REFERENCE RATE FOR LAF RATES
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The HKMA announced on 25 September that it will change the reference rate for setting the

LAF Rales from the US Discount Rate to the US Fed Funds Target Rate.

The move is due

(o the fact that Fed Funds Target Rate tracks more closely overnight London Interbank Bid
Rate, is a betier indicator of US menetary policy and is transparent

Functions of LAF

The Liguidicy Adjustment Facilicy (LAF) is the
Hong Kong version of Discount Windowe |t was
incroduced in June 1992 as one of the reform
measures to strengthen monetary management in
Hong Kaong. LAF serves several important funcrions
in the management of incerbank liquidicy :

a) it enables banks to make late adjustmencs
to their liquidicy position after the clase
af the interbank market;

(b} it enables the HKMA o supply additional
liquidicy to or o absarb excess liguidity
fram the banking system;

() che LAF Bid and Offer Rates effectively
set the floor and the ceiling of the

overnight Hong Fong dollar Interbank
Interest Rate (HIBOR).

With reference to (g} above, the LAF corridar
can help prevent sharp fluctuations in short-cerm
interest rates caused by shorc-term volatilicy in the
demand for interbank liquidity, As such, it forescalls
possible unsettling effects that interest rate
flucuations may have on the exchange rare.
Although in normal circumstances LAF Rates will
be adjusted in line with any change in the reference
rate. the LAF Rates may be varied from time to
time in order to maintain the stability of the Hong
Kong dollar exchange rate.

Choice of reference rate

Under the linked exchange rate syscemn, che
Hong Kong dollar interest rates should track
closely che key U% dollar interest rates in normal
circumstances. In this regard, the Bid and Offer
Rates under the LAF should ideally be ser wich
reference te the Lendon Interbank Bid Rate
(LIBID), which is the interest rate for placing LIS
dollar deposits in the Euro dallar markec. The
prablem in doing s2 is that che LAF Rares would be
following a moving targer and frequent adjustments
wiauld be required,

Az an zlternative, the S Discount Rate® has
been used as the reference rate in seming the LAF
Rates since its inception. There are several reasons
for such a cheoice. First, the LAF and the LS
Discount Window perfarm  similar  functions.
Secand, the US Discount Race is transparent® as
any «<hange in this race s publicly announced.
Thirdly, the L5 Discount Rate is craditionally a firm
indicator of US monewary policy. Adjustments in
this rate used to carry strong announcement
effecrs.

Experience in the past few years

When the LAF was introduced in June 1992,
the LIS Discount Race was the same as the Fed
Funds Target Rate® and remained so undil mid 1993
{Chart |). However, during the upswing in the US
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interest rave cycle between February 1994 and
February 1995, the FOMC decided to adjust the
Fed Funds Target Rate upwards on seven occasions,
The combined magnitude of increase was 300 basis
points (bps). The Fed Funds Rate and LIBID
followed swit, and rose by around 290 bps during
the same periad. The US Discount Rate, on the
other hand, was adjusted anly on 4 cocasions, by a
tatal of 225 bps, Thus che spread berween the US
Discount Rate and the US Fed Funds Target Rate
widened ta 75 bps, The LAF corridor sill embraced
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the US Fed Funds Targer Rare. Mevertheless the
headroom for the overnight HIBOR to move
above the marker interest rate for US dollar (as
represented by the Fed Funds Target Rate) was
reduced (Chare 1.

T narrow 3 hepdrasm would unnecessarily
constrain  the upward movement in overnight
HIBOR, This may at times lead tooan inberest rate
differential in favour of the US dallar, which could
in turn affect the Hong Kong dollar exchange rate.
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The Fed Funds Target Rate as a
Reference Rate

The HEMA can adjusc the LAF Rates whenever
there is too little headroom. However, a ridier
approach would be to choose a reference rate
which iz more representative of the U doliar
market interest rates, The Fed Funds Target Rate
should be a2 suicable chaoice for the follawing

FCasamns |

(a) rche Fed Funds Target Race wracks closaly
overnight LIBID (Chare 2). The average
differencial during 19901995 was only
around |2 bps as compared with a
differential of 35 bps
Discount Rate and LIBID;

(k) the Fed Funds Target Rate is now as
cransparent as the Discount Rate, Since
February 1994, the FOMC announced
the adjustments in the Fed Funds Target

botween  the

5 Prosiocdly, the ikt hd b paope the palicy intesgsn of FOMC from che mnuier of = meesinga, and phracea Lk “ghgholy highar depree of reserve

Rare on the same day when the change
was made®; and

(¢} the Fed Funds Target Rate now appears
ta be 3 better indicator of US monetary
policy than the U3 Discount Race. Banks
in the L3A appear to have become
increasingly reluctanc to borrow from
the Discount Window. The Discounc
Rate has become little more than an
indicator, arguably a lagging indicator, of
the Fed's policy stance.

Following consultation with the Exchange
Fund Advisory Committee, the Hong Kong
Monetary Awthority (HEMA) has decided that the
reference rate for setting the LAF Bid and Offer
Rates should be changed from the US Discounc
Rate to the Fed Funds Targec Rate, subject to the
U5 Federal Reserve continuing with the presenc
practice of making timely announcement an changes
in the Fed Funds Target Rate. %

— Prepared by the Henesary Foboy & Marken Ceparoment

provwre’” or “higher degres of retscee prescure™ were used 1o indicane the inpended magnizude of adjurmment in che Fed Funds Target Rate.
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