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1
Introduction

Figure 1.1 below suggests that something rather dramatic happened to Hong
Kong's exchange rate system in 1983. In fact, that was the year in which
Hong Kong re-introduced, after a gap of some eleven years, a currency board
arrangement.
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9.-----------------------------------------------------------.
8

7

r ····················································.................................................................................................................... "

........................................

I

Fc ....'~ ...~ ..=7c ......................................................................................................

I

6

5r·~~~···~············································ .........

4~---,----r----,---,r----,---,r----,---,r----,---,----~

1975

1985

Figure 1.1

Exchange Rate

Currency boards are not very widely practised today. Although there is
scope for debate about the relative merits of the cUlTency board, compared
to the more usual approaches to monetary policy, standard textbooks in
macroeconomics, as well as nlOre specialised ones in nlOnetary economics,
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tend to focus on the monetary systems of the world's major economies, and
to give less than adequate space to alternatives such as the currency board.
As to Hong Kong, there have, over the years, been a number of
authoritative papers and speeches from the Monetary Authority and academic
sources, describing and analysing different aspects of Hong Kong's system
and its history, but there has been no single volume which draws all the
threads together.
This book aims to fill that gap. It seeks to explain how Hong Kong's
present monetary system, which is centred on a fixed exchange rate against
the US dollar under a currency board regime, evolved historically; how it
is distinct from monetary systems in most other economies; how it operates;
and how well it has performed. The institutional environment - the
Monetary Authority and its interaction with the Financial Secretary, and the
role of the Exchange Fund - is also examined. The most detailed focus is
on the period since 1983, but there is also extensive discussion of earlier
history.
The book is intended both to satisfY the curiosity of the layman or the
historian, and to provide substance for students or teachers of monetary
economics. Although the text can be read as a continuous narrative, some
people may prefer to use it as a reference source. It does not purport to be
an exhaustive monetary textbook, and should therefore be regarded more
as a companion to than a substitute for the established textbooks. For the
benefit of the wider readership, there is no algebra, while a glossary provides
explanations of various terms that may not be familiar to all.
Chapter 2 presents a summary snapshot of the key features of Hong
Kong's currency board as it stands today, for the benefit of those who simply
want to know the bare bones of what it is and how it operates. Chapter 3
is aimed mainly at those with an interest in the technical analysis of monetary
economics. It presents the analytical framework for the operation of monetary
policy and explains the key features according to the 'mainstream' model
that is followed in most economies. It lays the groundwork for analysis of
how a currency board differs, which is then covered in Chapter 4. Chapter
5 traces currency developments in China in the run-up to its abandonment
of the silver standard in 1935. Those developments had an important bearing
on Hong Kong's decision to initiate a currency board in the same year - a
process which is explored in Chapter 6. Chapter 7 continues the historical
narrative for Hong Kong into the post-war period, including the suspension
of the currency board in 1972 and the substitute policies which were pursued
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in its place. Chapter 8 gives a detailed account of both the initial structure
of Hong Kong's currency board when it was re-introduced in 1983 and the
various administrative changes which have taken place since then. Chapter
9 provides an analysis, also in considerable detail, of the operation and
performance of the system since 1983. Chapters 10 and 11 then focus on
the institutional arrangements of, respectively, the Hong Kong Monetary
Authority and the Exchange Fund. Chapter 12 offers an overall summary
assessment of the performance of the currency board since 1983. Finally,
Chapter 13 looks briefly at Hong Kong's wider economic performance over
that period.
Several annexes are included. Annexes A and B reproduce some of the
important legal and administrative texts which govern monetary policy in
Hong Kong. Annexes C and D elaborate two key aspects of monetary
analysis, namely the way in which banks can create money, and the
distinction between sterilised and unsterilised intervention in the foreign
exchange market. Annex E goes on to describe how the Hong Kong
authorities, though able to conduct both types of intervention, have always
adhered strictly to the conventions of the currency board. Annex F reviews
some of the latent problems presented by the particular administrative
arrangements adopted for note issuance in the early years after the reintroduction of the currency board in 1983. Annex G provides a summary
chronology of the main administrative measures since 1983.
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2
A Snapshot of the Present System

Current arrangements
Hong Kong today operates its monetary regime according to the following
rules and principles.

