Introduction

Thls memeorandum describes a2 scheme to stabilize
the exchange rate of the Hong TCﬂﬁ dollar, and seeks Meakbers!
advice as to HhEthE" it should be implemented immediately,

HBackgrgund

2 Since 1974 the Hong Xong dollar has been a freely
fleating currencey. Although the EZxchange Fund has always
possessed the capability of interventicon in the feoreign
ex¢han5a market, such intervention has generally been limited
to seeking to 5munth cut short-term fluctuations, acknowledging
the experience of governments and- ceatral banks across the

free world that intervention cannot resist more fundamental
pressures. In brief, massive expenditures of :3r215n currency
reserves 1s futfile. A particular difficulty in Hong ¥ong

has been the limited effectivensss of other ,alzzy instruments
availzble to influence the domestic money supply in support af
any intervention In the foreign exchange mariet,

3 Over the lazzt nine years the “Float 1ug exchange rate
regimeé nas served Hong Xoeng well., Its merit has Leen in ..
assisting the autematic adjustment process towards the
achievesment of full employment and Gu,starding economic

growth, out it has been accnmpaﬂle. vy high rates of inflaticn
at times - particularly recently - znd by unecontrelled

growth of the money supply.

4 ) Juring the past 12 aconths the exchange rate nas
secome inereasingly affected by political uncertzintiss and
loss of eonfidence as cpposed te current sconomie factors.
The latter are excellent, Currency deprsciazticon has
nevertneless snown sizgns regently of feeding on itseld, whic
nas led Lo consternation and indeed a degree ef panic GTungst
the publie, The Jovernment has been unatls ts econtrol the
slide, despite beth substantial intervention by the Exchange
Fund in the [oreign exchange market and upward pressure on
interest rates. The Administration has censeguently

explored the possibility of introducing fundamental
structural changes to the sxchange rate system, given that
the free [loat, however successful in the past, amay neo longsr
be appropriate to Hong ¥ong's unique pressnt circumstances.
Great caution is eclsarly essential, We do net wish to lean
from the frying oan ints the fire.



Proposal

5 The central element in the scheme which i= now
proposed is that Certificates of Indebtedness, which are
issued by the Exchange Fund to the note-issuing banks to be
neld as cover for their note issues, should henceforth he
issued and redeemed against foreign currency (US dollars)
at a lixed rate. At present they are issued against Hong
Kong dollars, which normally subject to timing were used to
purchasze [oreign exchange.

6 This proposal+is neither novel ner untried. There
are precedents here and further afield. For instance, an
analogous arrangement existed in Hong Xong frem 1935 to 1972,
whereby Certificates of Indebtedness were issued and redeemed
against sterling, but of course the environment in which the-
system then operated - sterling area and assoclated exchange
controls, a predominance of fixed exchange rates arcund the
world, and ne politieal overhang in Hong Aong - was vepry
different,

dow the scheme would. work

T Although the price of Certificates of Indebtedness
agalnst US dollars would be the only formal, announced, fixed
rate, the processes of competition and arbitrage within the
monetary system should bring the market exchange rate to
Wwithin a small range of the amnounced rate. The scheme
maintains by arbitrage the exchange rate fixed in the first
instance. Since a bank, or through a bank 2 bank customer,
can always ebtain foreign currency (say at USl per HK38),
then any excess sales of EX dollars on the foreign exchange
market driving it below 38 say to $8.25, will, subject ta -
transactions costs, induce the bank, or its customer, to buy
Hong Kong dollars at 8,25 and pay for them in US dollars
obtained by redeeming notes with the Exchange Fund at $8.
Pure arbitrage will ensure that the rate must remain linked
50 long as the public has the wherewithal (in notes or
foreign currency), to trade with the Exchange Fund. The
public, of course, can renew its note holding by shifting
from bank deposits to notes, so long as convertibility
remains, If, then, the publie wants to move into, say, US
dollars at the fixed rate, what prevents it continually
changing more Hong Xong dollar deposts inte Hong Xong dollar
notes and tpence into US dollars? 7The answer to that is that
the shilt cut of HK dollar deposits into notes (whether Hong
Xong or US) puts pressure on the available liquid reserve
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base of the banks. Initially they may be able to draw
on surplus available liquid foreign currency assets, but
if the drain continues they have to react morse
forcefully. Their reaction will take the form either

of bringing in to Hong Kong additicnal forelgn currency,
if the return and risk prospects merit it, and/or
raising_ interest rates cn Hong Kong dollar deposits and
loans to stem the drain.

