Report on Currency Board Operations

(20 December 2001 – 25 January 2002)

The Hong Kong dollar exchange and money markets remained stable during the reporting period despite the unfolding crisis in Argentina and concerns about the depreciation of the yen.  Local interbank interest rates were generally stable, with the shorter-term rates staying close to, and the longer-term rates above, their US counterparts.  The monetary base increased from HK$227.08 bn to HK$232.64 bn, mainly as a result of an increase 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 
The Hong Kong dollar exchange rate remained stable throughout the reporting period despite Argentina’s abolition of its currency board system and increased concerns about the depreciation of the yen.  Partly reflecting increased liquidity demand towards the year-end, the exchange rate strengthened in the beginning of the period.  Thereafter, in line with generally softer local interbank interest rates, the exchange rate eased for the rest of the reporting period and closed at 7.7994 (Charts 1 and 2). 

Interest Rates
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 AUTONUM 
Interbank interest rates were largely stable during the period.  Reflecting partly increased demand for Hong Kong dollar funding towards the year‑end period, 1-month HIBOR strengthened at the beginning of the reporting period.  It then gradually eased to close at 1.94% at the end of the period.  3-month and 12-month HIBORs tracked the movement of 1-month HIBOR and closed at 1.97% and 2.63% respectively (Chart 3). 
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 AUTONUM 
Interest rate volatility, measured by the standard deviation of daily changes in 1‑month HIBOR relative to the average 1-month HIBOR, remained low and stable (Chart 4).
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 AUTONUM 
The positive 1‑month and 3‑month spreads were largely closed in mid-January, but widened again towards the end of the period.  On the other hand, 12-month Hong Kong dollar interbank interest rate maintained a modest spread above its US counterpart during most of the period (Chart 5). 
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 AUTONUM 
Amid increased volatility in Argentina’s financial markets as well as concerns about the depreciation of the yen, 12‑month forward point rose to 260 pips at the beginning of the period.  Nevertheless, partly reflecting investor differentiation between markets with different fundamental conditions, it was subsequently reduced and closed at 180 pips at the end of the period.  The Hong Kong dollar 3‑month forward points turned into a small premium during the period (Chart 6).
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 AUTONUM 
Reflecting in part the movements of the US Treasury yield curve, yields on Exchange Fund paper declined at the longer end, but firmed slightly at the shorter end (Chart 7).  The yield spread between 5-year Exchange Fund paper and US Treasuries widened slightly by 1 bp to 70 bp, while that between 10-year Exchange Fund paper and US Treasuries narrowed by 9 bp to 95 bp (Table 1).
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 AUTONUM 
The Base Rate remained unchanged at 3.25% (Chart 8). The Best Lending Rate was also unchanged.  
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 AUTONUM 
The average deposit rate offered by the major authorized institutions for 1‑month time deposits decreased from 0.45% on 20 December 2001 to 0.43% on 25 January 2002.
  Meanwhile, the effective deposit rate decreased from 0.91% in November to 0.69% in December 2001 (Chart 9).
 

Monetary Base

 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, increased from HK$ 227.1 bn to HK$232.6 bn during the reporting period (Table 2). Movements in individual components are discussed below.
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 AUTONUM 
In response to increased demand for banknotes by the public before the seasonal holidays, the three note‑issuing banks (NIBs) submitted to the HKMA a total of US$0.53 bn in exchange for HK$4.14 bn worth of CIs between 20 and 24 December 2001.  As public demand for cash gradually subsided after the holidays, the NIBs redeemed a total of HK$3.16 bn of CIs in exchange for US$0.41 bn during 27 December 2001 to 16 January 2002.  Thereafter, in anticipation of a rise in public demand for cash during the month‑end period, the NIBs submitted to the HKMA a total of US$0.54 bn in exchange for HK$4.22 bn worth of CIs for the rest of the period.  As a result, the outstanding amount of CIs increased from HK$104.65 bn to HK$109.85 bn (Chart 10). 
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 AUTONUM 
The total amount of coins in circulation increased marginally from HK$5.94 bn to HK$5.98 bn during the period (Chart 11).

Aggregate Balance
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 AUTONUM  
In the absence of foreign exchange operations conducted for the currency board account, the Aggregate Balance remained stable at around HK$0.30 bn, with small fluctuations due to interest payments and new issues of Exchange Fund paper (Chart 12). 

 AUTONUM 
During the period, a total of HK$0.33 bn of interest payments on Exchange Fund paper were made.  An additional HK$0.29 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
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 AUTONUM 
The market value of outstanding Exchange Fund paper increased slightly from HK$116.13 bn to HK$116.44 bn. The increase was mainly a result of additional net issues (paragraph 13 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) decreased marginally from HK$108.87 bn (93.75% of total) to HK$108.42 bn (93.11% of total) during the period (Chart 13). 
Discount Window Activities
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 AUTONUM 
For the period as a whole, 25 banks in total borrowed HK$3.61 bn from the Discount Window, compared with HK$2.58 bn in the preceding period.  All of the borrowing used Exchange Fund paper as collateral (Chart 14). The banks used the Discount Window facility only infrequently (Table 5).

Backing Portfolio
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 AUTONUM 
Backing assets increased during the period along with an increase in the outstanding amount of CIs and positive net interest income. As a result, the backing ratio increased from 111.59% on 20 December 2001 to 111.66% on 25 January 2002 (Chart 15).  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.
For further enquiries, please contact: 

Jasmin Fung, Manager (Press), at 2878 8246 or 
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Table 2


Monetary Base�
�
(HK$ bn)�
20 Dec 01�
25 Jan 02�
�
CIs�
104.65�
109.85�
�
Coins in Circulation�
5.94�
5.98�
�
Aggregate Balance�
0.36�
0.37�
�
Outstanding EFBNs�
116.13�
116.44�
�
Monetary Base�
227.08�
232.64�
�
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Table 4


Issuance of EF paper and notes


(20 Dec 01 – 25 Jan 02)�
�
 �
No. of issues launched�
Over-subscription ratio�
�
1-month EFB�
2�
5.37 – 17.27�
�
3-month EFB�
5�
1.50 – 7.19�
�
6-month EFB�
3�
1.98 – 5.16�
�
12-month EFB�
1�
3.27�
�
3-year EFN�
1�
3.55�
�
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Table 1


Yield Spreads between Exchange Fund Paper and US Treasuries (basis points)�
�
�
27 Jun 97�
20 Dec 01�
25 Jan 02�
�
3-month�
56�
-13�
-8�
�
1-year�
21�
32�
37�
�
3-year�
3�
40�
63�
�
5-year�
27�
69�
70�
�
10-year�
54�
104�
95�
�
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Table 5


Frequency of Individual Bank’s


Access to the Discount Window


(20 Dec 01 – 25 Jan 02)�
�
Frequency of using Discount Window�
No. of banks�
�
1�
16�
�
2�
2�
�
3�
2�
�
4�
1�
�
>4�
4�
�
Total�
25�
�









� The standard deviation of daily changes in 1-month HIBOR relative to its monthly average measures the extent of interest rate fluctuations relative to the average level of interest rates, which may vary over time. 





� The quoted figures refer to the average of interest rates offered by the major authorized institutions for one-month time deposits of amount less than HK$100,000.


� This is the average of the interest rates on demand, 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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