Objective
To maintain the exchange rate against the US dollar at close to 7.80 via a
currency board mechanism.
Operational strategy
'Stock' rule: the monetary base must at all times be fully backed by US dollars
at the rate of 7.80. 'Flow' rule: any increases/decreases in the aggregate
monetary base must be matched by equivalent transactions against US dollars
with the Exchange Fund at intervention rates in the range 7.75-7.85 in the
case of banks' balances, or at 7.80 in relation to certificates of indebtedness.
Operational mechanisms
Certificates of indebtedness, which the note-issuing banks are obliged to hold
as exact backing for their banknote issue, are bought by them from the
Exchange Fund against payment in US dollars at the rate of 7.80 when the
note issue expands, and redeemed for value in US dollars at the rate of 7.80
when the note issue contracts.
At any time a bank may have Hong Kong dollars credited to its
settlement account at the Exchange Fund by selling US dollars to the Fund
at the rate of 7.75 . At any time a bank may acquire US dollars from the
Fund by selling Hong Kong dollars to it at the rate of 7.85, but only to the
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extent that it has the necessary Hong Kong dollar funds in its settlement
account, or can obtain such funds through repo transactions with the Fund.
The Hong Kong Monetary Authority (HKMA) may at its discretion
execute HK$/US$ exchange transactions with banks, in either direction, for
Hong Kong dollar settlement across the banks' settlement accounts, at rates
inside the range of7.75 to 7.85.
A bank may carry out repos with the Exchange Fund during the course
of the business day to cover shortfalls in its settlement account arising from
the interbank settlement process. No interest is charged. If a debit balance
on the account is not cleared by the end of the day, the bank must cover it
by, effectively, borrowing overnight from the Fund - through the
mechanism of repos in Exchange Fund bills or notes. Such borrowings are
subject to an interest charge according to the discount rate formula.

Empowerment
Since the reversion of Hong Kong to Chinese sovereignty in 1997, the
overarching constitutional authority for Hong Kong to run its own monetary
policy has rested in the Basic Law (see Annex A).
The legal basis for the holding of certificates of indebtedness by the noteissuing banks was already enshrined in the Exchange Fund Ordinance,
enacted in 1935, but the arrangement whereby the note-issuing banks paid
for the certificates in foreign currency (sterling at that time) was an
administrative agreement rather than a statutory requirement. This continued
to be the case when the currency board was reinstated in October 1983,
with the note-issuing banks merely agreeing de facto to readopt the currency
board system, now based on the US dollar.
However, in May 1984 the statutory basis for the currency board was
for the first time formalised by an amendment to the Exchange Fund
Ordinance which empowered the Financial Secretary statutorily to specifY
the currency in which transactions in certificates of indebtedness were to
be settled (even though their denomination remained Hong Kong dollars)
and, in the event of a foreign currency being specified, to specify also the
applicable rate of exchange. Since then, the specification has remained US
dollars at the exchange rate of US$1 =HK$7.80 (see Annexes A and B).
Another important statutory element of the monetary structure is the
requirement, since 1996, under the Banking Ordinance, that every licensed
bank should maintain a settlement account at the Exchange Fund.
The monetary regime was further fOilllalised in 2003, when the Financial
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Secretary confirmed to the Monetary Authority, for the first time in a
published written instruction, that the monetary policy objective was to
maintain the exchange rate against the US dollar stable at around 7.80 within
a cunency board framework, and made it clear that responsibility for meeting
that objective lay squarely with the Monetary Authority (see Annex B).
Within that framework, the Monetary Authority itself sets the parameters
for its intervention in the foreign exchange market (other than that relating
to certificates of indebtedness), and has altered them from time to time. The
present arrangement of the 7.75-7.85 range dates from May 2005. The
Monetary Authority also determines the formula by which its base rate is
calculated, and hence the discount rate paid by banks when conducting any
repos with the Exchange Fund in order to keep their settlement accounts
in credit. In both these instances, although the arrangements are, formally,
administrative decisions for the HKMA to decide, the HKMA would in
practice consult the Exchange Fund Advisory Committee, via the Financial
Secretary, before making any substantive changes.

