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EFAC SUBCOMMITTEE

ON CURRENCY BOARD OPERATIONS

Report on Currency Board Operations

(27 June – 31 July 2000)

The market exchange rate for the Hong Kong dollar eased slightly from 7.7940 to 7.7983, broadly in line with the movement of the convertibility rate in respect of the Aggregate Balance.  The Convertibility Undertaking was triggered on 7 July and the Aggregate Balance shrank into negative territory, leading to a temporary firming of local interest rates. At the end of the reporting period, the exchange rate closed at 7.7983, 5 pips stronger than the convertibility rate.  The monetary base rose from HK$204.80 bn to HK$207.82 bn during the reporting period. 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 7.7940 to 7.7983 during the reporting period, broadly matching the movement of the convertibility rate in respect of the Aggregate Balance.  Alongside an increase in interbank liquidity with the sale of some Hong Kong dollars by the HKMA in response to bank offers in late June, Hong Kong dollar interest rates softened and the exchange rate started to ease.  The Convertibility Undertaking was triggered in the London market on 7 July, and the HKMA bought a total of HK$1.17 bn.  The Aggregate Balance shrank into negative territory accordingly, while local interest rates firmed up.  Thereafter, amid some inflows of funds, the exchange rate strengthened to reach 7.7959 on 13 July.  In response to bank offers, the HKMA sold a total of HK$0.39 bn in the New York market on 13 July, bringing the Aggregate Balance back to positive territory.  The exchange rate then eased marginally, but strengthened again to 7.7966 on 24 July.  The HKMA sold another HK$0.78 bn in response to bank offers.  The exchange rate subsequently eased to close at 7.7983 at the end of the period, 5 pips stronger than the convertibility rate (Charts 1 and 2).
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 AUTONUM 
Interbank interest rates moved on a general downtrend during the reporting period, with 1-month HIBOR easing from 6.06% on 27 June to 5.88% on 31 July.  1‑month HIBOR was generally steady in late June before rising significantly to 6.44% on 11 July when the Aggregate Balance fell to a negative level of HK$0.14 bn.  It subsequently eased to 6.00% on 17 July as the Aggregate Balance returned to a positive level.  Thereafter, as the Aggregate Balance increased further to HK$1.10 bn on 28 July, 1-month HIBOR eased to 5.75% before closing at 5.88% at the end of the reporting period.  3‑month HIBOR followed a similar downward trend, easing from 6.50% to 6.19%.  12-month HIBOR also eased from 7.19% to 6.81% during the reporting period (Chart 3). 

 AUTONUM 
Interest rate volatility, measured in terms of the standard deviation of 1-month HIBOR (Chart 4), decreased slightly from 0.19 percentage points in June to 0.18 percentage points in July (up to 31 July).

 AUTONUM 
Reflecting the downward movements of Hong Kong dollar interbank interest rates, the negative spreads between Hong Kong dollar and US dollar interbank rates widened during the reporting period.   The negative spread in respect of 1‑month rates, which stood at ‑65bp at the beginning of the reporting period, narrowed to ‑20 bp on 11 July when the Aggregate Balance shrank to a negative level.  Subsequently, it widened to –64 bp on 17 July as the Aggregate Balance rebounded to positive territory.  Towards the end of the reporting period, the negative spread widened further to reach ‑85 bp on 28 July on the back of a higher Aggregate Balance before closing at –75 bp at the end of the reporting period.  Likewise, the negative spread between 12‑month Hong Kong dollar and US dollar interbank rates widened from –4 bp to ‑27 bp during the reporting period (Chart 5).  
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 AUTONUM 
In line with the softening of local interbank interest rates, yields on Exchange Fund paper declined during the reporting period (Chart 6).  Yields on 5‑year and 10-year Exchange Fund notes decreased by 12 bp and 1 bp to 6.91% and 7.49% respectively.  The yield spread between 5-year Exchange Fund paper and US Treasuries remained at 64 bp, while the yield spread between 10-year Exchange Fund paper and US Treasuries widened by 3 bp to 133 bp on 31 July (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 during the period.  The weighted average deposit rate offered by 44 major authorised institutions for 1-month time deposits (which are outside the Interest Rate Rules) decreased from 6.44% on 16 June to 6.08% on 21 July.  The effective deposit rate
 increased from 4.75% in May to 4.89% in June (Chart 7).
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 AUTONUM 
The Base Rate remained unchanged at 8.0% (150 basis points above the US Fed Funds Target Rate) (Chart 8).
Monetary Base

