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Report on Currency Board Operations

(1 - 23 April 2001)

The Hong Kong dollar exchange and money markets remained stable during the reporting period, although the external environment turned less favourable. Following the 50 bp cut in the US Fed Funds Target Rate on 18 April, interbank interest rates eased across the board.  The spreads with US interest rates narrowed at the longer end, while those at the shorter end turned negative again.  The monetary base decreased marginally from HK$217.30 bn to HK$216.28 bn, mainly due to a reduction in the outstanding amount of Certificates of Indebtedness.  In accordance with currency board principles, changes in the monetary base were fully matched by corresponding changes in foreign reserves.
Hong Kong Dollar Exchange Rate
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 AUTONUM 
Notwithstanding escalating Sino‑US tensions, a weakening of the Japanese Yen, as well as increased volatility in Argentina’s financial markets, the Hong Kong dollar exchange rate remained stable throughout the reporting period.  It strengthened to around 7.7985 in the early part of April on the back of higher local interest rates.  It then eased to around 7.7998 before firming slightly again towards the end of the period, reportedly associated with some commercial buying orders (Charts 1 and 2). 
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 AUTONUM 
Interbank interest rates eased across the board.  1‑month HIBOR remained firm at around 5.19% at the beginning of the period, but then eased to around 4.81% straddling the Easter holidays. The surprise 50 bp “inter-FOMC meeting” US rate-cut on 18 April led to a further drop in 1-month HIBOR, which reached a low of 4.25% towards the end of the period.  3‑month and 12‑month HIBORs followed a similar pattern, closing at 4.31% and 4.50% respectively (Chart 3). 
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 AUTONUM 
As a result of the significant decline in interest rates, volatility, as measured by the standard deviation of 1-month HIBOR, increased from 0.09 percentage points in March to 0.35 percentage points in April (up to 23 April) (Chart 4). 

 AUTONUM 
Local interest rates across all maturities stayed above their corresponding US dollar counterparts in early April.  The differentials, in terms of 1-month and 3-month rates, then disappeared in the second week of April, and turned negative thereafter, closing at ‑29 bp and -10 bp respectively. The spread in terms of 12-month money, at 41 bp in the beginning of April, narrowed to 9 bp at the end of the period.  On the whole, the money market stayed calm notwithstanding a more eventful external environment (Chart 5).  
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 AUTONUM 
Largely following the movement of the US treasuries yield curve, yields on Exchange Fund paper declined at the shorter end, but firmed slightly at the longer end (Chart 6).  The yield spreads between 5‑year and 10‑year Exchange Fund paper and US Treasuries narrowed by 12 bp and 13 bp, to 60 bp and 93 bp respectively (Table 1).
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 AUTONUM 
Following the 50 bp cut in the US Fed Funds Target Rate on 18 April, the Base Rate was adjusted downwards on 19 April to 6.00%, in accordance with the established formula – 150 basis points above the US Fed Funds Target Rate (Chart 7).  The Hong Kong Association of Banks reduced the Savings Rate by 50 bp to 2.75%, effective on 23 April.  Concurrently, the Best Lending Rate offered by major banks was also lowered, from 8.00% to 7.50%.  The weighted average deposit rate offered by 44 major authorized institutions for 1‑month time deposits decreased from 4.69% on 30 March to 4.14% on 20 April.  Meanwhile, the effective deposit rate decreased from 4.03% in February to 3.81% in March (Chart 8) 
.
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 AUTONUM 
The monetary base, which comprises the outstanding amount of Certificates of Indebtedness (CIs), coins in circulation, the Aggregate Balance, and the outstanding amount of Exchange Fund Bills and Notes, decreased slightly from HK$217.31 bn to HK$216.28 bn during the reporting period (Table 2). Movements in individual components are discussed below.

Certificates of Indebtedness
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 AUTONUM 
Reflecting a significant rise in public demand for cash ahead of the Easter holidays, the three note‑issuing banks (NIBs) submitted to the HKMA a total of US$0.38 bn in exchange for $2.97 bn worth of CIs between 2 and 12 April.  As cash demand gradually subsided following the holidays, the NIBs redeemed a total of HK$4.39 bn of CIs in exchange for US$0.56 bn during the rest of the period.  As a result, the outstanding amount of CIs decreased from HK$98.82 bn to HK$97.40 bn (Chart 9). 

Coins

 AUTONUM 
The total amount of coins in circulation decreased from HK$6.13 bn to HK$6.11 bn during the period (Chart 10).

Aggregate Balance
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 AUTONUM  
No foreign exchange operations were conducted for the currency board account during the period.  The Aggregate Balance remained stable at around HK$0.50 bn, with small changes due to interest payments and new issues of Exchange Fund paper (Chart 11). 

 AUTONUM 
During the period, a total of HK$0.88 bn of interest payments on Exchange Fund paper were made, while an additional HK$0.81 bn (in 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 
The market value of outstanding Exchange Fund paper increased from HK$111.87 bn to HK$112.21 bn.  The increase was mainly a result of additional net issues (refer to paragraph 11 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) slightly increased from HK$103.35 bn (or 92.4% of total) on 2 April to HK$103.61 bn (or 92.3% of total) on 23 April (Chart 12). 
Discount Window Activities

 AUTONUM 
Reflecting stable liquidity conditions, Discount Window activity generally fell.  For the period as a whole, banks in total borrowed HK$0.56 bn from the Discount Window, compared with HK$5.01 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 9 banks borrowed overnight funds through the Discount Window (Table 5).  They used the Discount Window facility only infrequently.

Backing Portfolio
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 AUTONUM 
Along with a decrease in CIs outstanding, backing assets fell accordingly. Nevertheless, the decline in backing assets was more moderate than that of the monetary base, partly due to positive net interest income.  As a result, the backing ratio increased from 110.36% on 2 April to 110.74% on 23 April (Chart 14). Under the linked exchange rate system, while 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
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Table 2


Monetary Base�
�
(HK$ bn)�
2 Apr 01�
23 Apr 01�
�
CIs�
98.82�
97.39�
�
Coins in Circulation�
6.13�
6.11�
�
Aggregate Balance�
0.49�
0.57�
�
Outstanding EFBNs�
111.87�
112.21�
�
Monetary Base�
217.31�
216.28�
�
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Table 4


Issuance of EF paper


(2 – 23 Apr 01)�
�
�
No. of issues launched�
Over-subscription ratio�
�
1-month EFB�
1�
10.32�
�
3-month EFB�
3�
2.49 – 4.38�
�
6-month EFB�
2�
2.95 – 3.73�
�
12-month EFB�
1�
3.30�
�
3-year EFN�
1�
2.72�
�
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Table 1


Yield Spreads between Exchange Fund Paper and US Treasuries (basis points)�
�
�
27 Jun 97�
 2 Apr 01�
23 Apr 01�
�
3-month�
56�
28�
34�
�
1-year�
21�
47�
41�
�
3-year�
3�
49�
49�
�
5-year�
27�
72�
60�
�
10-year�
54�
106�
93�
�
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Table 5


Frequency of Individual Bank’s


Access to the Discount Window


(2 – 23 Apr 01)�
�
Frequency of using Discount Window�
No. of banks�
�
1�
6�
�
2�
2�
�
3�
1�
�



Total�



9�
�









� 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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