Ancillary arrangements
Exchange Fund bills and notes are, as the name implies, issued by the
Exchange Fund. Payments for them, as well as interest payments and the
eventual redemption proceeds, are all ultimately settled across the accounts
of banks at the Fund. The securities are mostly held by banks, since they are
the principal ones which the HKMA accepts in its repo transactions. Because
they are readily convertible into banks' reserve money, they are included in
the definition of the monetary base. Thus, their issuance and redemption
affects the composition but not the total of the monetary base. The HKMA
has made it clear that, for the time being at least, it regards Exchange Fund
paper as a means to assist banks with their liquidity management, and does
not seek to use it as a macro-monetary policy instrument.

Transmission mechanism for monetary policy
The boxes below illustrate the expected adjustment processes in response
to upward or downward pressure on the exchange rate. These are the essence
of the currency board system. (Note that a higher number for the exchange
rate expressed as Hong Kong dollars per US dollar - e.g. 7.90 rather than
7.80 - implies a weaker Hong Kong dollar, and vice versa.)
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Box 2.1

Response ntechanisnt to strong Hong Kong dollar

Box 2.2

Response ntechanisnt to weak Hong Kong dollar

12
Performance of the Currency Board

Achieving the objective
In the narrow context of achieving exchange rate stability against the US
dollar, Hong Kong's currency board since 1983 has been remarkably
successful, as may be seen from Figure 9.1 in Chapter 9.
Once the system had settled down and the worst of the financial
jitters over Hong Kong's future had subsided, the rate in the foreign
exchange market tended to veer on the strong side of 7.80. This was
in part because the authorities and the leading banks shared an asymmetry
of attitude.
On the one hand, the major banks generally saw it as in their wider
interest to assist in achieving monetary stability, and were accordingly anxious
that the 'peg' should be seen to be successful. They, or more specifically
HSBC, were therefore often willing to intervene in the foreign exchange
market to prevent any significant depreciation beyond 7.80 (e.g. towards 7.
82), although they would usually wish to see the authorities prepared to act
in parallel. The authorities generally shared this desire to snuff out any
weakness, and were also willing to intervene accordingly.
On the other hand, there was less concern among the authorities or
the leading banks to stifle any appreciation of the market rate. So long as it
did not go so far as to undermine the idea that Hong Kong operated an
essentially fixed rate, an exchange rate standing a little on the strong side of
7.80 was seen by some as a virility symbol and by others as a useful means
of creating some discomfort for those who might have earlier been
speculating on a devaluation of the currency. It also meant that the noteissuing banks profited from the secular expansion of the note issue by being
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able to purchase, at a cheaper rate than 7.80, the US dollars which they
needed in order to buy certificates of indebtedness.
For those reasons there was generally less urgency to resist appreciation
than to resist depreciation. On occasions the rate strengthened to a margin
of about 1% (to 7.72).
Notwithstanding that there was no formal convertibility undertaking
for banks' balances, even on the weak side, until 1998, there were occasions,
especially in the early days, when the stability of the exchange rate, in the
face of any pressures, probably owed more to the official provision to the
banks of some de facto convertibility, via intervention, than it did to any
operation of the presumed textbook adjustment mechanism through
n1.ovements in interest rates.
The bias to the strong side of 7.80 created its own problem, since 7.80
came to be regarded as the extreme point of weakness rather than a central
target. During the mid-1990s it became apparent that the authorities were
unwilling to allow the rate even to depreciate further than 7.75. The anomaly
of having an announced peg at 7.80, but effectively operating a band of
roughly 7.72 to 7.75, was partly resolved by the measures of 1998, which
resulted in the move to a weak side limit at 7.80. But from time to time
thereafter the market rate was persistently on the strong side - in some
instances because of speculation on a possible fOIDIal revaluation, associated
with periods of upward pressure on the Chinese renminbi.
Now, as a result of the measures announced in May 2005, the rate is
firmly held within the range 7.75 to 7.85. It traded continuously in the
stronger half of the band up until early 2007, mainly because of the belief
among some observers that the appreciation of the renminbi against the US
dollar would precipitate an upward adjustment of the Hong Kong dollar
too. Such suggestions have, however, been persistently refuted by the Hong
Kong authorities.