8 If the new arrangement attracts total confidence
and credibility - fi.e. in the beliefl that it will endure

- there will no longer be any incentive for people to

rush out of Hong dong dollars in the short-term, even
though political worries if continued would cecasien a
steady outflow of capital over a number of years., In
other words, confidence in the currency, but not
necesszarily in the future nor hence in Hong Rong assets,
would have been restored, and the introduction of the -
scheme would not impose any intolerable strains,

9 In practice, however, there will probabdly

be some initial scepticism and miscomprehension, however
deftly the all-important preszentaticon is handled. To
the extant that people perceive the arrangement as a
chance to get cut of Hong Xong dollans qulckly at a
relatively generous rate, pressures cculd develcp.

10 Essentially the. scheme transfars the pressurs
of a run out of the local currency away from the
axchange rate onto the barking system and thus to
borrowers. The level ol local currency interest rates
has to rise to a point where the continuing outflow
into foreign currencies by residents is matched by

an offsetting-inflow by banxks and other speculators,

If the banks will not increase their expesure in Hong Keng,
and the publie's desire to diversify inte foreign
currency is very strong, then interest rates would havae
te rise sharply. Witheut any =uch zcheme, howaver, in
such circumstances the exchange rate would be falling
sharply, and that would also lead to domestic interest
rates rising markedly, though perhaps not so gquickly.
‘It is essential to realise that the extent to which
domestic Hong Kong interest rates may rise will depend
on confidence in the scheme itself, If bankers, :
busineszsmen, foreigners, ete., were really confident
that a linked rate against, say, the dollar would be
maintained for, zay, six months, then they would bring
in extra US dollar. funds until the Hong Kong dollar six
month interest rate was brought into line with the US
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dollar six months rate ruling in Hong Xong. Currently the
local Hong Koeng dollar interest rates are above comparable
US deollar rates, so that were confidence in the success of
the scheme to be instilled then Hong Kong dollar rates
would fall, not rise. Scome proponents of the schems
believe that this is what would happen.

11 Publiec reacticn might not, however, be lipited

to switching deposits, There could conceivably be a surge
in demand feor either HK dollars or US dollar banknotes,
Steps will be taken to ensure supplies of Hong Kong dollar
and of US dollar notes if the scheme processds, but such a
demand could conceivably lead to pressure on banks®
liquidity if it was more than shortlived, Méanwhile, if
there was any sort of rush to the banks, either to draw
notes or switch deposits between currencies, there amight

e another bout of rumour and panic directed against scme
local banks. In such ecircumstances the ma jor banks will no
doubt be willing to recycle additienal funds coming to them,
but the Exchange Fund will also need to provide liquidity to
individual banks on a last-resort basis. The Financial
Secretary will also stand ready temporarily to relax the
statutory liquidity requirement for particular banks or

bank groups.

12 While steps can be taken to provide relief-in
particular cases, the process of adjustmen: to the new
scheme and the establishment of confidence in it will be
frustrated if the Government were to act indiseriminately 3
50 as Lo avert the possible ipitial interest rate consequences,

The rate and the currency

13 Although the equilibrium exchange rate calculated
purely by reference to current ecocnomic forces may be in th
region of $7.00 or better, it is erucial for the success of
the scheme that the chosen rate be credible to the market and
o the publie, A fair discount for the political bankground
is therefore in order, but =ome improvement on the prasant
market rate (8,.41/46 at the time of wrreiting) is both
desirable and feasible, and will squeeze at least a few
ocears.

14 A rate of $8.00 is thersfore presently suggested,
The possibility of having a small spread between issue and
redemption rates for Cs of I is being considered. The
financial Secretary will report.

15 The Finahcial Secretary will give Members at the
meeting the Administration's final views on the appropriate
rate, It will depend on the latest exchange rates.




16 The recommendation of a US dollar eriterion

follows from the fact that the US dollar is established
as the main benchmark ecurrency in both the markets and
in the eyes of the public - as evidenced by the panic
of 23/24 September - as the main refuge currency. The
days of the Hong Kong dollar's sterling peg appear to
Be long forgotten and a return might provide ground

for political speculation and misunderstanding.

