Annex A
Report on Currency Board Operations

This report covers the period from 27 January to 26 February 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 within a narrow range between 7.748 and 7.750 (Chart 1).  Reflecting increased purchases of US dollars before the Chinese New Year, partly by the Note Issuing Banks to provide backing for additional banknote issuance, the exchange rate briefly weakened and touched the Convertibility rate of 7.75 in mid-February.  The HKMA bought a total of HK$3.41 bn for US$440 mn under the Convertibility Undertaking from 12 February to 15 February.  The Aggregate Balance shrank correspondingly and the exchange rate strengthened slightly to 7.748 on 19 February.  The outflow of funds was quickly reversed after the Chinese New Year holidays.  To replenish the Aggregate Balance, the HKMA sold HK$3.64 bn for US dollars on 19 February. As liquidity conditions tightened towards the end of the month and the exchange rate strengthened, the HKMA sold HK$775 mn for US$ during 25-26 February.

Interest rates
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 AUTONUM 
Following a brief firming due to month-end effects in late January, interbank interest rates eased in the early part of February.  1-month HIBOR, for instance, softened from 6.38% on 29 January to 5.06% on 5 February.  The supply of interbank liquidity was substantially reduced in mid-February as a result of the outflow of funds.  Reflecting the future settlement of the spot purchase of US dollars on 15 February, partly by the Note Issuing Banks to provide backing for additional banknote issuance, the Aggregate Balance for 22 February was at one point forecast to drop to a negative level of HK$0.97 bn.  The market reacted calmly to the shrinkage of interbank liquidity, as it largely reflected seasonal factors.  1-month HIBOR firmed moderately, to 6.38% on 19 February.  With the Aggregate Balance returning to a positive level immediately after the Chinese New Year holidays, 1-month HIBOR quickly eased to 5.88% on 25 February and remained around that level at the end of the reporting period (Chart 2).
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 AUTONUM 
Notwithstanding the movements in the Aggregate Balance, interest rates were generally stable during the reporting period.  Interest rate volatility measured in terms of the standard deviation of 1-month HIBOR declined marginally from 0.48 percentage points in January to 0.39 percentage points in February (Chart 3).
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 AUTONUM 
With US interest rates remaining generally stable during the reporting period, the differential between Hong Kong dollar and US dollar interest rates was mainly affected by the movements in the former.  During the period under review, there were two occasions during which the spread widened - in late January due to month-end effects, and in mid-February when the Aggregate Balance declined.  On both occasions, the spread in terms of the 1-month rate widened to around 150 bp.  As the outflow of funds reversed after the Chinese New Year holidays, the interest rate gap narrowed to around 100 bp (in terms of 1-month rate) by late February (Chart 4).
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 AUTONUM 
As the changes in liquidity conditions were largely due to seasonal factors, longer-term interest rates were left relatively unaffected.  During the period under review, the yield on 5-year Exchange Fund Notes eased by 3 bp to 7.10% on 26 February, while the yield on 10-year paper edged up slightly by 15 bp to 7.30% (Chart 5).  Yield spreads between 5-year and 10-year Exchange Fund paper and their corresponding US Treasuries narrowed slightly by 73 bp and 50 bp to 176 bp and 190 bp on 26 February respectively (Table 1).
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 AUTONUM 
In the retail market, the savings rate under the Interest Rate Rules of the HKAB remained unchanged at 4% during the reporting period.  The weighted average deposit rate offered by 44 major authorised institutions for 1-month time deposits (which are outside the Interest Rate Rules) declined marginally from 6.3% on 15 January to 6.2% on 5 February, before rising to 6.7% on 19 February.  The effective deposit rate (measured as the average of deposit rates weighted by type and maturity of deposits) continued to fall, from 5.38% in December 1998 to 5.12% in January 1999 (Chart 6).
Base Rate
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 AUTONUM 
The Base Rate remained unchanged at 6.25% (150 basis points above the US Fed Funds Target Rate) throughout the reporting period (Chart 7).

Monetary Base

[image: image9.wmf]Chart 11
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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, increased from HK$193.34 bn on 27 January to HK$202.81 bn on 26 February
.  Certificates of Indebtedness accounted for almost the entire increase, reflecting the seasonal demand for banknotes associated with the Chinese New Year (Table 2). Movements of individual components are discussed below.

