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HONG KONG 

I a t t a c h a paper on t h e s i t u a t i o n i n Hong Kong and on t h e v a r i o u s 

schemes t h a t have been s u g g e s t e d t o s o l v e t h e problem of p o t e n t i a l l y 

e v e r - d e c r e a s i n g c o n f i d e n c e , e v e r - i n c r e a s i n g c o n v e r s i o n of Hong Kong 

d o l l a r s i n t o o t h e r c u r r e n c i e s and t h e r e f o r e an e v e r - d e p r e c i a t i n g 

exchange r a t e . 

The schemes pu t f o r w a r d come f i r s t from John Greenwood, an 

e c o n o m i s t w i t h GT Management i n Hong Kong and e d i t o r of t h e 

A s i a n Monetary M o n i t o r ; s e c o n d l y a v a r i a n t on t h i s scheme 

i n d i c a t e d by P r o f e s s o r A l a n W a l t e r s i n h i s m a n u s c r i p t comments on 

the*Greenwood scheme; and t h i r d l y from t h e Hong Kong Government. 

They a r e a l l b r o a d l y s i m i l a r i n t h a t t h e y g u a r a n t e e t h e 

c o n v e r t i b i l i t y , though t o d i f f e r i n g d e g r e e s , of t h e Hong Kong 

d o l l a r , Greenwood i n t o s t e r l i n g and t h e Hong Kong Government i n t o 

US d o l l a r s . W a l t e r s a p p e a r s t o s u g g e s t t h e c o n v e r t i b i l i t y o n l y 

o f bank n o t e s ; W a l t e r s and Greenwood assume f i x e d r a t e c o n v e r t i b i l i t y ; 

t h e Hong Kong Government a l l o w s f o r t h e p o s s i b i l i t y o f a d j u s t i n g 

t h e peg. 

The a t t a c h e d paper h a s been pu t t o g e t h e r a l m o s t e n t i r e l y from p o i n t s 

made by Mr H o l l a n d and Mr Goodhart. T h e i r comments form o n l y a 

p r e l i m i n a r y , v e r y t e n t a t i v e and p r o b a b l y i n c o m p l e t e r e a c t i o n t o t h e 

p a p e r s w h i c h we have j u s t r e c e i v e d and w h i c h a r e a t t a c h e d f o r 

r e f e r e n c e . 

I f t h e r e i s any m i s r e p r e s e n t a t i o n i n t h i s p a p er o f M e s s r s H o l l a n d 1 s 

and G o o d h a r t 1 s comments, t h e f a u l t i s mine. 

39 September 1983 

C D E l s t o n 
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THE C R I S I S IN HONG KONG 

The S e t t i n g 

From t h i s d i s t a n c e , i t i s e a s y t o u n d e r e s t i m a t e t h e l o s s o f c o n f i d e n c e 

i n Hong Kong i n t h e week o r so up t o l a s t weekend. The most 

o b v i o u s m a n i f e s t a t i o n was a s h a r p f a l l i n the exchange r a t e ; but 

t h e r e was a l s o some p a n i c buying and h o a r d i n g . Government a c t i o n 

h a s s u c c e e d e d f o r the moment a t l e a s t i n r e s t o r i n g an uneasy calm. 

But t h e r e i s a c l e a r e x p e c t a t i o n t h a t f u r t h e r a c t i o n i s imminent. 

And i f some a c t i o n i s not f o r t h c o m i n g t h a t calm c o u l d p r o b a b l y be 

q u i c k l y s h a t t e r e d . 

T h e r e i s g e n e r a l a c c e p t a n c e t h a t t h e u n d e r l y i n g c a u s e o f the unease 

was p o l i t i c a l . The b a r r a g e o f d i s t u r b i n g propaganda from C h i n a , 

c o u p l e d w i t h t h e i n a b i l i t y o f the Hong Kong Government t o s a y 

a n y t h i n g a t a l l e n c o u r a g i n g about t h e p r o g r e s s of t he n e g o t i a t i o n s , 

were d e e p l y u n s e t t l i n g . D u r i n g p e r i o d s o f r e l a t i v e calm, s u c h as 

t h e f i r s t h a l f o f t h i s y e a r , when t h e n e r v o u s n e s s which began l a s t 

autumn seemed t o have p a s s e d , t h e a p p r e c i a t i o n t h a t Hong Kong a f t e r 

1997 i s l i k e l y t o be v e r y d i f f e r e n t from the p r e s e n t Hong Kong, and 

t h a t 1997 can c a s t a v e r y l o n g shadow f o r w a r d , might s i i p q u i c k l y t o 

th e back o f p e o p l e 1 s minds. But t h e re-emergence o f a c u t e a n x i e t y 

now i s a s u r e i n d i c a t i o n t h a t c o n f i d e n c e i s v e r y f r a g i l e , and i t 

seems s a f e r t o assume t h a t t h i s f r a g i l i t y w i l l i n c r e a s e . 

