The Exchange Fund in 2000

As predicted at the beginning of this year, the difficult investment environment in 2000 has adversely affected returns on the Exchange Fund.  But the Fund has still performed well compared with many private funds.

During the course of this year I have issued a number of warnings that the current investment environment might mean that making money for the Exchange Fund in 2000 would be very difficult.  I even said that, although we would as always try our best in the management of the substantial reserves that belong to the people of Hong Kong, a loss for the year as a whole might well be on the cards.  And I was not crying wolf.  Indeed, I mentioned two supporting reasons.  I doubted the sustainability into 2000 of the 1999 rally in the Hong Kong equity market, in which we have a large investment that would take time to offload.  I also expressed caution about the return on our even larger bond holding being adversely affected by the higher interest rates needed to pre-empt inflation in the US.  And, later on, I added a third reason: the strength of the US dollar, or the weakness of the euro, affecting our significant, albeit relatively small (as a percentage of the Exchange Fund), holdings of non-US dollar foreign currency financial assets.  Since the end of the year is just around the corner, let me give readers a preview of how we have done in managing the Exchange Fund against this difficult investment environment.

First, I was right when I took the realistic view that the Hong Kong stock market might not be able to repeat its impressive performance in 1999, although I did not go as far as to suggest a net fall for the year 2000 as a whole.  In any case, whether or not I had held that view, it would not have been appropriate for me to be more specific than I was concerning the stock market. Although there is still one more trading day left this year, it looks very likely that the fall will turn out to be a substantial one.  This means that our Hong Kong equity portfolio, which is still very large, will show a substantial loss this year when marked to market, conceding part of the gains recorded in the previous year. Nevertheless, during the course of the year, we managed to dispose of HK$48 bn worth of Hong Kong equities through the Tap Facility without disrupting the market.

Secondly, with the US economy surging ahead, I expected that there would during the year be concerns on the part of the Federal Reserve Board about the possibility of inflationary pressures developing, to the extent that US interest rates might be adjusted upwards, with consequential adverse implications on bond prices.  Indeed, US interest rates were raised three times by a total of 100 basis points. Nonetheless, the reduction in the supply as a result of buybacks by the US government, made possible by the running of fiscal surplus, provided strong support to bond prices throughout the year.  This gave us a thankful reprieve as we positioned our holdings strategically to take advantage of this development.  As a result, the US dollar bond portfolio of the Exchange Fund has done quite well. 

Thirdly, we have unfortunately suffered from the weakness of the euro, which has recorded a net depreciation for the year as a whole of about 9%.  The extent of the weakness, I must confess, was unexpectedly large.  Further, given our diversified strategy in the management of the Exchange Fund, which does have long-term benefits, involving a modest exposure to foreign currencies other than the US dollar, some exchange loss when the US dollar is strong cannot in practice be avoided.  On average, such exposure has been kept near to the minimum during the year, and so we have been as prudently defensive as we possibly can, having regard to our well established investment guidelines.

So, to summarise, when the year is over, it is likely that we will have lost money on our Hong Kong equity portfolio and on our exposure to the euro.  But our strategic positioning in the bond market will have saved the day for us, to the extent that, on present indications, we may after all be able to show some modest profit for the Exchange Fund.  This would be better than the performance of many privately run investment funds. I hope the community finds this acceptable. When the detailed figures become available early next year, I shall report again.
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