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Abstract

Among the economies with a Currency Board System (CBS), Hong Kong (HK) is probably

the one with the largest and most developed financial sector, as well as the highest capital mo-

bility. Hence, studying HK�s CBS is not only crucial to HK, but also important for the under-

standing of the modern CBS. This paper outlines the major monetary reforms in HK since the

late 1980s. The impacts of these reforms and the 1997–1998 Asian Financial Crisis are then

examined empirically. We focus on the differentials between the US and HK interbank interest

rates. We assume the conditional-mean equation follows an autoregressive process and the

conditional-variance equation follows a generalized autoregressive conditional heteroscedas-

ticity process. This model captures the time-varying level and volatility of the differential.

In light of the empirical results we provide an assessment of the reforms in HK.
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1. Introduction

Among the economies with a Currency Board System (CBS), Hong Kong (HK)

is the one with the highest daily turnover in the interbank market, in the foreign
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exchange market, in the stock market as well as in the stock index futures market.

Capital is allowed to flow freely in and out of the economy. Thus, among the econ-

omies with a CBS, HK is probably the one with the largest and most developed fi-

nancial sector, as well as the highest capital mobility. Hence, studying HK�s CBS and

money market is not only crucial to HK, but also important to the understanding of
the modern CBS.

Many empirical studies on the CBS were in favor of the system. McCarthy and Za-

nalda (1996) compared the inflation and growth performances of the Caribbean coun-

tries and found that the subgroup of countries operating under a CBS had lower

inflation and higher growth than other Caribbean economies, though they attributed

part of this to the greater concessionary flows to the Currency Board members. Kwan

and Lui (1996) compared the performance of the CBS in HK since October 1983 to

the previous floating-rate regime during 1974–83. They concluded that inflation and
output growth, and the volatility of the two, would have been lower during the float-

ing-rate period had HK operated under a CBS. Ghosh et al. (1998) compared infla-

tion and output growth in countries with Currency Boards to countries with other less

extreme forms of exchange-rate peg. They found that the average inflation rate under

Currency Boards is lower than that of other pegged exchange-rate systems. While

some of this might be attributed to the greater monetary discipline under the CBS,

the bulk of the difference was explained by the greater confidence engendered by

adopting a CBS. Such effects resulted in higher money demand and hence lower infla-
tion for a given monetary growth rate. They showed that the result was qualitatively

the same even if one controls for the regime choice endogeneity (i.e., countries with a

greater proclivity toward low inflation may be more likely to adopt a CBS).

Ghosh et al. admitted that Currency Boards are more constraining on credit policy

and on the ability of the authorities to alter the exchange-rate parity. This is impor-

tant in case of crisis where there could be misalignment of exchange rate and credit

crunch. Along this line, Yip andWang (2002) showed that the fixed exchange rate im-

plied by the CBS plus the sluggish adjustment speed of the export price in HK played
an important role in explaining the poor export performance of HK�s total export
during the post-Asian Financial Crisis (AFC) period. They believed that the fixed ex-

change rate implicit in the CBS, plus the sluggish adjustment of the gross domestic

product (GDP) deflator, was the main reason for the long and on-going deflation, re-

cession and high unemployment rate after the AFC. Parallel with this, Yip andWang

(2001) showed that Singapore�s use of exchange-rate depreciation has helped mitigate

the adverse impact of the crisis on its export. As a result, Singapore was less affected

by the crisis, despite the fact that Singapore�s economic relationships with the crisis-
affected economies were closer than those of HK. Using the surge in interest rates as a

proxy for financial dis-intermediation caused by the crisis, they argued that the differ-

ence in the exchange-rate system in HK caused a more severe liquidity crunch in HK

than in Singapore, which in turn was shown to contribute to a weaker export (and

deeper recession) in HK. Lu and Yu (1999) argued that Singapore�s experience of a
credible managed floating system offers a worthy lesson for HK.

While the above literature has focused their evaluation of the CBS on broader

economic measures such as inflation and GDP growth, to our knowledge, there
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