I n a s s e s s i n g p o s s i b l e r e a c t i o n s t o t h i s c r i s i s , i t i s i m p o r t a n t t o 

note t h a t i t i s not a o n e - o f f e p i s o d e . Indeed i t seems r e a l i s t i c 

to a n t i c i p a t e t h a t t h e r e w i l l be a s e r i e s o f c r i s e s , some more 

s e r i o u s t h a n o t h e r s , s p r e a d o v e r w h a t e v e r number o f y e a r s have to 

p a s s b e f o r e m o b i l e p e o p l e and t h e i r even more m o b i l e a s s e t s e l e c t t o 

s t a y i n Hong Kong or l e a v e . I t i s p r o b a b l y not u n r e a s o n a b l e t o 

suppose t h a t t h e movement of a s s e t s w i l l be p r e d o m i n a n t l y o u t w a r d s , 

w i t h e a c h bout o f u n c e r t a i n t y d i s l o d g i n g a n o t h e r t r a n c h e : t h e 

c u m u l a t i v e movement, f i r s t p e r h a p s o ut o f t h e Hong Kong d o l l a r and 

th e n o u t o f Hong Kong a l t o g e t h e r , i s l i a b l e t o be v e r y l a r g e . Even 

t h e Hong Kong d o l l a r - d e n o m i n a t e d l i q u i d a s s e t s counted i n M3 c o v e r 

some US$ 19 brlV The owner's o f some c o n s i d e r a b l e p r o p o r t i o n o f 
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t h e s e a s s e t s may w e l l have i t i n mind to c o n v e r t t o a n o t h e r c u r r e n c y 

a t some s t a g e ; and t h e r e i s o f c o u r s e a v e r y l a r g e s t o c k o f l e s s 

1 i q u i d a s s e t s w hich t h e owners may w e l l seek t o l i q u i f y and c o n v e r t . 

A n o t h e r c h a r a c t e r i s t i c i s l i a b l e to be a weak and u n c e r t a i n r e s p o n s e 

t o economic i n c e n t i v e s and p r e s s u r e s which might be p o w e r f u l i n more 

p o l i t i c a l l y s t a b l e c i r c u m s t a n c e s . 

A c o m b i n a t i o n p f weak r e s p o n s e s w i t h b u r s t s o f movement i n the same 

d i r e c t i o n p o s e s p e c u l i a r l y d i f f i c u l t problems f o r economic p o l i c y . 

Suppose t h e exchange r a t e o f t h e Hong Kong d o l l a r c o n t i n u e s t o 

f l o a t . A lthough t h e r a t e may w e l l r i s e d u r i n g the i n t e r v a l s o f 

c o m p a r a t i v e calm, t h e p r e s s u r e s o f o u t f l o w s d u r i n g c r i s i s p e r i o d s 

w i l l tend t o r a t c h e t t h e r a t e downwards. An a n t i c i p a t i o n t h a t 

l a t t e r c o n v e r s i o n s i n t o o t h e r c u r r e n c i e s c o u l d be on e v e r - w o r s e n i n g 

terms might l e a d t o p a n i c r u s h a t a p a r t i c u l a r p o i n t of t i m e , w i t h 

t h e r a t e plummeting. Some must have f e l t t h a t l a s t weekend was 

j u s t s u c h a p o i n t i n t i m e . The c o n v e n t i o n a l r e s p o n s e i s to i n c r e a s e 

t h e a t t r a c t i v e n e s s o f h o l d i n g the c u r r e n c y under p r e s s u r e - i n t h i s 

i n s t a n c e , t h e i n c r e a s e o f i n t e r e s t r a t e s on Hong Kong d o l l a r s by 3%. 

The r e s p o n s e t o t h i s i n c r e s e may have been weak, but a t l e a s t t h e 

f a l l seems t o have been h a l t e d a t r a t e s w e l l above the low p o i n t s 

r e a c h e d . (The p a r t i a l r e c o v e r y may a l s o r e f l e c t an a n t i c i p a t i o n 

e ncouraged by s t a t e m e n t s t h a t measures would be t a k e n to b r i n g the 

exchange r a t e under f i r m e r c o n t r o l : a cheque t h a t has y e t t o be 

c a s h e d . ) 

I f t h e Hong Kong d o l l a r s h o u l d c o n t i n u e to f l o a t , i t must be p o s s i b l e 

i f n ot l i k e l y t h a t new lows w i l l be plumbed a t t h e n e x t c r i s i s , and 

t h a t even h i g h e r i n t e r e s t r a t e s w i l l be s e e n . A c u r r e n c y w i t h 

e v e r - f e w e r w i l l i n g h o l d e r s can f a l l a long way. A p a r t from the 

p u r e l y economic e f f e c t , i n t h e p r e s e n t s i t u a t i o n i n Hong Kong, w i t h 

a l a r g e number o f over-borrowed companies, p a r t i c u l a r l y i n t h e 

p r o p e r t y s e c t o r , s p i r a l l i n g i n t e r e s t r a t e s would be p a r t i c u l a r l y 

s e r i o u s . 

T h i s p r o s p e c t i s w i t h o u t a p p e a l . I t i s however not a t a l l e a s y to 
<•»« 

s e e a d i f f e r e n t ^ p r o p s e c t i f Hong Kong has to r e l y e n t i r e l y on i t s 
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own r e s o u r c e s . With a b l e management, i t s h o u l d however be p o s s i b l e 

t o o r c h e s t r a t e t h e demise of a c u r r e n c y i n such a way as does not 

i n v o l v e t h e d e s t r u c t i o n o f the economy. One way p e r h a p s would be 

t o encourage the s p r e a d i n g use o f a more a c c e p t a b l e c u r r e n c y a s a 

s t o r e o f v a l u e and medium of t r a n s a c t i o n . 

