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system. It plays an important part in

supporting Hong Kong’s role as a trading,

service and financial centre.

Throughout most of its history as a trading

centre, Hong Kong has had a linked

exchange rate system of one form or

another.  The main exception came during

the nine years of a floating exchange rate

regime between 1974 and 1983.

The experience with a free floating Hong

Kong dollar was difficult and unstable. In

October 1983, at a time of financial crisis

and political uncertainty about Hong Kong’s

future, the Hong Kong Government

announced the decision to link the Hong

Kong dollar to the US dollar at a fixed

exchange rate of 7.8 Hong Kong dollars to

1 US dollar.

T H E  L I N K E D  E X C H A N G E
R AT E  S Y S T E M

�� !"#$%&'()*+,-.

�� !"#$%&��� !��

�� !"#$%&'()*�� 

�� !"#$%�pataca��� 

�� !"#$%&'()*+ 1 ��

�� 1�� 

Around one third of the world’s

currencies are linked to larger ‘reserve’

currencies (usually the US dollar or

baskets of currencies) through exchange

rate mechanisms of one form or

another. The Hong Kong dollar is itself a

reserve currency for the pataca of

Macau, which is pegged at the official

rate of around 1 pataca to the Hong

Kong dollar.

Hong Kong dollar is officially linked

to the US dollar at the rate of 7.8 Hong

Kong dollars to one US dollar. Under this

linked exchange rate system, the

Government undertakes to back the entire

monetary base of Hong Kong with US

dollars. The linked exchange rate is the

cornerstone of Hong Kong’s monetary
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Sir John Bremridge, Financial Secretary:
“It is our intention to hold this rate unchanged.”
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T H E  C U R R E N C Y  B O A R D

S Y S T E M

Currency

Board system ensures that the Monetary

Base in Hong Kong is fully backed by

foreign currency reserves at the fixed

exchange rate of 7.8 Hong Kong dollars to

the US dollar.

Under the monetary rule which governs the

Currency Board system, any change in the

Monetary Base – whether increase or

decrease – must be matched by

corresponding changes in foreign reserves.

Currency Boards were introduced in British

colonies in the nineteenth century to

reduce the cost of transporting silver coin

and bullion. Hong Kong first implemented a

currency board system in 1935. At least

eight jurisdictions in the world now have

currency board systems. The characteristics

of a properly run currency board system

are:

• simplicity

• reliability

• transparency

• predictability

• credibility

In recent years, Hong Kong has

strengthened and developed its currency

board system to make it more rule based

and less vulnerable to external shocks.
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The Currency Board Mechanism

Hong Kong’s
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Basic Law of
the Hong Kong
Special
Administrative
Region
(Article 111):

The Hong Kong dollar,

as the legal tender in

the Hong Kong Special

Administrative Region,

shall continue to

circulate. The authority

to issue Hong Kong

currency shall be vested

in the Government of

the Hong Kong Special

Administrative Region.

The issue of Hong Kong

currency must

be backed by a 100

percent reserve fund.

The system regarding

the issue of Hong Kong

currency and the

reserve fund system

shall be prescribed

by law.

T H E  L I N K  :
I T S  A D V A N T A G E S  A N D

I T S  L I M I T A T I O N S

linked exchange rate system is a

solution to the instabilities and uncertainties

faced by highly open economies like Hong

Kong.  The benefits of the link are :

• it suits Hong Kong’s economic needs:

a firm monetary anchor provides for long-

term stability, which has been a major

encouragement to Hong Kong’s growth

as a business centre

• it is simple, predictable, and transparent

• it enables Hong Kong to adjust to external

shocks without the damage and volatility

of a sudden currency collapse

Hong Kong is able to sustain the link

because it has a flexible economic structure,

a robust banking sector, adequate foreign

reserves, and a credible and transparent

monetary system.

All monetary policies have their limitations

and costs. In the case of Hong Kong’s linked

exchange rate system, interest rates tend

to follow US interest rates and so cannot

be used as a tool for controlling inflation

or boosting economic growth. The

adjustments in external competitiveness in

response to unforeseen shocks may also

take longer than in the case of an exchange

rate that can respond instantly, but

subsequent improvements in productivity

may be more thorough and longer lasting.

The linked exchange rate system has been

closely associated with Hong Kong’s

impressive economic growth over the past

two decades. It remains the preferred

option for Hong Kong.

The
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M O N E Y ,  M O N E Y  S U P P L Y  A N D  T H E

M O N E T A R Y  B A S E

Money

Money is any generally accepted means of

payment for the delivery of goods and

services or the settlement of debt. Money is

•  a medium of exchange

•  a measure of value

•  a unit of account

•  a standard of deferred payment

Money Supply

Money supply refers to the total stock of

money available in an economy. The rate of

money supply growth is related to rate of

inflation, aggregate demand and interest

rates, which in turn may influence economic

growth. In some economies the authorities

use the money supply as a target or

instrument of monetary policy. This is not

the case in Hong Kong, where monetary

policy is already firmly anchored by the fixed

exchange rate regime. Nevertheless, it is

important to monitor money supply growth

as part of the overall assessment of

economic conditions and prospects.

Money Supply definitions :

The concept of money as a generally

accepted medium of exchange is in practice

open to a variety of definitions along the

spectrum from cash (notes and coins) at

one end to time deposits or even undrawn

overdraft facilities at the other.

Money Supply in Hong Kong is measured in

three ways:

• Money Supply definition 1 (M1): The

sum of legal tender notes and coins held

by the public plus customers’ demand

deposits placed with banks.

• Money Supply definition 2 (M2):

M1 plus customers’ savings and time

deposits with banks plus negotiable

certificates of deposit (NCDs) issued by

banks held outside the banking sector.

• Money Supply definition 3 (M3): M2 plus

customers’s deposits with restricted licence

banks and deposit-taking companies plus

negotiable certificates of deposit (NCDs)

issued by these institutions held outside

the banking sector.

The Monetary Base

The Monetary Base forms the basis for

banks to create additional money through

credit-creation activities. It thus provides the

basis for an expansion in money supply.

In Hong Kong, the Monetary Base

comprises :

• Certificate of Indebtedness (which exactly

back the banknotes issued by the three

note-issuing banks) and coins in

circulation;

• the balances of the clearing accounts of

banks kept  with the HKMA (known as

the Aggregate Balance); and

• Exchange Fund Bills and Notes, which are

issued by the HKMA on behalf of the

Government.

Information on the size of the monetary

base and its components is provided daily

by the HKMA after the close of the money

market by 5:30 p.m. on market screens and

on the HKMA website.