 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$204.80 bn on 27 June to HK$207.82 bn on 31 July (Table 2). Movements in the individual components are discussed below.
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 AUTONUM 
During the reporting period, the outstanding amount of Certificates of Indebtedness (CIs) increased from HK$92.79 bn to HK$94.64 bn.  In anticipation of an increase in public demand for banknotes early in the month, the three Note Issuing Banks (NIBs) submitted to the HKMA a total of US$0.37 bn in exchange for HK$2.86 bn worth of Certificates of Indebtedness (CIs) between 27 and 30 June.  The NIBs then redeemed a total of HK$1.44 bn in exchange for US$0.18 bn during the rest of the reporting period.  As a result, a net increase in the outstanding amount of CIs of HK$1.42 bn was recorded during the reporting period (Chart 9).  
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 AUTONUM 
The total amount of coins in circulation decreased marginally from HK$6.01 bn to HK$6 bn during the period (Chart 10).
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 AUTONUM 
The Aggregate Balance increased from HK$0.63 bn to HK$1.12 bn during the reporting period.  As a result of the sale of HK$0.39 bn by the HKMA in response to bank offers on 26 June for settlement of 28 June, the Aggregate Balance increased to HK$1.03 bn on 28 June.  Thereafter, as the HKMA bought a total of HK$1.17 bn under the Convertibility Undertaking on 7 July, the Aggregate Balance shrank to a negative level of HK$0.14 bn on 11 July. Reflecting the HKMA sale of a total of HK$0.39 bn in response to bank offers on 13 July, the Aggregate Balance rebounded to a positive level of HK$0.32 bn on 17 July.  As the HKMA sold another HK$0.78 bn on 24 July in response to bank offers, the Aggregate Balance increased further to HK$1.05 bn on 26 July (Table 3 and Chart 11).
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 AUTONUM 
During the reporting period, a total of HK$0.64 bn of interest payments on Exchange Fund paper were made, while an additional HK$0.54 bn (market value) of Exchange Fund paper was issued to absorb these 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 reporting period, the market value of outstanding Exchange Fund paper increased slightly from HK$105.38 bn to HK$106.07 bn.  The increase was mainly a result of additional net issues (referred to in paragraph 12 above).  All issues of Exchange Fund Bills and Notes were well received by the market (Table 4). Holdings of Exchange Fund paper by the banking sector before discount window activities increased during the period, from HK$89.44 bn (or 84.9% of total) on 27 June to HK$93.69 bn (or 88.3% of total) on 31 July (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.  Banks’ access is unrestricted in respect of borrowings collateralised against Exchange Fund paper.  Discount Window borrowing remained rather active during the reporting period.  For the period as a whole, banks in total borrowed HK$6.09 bn from the HKMA, compared with HK$7.70 bn in the preceding period.  All of the borrowings used Exchange Fund paper as collateral (Chart 13).
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 AUTONUM 
A total of 24 banks borrowed overnight funds through the Discount Window (Table 5), compared with 31 banks in the preceding period.  Most banks used the Discount Window facility only infrequently.

Backing Portfolio
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 AUTONUM 
During the reporting period, backing assets increased alongside an expansion of the monetary base.  However, the value of backing assets increased at a faster pace than that of the monetary base, partly due to positive net investment income. This had the effect of pushing the backing ratio up from 110.56% on 27 June to 110.73% on 31 July (Chart 14).  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.
For further enquiries, please contact: 

Jasmin Fung, Manager (Press), at 2878 8246 or 

Alice Lo, Manager (Press), at 2878 1843

Hong Kong Monetary Authority

4 September 2000
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Table 3


HKMA HK$/US$ FX Transactions*


(27 June – 31 July)�
�
Trade Date�
Net HK$ purchase (+) / sale (-)


(HK$ mn)


�
�
07 July�
+1,169�
�
13 July�
-390�
�
24 July �
-780�
�



Total �



-1�
�



* 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.
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Table 2


Monetary Base�
�
(HK$ bn)�
27 June�
31 July�
�
CIs�
92.79�
94.64�
�
Coins in Circulation�
6.01�
6.00�
�
Aggregate Balance�
0.63�
1.12�
�
Outstanding EFBNs�
105.37�
106.07�
�
Monetary Base�
204.80�
207.82�
�
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Table 4


Issuance of EF paper


(27 June – 31 July)�
�
�
No. of issues launched�
Over-subscription ratio�
�
1-month EFB�
3�
3.12 – 7.43�
�
3-month EFB�
5�
2.41 – 3.36�
�
6-month EFB�
3�
4.82 – 5.55�
�
12-month EFB�
1�
7.43�
�
3-year EFN�
1�
7.53�
�
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Table 1


Yield Spreads between Exchange Fund Paper and US Treasuries (basis points)�
�
�
27 Jun 97�
27 June 00�
31 July 00�
�
3-month�
56�
31�
-36�
�
1-year�
21�
35�
12�
�
3-year�
3�
25�
11�
�
5-year�
27�
64�
64�
�
10-year�
54�
130�
133�
�
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Table 5


Frequency of Individual Bank’s


Access to the Discount Window


(27 June – 31 July)�
�
Frequency of using Discount Window�
No. of banks�
�
1�
15�
�
2�
2�
�
3�
3�
�
4�
1�
�
>4�
3�
�



Total�



24�
�









� This is the weighted average of the interest rates on demand deposits, savings and time deposits.  As the banking statistics classify deposits by remaining maturities, we have used certain assumptions regarding the maturity distribution to compute the effective deposit rate.
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