I t h a s , however, been s u g g e s t e d t h a t t h e r e i s an a l t e r n a t i v e . I t 

i s c l a i m e d t h a t a t e c h n i q u e i s a v a i l a b l e which c o u l d peg the v a l u e 

o f t h e Hong Kong d o l l a r w i t h o u t a s s i s t a n c e from o u t s i d e Hong Kong. 

T h i s c l a i m i s examined i n t h e n e x t s e c t i o n . 

S u g g e s t e d Schemes 

I n t h e o r y p o s s i b l e s o l u t i o n s t o t h e problem range from b e i n g a b l e t o 

r e l y s o l e l y on Hong K o n g 1 s own r e s o u r c e s w i t h o u t r e c o u r s e to o u t s i d e 

h e l p , t o imposing a p o t e n t i a l l y m a s s i v e c o s t on HMG. The p r e c i s e 

p o t e n t i a l c o s t which i t would be j u s t i f i a b l e to i n c u r can o n l y be 

j u d g e d i n r e l a t i o n to the r i s k o f s e e k i n g t o a v o i d the c o s t . I f by 

g o i n g f o r a n o - c o s t s o l u t i o n the n e c e s s a r y b o o s t t o c o n f i d e n c e were 

not t o be f o r t h c o m i n g , t h e n the c o n s e q u e n t l o s s of c o n f i d e n c e c o u l d 

be a l l the g r e a t e r . The judgment might be l a r g e l y a p o l i t i c a l one 

b ut i t might be c o n s i d e r e d s a f e r to go f o r a p o t e n t i a l l y h i g h - c o s t 

o p t i o n i n t h e hope t h a t c o n f i d e n c e would be r e s t o r e d and t h a t l i t t l e 

o r no a c t u a l c o s t would be i n c u r r e d . 

T h r e e main v a r i a n t s of a s o l u t i o n have been proposed - the Greenwood 

scheme (Annex 1 ) , t h e W a l t e r s 1 scheme ( s e e m a n u s c r i p t comments on 

Annex 1) and t h e Hong Kong Government scheme, c a l l e d f o r e a s e o f 

r e f e r e n c e t h e Youde scheme (Annex 2 ) . 

I t i s t h e p r i m a r y i n t e n t i o n o f e ach scheme to p r e v e n t any f u r t h e r 

c o l l a p s e o f t h e Hong Kong d o l l a r exchange r a t e . W h i l e t h i s o b j e c t i v e 

i s c l e a r l y d e s i r a b l e , a l l the schemes s u f f e r from t h e d i s a d v a n t a g e 

t h a t t h e r a t e c h o s e n f o r pegging the Hong Kong d o l l a r to an o u t s i d e 

c u r r e n c y ( w h e ther s t e r l i n g , t h e US d o l l a r o r p o s s i b l y a b a s k e t o f 

c u r r e n c i e s ) would be a r b i t r a r y and t h e r e f o r e p o s s i b l y i n a p p r o p r i a t e . 

The Youde scheme s u g g e s t s t h e p o s s i b i l i t y o f an a d j u s t a b l e peg, but 

knowledge o f t h e p o s s i b i l i t y o f a d j u s t m e n t would i n c r e a s e i t s 

l i k e l i h o o d and t h e scheme would not a c h i e v e i t s o b j e c t i v e . 
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Greenwood and the Youde scheme a r e s i m i l a r i n t h a t both i n v o l v e 

pegging t h e Hong Kong d o l l a r through t h e use of the e x i s t i n g f o r e i g n 

c u r r e n c y h o l d i n g s o f t he Exchange Fund. 

The Youde scheme s u g g e s t s pegging i n terms o f US d o l l a r s , and the 

Greenwood scheme i n terms o f s t e r l i n g . S i n c e Hong Kong n a t u r a l l y 

u s e s t h e US d o l l a r more than s t e r l i n g , and f a r more o f i t s t r a d e and 

f i n a n c i a l d e a l i n g s a r e w i t h t h e USA t h a n t h e UK f the Youde scheme i s 

e c o n o m i c a l l y p r e f e r a b l e i n t h i s r e s p e c t , b u t p o l i t i c a l f a c t o r s might 

t e l l i n f a v o u r o f the Greenwood scheme. I n both schemes Hong Kong 

d o l l a r n o t e s a r e e f f e c t i v e l y made c o n v e r t i b l e i n t o US d o l l a r s / s t e r l i n g 

a t t h e pegged exchange r a t e . Both schemes a l s o imply t h a t Hong Kong 

banks would r e t a i n complete normal c o n v e r t i b i l i t y between Hong Kong 

c u r r e n c y and Hong Kong d o l l a r d e p o s i t s . T h i s means f i n e f f e c t , 

t h a t a l l Hong Kong money h o l d i n g s , i e bank d e p o s i t s and c u r r e n c y , 

would be made c o n v e r t i b l e a t t h e pegged r a t e i n t o e i t h e r d o l l a r s o r 

s t e r l i n g . The immediate q u e s t i o n then a r i s e s whether the Exchange 

Fund's f o r e i g n c u r r e n c y r e s e r v e s a r e s u f f i c i e n t to f i n a n c e t h e 

p o t e n t i a l m a s s i v e f and c o n t i n u e d , demand f o r d i v e r s i f y i n g o u t of 

Hong Kong c u r r e n c y and i n t o f o r e i g n a s s e t s t h a t i s q u i t e l i k e l y to 

p e r s i s t and i n c r e a s e a t t i m e s o f p o l i t i c a l doubt up t o 1997. 

