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1. Features of Hong Kong dollar

(1) Full convertibility—1nternational currency |E
(cf.Chinese RMB with limited convertibility)

B2 RO

fSEE

(2) Currency board system (linked exchange rate system):

fixed exchange rate at US$1=HK$7.8
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(3) The monetary base 1s fully backed by US dollar

foreign reserve.

(4) Bank notes are 1ssued by 3 commercial banks, not by

a central bank.

(5) The confidence in HK dollar supports the prosperity
of Hong Kong within “one country, two systems”

framework ( [—[E

il

=] ) .




2. The target of speculation during the Asian crisis

The movement of HKS$ exchange rate against US$
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HK dollar interest rate vs. US dollar interest rate
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(1) Four waves of speculative attacks on HK dollar from Oct.

1997 to Sep. 1998: speculators sell HK dollar and buy
US dollar.

(2) Objectives of HK dollar currency speculation (&FZ K
VB E RO BHY)
(a) devaluation of HK dollar 1@EBVYITFI(FIC1EIAL
to sell HK dollar high, and buy back when devalued.
(b) proxy currency of RMB (ARJTTDRIERE)
to sell HK dollar to hedge the risk of possible RMB devaluation.
© fall of HK stock prices

to sell HK stocks short (FZ#RDZEFE V), and buy back when
prices fall.

Selling of HK$—HKS interest rate rises—stock price fakls
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(3) The Hong Kong Monetary Authority (HKMA: HE&
REE I F) succeeded in defending the HK dollar fixed
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exchange rate and the currency board system, but had to
pay an expensive cost---the worst recession over 40
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years.
1996 | 1997 | 1998 | 1999 |2000 |2001
Real GDP growth rate % #ZEFAKEE (45 |53 |-51 |31 10.5 [0.6
CPI(A) % HEEYMIEE 60 |57 |26 [-33 |-3.0 |-1.7
Unemployment rate % SRZFEZR 28 |24 |47 6.1 |49 |5.1
Foreign reserve (bio US$) 4 E#%fw |63.8 [92.8 [89.6 [963 |[107.6|111.2
Fiscal surplus (bio HK$) BAEAS#E (257 |864 |-1.8 |08 |-0.6 |-52

(source : HKMA annual reports, etc.)




3. The mechanism of currency board system
AL —RK— FHElDERE A

(1) The present currency board system (the linked exchange
rate system) was born out of crisis in 1983 over the

pessimistic view after Hong Kong’s return to China 1n
1997.

Before 1935: silver standard system (ER AN )

1935-72 (except during WWII): pegged to the sterling pound
1972-73: pegged to the US dollar

1974-83: floating exchange rate system

1983-today: currency board system



(2) Basic characteristics of the currency board system in HK

» No foreign exchange control B EE/L L

. No central bank, but HK Monetary Authority 7 SR R
FORDY ICEBLMEER

. No independent monetary policy (the interest rate
follows the decision of US Federal Reserve Board)JH#

i UEEmERG L

» No lender of last resortBx 12D E U F#Ege/s L

* The monetary base (M1) 1s fully backed by the foreign
reserve. MIIZIZ100% LA LDANAEE/EDEDITH U

* The change of M1 reflects the change of the foreign
reserve. MIDZEALIIHNEDZE (L 7 R




The Structure of the Linked Exchange Rate System
(for details see Figure 5.3)

(D USS$ deposit
(2) HK$ Certificate of Indebtedness 9



Balance sheet of HKMA Exchange Fund (billion HK $)

Assets BE 1998 | 1997 | Liabilities &f& 1998 | 1997
Cash, short term funds 133 | 100 | Cert. of indebtedness 86 87
Fixed-term deposits 52 75 | Coins in circulation 6 5
Certificate of deposits 28 69 | Balance of bank account 3 1
Investment account 677 | 375 | Exchange fund bill/note 98 89
Other 31 18 | Fiscal surplus fund 425 | 238
(foreign currency assets) | (701) | (588) | Deposit 21 21
(HK dollar assets) (220) | (48) | Other 40 6

Net assets 2421 190
Total 921 | 637 | Total 921 637

(source : HKMA annual reports)
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4. The secret of Hong Kong’s prosperity

(1) Hong Kong as a small, open economy: free port,

international financial center, gateway to China (B H/E.

FFemt >4y —. FEADAD)

* Service oriented economy: more than

85% of workforce

1s employed 1n the service sector (retail, hotel, restaurant,

trade, banking etc.)

» High dependence on international trac

e: trade dependency

ratio is more than 200%, re-export (EEjt))is more than
80% of export, mostly to and from China. 40% of China’s

export goes through Hong Kong.

* The core of South China economic sphere (ZEFF#XFE)
—Can Shanghai take over the position of Hong Kong?




(2) Hong Kong dollar and “one country, two systems”

a2 R E T-EZHIE]
(1) In 2003 HK economy was still in a serious recession.
(the unemployment rate 8.5% 1in the 111.Q)

« Is the fixed rate of US$1=HK$7.8 overvalued? IRTE
DEE FIV1EE I3 E XK

e  Should the currency board system be replaced by a
floating exchange rate system? A b > & —7Rk— Rl
(FZENRIGCRITIREDN?

 Should the HK dollar be abolished, and the Chinese
RMB be introduced? ARIJTTZEEBHE E UL TEA
IREM?
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(i) “One country, two systems” [—[EZHIE |

« Hong Kong SAR (&FE45RI1THIX) is guaranteed to
maintain 1ts capitalistic system and autonomy (except
foreign affairs and defense) for at least 50 years.

e The concept “one country, two systems”was devised by
Deng Xiaoping (b2 /NJ) for future return of
Taiwan.

 The Hong Kong’s economic prosperity is essential for
the success of “one country, two systems,” and the
stability and credibility of the HK dollar 1s a prerequisite
of Hong Kong’s function as an international financial,

trade and business center.
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