
Annex A


Report on Currency Board Operations

(30 September – 26 October 1999)

During the reporting period, the market exchange rate for the Hong Kong dollar eased from 7.7680 to 7.7707, in line with the movement of the convertibility rate in respect of the Aggregate Balance.  As interbank liquidity shrank on the back of some outflows of funds, local interbank interest rates firmed up moderately in the second half of the reporting period. The monetary base decreased from HK$201.01 bn to HK$197.21 bn, mainly due to a reduction in Certificates of Indebtedness.  Changes in the monetary base were fully matched by corresponding changes in foreign reserves in accordance with the Currency Board arrangements.
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 AUTONUM 
The Hong Kong dollar exchange rate eased slightly from 7.7680 to 7.7707 during the reporting period, broadly matching the movement of the convertibility rate in respect of the Aggregate Balance.  As Hong Kong dollar interest rates fell significantly in the last reporting period, with HIBOR of 1-month or below falling to levels close to or below their US dollar counterparts in late September and early October, there were some outflows of funds from the Hong Kong dollar in the first half of October.  Selling orders on the Hong Kong dollar increased, and the Convertibility Undertaking was triggered on 1 October in the London market.  Further outflows of funds occurred in mid-October amid a correction in the local stock market.  The Hong Kong dollar exchange rate weakened subsequently to touch the convertibility rate during 13-15 October, triggering the Convertibility Undertaking.  Thereafter, alongside a shrinkage of interbank liquidity, interest rates edged up moderately and the flows of funds reversed.  As a result, the exchange rate strengthened slightly to 7.7692 on 21 October, 12 pips stronger than the convertibility rate.  In response to offers from a few banks, the HKMA sold Hong Kong dollars for US dollars during 19‑22 October. The Hong Kong dollar exchange rate closed at 7.7707 at the end of the period, 2 pips stronger than the convertibility rate of 7.7709 (Chart 1 and Chart 2).
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 AUTONUM 
Interbank interest rates remained fairly stable in early October, but moved on a general uptrend from the third week of October.  1-month HIBOR eased moderately from 5.53% on 30 September to a low of 5.38% on 12 October.  Amid some outflows of funds and a shrinkage of interbank liquidity, 1-month HIBOR firmed up and peaked at 5.78% on 19 October.  As liquidity conditions improved alongside inflows of funds, it eased slightly to 5.56% on 25 October.
3-month HIBOR saw an increase of around 40 bp at end-September, along with the rise in corresponding US interest rates (as well as rates on other major currencies such as the Euro). This probably reflected the premium on loans straddling the 
end-year period for Year 2000 reasons.  Through the rest of the period, 3-month HIBOR remained fairly stable at around 6.50%.  Longer-term interest rates were relatively stable during the reporting period.  12-month HIBOR, for instance, moved within a narrow range of 7.13% and 7.25%. (Chart 3).
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 AUTONUM 
Interest rate volatility, measured in terms of the standard deviation of 1-month HIBOR (Chart 4), declined from 0.36 percentage points in September to 0.13 percentage points in October (up to 26 October).
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 AUTONUM 
Reflecting mainly movements in Hong Kong dollar interest rates, the differential between shorter-term Hong Kong dollar and US dollar rates narrowed gradually until mid-October, while that of longer-term rates remained stable.  From a spread of 11 bp on 30 September, the differential in terms of the 1-month rate was completely closed in
mid-October.  Thereafter, reflecting a tightening of interbank liquidity, it widened again to 39 bp on 26 October.  The spread in terms of 3-month money remained fairly stable at around 20-30 basis points during most of the period. (Chart 5).
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 AUTONUM 
Yields on Exchange Fund Bills and Notes increased slightly during the period.  Influenced by the pick-up in US treasuries yields, the yields on 5-year and 10-year Exchange Fund notes increased by around 8 bp and 12 bp to 6.96% and 7.50% respectively during the period (Chart 6).  Nevertheless, probably reflecting improved investor confidence, yield spreads between 5-year and 10-year Exchange Fund paper and their US counterparts narrowed by 24 bp and 18 bp respectively, to 75 bp and 118 bp at the end of the of period (Table 1).
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 AUTONUM 
The savings rate under the Interest Rate Rules and the best lending rate offered by major banks remained unchanged at 3.75% and 8.50% respectively during the period under review.  The weighted average deposit rate offered by 44 major authorized institutions for 1-month time deposits (which are outside the Interest Rate Rules) declined from 5.71% on 30 September to 5.61% on 15 October.  Meanwhile, the effective deposit rate (taking into account the maturity of deposits) increased marginally from 4.36% in August to 4.38% in September (Chart 7).
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 AUTONUM 
 The Base Rate remained unchanged at 6.75% (150 basis points above the US Fed Funds Target Rate) throughout the reporting period. (Chart 8). 
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$201.01 bn on 30 September to HK$197.21 bn on 26 October (Table 2).  Movements of individual components are discussed below.

Certificates of Indebtedness
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 AUTONUM 
From 30 September to 13 October, the three Note Issuing Banks (NIBs) redeemed a total of HK$2.49 bn of Certificates of Indebtedness (CIs) in exchange for US$0.32 bn.  Thereafter, the NIBs submitted a total of US$0.11 bn to the Exchange Fund in exchange for HK$0.84 bn of CIs in mid-October.  Another HK$1.88 bn of CIs was redeemed in late-October.  Thus, over the whole period, there was a moderate decrease in the outstanding amount of CIs from HK$92.58 bn to HK$89.05 bn (Chart 9).
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 AUTONUM 
The total amount of coins in circulation remained stable at HK$5.97 bn during the period (Chart 10).

