excess sup-
ply. If one looks at the existing
geographical coverage provided by
offshore centers, virtually every
area of the world has a selection

of offshore centers readily acces-
sible. In addition, improved tele-
communications render it easler

than before to route paper busi-

ness through a limited number of
centers rather than setting up op-
erations in several widely dis-
cersed centers. In general. there-
frre, rew poper centers are nos
likely to succeed. In addition, even
axisting centers might become less
important and less profitable If
moves to Impose controls on the
Eurocurrency markets are success-

ful, and/or if New York establi-
shes an International Banking
zonz,

Handloom textiles............

duction and 20 centres will be es-
tablish .d in due course. The De-
partment, of Textiles expects {0
previde employment to 75 technl-
clans at a centre. The bulldings
requirement for this purpose is 3
te met by obtaining and gettin:
repaired unused buildings owned by
other government departments A
provision of Rs. 43 lakhs was made
in the decentralised budget in 1979
to establish 40 machine c¢entras. Ac-
cording to the textile department

surveys a machine working in its
full capacity could produce 1200
yards per year. Accordingly, it Is

expected to produce 4.156.800 yards
by using 3,464 machines. in 1980
at these National Textile Cen-
tres. In addition to this. it is
also expected to produce 6,466,560
yards of textile by the centres in-
tended to be established in 1980.

This scheme is planned in such
a way, as to ensure that a weaver
depending on the handloom textile
industry receives a minimum mon-
thly income of Rs. 250/- A weaver
above average could earn about
Rs. 300/-. These weavers would also
get the training required. to join
a factory in the private or a gov-
ernment sector free of charge.

Since competition could be
anticipated in the open market it
{s essential to stabilise this indus-
try. It is also essential to improve
the quality and the designs of
these textiles and to make them
vopular in the market. A new pro-
gramme has been launched to im-
prove the finish of these textiles
and to distribute different designs.
throughout the country. Hitherto
there was only one such centre in
the Island and the 2nd centre has
been opened in the Kandy district
in 1980. The Textile Department is
working out rlans to establish on:
such centre for every district.

An additional division is func-
j tioning to ensure that the objec-

tives of these service centres and
National Textile centres are
achieved and that the products are
marketed. The ready made gar-
ments division should be improved
and wilh state assistance orders
from abroad have to be obtained.
Action is beiug taken to market
these textlles at the regional tex-
tlle shops and also at the produ-
cing centre itsell. Textile Exhibi-
tions at district level would render
a fruitful service. The mobile mar-
ket systern launched recently too
could be a useful venture.

With a view t2 overcoming vha
marketing problems of the hand-
loom weavers, which had besn a
major problem faced by the hand-
1com industry, a marketing com-
Fany under the name of “LANKA
FABRICS LTD”, has been establish-
ed as a privatz company. All in-
stitutions coming under the Min's-
try of Textile Industries along with
thc Derartment of Small Indus-
tries, have been made sharehold-
ers of this company and are rep-
resented on the Board of Dirsctors.
Private sector expertise is  being
brought into the management of
this company and the Chairman of
the comgany is from the private
sector. Action is also being taken
to establish another private limited
liability company which will adapt
czlected handloum centres spzacifi-
ecolly t9 produce ltems for exoort.
This company will receive assis-
tance from the IDA and the World
Bank.

In any case, the Textlles Depart-
ment has to make efTorts to see
that local textiles are produced to
attract the customer and attractive
rlesigns are also used since it has
to match the {imported textiles.
The success of this industry would
depend on the extent the hand-
loom textiles attract the  custo-
mar.
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