Annex A

Report of the Currency Board Operations

This report covers the period from 4 January to 26 January 1999.  During the reporting period, changes in the size of the monetary base were fully matched by corresponding changes in the foreign reserves in accordance with the rules of the Currency Board arrangements.

Hong Kong Dollar Exchange Rate and Interest Rate Movements

Hong Kong dollar exchange rate
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 AUTONUM 
The Hong Kong dollar exchange rate remained stable during the reporting period, trading between 7.746 to 7.749.  The launch of the Euro on 1 January and the Brazilian financial crisis in mid-January had no significant impact on the HK$ exchange rate (Chart 1).  On the back of the rumours about RMB devaluation, the HKMA sold US$10 mn for HK$77.5 mn under the Convertibility Undertaking on 25 January, which in turn caused the forecast Aggregate Balance on 27 January to decline to HK$2.44 bn.

Interest rates

 AUTONUM 
Interest rates remained stable in early January, with 1-month and 3-month HIBORs trading at around 5% and 5.2%.  In mid-January, amidst concerns over the implications of the Brazilian financial crisis, the liquidation of the Guangdong International Trust and Investment Corporation (GITIC) and the financial problems of Guangdong Enterprises (Holdings) (GDE), interbank interest rates firmed.  1-month and 3-month HIBORs edged up to 6.13% and 6.63% on 13 January but then eased quickly to 5.25% and 5.94% respectively on 18 January.  However, interbank interest rates firmed again on renewed tension over significant capital outflows from Brazil and possible contagion to other Latin American countries.  Amidst rumours about RMB devaluation, 1-month and 3-month HIBORs rose to 6.50% and 7.25% on 25 January before easing back to 5.88% and 6.38% respectively the next day (Chart 2).
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Discount Window Borrowing
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 AUTONUM 
Interest rate volatility rose moderately in the reporting period.  As a result of the fluctuation in interest rates since mid-January on the back of the Brazilian financial crisis and GITIC liquidation, and the recent rumours about RMB devaluation, the standard deviation of 1-month HIBOR rose moderately from 0.23 percentage points in December 1998 to 0.46 percentage points in the review period (Chart 3).
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 AUTONUM 
Reflecting improved confidence in the HK dollar, HK$ and US$ interest rate spreads continued to narrow in early January.  The differential in terms of the 1-month interbank rate became negative for a short period of time in early January.  As interbank interest rates edged up in mid-January, the gaps for 1-month and 3-month rates rose to 112 bp and 159 bp respectively on 13 January, but then narrowed quickly to 30 bp and 101 bp on 18 January.  Upon renewed concerns on Brazil's financial situation, however, interest rate spreads widened again.  On 25 January, due to rumours about RMB devaluation, the spreads of 1-month and 3-month HIBORs over their respective US counterparts climbed to 160 bp and 235 bp, but then quickly narrowed to 95 bp and 141 bp respectively on the following day (Chart 4).
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 AUTONUM 
Longer-term interest rates, represented by yields on Exchange Fund paper, fell further in the early part of the reporting period.  But the entire yield curve shifted upwards on the back of the news of the Brazilian crisis and RMB rumours.  Yields on 5-year and 10-year Exchange Fund paper rose by 125 bp and 105 bp during the reporting period to 7.32% and 7.31% respectively on 26 January (Chart 5).
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 AUTONUM 
As yields on Exchange Fund paper surged in mid-January, yield spreads over US Treasuries widened for all maturities.  On the longer end of the yield curve, the yield differentials in respect of 5-year and 10-year paper increased from 155 bp and 162 bp to 274 bp and 259 bp respectively during the reporting period (Table 1).
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 AUTONUM 
In the retail market, the HKAB lowered the savings rate under the Interest Rate Rules by 25 bp to 4%, effective on 11 January 1999.  On the same day, the best lending rate offered by major banks also fell by 25 bp to 8.75%.  The weighted average deposit rate offered by 44 major authorised institutions for 1-month time deposits (which are outside the Interest Rate Rules) dropped further by 53 bp from end-December 1998 to 5.8% on 8 January, before rising to 6.3% on 15 January.  The effective deposit rate (measured as the average of deposit rates weighted by type and maturity of deposits) fell from 5.90% in November to 5.38 % in December 1998 (Chart 6).
Base Rate
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 AUTONUM 
The Base Rate remained at 6.25%, 150 basis points above the US Fed Funds Target Rate, throughout the reporting period (Chart 7).