Rules or discretion
The history of the last 23 years shows that, far from being a shining example
of the textbook currency board delivering a fixed rate through an automatic
adjustment mechanism, Hong Kong's currency board system has witnessed
a considerable amount of discretionary intervention - although only a small
residual amount of discretion remains exercisable today. The following
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paragraphs review the period with a particular focus on the role played by
discretionary interventions.
When the currency board was re-adopted in 1983, it was, through force
of circumstances, based only on the physical currency. The authorities actively
intervened in the foreign exchange market on a sterilised basis - i.e. outside
the ambit of the currency board - and, at least in the initial stages, in the
money market too, so as to ensure that the market exchange rate held close
to 7.80. Without such intervention, divergences from 7.80 would almost
certainly have been larger, belief in the ability of the arrangement to deliver
exchange rate stability would have faded, and Hong Kong might have been
left with a segmented system of an essentially floating market exchange rate
in parallel with a restricted market in banknotes. In that event, the 7.80 rate
for currency might reasonably have been abandoned as serving little useful
purpose, and Hong Kong would have been back at square one. Thus, the
discretionary interventions were both necessary and successful.
One might argue that, given such resort to intervention, outside the
framework of the currency board, the authorities should have been quicker
to introduce the reform which eventually came in 1988, when the
Accounting Arrangements were introduced. However, this matter did not
receive immediate attention following the introduction of the peg in 1983,
because there was a lingering hope that arbitrage pressures between the
banknote market and the wider foreign exchange market might somehow
deliver convergence. And, even when that hope faded, time was required
to negotiate the new arrangement, since it involved a substantial upheaval
to the traditional position and role of the leading commercial bank.
The decade from 1988 can be characterised as one during which the
basic framework was in place to allow bank reserve money to play its proper
role in the currency board process, in terms of convertibility on an unsterilised
basis. Yet the authorities chose to leave that mechanism largely in limbo,
and instead concentrated on managing interbank liquidity or short-term
interest rates.
This choice was motivated partly by the belief that the money market,
if left to itself, would not function fully in accordance with free market
principles, because of the dominance of a single bank, and partly by fear of
the wider economic consequences of interest rate fluctuations, even though
such fluctuations should be the essence of adjustment under a currency board
regime.
Although this strategy of managing liquidity was fundamentally at odds
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with currency board principles, the authorities held firm to the overriding
objective of keeping the market exchange rate within close range of 7.80,
and they therefore only operated in the money market within the scope
which that objective would allow.
As a result, it would be wrong to say that the use of discretion detracted
significantly from the goal of exchange rate stability, but at the same time it
seems that the discretionary money market interventions might not have been
necessary, had the authorities been more willing simply to allow the classical
currency board mechanism to be triggered by foreign exchange market
intervention once the rate reached the limits of some declared tolerable range.
The authorities waited until the shortcomings of this regime phase
became starkly apparent before proceeding, in 1998, with reforms which
took the exchange rate regime significantly closer to the concept of a tightly
rule-based currency board.
Thus, the 1998 measures brought the system much further into line
than hitherto with the principle of the entire monetary base being convertible
on the basis of fixed rates, through unsterilised intervention; but not the
whole way: discretion was retained in respect of the rate at which any foreign
exchange intervention on the strong side would take place. However,
discretionary money market intervention was at last discarded, and interest
rates were freed up.
Although, over the ensuing years, the remaining strong-side discretion
may sometimes have been exploited profitably by the HKMA at the expense
of speculators, there is no evidence that, on balance, it assisted underlying
exchange rate stability. On the contrary, the absence of an announced
intervention point occasionally gave rise to unhelpful rumours about
revaluing the peg or abandoning it.
Eventually, in 2005, a strong-side convertibility undertaking was
introduced, and the weak-side peg adjusted to provide symmetry around 7.
80. This was the penultimate step towards what could be a fully rule-based
system in accordance with the purist textbook model of a currency board.
But it will only be possible to claim complete adherence to that model if
the HKMA takes the ultimate step of surrendering the discretion which it
has kept for itself to intervene within the band. It is far from clear why the
HKMA needs to retain that discretion, although, once again, it is difficult
to argue that it will be damaging.
In sum, the success of the 7.80 peg in the early years certainly owed
much to the exercise of discretionary intervention. Yet, whatever the excuses
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or explanations may be, twenty-one years seems an inordinate length of time
for the authorities to have taken in moving from the rudimentary
arrangements of 1983 to the almost entirely rule-based regime reached in
2005. However, in mitigation it may be acknowledged that the retention
of significant discretion in the intervening years was not obviously damaging.
Having now moved so far in surrendering its discretionary powers, it is
something of a puzzle why the HKMA nevertheless sees a need to retain a
small discretionary capability (to intervene within the band). Perhaps it is
instinctively reluctant to write itself entirely out of the script.
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A Brief Look at Economic
Performance under the Currency Board