L7 By linking Certificates of Indebtedness to
another currency Hong Kong would be tying itself, once
things have settlsd down, to an arrangement by which
domestic interest rates and domestic inflation will

be substantially influenced by the behavicur of the
economy to whose currency it is tied (the USA in this
case). It was, in essence, the potential effect of
such ties upon the Hong Kong econcmy which led to the
abandonment of the sterling link in 1972 and then the
US dollar link in 1974. One cannot be sure that
similar pressures will not develop later under the
present proposal, but at this juncture in Hong Kong's
histery the balance of advantage seems to be firmly

in favour of accepting such pressures on the economy

as a link to the US currency might bring, as against
accepting the consequences of a continuing floating
rate, the beounds of which appear to be virtually unlimited.
While the fall of the Heng Kong dollar exchange rate
mainly results from lack of pelitizal) confidance, Ythere
will be neo confidence without a relatively stable dollar.
AE is a elassical chicken and egg sicuation.

Fa Tr
18 A case can be made for fixing on a trade=-
welghted basis. This would be both complicated, sinece
the rate against zny individual currency would need to
be continually adjusted, and unnecessarily refined
given the scale of the Hong Kong dollar's recent slide
against virtually every major currency. WYe must seek
presentational simplicity. It is also absolutely
eritical that the rate be regapded zs fixed indefinitaly.
Any statement which ¢an be interpreted as hinting at the
possibility of depreciating the announced rate would
sabotage the scheme from the outset., It will be acceptable
to indicate eventwal possible appreciaticn in the event
of confidence returning to such a2 degree 23 to produce
unduly rapid monetary expansion, but such an indication
must carry complete conviction that the rate would conly
ever be adjusted in that direction.

Consultation

19 Detailed discussions, both as to the advisaﬁilitf
of this scheme and on ,the mechanics of its implementatioen,
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have been held with the two note-issuing banks. Both
are aware of the benefits which the scheme would bring
if successful, and the problems that would loom it it
was badly received. They believe that the Government
has anyway worked itself into the position of having
to do something and they have told the Administration
that this scheme appears to be the best; if not only,
immediate option. They have undertaken to cc-operate
fully should a deecision be taken to proceed. Their
approach has as always been responsible and helpful.

20 Selaecnted zcademics and others have bean

consulted, displaying as might be expected scome polarisa-
tion of views between extremes of enthusiasm and scepticism.

21 Senior and able monetary experts from the Bank
of England and UK. Treasury visited Hong Kong last week
to study the proposal. Thelr conclusion was that the
scheme was technically feasible and.in many respects
desirable. They underlined the risks involved, should

the presentation fail to carry conviction, The deecision
ig of course ¢ne for the Hong Kong Government, but they left

us in no doubt what they would do if in ocur shces. The
Covernor will menticn his discussions with the Chancelloer.

Legislation - : .

22 Section 8{1l) of the Exchange Fund Ordinance
(chapter 65) states that the note-issuing banks should "’
pay the face value of Certificates of Indebtedness to

the Exchange Fund. The value of the Certificate 1is
expressed on it in Hong Kong dollars. This might suggest
that legislative amendment is required in order to operate
the scheme, but in earlier years sterling was used with-
out any such amendment. Since the note-issuing banks
have agreed to co-operate in foreign currency payments,
there does not appear to be any immediate need for
legislation.

Costs

23 As ocutlined earlier, the thrust of the scheme
is to shift the burden of adjustment to c¢rises in confidence
away from the exchange rate and onto the banks and hence
borrowers., The scheme should net, in prineciple, involve
any intervention by the Exchange Fund in the foreign
exchange market, although there may be reason, at any
rate in the initial phase, to intervene in order %o ease
the transition.,. The formal commitment of the Exchange
Fund will be limited to redeeming any amount of the note
jzsue as the fixed rate., The note issue currently stands
at HK$1U43 billion (less than US42 bn at a rate of $8.00).
In the very worst circumstances this sum is at risk. The
Fund's foreign currency holdings are very greatly in

excess of this.
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Timing

24 If the decision is taken to proceed, it is
envisaged that the new arrangements would be announced

by the Finaneial Secretary on the evening of Thursday

13 October. The following day is a bank holiday in

Hong Kong. The Chairman of the Hong Kong Assoeciation of
Banks has been consulted and considers that banks should
be able to cope with opening as usual on Saturday, When
this paper is discussed there may be reascn for nodifica-
tion of this plan. :