The Greenwood scheme a r g u e s f on page 2, t h a t t h e f a c t t h a t Hong Kong 

f o r e i g n exchange r e s e r v e s a r e a m u l t i p l e o f o u t s t a n d i n g Hong Kong 

d o l l a r bank n o t e s means t h a t f o r e i g n exchange r e s e r v e s a r e s u f f i c i e n t . 

T h i s argument i s i n v a l i d . The t o t a l amount of f o r e i g n exchange 

t h a t t h e Hong Kong a u t h o r i t i e s might have to p r o v i d e to r e s i d e n t s 

t r y i n g t o e s c a p e from the Hong Kong d o l l a r amounts, n o t o n l y t o the 

t o t a l o u t s t a n d i n g volume o f bank n o t e s , b u t a l s o t o the t o t a l 

o u t s t a n d i n g volume of e x i s t i n g bank d e p o s i t s , and beyond t h a t to 

s u c h f u r t h e r c l a i m s on Hong Kong monetary a s s e t s a s c o u l d be o b t a i n e d 

by b o r r o w i n g Hong Kong d o l l a r s from t h e banks a t any f u t u r e time 

when t h e scheme remained e x t a n t . So, t h e p o t e n t i a l t o t a l sum a t 

r i s k i s a l a r g e m u l t i p l e o f t h e o u t s t a n d i n g Hong Kong c u r r e n c y . 

P r o f e s s o r A l a n W a l t e r s has a p p r e c i a t e d t h i s p o i n t , b u t has f a i l e d t o 

u n d e r s t a n d the key e l e m e n t s o f t h e Greenwood scheme a s p r e s e n t e d . 

W a l t e r s , i n hi's* m a n u s c r i p t 'cover n o t e , b e l i e v e s t h a t t h e l i a b i l i t y 
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o f t h e UK Government would be l i m i t e d , b e c a u s e the p o t e n t i a l c a l l on 

t h e f o r e i g n exchange a s s e t s of the Exchange Fund would be s t r i c t l y 

1 i m i t e d to bank n o t e s o u t s t a n d i n g . But t h i s c o u l d o n l y be done by 

l i m i t i n g the c o n v e r t i b i l i t y o f bank d e p o s i t s i n Hong Kong and making 

d e p o s i t s i n c o n v e r t i b l e i n t o e x i s t i n g Hong Kong bank n o t e s . W a l t e r s 

c l e a r l y e n v i s a g e d t h i s i n h i s n o t e s , and a r g u e s t h a t f o r c i n g 

i n c o n v e r t i b i l i t y on t o the banking s y s t e m i n Hong Kong would be 

t e m p o r a r y and r e l a t i v e l y p a i n l e s s . H i s a n a l o g y w i t h t h e US 

e x p e r i e n c e i n J 907 , however, i s i n v a l i d and the p a i n l e s s n e s s of 

t h e W a l t e r s 1 v a r i a n t i s s t r i c t l y open to doubt. T h u s f t h e W a l t e r s 1 

v a r i a n t would seem to be a n o n - s t a r t e r . I t s h o u l d be n o t e d , 

however, t h a t t h e W a l t e r s 1 v a r i a n t d i f f e r s from t h e Greenwood/Youde 

scheme, both of which, e m p h a s i s e t h a t c o n v e r t i b i l i t y w i l l be p o s i t i v e l y 

m a i n t a i n e d . 

How, t h e n , do M e s s r s Greenwood and Youde b e l i e v e t h a t they have 

s u f f i c i e n t f o r e i g n exchange r e s e r v e s t o r i d e o u t t h e storm? I n 

p a r t , t h i s depends on the s i z e o f Hong K o n g 1 s e x i s t i n g f o r e i g n 

exchange r e s e r v e s . Beyond t h a t , t h e Youde scheme s u g g e s t s t h a t t h e 

d r a i n on the f o r e i g n exchange r e s e r v e s might be l i m i t e d by e n c o u r a g i n g 

Hong Kong r e s i d e n t s t o h o l d f o r e i g n c u r r e n c y d e p o s i t s w i t h Hong Kong 

bank s , r a t h e r than w i t h d r a w f o r e i g n a s s e t s i n bank note form. T h i s 

i n v o l v e s a m i s a p p r e h e n s i o n on two counts-. F i r s t , t h e Hong Kong 

banks w i l l p r e s u m a b l y w i s h to h o l d f o r e i g n c u r r e n c y a s s e t s a g a i n s t 

t h e s e f o r e i g n c u r r e n c y d e p o s i t s , and w i l l e f f e c t i v e l y w ithdraw 

f o r e i g n exchange from t h e Monetary A u t h o r i t y i n o r d e r to o b t a i n such 

f o r e i g n c u r r e n c y a s s e t s . Second, t h e w i s h of t h e Hong Kong r e s i d e n t s , 

no doubt, i s to g e t t h e i r funds out o f the p o t e n t i a l hands o f an 

incoming C h i n e s e Government. I f s o , c e r t a i n l y a t some f u t u r e s t a g e 

i f t h e p o l i t i c a l s c e n e r e m a i n s murky, the Hong Kong r e s i d e n t w i l l 

n o t o n l y w i s h to h o l d h i s worth i n f o r e i g n c u r r e n c y form, but 

a c t u a l l y t o have i t p h y s i c a l l y d e p o s i t e d w e l l o u t s i d e t h e b o u n d a r i e s 

o f Hong Kong i t s e l f . ' So, what i s t h e f i n a l backup to e n a b l e the 

Hong Kong a u t h o r i t i e s t o r e p l e n i s h t h e i r f o r e i g n exchange, s h o u l d 

t h a t be d e p l e t e d ? I n both schemes, i t i s t h e Bank o f E n g l a n d . 

