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in its place. Chaprer 8 gives a demiled account of both the inigal scructure
of Hong Kong’s currency board when it was re-introduced in 1983 and the
various administeative changes which have taken place since then. Chaprer
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. Chaprer 12 offers an overall summary
assessment of the performance of the currency board since 1983, Finally,
Chaprer 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 adminiscrative texts which govern monetary policy in
Hong Kong. Annexes C and D elaborate two key aspecrs of monertary
amalysis, namely the way in which banks can create money, and the
distinction berween 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 yvears after the re-
introduction of the currency board in 1983, Annex G provides a summary
chronology of the main administrative measures since 1983,
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paragraphs review the period with a particular focus on the role played by
discretionary nterventions,

When the currency board was re-adopred in 1983, it was, through force
of circumstances, based only an the physical curreney. The authorines actively
intervened in the foreign exchange market on a sterilised basis — i.¢. outside
the ambit of the currency board — and, at least in the inital stages, in the
money marker oo, 0 as to ensure that the marker exchange rate held close
1o 7.80. Without such mtervention, divergences from 7.80 would almost
cermainly 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 interventons were both necessary and successful.

Omne might argue that, given such resont to intervention, outside the
framework of the currency board, the authonties should have been quicker
to introduce the reform which eventually came in 1988, when the
Accounting Arrangements were introduced. However, this matrer 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 eéxchange market might somehow
deliver convergence. And, even when that hope faded, tme was required
to negotiate the new armngement, since it involved a substantial upheaval
to the raditional position and role of the leading commercial bank.

The decade from 1988 can be charactensed as one dunng which the
basic framework was in place to allow bank reserve money to play its proper
role in the currency board process, in termis of convertibility on an unstenlised
basis. Yet the authornides chose to leave that mechanism largely in limbo,
and instead concentrated on managing interbank liquidity or short-term
INCErest rares.

This choice was motivated partly by the behef that the money market,
it left to iself, 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 Aucmations should be the essence of adjustment under a currency board
regumne.
Although thas strategy of managing liquidity was fundamentally at odds
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or explanations may be, rtwenty-one years seems an inordinate length of ome
for the authorities to have taken in moving from the rudimentary
arrangements of 1983 (o the almost entirely rule-based regime reached in
2005, However, in mitigation it may be acknowledged that the retention
of significant discretion in the ntervening 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 ro retain a
small discretionary capability (to intervene within the band). Perhaps it 15
instinctively reluctant wo write isself entirely out of the scriprt.
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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 vuan 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 untl the two economies are structurally aligned more closely
than they are woday.
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arrangement in 1969, and would anyway have ceased to have any relevance once
the Hong Kong dollar became the vehicle of payment for certificates of
indebtedness in 1972, The spread was not resurrected when US dollar payments
were imroduced in 1983 — cenificates of indebtednes have, since then, been
both purchased and redeemed ar the same 7,80 rare,

Hong Kong Hansard, 1972-73, pp. 218-29,

Thidl., p. 224,

Afterwards the asses of the Exchange Fund were divemified quite rapadly, with
the sterling proportion Blling to 53.9% by the end of 1974 and to 16.5% by the
end of 1976,

Huonp Kong Monthly Digest of Statistics.

The practice developed of banks olfering US dollar denominated term deposits
linked to foreign exchange swap contraces (spot purchase and forward sale of US
dollars by depositing customens): the interest rate on foreign currency deposits
wis not covered by the Hong Kong Asociation of Banks (HKAB) rules,

For example, via the portfolio channel: purchasers of foreign exchange would
gradually bave their demand sated,

The first admnssion of this problemn, and of the fact thae 1t was linked o the revised
arrangements of 1972 for cernficates of deposit, appears to have been in the Finaneial
Secretary’s (Haddon-Cave) ststement o the Legishinve Councl in 1978; “since
the middle of 1972, Centificates of Indebtednes have been isued against the creation
of Hong Kong dollar deposits and, particularly since the floanng of the Hong Keng
dollar in November 1974, it has not always been posible 1o use these Hong Kong
dallars to acquire foreign currency assets because of the virtual certainty of the
foreign exchange marker being disturbed”™ (Honp Kong Hansard, 1978, p. 208),
As also confessed by Hladdon-Cave: “at 31 December [1978], the Government’s
Hong Kong dollar balances at 85,800 million represented nearly 9% of ol bank
deposits and, indeed, would have been much higher, but for cerain armangements
we were able to make during 1978 with the note-1suing banks to acquire foreign
currency assets outside the market. . . . The relative imporance of our Hong
Kong dollar balances and the rate at which they have increased suggest that the
Government has involuntarily contributed 1o the undesirable growth rates of the
money supply and bank advances . . " (Hony Kong Hanzard, 1979, p. 550,
The scheme became formally redundant only when the Accounting Arrangements
were introduced in 1988,

See Chapter X, “The llnn];kung Bank — The ultimate surviver™, in Leo
Goodstadr, Uneasy Parmers: The Conflicr betwees Public Inrerest annd Private Profir in
Hong Kong (Heng Kong: Hong Kong University Press, 2005), pp. 18193,
Yum K. Kwan and Francs T. Lw, "Hong Kong's curmrency board and changing
monetary regmes”, in Changes in Exchaigge Rates in Rapidly Developivg Couriiries,
ed. Takatoshi Tto and Anne O, Krueger (Chicago: University of Chicago Press,
19949,
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Reproduced in the Charterly Bulletin, May 1998,

For an account of these events, see "Operation of monetary policy™ and “Why
we intervened”, HKMA Quarterly Bulletin, November 1998,

See Annex A,

HEMA Annual Repore 2006, p, 93,

Ibid., p. 4.

Thid., p. 96.

For an account of that episode, see “Why we intervened”, HEMA Cuiarterdy
Bulleiin, Movember 1908,

Mark Crosby, “Exchange rate volatility and macroeconomic performance in Hong
Kong”, Hong Kong Institute for Monetary Research, working paper 03/ 2000,
Jume 2000,

Petra Gerlach-Kristen, “Intermal and external shocks in Hong Kong: Empirical
evidence aind policy options™, Hong Kong Institute of Economics and Business
Strategy, working paper 1086, May 2004,

As stated, for example, by the HKSAR Chief Executive, Danald Tsang, m a
Chinese-language radio interview on 19 May 2006, reported in English by T
Standard, 200 May.
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