Presentation and public reaction

25 4 recurrent theme in this memorandum has been
tha importance of the presentation of the scheme to the
publie. The Financial Secretary proposes to deliver
a carefully prepared statement, followed Dy a press
conference on Thursday evening. Briefing for banks
will be prepared by both the Menetary Affairs Branch

- and the note-issuing banks with a view to obtaining their
fullest and properly informed co-operation.

26 In order to aveid any complaints by (or against)
the note-issuing banks to the effect that the scheme

was unduly costly,{or beneficizl) to, them, they will
arrange that all other banks draw or surrencer nokes

to them on exactly the same payment basis as they are
.subject to for Certificates of Indebtedness - i.e. against
US dollars at the fixed rate. It is necessary to emphasise
that the rate at which banks deal in foreign exchange with
customers or in the inter-bank market will continue to be
set by the forces of competition, and that, although the
rate should settle close to the C of 1 rate, the publiec must
not- expect to find the rate fixed at precisely that level.

27 The initial public reception to 2 measurs
designed to stabilise the exchange rate is expected to
ha favourable. The success of the scheme depends,
however, upon later financial reactions which cannot
be predicted. If interest rates were to rise, even if
only tempeorarily, certain sectors - particularly
property companies and home buyers - would be hurt and
could be expected to react accordingly.

Conelusion

28 The proposed scheme appears to be the only
practical method of stabilising the exchange rate at
this time. Its introduction would shift the burden of
confidence erises onto banks and borrowers and thenca
asset prices, instead of eonte the exchange rata and
thence consumer prices. Inflation would be controlled.
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The intereat rate route could in the worst circumstances
be painful, but would not possess the sort of apparent
self-feeding instability that the exchange rate has
exhibited on some recent occasions. In terms of longer-
tarm economic consideration, the scheme would spell the
gnd of the exchange rate as a dimension of adjustment,

but would introduce another in-built automatic mechanism

whereby the Hong Kong dollar money supply and interest
rates would tend to adjust in a stabilising manner to
balance of payments pressures, whether resulting f{rom
domestic or external developments. The benefits in teros
of lower inflation rates might have to be paid for by
lower groWwth rates. Risks are invelved, but they seem _
far less than the risks of maintaining the status que.

In any case thera is arguably a peolitical need for action.

Interest Withholding Tax .

29 The Administration considers that the impact
of the scheme, and the degree of confidence it attracts,
will be substantially enhanced if the interest tax on
Hong Kong dollar deposits is simultanecusly removed.

20 Examination of the further implications fer
ravenue from profits tax and possible ways of preventing

any erosion have not yet been completed. Indeed they

have just started. It is therefore.proposed that interest
tax on Hong Kong dollar deposits with finmancial institutlions
should simply be exempted from tax with effect from Monday

- 17 October, prior to any more fundamental legislative

changes which may be introduced in the budget next spring.
The Financial Secretary will speak on how immediate
legislation can be implemented. '

31 The loss of revanue for the remainder of this
financial vear is estimated at $250 million. There ara
more severe implications qua profits tax for the future.
Application has been made to the Secretary for State
under Section 8 of the Exchange Fund Ordinance for this
sum to be transferred to general revenue account from

the Exchange Fund; such z move is c¢onsidered to be
especially justified in view of the fact that the zero-
rating of interest tax would be introduced as part of the
package specifically directed at stabilising the exchange
rate., It is also essential teo maintain confidence in
budgetary control and discipline of the deficit.

Advice sought

32 Members are asked to advise whether the propeosal
with effact from 15 Cotober to 1ssue and redeem Certificates
of Indabtedness only  against US dollars at a fixed rate
sould be implemented, and whether such a step should be
accompanied by the zero-rating ef interest tax.
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(The Secretary for Monetary Affairs, Mr., D.W.4.
Blye, the Deputy Secretary for Monetary Affairs, Mr. A
Latter and the Deputy Secretary (Economic Services), Dr.

McLean will attend before the Council for the discussion
of this item.)
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