Preceding chapters have recorded the success of the monetary system in
delivering exchange rate stability. But what has been the macroeconomic
impact? How has the economy performed? And, of potentially greater
interest, might it have performed significantly better (or worse) under a
completely different monetary regime, such as a floating rate with inflation
targeting, as is common elsewhere today?

Performance
An inevitable consequence of a currency board is that, notwithstanding the
authorities' efforts to massage interest rates during the years 1983 to 1998,
the broad level of rates has to be left to be determined by market forces,
and in normal circumstances (that is, when the market is confident that the
fixed exchange rate will endure) the pattern of rates will tend to mirror that
in the economy of the anchor currency - in this case the United States.
The adjustment process of the currency board dictates that when there is
upward pressure on the Hong Kong dollar, Hong Kong interest rates will
fall below those US rates, and when there is downward pressure, Hong Kong
rates will rise above US rates. Thus, for example, during the Asian financial
crisis of 1997 and Hong Kong's related confidence crisis of 1998, there were
occasions on which HIBOR was sharply higher than LIBOR. And an
opposite gap persisted for much of 2002-2003 when, as a result of political
and market pressures on the renminbi, there was speculation that the Hong
Kong dollar might be revalued against the US dollar, or the peg abandoned
and the currency allowed to find its own level.
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Interest Rates

Another feature of the regime is that the authorities therefore have little
or no influence over the rate of inflation. This does not mean, however,
that the rate of inflation necessarily tracks closely the rate in the economy
of the anchor currency. Indeed, as has been the case with Hong Kong and
the United States, one might expect some divergence if the two economies
are structurally different or at different stages of the cycle. Nevertheless, the
discipline of the currency board should ensure that inflation is not wildly at
variance with the anchor economy and thus that, assuming the anchor
currency to be soundly managed by its central bank, the worst extremes of
inflation or deflation will be avoided.
As Figure 13.2 shows, Hong Kong has experienced considerable variation
in its inflation rate since 1983, from a high of some 12% in 1991 to deflation
of almost 5% in 1999 and 2003. But the tie to the US dollar ensures -- again,
assuming steady monetary policy from the US Federal Reserve -- that neither
rapid inflation nor rapid deflation can persist for too long.
With regard to the performance of the economy in terms of real gross
domestic product, for much of the period since 1983 the pattern of Hong
Kong's growth has mirrored that of the international economy more
generally, with, for example, the cyclical ups and downs of the late 1980s
and early 1990s. Hong Kong has also benefited, especially in the latter half
of the period, from the strength of economic growth on the Mainland.
In addition, Hong Kong's performance has perhaps been accentuated
on occasions, in both directions, by the behaviour of real interest rates. The
chart of real interest rates in Figure 13.3 (admittedly, rather simplistically
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Hong Kong: Real interest rate
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calculated on the assumption that people's expectations of inflation are based
on the experience of the last twelve months) indicates that the low or
negative real rates evident from about 1987 to 1997 may have helped sustain
the brisk growth for much of that period, while the strongly positive rates
of the period 1999-2002 may have contributed to the weaker economic
performance of those years.
Yet there were other factors at work too. Fairly specific to Hong Kong
were the Asian financial crisis and the ensuing crisis of confidence in Hong
Kong in 1997-98, and the impact of the SARS epidemic in 2002 and the
subsequent bounce-back.
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Hong Kong: Real gross domestic product