Certificates of Indebtedness
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 AUTONUM 
The three Note Issuing Banks (NIBs) submitted to the Exchange Fund a total of US$2.61 bn from 27 January to 15 February in exchange for an increase in Certificates of Indebtedness, from HK$86.33 bn to HK$106.71 bn.  As the public returned surplus bank notes to the banking system after the Chinese New Year holidays, the NIBs redeemed a total of HK$10.45 bn of CIs in exchange for US$1.3 bn during 15–26 February.  The outstanding amount of CIs stood at HK$96.26 bn at the end of the reporting period (Chart 8).

Coins
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 AUTONUM 
The total amount of coins in circulation decreased slightly from HK$6.31 bn on 27 January to HK$6.21bn on 26 February, representing a marginal decrease of HK$0.10 bn (Chart 9).

 AUTONUM 
The HKMA announced on 1 February the new backing arrangements for coins in circulation, under which the issue and withdrawal of coins in circulation will be settled against US dollar value at the fixed exchange rate of HK$7.80 to US$1.  The new arrangement is scheduled to take effect on 1 April.

Aggregate Balance
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 AUTONUM 
On the back of the rumours about RMB devaluation, the exchange rate briefly weakened to 7.75 and the HKMA sold US$10 mn for HK$77.5 mn under the Convertibility Undertaking on 25 January.  As a result, the Aggregate Balance declined slightly from HK$2.52bn on 26 January to HK$2.44bn on 27 January.  It remained at that level until mid-February (Chart 10).

 AUTONUM 
In response to some outflow of funds ahead of the Chinese New Year, the HKMA sold US$220 mn for HK$1.71 bn under the Convertibility Undertaking on 12 February, which in turn caused the Aggregate Balance to shrink to HK$0.74 bn on 19 February.  Due to the purchase of US dollars by the Note Issuing Banks to provide backing for additional bank notes, the HKMA further sold US$220 mn for HK$1.71 bn under the Convertibility Undertaking on 15 February.  The forecast announced at the end of that day indicated that the Aggregate Balance would shrink to a negative HK$0.97 bn on 22 February.  While the Aggregate Balance was forecast to dip into negative territory, the magnitude of the decline was much smaller than the increase in CIs.  The monetary base as a whole still registered a considerable increase, suggesting that the NIBs had funded the US dollar backing for additional banknote issue partly through their US dollar holdings and partly through purchases of US dollars from market sources other than the HKMA.

 AUTONUM 
The tightening of interbank liquidity and the redemption of CIs after the Chinese New Year holidays tended to reverse the outflow of funds.  With the exchange rate strengthening to around 7.748, the HKMA sold HK$3.64 bn on 19 February to replenish the Aggregate Balance, which returned to a positive HK$2.68 bn on 22 February.  As liquidity conditions tightened towards the end of the month and the exchange rate strengthened, the HKMA sold HK$775 mn for US$ during 25-26 February.

Outstanding Exchange Fund Bills and Notes
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 AUTONUM 
During the period under review, no additional issue of Exchange Fund paper was launched. The total outstanding value of Exchange Fund paper decreased moderately from HK$98.26 bn to HK$97.28 bn during the reporting period due to valuation effects.  During the review period, 13 maturing issues of Exchange Fund Bills and 1 maturing issue of Exchange Fund Notes were rolled over.  These issues were all well received by the market (Table 3).  Holding of Exchange Fund paper by the banking sector in terms of nominal value decreased from HK$80.38 bn (82.5% of the total outstanding amount) on 27 January to HK$78.47 bn (80.5% of the total) on 26 February.

 AUTONUM 
The HKMA announced on 1 February the new arrangement to allow the outstanding size of the Exchange Fund Bills and Notes to rise in line with interest payments on the Exchange Fund paper.  The new arrangement is expected to commence on 1 April.  

Discount Window Activities
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 AUTONUM 
Banks borrowed a total of HK$7.09 bn from the HKMA through the Discount Window from 27 January to 26 February.  The daily amount involved was generally less than HK$500 mn.  There was only one occasion when the amount exceeded HK$1 bn and it was related to tightened liquidity ahead of the Chinese New Year holidays (Chart 11).

