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Ni k Norzrul Than

AT the official opening of the RM360-mi|lion Financial Park in Labuan | ast
year, Datuk Seri Dr Mahathir Mhamad said that for Labuan to becone a
successful International Financial Centre, it nust strive for an

envi ronnment that encourages greater |inkages and val ue-added activities in
treasury operations, foreign exchange deal ings and capital narket
instrunents, as well as Islam c financial products.

The Prime Mnister also called on |ocal and foreign financial
institutions to introduce Islamc financial services in Labuan, describing
the activities as an inportant niche for the island.

In presenting the 1997 Budget, Finance Mnister and Deputy Prine
M ni ster Datuk Seri Anwar | brahi mannounced that financial activities
based on Syariah principles, including interest-free banking, takaful,
fund managenent, | oan nmarket and private debt securities would be
encouraged and towards this end, the O fshore Banking Act woul d be anmended
to all ow nerchant banks and | sl ami c banks to operate in Labuan.

The confluence of these initiatives and pronouncenents seens to indicate
an exciting phase in the devel opnment of Labuan as a premer | OFC

O fshore financial centres proliferated after the 1973 oil price shock
when added i npetus was given to the growth of the Eurodollar market
because of the need to recycle the surpluses of the Organisation of
Pet r ol eum Exporting Countri es.

In the 1980s, the enphasis had becone one of globalisation; involving
truly international banking and capital markets, which began to nmerge, and
24-hour trading revol ving around international financial centres.

In this phase geographic positioning, particularly in ternms of tine
zones, has becone crucial. It has become possible, for exanple, that 24-
hour trading coul d revol ve around a European centre, a North American
centre and an Asia-Pacific centre.

An offshore centre has been defined as a place whi ch has nade a
deliberate attenpt to attract international banking business by reducing
or elimnating restriction upon operations as well as | owering taxes
and/ or ot her | evies.

I nternati onal banking business here refers to non-residents, foreign
currency denom nated, assets and liabilities. O fshore centres may be
classified as "paper"” or "functional"

Paper centres, such as the Bahamas, act as |ocations of records with
little or no banking activities being carried out. Functional centres,
such as Labuan, are those in which deposit taking or final lending is
actually carried out.

The maj or functional centres have been caught up in the process of
securitisation which has led to a confl uence of banking and capital
markets in the 1980s.

Thus, although traditionally called of fshore banking centres, they are
now nore accurately called offshore financial centres.

The functional centres serve as an inportant |inks between the
Eurocurrency and Eurodol | ars narkets and ot her nmarkets such as the Asian
dol l ar and yen markets, and help to channel funds fromngjor financial
centres to final borrowers.

Paper centres are mainly used by international banks to mninise taxes
and other |evels and are sonetinmes called tax havens. Regardl ess of their
type, nost offshore centres do not require full conpliance with |oca



capital requirenments, which insist on mininmmcapital bases which nust be
held in the formof onshore assets.

They al so generally charge |low |licence fees, allow easy access,
especially for large international banks, and provide for favourable
fiscal treatnment, such as exenption fromwi thhol di ng and turnover taxes
and reduced corporate and ot her business taxes. Reserve requirenents are
rarely inmposed.

Many of these centres have advant ageous geographi cal positions by virtue
of their proximty to inportant | oan outlets and deposit sources.

Hong Kong, for exanple, is well situated in relation to the Sout heast
Asi an countries and China, Bahrain is an offshore base for petro-dollar
transactions with the Gulf States.

Their fortunes are, to sone extent, tied to those of the regions they
serve. Bahrain, for exanple, has not enjoyed such a rapid business growth
in the 1980s as oil prices have fallen and sone of the Gulf States have
gone fromsurplus to deficit.

Labuan coul d have chosen the path of other offshore centres which are
very rel axed in their supervision and have |iberal operating environnents,
which may well attract many players in a short period of tine.

But the authorities in Labuan have indicated that nore enphasis woul d be
pl aced on attracting | ong-termplayers as they want Labuan to be
recogni sed as being a stable and cl ean | OFC.

To neet the objective of keepi ng Labuan "clean", the authorities inposed
tough eligibility and entry requirenents on applications for an offshore
banki ng |icence.

Allowing only the largest and npbst reputable international banks into
t he Labuan of f shore banking i ndustry woul d ensure availability of capital
and requisite expertise, as well as a high standard of professionalismand
ethics in the conduct of offshore banking business.

The authorities will only consider an application froma bank which is
anong the largest banks in the world, or is anobng the | argest banks in an
Asi an or Asean country and which has to satisfy other stringent
requirements.

Today, Labuan has 52 licensed offshore banks in operation, of which 45
are foreign owed and are anong the top 100 banks in the world in size,
financi al standi ng and reputati on.

Whi |l e the Governnment have continuously stressed the inmportance of
supervision, it has also searched for ways to nake it easier for business
to operate on the island.

The establishnment of the Labuan O fshore Financial Services Authority
| ast year as a one-stop regulatory authority was one such neasure. Lofsa's
main role is to devel op Labuan's financial infrastructure.

To further ensure Labuan's devel opnent into an | OFC of international
repute, the Mal aysi an Government has identified the shortcomngs in
Labuan. A series of devel opnent projects have been identifi ed.

These projects, which will cater for both the short and | ong-term needs
of investors in Labuan, are already being i npl enented i n sone cases, and
others are in the final stages of planning prior to comencenent of work.

As the devel opment of Labuan needs concerted and co-ordi nated efforts by
public agencies as well as private individuals to ensure its
ef fectiveness, the Labuan Devel opnent Authority was fornmed in 1992 under
the chai rmanshi p of the Econom c Adviser to the Government, Tun Daim
Zanuddi n, to ensure the synchronisation of the island s overal
i nfrastructural planning.