How different might it have been?
What difference, if any, may the currency board itself have made to
economic performance? In order to answer such a question one would need,
for comparison, to specifY an alternative exchange rate regime and replicate
how the economy might have performed under such a regime. There is
very little available from the research literature by way of empirical
investigation to meet that need.
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However, a couple of studies are worth mentioning. One, albeit now
rather dated, found that the exchange rate stability introduced by the currency
board served to reduce volatility in the real economyY Another simulated
alternative regimes where interest rates were adjusted according to some
so-called Taylor-type rule, or in order to achieve relative stability of the
trade-weighted exchange rate along the lines of Singaporean practice. It was
found that both alternative policy regimes would have led to lower inflation
in Hong Kong before the Asian financial crisis and less severe deflation
thereafter, but that, in terms of the output of the economy, Hong Kong
probably fared better under its currency board regime than it might have
under the alternatives. 68
More generally, the Hong Kong authorities, supported by much local
opinion, have tended to argue that, because Hong Kong is such an open
economy and would, with its open financial system, be singularly vulnerable
to market volatility if the slightest uncertainty arose over the monetary regime
or the authorities' intentions in the monetary sphere, it is best served by a
clearly defined, transparent, rule-based system, carrying minimum scope for
political or administrative interference. Thus the relative merits of the
currency board may be stronger in the case of Hong Kong than for most
other jurisdictions. It may also be noted that inflation targeting - the norm
for many other economies - might be more difficult for Hong Kong
because of the highly open nature of the economy.
Meanwhile, the flexibility of the Hong Kong economy means that the
pain of any adjustment to shocks is likely to be less than would be the case
in other economies seeking to sustain a fixed rate in the face of similar shocks.

The yuan question
No discussion of possible alternative regimes would be complete without
mention of the idea of fusing the Hong Kong dollar with the Chinese yuan
(renminbi). This idea may enthuse some, simply as a patriotic gesture; but
patriots, above all, cannot ignore the Basic Law (effectively Hong Kong's
constitution), and that clearly specifies that Hong Kong has its own separate
currency and is in charge of its own monetary policy.
If the proponents accept that constraint, they may argue, nevertheless,
for locking the Hong Kong dollar to the yuan firruly - perhaps at a rate of
one-to-one - instead oflocking to the US dollar at 7.80. This could be
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done, although for the time being it would not be possible to do so in a
strict currency board fashion, because the yuan is not a fully convertible
currency and Hong Kong is not, under current Mainland rules, allowed to
hold the yuan securities which would need to be held as backing for Hong
Kong dollar money.
I3ut would permanent parity really be a good idea? Structural differences
between the two economies require some adjustment in relative prices. Some
of this is occurring as a result of the yuan's appreciation against the Hong
Kong dollar, and more may be expected in that way. If that is halted, the
adjustment of relative prices might have to come via deflation in Hong Kong
- a possible and workable adjustment route, as was seen in the period 19992004, but not necessarily the preferred one.
Moreover, what will happen to the yuan when it eventually becomes
fully convertible? Most people presume that it will appreciate. But, given
the probable pent-up demand on the Mainland to acquire foreign assets, it
could perhaps depreciate. And how stably managed will it be, given that
Beijing has no experience of operating a convertible currency? Would Hong
Kong wish to be locked into the attendant uncertainty, surrendering the
known stability of the US Federal Reserve's timeless strategy? Probably not,
and Hong Kong officials have made it clear that no change is contemplated
for the time being in the monetary regime, and have affirmed that full
convertibility of the yuan would, at the very least, be a prerequisite for any
consideration of linking the Hong Kong dollar to it. 69

Conclusion
The overall stability of the exchange rate at close to 7.80 for almost a quarter
century is proof enough of the success of Hong Kong's monetary regime in
meeting the declared exchange rate objective. In the final analysis, it may
not matter very much that, in meeting their objective, the authorities did
not always adhere to currency board 'best practice', or that they were rather
slow in moving towards it.
Both the limited empirical evidence and a priori argument suggest that
a currency board regime may be particularly well suited to Hong Kong.
Although there is no proof that economic performance has thereby been
optimised, equally there is no proof that any particular alternative regime
would have served Hong Kong any better. Despite occasional calls, usually

A Brief Look at Economic Performance under the Currency Board
during the more difficult economic episodes, for the system to be abandoned,
no-one has yet come up with clinching arguments in support of a specific
alternative. Closer association with the yuan might be desirable or advisable
at some stage, but certainly not until the Mainland authorities have established
a satisfactory track record in managing a fully convertible currency, and also
probably not until the two economies are structurally aligned more closely
than they are today.
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