 AUTONUM 
An overwhelming majority (HK$7.05 bn or 99.4% of total) of the borrowings made during the period were collaterized against Exchange Fund Bills and Notes.  There were only 4 occasions (HK$129 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%.
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 AUTONUM 
During the period under review, a total of 31 banks borrowed overnight liquidity through the Discount Window (Table 4).  Most banks used the Discount Window facility only infrequently and four of them borrowed more than 3 times.

Backing Portfolio
 AUTONUM 
At end-January, the total asset value of the backing portfolio was around 109% of the monetary base.  Under the linked exchange rate system, although specific Exchange Fund assets have been designated for the Backing Portfolio, all Exchange Fund assets are available to support the HK dollar exchange rate.  

Table 2


Monetary Base�
�
(HK$ bn)�
27-Jan�
26-Feb�
�
CIs�
86.33�
96.26�
�
Coins in Circulation�
6.31�
6.21�
�
Aggregate Balance�
2.44�
3.06�
�
Outstanding EFBNs*�
98.26�
97.28�
�
Monetary Base�
193.34�
202.81�
�
* The nominal value of outstanding EFBNs remained unchanged at HK$97.45 bn.





Table 1


Yield Spreads between Exchange Fund Paper and US Treasuries (basis points)�
�
�
27-Jun 97�
27-Jan 99�
26-Feb 99�
�
3-month�
56�
140�
91�
�
1-year�
21�
237�
177�
�
3-year�
3�
238�
171�
�
5-year�
27�
249�
176�
�
10-year�
54�
240�
190�
�






Table 3


Issuance of EF paper


(27 Jan – 26 Feb)�
�
�
No. of issues launched�
Over-subscription ratio�
�
1-month EFB�
4�
1.97-3.93�
�
3-month EFB�
5�
0.90-2.75�
�
6-month EFB�
3�
2.32-3.59�
�
1-year EFB�
1�
4.25�
�
2-year EFN�
1�
4.83�
�






Table 4


Frequency of Individual Banks


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


(27/1-26/2)�



No. of  banks�
�
1�
21�
�
2�
4�
�
3�
2�
�
4�
2�
�
5�
1�
�
>5�
1�
�
Total�
31�
�
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� To be consistent with the Currency Board Accounts, starting from this report, the market value, rather than the nominal value, of the monetary base is presented.





7
3

[image: image16.wmf]Chart 4

HK$ - US$ Interest Rate Differentials

0.0

0.5

1.0

1.5

2.0

2.5

27/01

30/01

02/02

05/02

08/02

11/02

14/02

17/02

20/02

23/02

26/02

% p.a.

1M

3M

[image: image17.wmf]Chart 3

Standard Deviation of the 1-month HIBOR

0

2

4

6

8

10

01/97

04/97

07/97

10/97

01/98

04/98

07/98

10/98

01/99

% pts

[image: image18.wmf]Chart 2

1-month and 3-month HIBORs

0

2

4

6

8

10

27/01

30/01

02/02

05/02

08/02

11/02

14/02

17/02

20/02

23/02

26/02

% p.a.

1M

3M

[image: image19.wmf]Chart 1

HK$ Exchange Rate and EERI

7.70

7.80

7.90

8.00

8.10

8.20

27/01

30/01

02/02

05/02

08/02

11/02

14/02

17/02

20/02

23/02

26/02

HK$/US$

120

125

130

135

140

145

150

EERI

Nov 83=100

HK$/US$

EERI

[image: image20.wmf]Chart 7

Base Rate and O/N HIBOR

0

2

4

6

8

27/01

30/01

02/02

05/02

08/02

11/02

14/02

17/02

20/02

23/02

26/02

% p.a.

Closing O/N HIBOR

Simple 5-day average of O/N & 1M HIBORs

Fed Funds Target Rate + 150bps

[image: image21.wmf]Chart 5

Exchange Fund Paper Yield Curves

3

4

5

6

7

8

1W

1Y

2Y

3Y

4Y

5Y

6Y

7Y

8Y

9Y

10Y

% p.a.

end-Jun 97

27-Jan 99

26-Feb 99

[image: image22.wmf]Chart 11

Discount Window Borrowing

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

27/01

30/01

02/02

05/02

08/02

11/02

14/02

17/02

20/02

23/02

26/02

HK$ bn

_981799464.unknown

_981799467.unknown

_981799468.unknown

_981891691.unknown

_981799465.unknown

_981799462.unknown

_981799463.unknown

_981799459.unknown

_981799461.unknown

_981799458.unknown

_981799457.unknown

