Market Summaries—Hong Kong, China

Hong Kong, China—Update
Yield Movements

The Hong Kong, China yield curve steepened
considerably in 2Q09 from the previous quarter,
as yields declined at the short-end and rose from
the 3-year tenor through the rest of the curve
(Figure 1).

At the end of June, yields on 3-month, 6-month,
1-year, and 2-year Exchange Fund bills and notes
(EFBNs) fell from their end-March levels, with the
yield on 1-year Exchange Fund bills declining the
most at 29 basis points. In contrast, yields on the
3- to 10-year tenors rose progressively with their
maturities.

Yields on 3-year notes rose 16 basis points, those
on 5-year notes increased 45 basis points, and
yields on 10-year notes increased 69 basis points.
The steepened curve is reflected by the spread
between 2- and 10-year Exchange Fund paper,
which stood at 200 basis points as of end-June
compared to 119 basis points as of end-March.

The tightening of the EFBN yield curve at the short-
end, and its widening along the rest of the curve,
is attributable mainly to banks’ strong demand for

Figure 1: Benchmark Yield Curve—
Local Curency Government Bonds
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short-term liquidity. Exchange Fund bills are key
instruments in bank liquidity management, since
they can be used as collateral when borrowing
from the Hong Kong Monetary Authority (HKMA)
through repurchase agreements.

Size and Composition

As of end-June 2009, the amount of EFBNs
outstanding reached HKD288.42 billion, almost
double the EFBN stock in June 2008. The rise in the
outstanding amount of EFBNs is due to continued
issuance of Exchange Fund bills by HKMA to meet
strong bank demand. Banks in Hong Kong, China
are currently awash with cash, as indicated by their
burgeoning reserve accounts with HKMA. The high
level of liquidity in Hong Kong, China’s financial
system is due mainly to large capital inflows in
2Q09.

In the wake of the Lehman Brothers bankruptcy
in September of last year, demand for Exchange
Fund instruments shot up, as concerns about
counterparty risk led banks to invest surplus
funds in Exchange Fund instruments, which are
considered to be a safe haven, rather than engage
in inter-bank lending. HKMA addressed the need
for its paper by increasing issuance.

Demand for short-dated Exchange Fund paper
continued to rise through June of this vyear,
although it has been driven not by concerns about
counterparty risk, but instead by banks’ need
for instruments to manage intra-day liquidity. As
shown in Table 1, the increase in the aggregate
amount of government bonds outstanding
as of June is attributable to the growth in
issuance of Exchange Fund bills. In June, the
outstanding amount of Exchange Fund bills totaled
HKD219.82 billion—up 178.3% year-on-year
(y-o0-y) and 45.6% quarter-on-quarter (g-o-q).
By contrast, the stock of Exchange Fund notes
in June grew only 1.0% on g-o-q and month-on-
month (m-o0-m) basis, and increased by only 5.1%

y-0-y.
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In February 2009, the People’s Bank of China
(PBOC) and HKMA signed a memorandum of
understanding on the establishment of multi-
currency, cross-border payment arrangements.
The currencies covered by the agreement include
the US dollar, Hong Kong dollar, euro, and British
pound (see below for developments on yuan
settlements).
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The agreement aims to meet increased demand
for cross-border payment services as Hong Kong,
China and the People’s Republic of China (PRC)
develop increasingly close economic and financial
links. These services are being offered with a view
towards encouraging greater competition among
banks as the main providers of payment services,
thereby enhancing service quality and resulting in
better settlement terms for both banks and their
customers.

Furthermore, it is hoped that this agreement will
spur the use of cross-border payments services
and help expand access to a broader range of
market participants. Cross-border services were
introduced on 16 March.

Yuan Trade Settlement

The PRC and Hong Kong, China signed an
agreement on 29 June to permit the yuan to be
used in settling cross-border trade transactions.
Prior to the deal, banks based in Hong Kong,
China had been permitted—on a limited basis—
to take yuan deposits and provide other yuan-
denominated services. They were, however, not
allowed to engage in cross-border yuan trade
settlement transactions.

On 2 July, PBOC began allowing certain companies
in Shanghai and four cities in Guangdong province
to settle trade transactions with firms in Hong
Kong, China; Macau, China; and the 10 member
countries of the Association of Southeast Asian
Nations (ASEAN). The first yuan settlement
transaction occurred on 6 July.

Hong Kong, China’s Lawmakers Approve
HKD100 Billion Bond Sale

Hong Kong, China’s legislative council on 8 July
approved a new HKD100 billion debt issue program
that aims to provide additional depth to the Hong
Kong, China bond market through the issuance of
sovereign paper. Bonds issued under the program
are expected to offer another benchmark for
the pricing of corporate debt, thereby increasing
investor confidence and interest in these
instruments.

Estimates of the size of new government issuance
range from HKD10 billion-HKD20 billion a year.
Four bond offerings—with maturities of 2, 10, and
15 years—are planned to be sold annually.

The bonds to be sold under the program will
constitute unsecured liabilities of the government
of Hong Kong, China and will not be backed by
foreign reserves—in contrast to EFBNs. As the new
bonds will not have foreign reserve backing, they
are expected to pay a premium over EFBNs.