Both Greenwood and Youde appear to r e g a r d t h e p r e s e n t problems as a 

t e m porary p a n i c i n t h e f o r e i g n exchange market. T h e r e seems a t 
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l e a s t a p o s s i b i l i t y t h a t such d e s i r e s to d i v e r s i f y funds i n t o 

c u r r e n c y o u t o f Hong Kong w i l l r e a p p e a r on f u t u r e o c c a s i o n s i n t h e 

run-up to 1997. T h e r e seems a r e a l 1 i k e l i h o o d t h a t r a t i o n a l 

Hong Kong r e s i d e n t s would, by 1997, want to h o l d t h e b u l k of t h e i r 

a s s e t s o u t s i d e Hong Kong. I f any such w h o l e s a l e f 1 i g h t o c c u r s , 

t h e Hong Kong Exchange Fund i s bound to r u n down f o r e i g n exchange 

r e s e r v e s . T h i s would mean t h a t t h e Bank o f E n g l a n d would have t o 

p r o v i d e them. What a s s e t s would we be o b t a i n i n g i n r e t u r n ? T h i s 

l a t t e r i s made, c l e a r i n t h e Greenwood scheme, though not c l e a r i n 

t h e Youde scheme. Under t h e Greenwood scheme, a s Hong Kong 

r e s i d e n t s moved o u t o f Hong Kong d o l l a r - d e n o m i n a t e d a s s e t s i n t o 

f o r e i g n c u r r e n c y , t he l o c a l banks pledg e d Hong Kong a s s e t s , t o an 

amount e q u i v a l e n t i n nominal terms t o 120% o f the v a l u e o f the 

d e p o s i t withdrawn w i t h t h e Exchange Fund, i n exchange f o r the 

a d d i t i o n a l f o r e i g n exchange. 

Thus, what i s happening i s t h a t t h e Exchange Fund i s g i v i n g a 

commitment to a l l o w t h e r e s i d e n t s o f Hong Kong t o t r a n s f e r a s s e t s 

i n t o f o r e i g n c u r r e n c y by a b s o r b i n g the Hong Kong denominated a s s e t s 

i n r e t u r n . When i t r u n s o u t o f f o r e i g n c u r r e n c y , i t would t u r n to 

t h e Bank o f E n g l a n d , and we would p r o v i d e s t e r l i n g , o r d o l l a r s , and 

o b t a i n i n r e t u r n c l a i m s e q u i v a l e n t i n nominal terms t o 120% o f t h e 

v a l u e o f the l i a b i l i t i e s i n Hong Kong d o l l a r a s s e t s . A c t u a l l y , o f 

c o u r s e , t h e r i s k s i n a l l t h i s f o r the Bank, were we to a c c e p t t h i s 

a p p l i c a t i o n , would be p o t e n t i a l l y enormous, b e c a u s e t h e r e a l v a l u e 

o f t h e Hong Kong a s s e t s w h i c h we would be t a k i n g o v e r might f a l l 

e f f e c t i v e l y t o z e r o i n 1 997. E s s e n t i a l l y , t h e Bank might be 

s u b s i d i s i n g t he f l i g h t o f Hong Kong r e s i d e n t s from t h e Hong Kong 

c u r r e n c y , l e a v i n g us w i t h p o t e n t i a l l y w o r t h l e s s a s s e t s . 

P e r h a p s a l l t h i s i s t a k i n g a g r i m v i e w , b ut i t would be a s e n s i b l e 

one i f t h e r e were a s e r i o u s p o s s i b i l i t y t h a t a s s e t s h e l d by r e s i d e n t s 

i n Hong Kong might be s u b j e c t t o e x p r o p r i a t i o n o f one k i n d o r 

a n o t h e r i n 1997. So lo n g a s t h a t f e a r e x i s t s , t h e r e must be a 

c o n t i n u i n g p o t e n t i a l d e s i r e t o s h i f t f u n ds o u t , and the p r o c e s s o f 

r a t i o n a l e x p e c t a t i o n s t e n d s to mean t h a t i f t h e e x p e c t e d v a l u e o f 

t h e c u r r e n c y i s z e r o i n 1997, t h e n i t w i l l i n e v i t a b l y f a l l to z e r o 

v e r y q u i c k l y , ^ b e c a u s e you do not w a i t t o s e e t h a t happen. I f 
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a n y t h i n g l i k e s u c h a grim view i s r e a l i s t i c , t h en such an a n a l y s i s 

r a i s e s t h e q u e s t i o n o f whether t h e c o n t i n u e d s e p a r a t e e x i s t e n c e o f 

an ind e p e n d e n t Hong Kong c u r r e n c y i s p o s s i b l e o r d e s i r a b l e . The 

Youde scheme p a p e r s c l e a r l y r e c o g n i s e t h i s p o s s i b i l i t y , though t h e y 

p u t i t i n r a t h e r odd ter m s . Thus, i t i s s t a t e d t h a t " s u c h 

d e m o n e t i s a t i o n might be no bad t h i n g i f c o n f i d e n c e was ind e e d so 

p e r s i s t e n t l y poor" b e c a u s e w i t h " s u c h a c o n t i n u a l l a c k o f c o n f i d e n c e 

i n t h e s t a b i l i t y o f c u r r e n c y ... the Hong Kong d o l l a r money s u p p l y 

[would] d i s a p p e a r to z e r o " . 

