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Summary

* Hong Kong'’s growing links with China is prompting speculation of
a change in the Hong Kong dollar’s peg arrangements.

2 October 2007

e * Maintaining the current exchange rate arrangements will have

Summary consequences for the Hong Kong economy. For example, in
order to preserve the currency peg the HKMA has cut its policy
rate to follow last month’s cut in US interest rates, potentially
fuelling already strong conditions in the Hong Kong economy.

Background
Outlook

* There are four possible scenarios for a change in Hong Kong’s
exchange rate: (1) No change (2) Re-peg to a basket of
currencies (3) Revaluation to a higher rate against the US dollar
and (4) Re-peg to the Chinese yuan. In our view, scenario (1) is
the most likely and scenario (4) is the least likely.

e Our ‘central case’ view is that the Hong Kong dollar will remain
broadly unchanged against the US dollar over the next five

years. Our projections are presented in the table below.
Authors:
Table 1: Hong Kong Dollar Projections
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The Hong Kong dollar (HKD) has been pegged to the US dollar since 1984.
At present the link is set at a rate of USD/HKD7.8 and is convertible (for
buying and selling) within the range of USD/HKD7.75 to 7.85 (Chart 1).

Chart 1: The Hong Kong Dollar Peg
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A change in the HKD dollar
peg could be prompted by a
failure in board mechanism or
economic disruption

The Hong Kong economy is
de-linking from the US
economy

We see four possible
medium-term scenarios for
the HKD peg

appreciated. Amidst this, the new arrangements around the HKD have
proven successful in stemming inflows and keeping the local foreign
exchange market relatively stable.

There is ongoing speculation that the current HKD peg will be altered
and/or abandoned. There are two major factors that could prompt a
change in Hong Kong’s current exchange rate regime.

e The board mechanism could fail. This is highly unlikely.
The market arbitrage mechanism that supports the current
arrangements is robust. Moreover, the HKD peg is backed by a
substantial volume of foreign exchange reserves (over US$200
bn) as well as by other Hong Kong government resources. This
ensures that the HKMA is extremely well placed to defend any
‘attack’ on the currency.

¢ The economic disruption caused by maintaining the peg
becomes unacceptable. This factor is prompting the current
round of market speculation and, in our view, is the most
likely ‘trigger-point’ for a change in the HKD peg. In order
to preserve the current peg, Hong Kong policy interest rates
must be tied to US policy rates. This is now proving
problematic, given that the Hong Kong economy is
increasingly tied, not to the United States business cycle,
but instead to China. Most recently, even though the Hong
Kong economy is currently booming, the HKMA was forced to
cut its base overnight lending rate by 50 bps last month in order
to follow the 50 bps cut in the US Fed funds rate. There is
also the question of Hong Kong’s competitiveness. In
January 2007 the Chinese yuan reached parity with the Hong
Kong dollar. Since then the CNY has continued to appreciate
and is now around 3% % stronger than the Hong Kong dollar
(Chart 2).

Chart 2: Hong Kong Dollar vs Chinese Yuan
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Outlook

Over the next five years we believe there are four possible scenarios for
the HKD peg. Note that we do not think a switch to a floating exchange
rate system is likely in this period.

1. No change.

In our view, this is the most likely scenario. The HKD peg has
withstood a number of major tests in its 23-year history, including the
substantial decline in the US dollar in the 1980s, the handover of Hong
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The most likely scenario is for
no change in the HKD peg.

Despite various periods of
intense pressure, HKMA
support for the peg has never
wavered

Abandoning the peg would be
too disruptive

The next most likely option is
for the HKD to be re-pegged
to a basket of currencies

The probability of this move
is less than 50%

Option 3 - revaluation -
would leave the HKD
vulnerable to further
speculative attack

Kong to Chinese rule in 1997, the Asian crisis and the enormous market
pressure which the peg came under in October 1998 and, more recently,
the revaluation of the Chinese yuan in 2005, which in turn prompted the
most recent reform of the currency board arrangements. At no time
during these events has the HKMA wavered in its support for the
US dollar peg. Indeed, the HKMA instead emphasised, in words and
actions, the high importance it places on the stability and confidence
provided by current arrangements. Moreover, the stability provided by
the fixed exchange rate is considered optimal for Hong Kong’s role as a
major financial centre as it provides investors the ability to clearly and
accurately gauge the return on investments. In a recent review the IMF
also reiterated its support for the HKMA’s commitment to the current peg
arrangements.

To be sure, there are economic consequences to maintaining current
arrangements. In the current environment, for example, there is a risk
that the cut in Hong Kong policy rates could spark higher local consumer
price and asset price inflation. Nevertheless, these adverse
developments are likely to be minor relative to the potentially
substantial risk of a major financial market and economic
disruption that could be prompted by a change in the HKD peg.

2. Re-peg to an undisclosed basket of currencies

Hong Kong authorities could re-peg the HKD to an undisclosed basket of
currencies based on trade weights and allow the HKD to trade within a
defined band. This type of arrangement is used in Singapore and in
recent months Kuwait has dropped its US dollar peg in favour of such a
basket. The move to a currency basket would potentially introduce
greater (albeit likely still small) volatility into the trading value of the
Hong Kong dollar. This could allow the currency to play a greater role in
absorbing external shocks. It would also mean that Hong Kong’s
monetary policy would no longer be directly linked to the US, for interest
rates under a currency basket are set instead by the market. That said, it
would not allow Hong Kong authorities to gain any more independence
over monetary policy, for interest rates would be forced to adjust to
market-clearing levels at the daily determined exchange rate.