Aggregate Balance
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 AUTONUM 
Mainly reflecting a net outflow of funds, the Aggregate Balance (before Discount Window activities) decreased from HK$1.44 bn on 30 September to HK$0.88 bn on 26 October (Chart 11).
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 AUTONUM 
In response to some outflows of funds, the HKMA bought a total of HK$575 mn under the Convertibility Undertaking on 1 October, resulting in a shrinkage of Aggregate Balance from HK$1.44 bn on 30 September to HK$0.86 bn on 5 October.  Another HK$1.6 bn were bought under the Convertibility Undertaking during 13-15 October, and the Aggregate Balance was at one point forecast to fall to a negative level of HK$0.5 bn.  The resultant rise in interbank interest rates induced some buying interest on the Hong Kong dollars.  In response to bank offers, the HKMA sold a total of HK$777 mn during 19-20 October, restoring the Aggregate Balance to a positive level.  It further rose to HK$0.88 bn on 26 October consequent to the sale of another HK$777 mn by the HKMA on 22 October (Table 3).  
 AUTONUM 
During the period, a total of HK$ 0.32 bn in interest payments on Exchange Fund Paper were made, while an additional HK$ 0.25 bn (market value) of Exchange Fund paper was issued to absorb the interest payments. The remaining amount was carried forward in the Aggregate Balance.

Outstanding Exchange Fund Bills and Notes
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 AUTONUM 
During the period, the market value of outstanding Exchange Fund paper increased marginally from HK$101.03 bn to HK$101.32 bn.  The increase was mainly a result of the additional net issue (referred to in paragraph 13 above).  All issues of Exchange Fund Bills and Notes were well received by the market (Table 4).  Probably reflecting banks’ preference to hold Exchange Fund paper as collateral for Discount Window borrowing as part of their Year 2000 positioning, holdings of Exchange Fund paper by licensed banks before Discount Window activities (in terms of market value) increased steadily from HK$83.23 bn (or 82.4% of total) on 30 September to HK$83.86 bn (or 82.8% of total) on 26 October (Chart 12).  
Discount Window Activities
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 AUTONUM 
The Discount Window provides banks access to overnight liquidity to facilitate their cash flow management, and hence helps to ensure the smooth functioning of the interbank payment system.  Bank's access is unrestricted in respect of borrowings collateralised against Exchange Fund paper.  During the period under review, discount window activities increased slightly alongside a shrinkage of interbank liquidity.  Banks borrowed a total of HK$4.56 bn from the HKMA through the Discount Window, representing a daily average of HK$217 mn as compared with HK$135 mn in the last reporting period. (Chart 13).
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 AUTONUM 
A total of 30 banks borrowed overnight liquidity through the Discount Window (Table 5).  Most banks used the Discount Window facility only infrequently. 
 AUTONUM 
Almost all the borrowings made during the period were collateralised against Exchange Fund Bills and Notes.  There were three occasions on which banks borrowed an amount exceeding 50% of their holdings of Exchange Fund paper.
Backing Portfolio
 AUTONUM 
Due to a reduction of the monetary base during the reporting period, the value of backing assets declined by HK$3.39 bn. The backing ratio increased marginally from 110.49% on 30 September to 110.77% on 26 October.  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 Hong Kong dollar exchange rate.
Hong Kong Monetary Authority

1 December 1999
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Table 1


Yield Spreads between Exchange Fund Paper and US Treasuries (basis points)�
�
�
27-Jun 97�
30 Sep 99�
26 Oct 99�
�
3-month�
56�
60�
35�
�
1-year�
21�
67�
33�
�
3-year�
3�
63�
60�
�
5-year�
27�
99�
75�
�
10-year�
54�
136�
118�
�
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Table 2


Monetary Base�
�
(HK$ bn)�
30-Sep�
26-Oct�
�
CIs�
92.58�
89.05�
�
Coins in Circulation�
5.97�
5.97�
�
Aggregate Balance�
1.44�
0.88�
�
Outstanding EFBNs�
101.03�
101.32�
�
Monetary Base�
201.01�
197.21�
�
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Table 4


Issuance of EF paper


(30 September – 26 October)�
�
�
No. of issues launched�
Over-subscription ratio�
�
1-month EFB�
2�
1.87-2.53�
�
3-month EFB�
3�
1.90-3.74�
�
6-month EFB�
2�
2.00-4.00�
�
3-year EFN�
1�
2.32�
�
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Table 3


HKMA HK$/US$ FX Transactions*


(30 September – 26 October)�
�
Trade Date�
Net HK$ purchase (+) / sale (-)


(HK$ mn)�
�
1 Oct�
575�
�
13 Oct�
552�
�
14 Oct�
311�
�
15 Oct�
738�
�
19 Oct�
-233�
�
20 Oct�
-544�
�
22 Oct�
-777�
�



* FX transactions may be due for settlement today, on the next business day, or the day after, at which point they would affect the Aggregate Balance.





Table 5


Frequency of Individual Bank’s


Access to the Discount Window


(30 September – 26 October)�
�
Frequency of using Discount Window�
No. of banks�
�
1�
20�
�
2�
5�
�
3�
3�
�
4�
1�
�
>4�
1�
�
Total�
30�
�
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