T h e r e may be a c a s e , t h e r e f o r e , f o r a more r a d i c a l s o l u t i o n , w h i c h 

i n v o l v e s j u s t t h a t , t h e d i s a p p e a r a n c e o f the s e p a r a t e Hong Kong 

money s u p p l y . How would suc h a scheme work, and what would i t 

i n v o l v e ? The d i s a p p e a r a n c e o f t h e s e p a r a t e Hong Kong money s u p p l y 

would mean t h a t on an a p p o i n t e d day ( o b v i o u s l y a f t e r a weekend), the 

e x i s t i n g monetary a s s e t s and l i a b i l i t i e s o f the Hong Kong monetary 

s y s t e m would s i m p l y be t r a n s f o r m e d , a t t h e e x i s t i n g exchange r a t e , 

i n t o s t e r l i n g e q u i v a l e n t terms. The Hong Kong o u t s t a n d i n g bank 

note i s s u e would be r e p l a c e d by s t e r l i n g ( o r p o t e n t i a l l y d o l l a r ) 

bank n o t e s , on a o n e - f o r - o n e b a s i s . E f f e c t i v e l y , t h a t would 

i m m e d i a t e l y s p e c i f y t h e d e s i r e o f Hong Kong r e s i d e n t s t o s h i f t t h e i r 

a s s e t s i n t o f o r e i g n c u r r e n c y form. There might s t i l l be r u n s on 

Hong Kong banks as 1997 approached, i n o r d e r t o s h i f t f unds o ut of 

Hong Kong p h y s i c a l l y , but t h a t would be a s e p a r a t e problem. 

Hong Kong d o l l a r d e p o s i t s , a f t e r t h e change, would no l o n g e r be as 

good as s t e r l i n g - t h e y would be s t e r l i n g ! 

I f t h e Bank o f E n g l a n d then i s s u e d a d d i t i o n a l n o t e s t o Hong Kong, to 

r e p l a c e t h e o u t s t a n d i n g Hong Kong note i s s u e , what a s s e t s would the 

Bank o b t a i n ? I t would p r e s u m a b l y t a k e o v e r t h e a s s e t s h e l d by the 

e x i s t i n g Exchange Fund a g a i n s t t h e p r e s e n t Hong Kong note i s s u e . 

T h e r e would a l s o be a q u e s t i o n o f how t h e Hong Kong ba n k i n g s y s t e m 

would o b t a i n a d d i t i o n a l n o t e s . A g a i n , t h e answer would be t h a t t h e 

banks i n Hong Kong would draw n o t e s from t h e Bank o f E n g l a n d i n the 

u s u a l way, e i t h e r by r u n n i n g down b a l a n c e s h e l d w i t h t h e Bank, o r by 

d r a w i n g n o t e s from a c l e a r i n g bank i n the UK which was r u n n i n g down 

i t s b a l a n c e . O b v i o u s l y , one s o l u t i o n would be to o b t a i n a bra n c h 

o f the Bank of'-England i n Hong Kong i n which t h e Hong Kong banks 

c o u l d h o l d b a l a n c e s . 
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I n d e e d , t h e Bank - o r r a t h e r t h e T r e a s u r y - would o b t a i n a d d i t i o n a l 

s e i g n i o r a g e (though the monetary base would i n c r e a s e ) . What would 

be t h e r i s k s ? F i r s t , a s noted e a r l i e r , Hong Kong r e s i d e n t s would 

p r o b a b l y f i n d i t e a s i e r and more s e n s i b l e t o move i n t o a US d o l l a r 

a r e a , r a t h e r t han a s t e r l i n g a r e a . So, i f f o r c e d i n t o a s t e r l i n g 

a r e a , t h e y would p r o b a b l y s e l l q u i t e a p r o p o r t i o n o f s t e r l i n g i n 

o r d e r to d i v e r s i f y i n t o d o l l a r a s s e t s . T h i s would tend to d e p r e s s 

t h e v a l u e o f s t e r l i n g , u n l e s s o f f s e t by s a l e s from the f o r e i g n 

exchange h o l d i n g s which would a c c r u e by t a k i n g o v e r t h e r e s e r v e s 

from the Hong Kong Exchange Fund. E f f e c t i v e l y , i t would be 

b e t t e r i f t h e F e d e r a l R e s e r v e would t a k e Hong Kong under i t s wing, 

but t h a t might be p o l i t i c a l l y d i f f i c u l t . E q u a l l y , o f c o u r s e , t h e 

e f f e c t i v e r e a b s o r p t i o n o f t h e Hong Kong monetary s y s t e m i n t o t h e 

s t e r l i n g a r e a might be seen a s a move backwards i n t o t h e c o l o n i a l 

p a s t , and be c l e a r l y d i s t a s t e f u l from t h a t p o i n t o f v i e w . The 

o t h e r r e a s o n , o f c o u r s e , i s t h a t any i n v o l v e m e n t i n Hong Kong as 

1997 domes c l o s e r , i s bound to be s u b j e c t t o u n c e r t a i n t y . 