Monetary Base
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 AUTONUM 
The monetary base, which comprises the outstanding amount of Certificates of Indebtedness, coins in circulation, the Aggregate Balance, and the outstanding amount of Exchange Fund Bills and Notes, decreased from HK$192.56 bn on 4 January to HK$192.12 bn on 26 January (Table 2). Movements of individual components are discussed below.

Certificates of Indebtedness
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 AUTONUM 
The outstanding amount of Certificates of Indebtedness fell slightly during the reporting period to stand at HK$85.87 bn on 26 January (Chart 8).  During the reporting period, the three note-issuing banks returned to the Exchange Fund a total of HK$0.69 bn worth of Certificates of Indebtedness (CIs) in exchange for US$88.46 mn.

Coins
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 AUTONUM 
The total amount of coins in circulation increased from HK$6.04 bn on 4 January to HK$6.29 bn on 26 January, representing a marginal increase of HK$0.25 bn (Chart 9).

Aggregate Balance


 AUTONUM 
During the reporting period, despite market tensions over the Brazilian financial crisis and the GITIC liquidation, there was no significant outflow of funds from the Hong Kong dollar.  The Aggregate Balance remained stable at HK$2.52 bn throughout the reporting period (Chart 10).  However, on 25 January, amidst the rumours about RMB devaluation, the HKMA sold US$10 mn for HK$77.5 mn under the Convertibility Undertaking, causing the forecast Aggregate Balance on 27 January to decline slightly to HK$2.44 bn.

Outstanding Exchange Fund Bills and Notes

 AUTONUM 
During the period under review, no additional issue of Exchange Fund paper was launched. The total outstanding amount of the Exchange Fund paper remained at HK$97.45 bn. During the review period, 7 maturing issues of Exchange Fund Bills and 1 maturing issue of Exchange Fund Notes were rolled over.  These issues were well received by the market (Table 3).  The banking sector decreased moderately its holding of Exchange Fund paper from HK$81.16 bn (83.3% of the total outstanding amount) on 4 January to HK$79.30 bn (81.4% of the total) on 26 January.

Discount Window Activities


 AUTONUM 
Banks borrowed a total of around HK$3.92 bn from the HKMA through the Discount Window from 4 January to 26 January.  The usual daily amount involved was less than HK$500 mn (Chart 11).

 AUTONUM 
An overwhelming majority (HK$3.87 bn or 98.7% of total) of the borrowings made during the period were collateralized against Exchange Fund Bills and Notes.  There were only 4 occasions (HK$220 mn) on which banks borrowed an amount exceeding 50% of their holdings of Exchange Fund paper and therefore were charged the Base Rate plus 5%.
 AUTONUM 
During the period under review, a total of 17 banks borrowed overnight liquidity through the Discount Window (Table 4).  Most banks used the Discount Window facility only infrequently and five of them borrowed more than once.
Backing Portfolio
 AUTONUM 
Starting from 1 October 1998, specific US dollar assets of the Exchange Fund have been designated to back the monetary base.  Although specific Exchange Fund assets have been designated for the backing portfolio, all Exchange Fund assets remain available to support the HK$ exchange rate.  At end-December 1998, the total asset value of the backing portfolio was around 108% of the monetary base.
Table 2


Monetary Base�
�
(HK$ bn)�
4-Jan�
26-Jan�
�
CIs�
86.56�
85.87�
�
Coins in Circulation�
6.04�
6.29�
�
Aggregate Balance�
2.52�
2.52�
�
Outstanding EFBNs�
97.45*�
97.45*�
�
Monetary Base�
192.56�
192.12�
�



*	The marked to market values of outstanding EFBNs were HK$98.37 bn and HK$98.34 bn respectively on 4 January and 26 January.








Table 1


Yield Spreads between Exchange Fund Paper and US Treasuries (basis points)�
�
�
27-Jun 97�
4-Jan 99�
26-Jan 99�
�
3-month�
56�
60�
199�
�
1-year�
21�
116�
293�
�
3-year�
3�
140�
271�
�
5-year�
27�
155�
274�
�
10-year�
54�
162�
259�
�






Table 3


Tender Results of EF paper


(4 Jan – 26 Jan)�
�
�
No. of issues launched�
Over-subscription ratio�
�
1-month EFB�
2�
2.07-2.93�
�
3-month EFB�
3�
0.95-1.69�
�
6-month EFB�
1�
2.15�
�
1-year EFB�
1�
2.15�
�
3-year EFN�
1�
0.07�
�






Table 4


Frequency of Individual Banks


Access to the Discount Window�
�
Frequency of using Discount Window


(4/1-26/1)�



No. of  banks�
�
1�
12�
�
>1�
5�
�
Total�
17�
�
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