In our view this the second most likely scenario for the Hong Kong
dollar within the next five years, as it would most likely be the least
disruptive action after the no change scenario. However, it would possibly
make the Hong Kong dollar more vulnerable to speculative pressure,
which is precisely what recent reforms have been designed to absorb.
Also, such a policy change would remove one important differentiation
that Hong Kong has over its arch-rival Singapore, with both vying to be
Asia’s biggest financial centre. As such, the probability of such a move
looks to be less than 50%b.

If such a basket arrangement was adopted, a modest appreciation
in the HKD over the medium-term would be most likely, in line with
our view that sustained strong regional economic growth, continued
capital inflows, the maintenance of current account surpluses and further
financial market reform and liberalisation will support ongoing local
currency appreciation across the Asian region.

3. A revaluation of the HKD.

There is some speculation that the ongoing appreciation of the CNY,
including the (small) possibility of a CNY revaluation would prompt Hong
Kong authorities to reset the HKD at a higher rate to the USD. We would
judge a revaluation in the HKD as highly unlikely. It would destroy
market credibility in the HKD peg by adding enormously to investor
speculation that further revaluations were likely. The disruptions and

Y In this period the HKMA took extraordinary measures, including intervening directly in the share
market in order to ward off speculators betting heavily on the demise of the peg.
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A re-peg to the CNY is the
least likely option

This will not occur until the
CNY is fully-convertible

costs involved would defeat the original purpose of a revaluation — to
restore stability and confidence.

4. Re-peg to the CNY

This is one of the most popular theories and in our view one of the
least likely scenarios over the next five years. To be sure, Hong
Kong’s economy and financial system is becoming increasingly linked with
the mainland. However, at the moment there are still too many
significant restrictions on CNY trading to allow the HKMA to replace the
USD with the CNY under its current currency board arrangements. At the
very least, for such arrangements to work the CNY must be fully-
convertible on the current and capital accounts. At present, the CNY is
only convertible on the current account (ie. can only be freely traded by
exporters and importers) and, while further financial market reforms will
continue, a fully convertible and open capital account still appears a long-
term proposition. Until this occurs, a CNY peg would severely damage
Hong Kong’s reputation as a global financial centre. It would also increase
Hong Kong’s exposure to the potentially severe risks and/or shocks that
face the rapidly transitioning Chinese economy over the medium-term,
such as a CNY revaluation, banking sector crisis and/or rapid rise in
interest rates.
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This document (“document”) is distributed to you in Australia and the United Kingdom by Australia and New Zealand
Banking Group Limited ABN 11 005 357 522 (“ANZ”) and in New Zealand by ANZ National Bank Limited (“ANZ NZ”).
ANZ holds an Australian Financial Services licence no. 234527 and is authorised in the UK by the Financial Services
Authority (“FSA”).

This document is being distributed in the United States by ANZ Secuirities, Inc. (“ANZ S”) (an affiliated company of
ANZ), which accepts responsibility for its content. Further information on any securities referred to herein may be
obtained from ANZ S upon request. Any US person(s) receiving this document and wishing to effect transactions in any
securities referred to herein should contact ANZ S, not its affiliates.

This document is being distributed in the United Kingdom by ANZ for the information of its market counterparties and
intermediate customers only. It is not intended for and must not be distributed to private customers. In the UK, ANZ
is regulated by the FSA. Nothing here excludes or restricts any duty or liability to a customer which ANZ may have
under the UK Financial Services and Markets Act 2000 or under the regulatory system as defined in the Rules of the
FSA.

This document is issued on the basis that it is only for the information of the particular person to whom it is provided.
This document may not be reproduced, distributed or published by any recipient for any purpose. This document does
not take into account your personal needs and financial circumstances. Under no circumstances is this document to be
used or considered as an offer to sell, or a solicitation of an offer to buy.

In addition, from time to time ANZ, ANZ NZ, ANZ S, their affiliated companies, or their respective associates and
employees may have an interest in any financial products (as defined by the Australian Corporations Act 2001),
securities or other investments, directly or indirectly the subject of this document (and may receive commissions or
other remuneration in relation to the sale of such financial products, securities or other investments), or may perform
services for, or solicit business from, any company the subject of this document. If you have been referred to ANZ,
ANZ NZ, ANZ S or their affiliated companies by any person, that person may receive a benefit in respect of any
transactions effected on your behalf, details of which will be available upon request.

The information herein has been obtained from, and any opinions herein are based upon, sources believed reliable.
The views expressed in this document accurately reflect the author’s personal views, including those about any and all
of the securities and issuers referred to herein. The author however makes no representation as to its accuracy or
completeness and the information should not be relied upon as such. All opinions and estimates herein reflect the
author’s judgement on the date of this document and are subject to change without notice. No part of the author's
compensation was, is or will directly or indirectly relate to specific recommendations or views expressed about any
securities or issuers in this document. ANZ, ANZ NZ, ANZ S, their affiliated companies, their respective directors,
officers, and employees disclaim any responsibility, and shall not be liable, for any loss, damage, claim, liability,
proceedings, cost or expense (“Liability”) arising directly or indirectly (and whether in tort (including negligence),
contract, equity or otherwise) out of or in connection with the contents of and/or any omissions from this
communication except where a Liability is made non-excludable by legislation.

Where the recipient of this publication conducts a business, the provisions of the Consumer Guarantees Act 1993 (N2Z)
shall not apply.
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