However, i f Hong Kong by t h e n i s f u l l y a s s i m i l a t e d i n t o e i t h e r a 

d o l l a r o r a s t e r l i n g a r e a , t h e C h i n e s e Government i s , p e r h a p s , l e s s 

l i k e l y t o t a k e extreme s t e p s t h a t would d i s r u p t f i n a n c i a l c o n d i t i o n s 

f o r f e a r o f t h e w i d e r p o l i t i c a l i m p l i c a t i o n s i t would have on 

r e l a t i o n s w i t h t h e r e s t o f t h e w o r l d . 

A n o t h e r problem which c o u l d w e l l a r i s e w i t h the t r a n s f o r m a t i o n o f 

th e Hong Kong monetary s y s t e m from h a v i n g independent c u r r e n c y to 

r e t u r n i n g w i t h i n t h e s t e r l i n g a r e a , would be t h a t w i t h monetary 

a s s e t s and l i a b i l i t i e s now t r a n s f o r m e d i n t o s t e r l i n g form, t h e r e 

would be a q u e s t i o n of r e n e g o t i a t i n g c o n t r a c t s c o n c e r n i n g i n t e r e s t 

payments, e t c . T h i s would r a i s e a range o f l e g a l problems because 

p r e - a r r a n g e d c o n t r a c t u a l a r r a n g e m e n t s might be reopened i n many 

c a s e s . I t i s p o s s i b l e t h a t t h e Hong Kong a u t h o r i t i e s c o u l d have 

the l e g a l powers to make a change o f t h i s k i n d , b u t i t would no 

doubt be a d m i n i s t r a t i v e l y and l e g a l l y more d i f f i c u l t t h a n t r y i n g to 

c o n t i n u e w i t h t h e e x i s t i n g Hong Kong c u r r e n c y form. 

F i n a l l y , r e v e r t i n g to t h e q u e s t i o n of t h e i m p l i c a t i o n s f o r i n t e r e s t 

r a t e s o f the v a r i o u s scheme's, a g a i n the Youde paper i s i n c o r r e c t . 
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T h i s paper a r g u e s a t a c o u p l e o f p o i n t s t h a t t h e a t t e m p t by Hong 

Kong r e s i d e n t s t o s w i t c h o u t o f Hong Kong d o l l a r s i n t o f o r e i g n 

c u r r e n c y would c a u s e a r e d u c t i o n i n t h e Hong Kong money s u p p l y , and 

t h a t t h i s would t h e r e f o r e t i g h t e n i n t e r e s t r a t e s . T h i s i s i n c o r r e c t . 

G i v e n t h e h i g h e r d e g r e e o f s u b s t i t u t i o n between Hong Kong c u r r e n c y 

and f o r e i g n c u r r e n c y a s s e t s , once a peg i s i n t r o d u c e d , t h e s u b s t i t u t i o n 

between t h e two b r i n g s about no r e d u c t i o n i n t h e money s u p p l y ; 

i n d e e d , an i n d i v i d u a l h a v i n g u n d e r t a k e n t h e t r a n s f e r i s i n a b e t t e r 

p o s i t i o n , and s e e s h i s own l i q u i d i t y a s h a v i n g i n c r e a s e d . T a k i n g 

t h a t , t o g e t h e r w i t h t h e improvement o f c o n f i d e n c e t h a t s h o u l d a r i s e 

from s t o p p i n g t h e c o l l a p s e o f t h e f o r e i g n exchange v a l u e o f t h e 

Hong Kong d o l l a r , Hong Kong d o l l a r i n t e r e s t r a t e s s h o u l d f a l l 

s l i g h t l y , r a t h e r t h a n r i s e , a s t h e Youde paper i n c o r r e c t l y s u g g e s t s . 

I f t h e more r a d i c a l scheme, e s s e n t i a l l y t o demo n e t i s e t h e s e p a r a t e 

Hong Kong d o l l a r and r e t u r n t o s t e r l i n g , were t o r e c e i v e any f a v o u r , 

t h e n one c o u l d be more s p e c i f i c about t h e i m p l i c a t i o n s f o r i n t e r e s t 

r a t e s . * I n t e r e s t r a t e s i n Hong Kong would t h e n be t h e e q u i v a l e n t o f 

e u r o - s t e r l i n g i n t e r e s t r a t e s , t o g e t h e r w i t h any a d d i t i o n a l s p r e a d 

t h a t might be r e g a r d e d a s n e c e s s a r y by banks f o r t h e e x t r a r i s k now 

p e r t a i n i n g s p e c i f i c a l l y t o Hong Kong. I f t h e e x t r a s p r e a d was, 

s a y , 2% and e u r o - s t e r l i n g r a t e s s t o o d now a t about 9 1/2%, th e n 

n o minal i n t e r e s t r a t e s would f a l l from t h e i r p r e s e n t l e v e l o f 16% to 

about 11 1/2%. 