Being strategically located in the centre of the Asia-Pacific R mand
wi th cl ose geographical proxinmty to many Asian capitals, Labuan is in a
good position to attract surplus funds in the Asia-Pacific region.



Whi | e Europe and Anerica have devel oped a nunber of 1OFCs to serve their
needs, Asia has not.

The Asian market is a new phenonena and the offshore industry here is in
its infancy, apart from Hong Kong and Si ngapore.

So it makes good economic sense for Labuan to serve this region. There
is no doubt that the Asia-Pacific region offers i mense opportunities for
both | endi ng and f ee-based busi ness.

An indiction of the potential |ending opportunities in the Asia-Pacific
may be seen in the size of the offshore banking busi ness conducted i n Hong
Kong and Si ngapore.

When Labuan was established in 1990, international financial statistics
publ i shed by the International Monetary Fund indicated that in the case of
Si ngapore's Asian Currency Unit, its asset base from nodest beginnings in
1968 has risen, fromUs$888 mllion (RV2,202 mllion) in 1971 to US$280
billion in 1989, an increase of nore than 300 tinmes over an 18-year
peri od.

Over the sane period, the assets of the Hong Kong of fshore market
increased fromUS$1.8 billion to US$356 billion, an increase of about 200
times. In 1989 alone, the rate of growmh of the ACU asset base over the
previous years was 22 per cent, conmpared with 15 per cent increase in the
asset base of the Hong Kong of fshore market during the sane period.

At the sane tine on the hone front, the | ending opportunities from
Mal aysi a al one were quite substnatial. Total offshore borrow ngs by
Mal aysi ans in 1990 anobunted to RVb.6 billion, conpared with offshore
borrowi ng of RM3.7 billion during 1989.

These borrowi ngs were taken by non-resident controlled conpani es,
resident controll ed conpani es, non-financial public enterprises and
i ndividuals to finance various investnents, including the purchase of
i movabl e property.

Today, this trend is expected to continue and the Central Bank is
encouraging all residents w shing to obtain of fshore borrowi ngs to derive
their requirenments from Labuan

The offshore financial world is highly conpetitive with nmany centres
trying to carve out their own particular niche in the world market. In the
Asi a- Pacific region, Singapore and Hong Kong are rel atively well
established and, therefore, it is necessary for Labuan to do its utnobst to
conpete.

But Labuan has a nunber of prine advantages, nanely it is a zero tax
haven conmpared with the low rates offered by Singapore and Hong Kong and
the prevailing viewis that the tax incentives offered in Labuan are far
nmore attractive than those at the other two financial centres.

Labuan is also in the sane tine zone or within an hour or two of the
majority of the countries in the region. This is of particular inportance
in many financial transactions where tine is of the essence and where
often verbal conmunications is required in addition to conmunications by
tel ex or fax.

It is also anticipated that Labuan will be the heir to Hong Kong when
the latter enters a new era, that as part of China by July 1, and the
political uncertainty prevailing thereto would help to induce investors to
choose Labuan.

Conpetitive rates offered for both | oans and deposits has al so hel ped to
drive business from Si ngapore to Labuan, Surprisingly, having recently
di scovered t he exi stence of Labuan as a "safe haven", investors from
Tai wan have increasingly parked their funds on the island.

This interest was said to be initially driven by fears of conflict after
China's mlitary exercises in the Taiwan Strait during Tai peh's
presidential elections in March | ast year.



Mal aysi a has been generally regarded as a world |l eader in Islamc
banking - it has cone a |long way since Bank |slambegan its operations in
1983. A conbi nation of guidance fromthe central bank and the Governnent
has paved the way for the incorporation of interest-free banking schenes
by 48 financial institutions in the country.

Today, 47 financial institutions offer Islam c banking al ongsi de
conventional banking schemes, while Bank Islamis solely engaged in
I sl ami ¢ banki ng. Mal aysia al so offers an Islanmic interbank market, two
takaful (Islamc insurance conpanies), several Islamc will trusts,

I slam ¢ corporate bonds and an |Islam c banking institute.

So it is alogical step to extend Islanm c banking to Labuan. The Dubai -
based | sl am ¢ Econom cs Journal estimates that the funds of Islamc
financial institutions around the world stand at US$152 billion and somne
of these funds are parked in interest-free accounts around the world.

Labuan's financial community believes that the relative shortage of
gl obal investnents based on Islam c principles coupled with Mal aysia's
known successes at financing projects on Islanic basis and | aunchi ng of
capital market products like Islamc bonds would attract Islamc investors
to the | OFC

The strong progress Ml aysia has nade in devel opi ng a feasible,
commercially viable systemof Islamc banking could put it on the brink of
tapping into a nassive poll of global Islamc funds.

In an interview wi th Business Tines in August |ast year, the Director-
General of Lofsa, Dr Awang Adek Hussain, said that inits effort to
devel op Labuan as an Islamic offshore financial centre, Lofsa was now
working with Islanic scholars to identify potential offshore activities
and products and an international conference on Islamc instrunents in
Labuan was al so bei ng pl anned.

Initiatives such as these will escalate the financial engineering
abilities of Islamic financial institutions whilst gaining an in-depth
under st andi ng of the working nechanics of Islamic instrunents. It would
seemthat Labuan is slowy netanorphosing itself into a |leading Islamc
| OFC.

* The witer is assistant professor, Kulliyah of Laws, |nternational
Islamic University. She is now a visiting Ful bri ght Scholar at the Islanic
Legal Studi es Programme, Harvard Law School .
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