C o n c l u s i o n 

The key i s s u e t o be a d d r e s s e d i s a l m o s t c e r t a i n l y not whether s u c h a 

scheme 'works 1 i n a t e c h n i c a l , m e c h a n i c a l , s e n s e . I t i s a form o f 

a u t o m a t i c p i l o t , and p r o v i d e d you a r e p o l i t i c a l l y , s o c i a l l y and 

e c o n o m i c a l l y w i l l i n g t o go w h e r e v e r t h e p i l o t t e l l s you, t h e n i t 

works. 

But t h e r e a r e two r a t h e r d i f f e r e n t q u e s t i o n s w h i c h i t i s n e c e s s a r y t o 

have a vie w on. The f i r s t i s whether i t w i l l work t o l e r a b l y 

s m o o t h l y . T h e r e must be a p e r c e p t i b l e r i s k t h a t i t w i l l n o t . I t 

c o u l d be t h a t t h e announcement o f a f i x e d peg, c o u p l e d w i t h t h e 
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knowledge t h a t t h e r e s o u r c e s o f the Exchange Fund exceed the note 

i s s u e , w i l l g e n e r a t e such c o n f i d e n c e i n t h e Hong Kong d o l l a r t h a t 

t h e m a c h i n e r y i s not t e s t e d . G i v e n the view e x p r e s s e d e a r l i e r i n 

t h i s paper t h a t c o n f i d e n c e w i l l r emain f r a g i l e and t h a t t h e r e w i l l 

be bo u t s o f p e c u l i a r n e r v o u s n e s s , i t seems more l i k e l y t h a t t h e r e 

w i l l be t i m e s when h o l d e r s o f Hong Kong d o l l a r s - not j u s t h o l d e r s 

o f n o t e s ~ w i l l f e e l h a p p i e r i n o t h e r c u r r e n c i e s . At t h o s e t i m e s , 

t h e a u t o m a t i c p i l o t a d j u s t s , p r i m a r i l y through i n t e r e s t r a t e s and 

economic a c t i v i t y . S u r g e s o f l a c k o f c o n f i d e n c e c o u l d w e l l be 

a s s o c i a t e d w i t h s u r g e s of i n t e r e s t r a t e s ; t h e b a s i c dilemma c a n n o t 

be e n t i r e l y evaded. Some of t h o s e who have g i v e n t h e i r b l e s s i n g t o 

s u c h a scheme a r e noted f o r t h e i r c onf i d e n c e ( ? f a i t h ) t h a t economies 

w i l l r e a c t q u i c k l y and r e s i l i e n t l y i f o n l y the r i g h t s i g n a l s a r e 

q u i c k l y and c o n s i s t e n t l y g i v e n . Those who a r e not so c o n v i n c e d 

would have to admit t h a t Hong Kong i s one of the most r e s i l i e n t and 

a d a p t a b l e economies i n the w o r l d , and t h a t t h e r e i s t h e r e f o r e a 

b e t t e r chance of a c h i e v i n g t h e r e t h e a d j u s t m e n t s needed. But a 

doubt must rema i n about whether the a d j u s t m e n t to a f i x e d r a t e ( i f 

t h e peg i s moveable, a s i s s u g g e s t e d , a l a r g e p a r t o f the b e n e f i t o f 

a s u p p o s e d l y a u t o m a t i c scheme must s u r e l y be l o s t ) i s p o s s i b l e o r 

a c c e p t a b l e a g a i n s t t h e background t h a t t h e v a l u e o f the Hong Kong 

c u r r e n c y might be e x p e c t e d to f a l l towards z e r o i n t h e now f o r e s e e a b l e 

f u t u r e . 

A f u r t h e r r e a s o n f o r doubt r e l a t e s to t h e p o s s i b l e weakness o f 

economic s i g n a l s i n t i m e s o f p o l i t i c a l s t r e n g t h . I f s i g n a l s a r e 

i g n o r e d , i t i s not a t a l l d i f f i c u l t t o v i s u a l i s e t h a t t h e p l a n c o u l d 

be t e s t e d t o d e s t r u c t i o n . 

The second q u e s t i o n i s whether t h e p l a n might r e q u i r e major e x t e r n a l 

s u p p o r t from HMG. I n t h e p l a n as p r e s e n t e d , e x t e r n a l s u p p o r t 

("Bank o f E n g l a n d s h o u l d i s s u e s u p p o r t to a s s i s t w i t h p r o v i d i n g 

l i q u i d i t y i f needed") i s an o p t i o n a l e x t r a . Suppose t h e Exchange 

Fund r u n s o ut o f f o r e i g n c u r r e n c y and/or t h a t t h e s h o r t a g e o f l o c a l 

c u r r e n c y i n c i r c u l a t i o n becomes so a c u t e t h a t banks cannot meet t h e 

demands o f t h e i r c u s t o m e r s . I n t h e l a t t e r c a s e t h e problem becomes 

one o f a run on t h e banks throughout Hong Kong, which c l e a r l y must 

be a v o i d e d . ^But e i t h e r c a s e would be a major c r i s i s o f economic 
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management, and t h e p l a n c o u l d o n l y be r e s c u e d by e x t e r n a l 

i n t e r v e n t i o n . 

Whether o r not e x t e r n a l s u p p o r t i s a v a i l a b l e i s a p o l i t i c a l q u e s t i o n ; 

t h e c o n s e q u e n t i a l economic q u e s t i o n i s whether any s u p p o r t which i s 

a v a i l a b l e i s b e s t d e p l o y e d i n s u p p o r t o f the p l a n . 


