




• This chart shows a noticeable “cyclicality” in the US dollar exchange rate.

• Since the Bretton Woods System was abandoned by the US in 1970s, the US
dollar has undergone three major upcycles as shown by the arrows in the chart:

• The first upcycle lasted between the end of the 1970s and mid-1980s,
during which the US dollar exchange rate rose by an accumulative 67%.

• The second upcycle lasted between mid-1990s and early 2000s, with an
accumulative growth of 43%.

• The third upcycle began in 2011 and has continued so far.



• Volatilities in US dollar exchange rates have a high correlation with major
commodity prices.

• Experience shows when the US dollar strengthened, commodity prices
tended to fall.

• The chart indicates whenever the US dollar rose (blue line, upward arrows),
crude oil prices (red line, downward arrows) went down.



• Gold prices followed a similar pattern.

• The chart indicates when the US dollar rose (blue line, upward arrows), gold
prices (red line, downward arrows) fell.



• A negative correlation also exists between emerging market asset prices and
volatilities in the US dollar.

• The chart indicates when the US dollar strengthens (blue line, upward arrows), the
emerging market equity index (red line, downward arrows) fell.

• Therefore, during an interest rate hike and US dollar upcycle, emerging market
asset prices tend to come under pressure. Corrections in commodity prices may
also occur. Both will cause a dampening effect on emerging market economies.

• As the US dollar has appreciated noticeably recently, downward pressure on the
emerging market economies are increasing.



• With abundant global liquidity as a result of quantitative easing in the US (from the
first quarter of 2009 to the fourth quarter of 2014), large amount of capital in
search of higher yields flew into Asia’s emerging markets. At the peak in the third
quarter of 2014, cumulative inflows into Asian emerging economies amounted to
about US$1,600 billion.

• As the US dollar has started strengthening noticeably since mid-2014, emerging
markets are facing pressure of fund outflows. The chart shows exchange rates in
Asian and other emerging market currencies started to come under pressure
since mid-2014. The light blue bars represent depreciation of the various
emerging market currencies against the US dollar since the second half of 2014,
while the dark blue bars represent their depreciation from early 2015 to the end of
October.





• As shown in the left chart, the Mainland A-share index rose sharply in the fourth
quarter of 2014 and the first half of 2015, fuelled by leveraging activities.
Outstanding size of equity margin loans provided through formal channels (such as
securities companies) rose significantly from RMB350 billion in early 2014 to a
peak of RMB2.3 trillion in mid-June 2015.

• The outstanding size of equity margin loans through informal channels also grew
substantially. Mainland securities companies generally believed that equity
financing through informal channels (such as umbrella trusts and over-the-counter
fund-matching) could peak at RMB2 trillion in mid-June 2015. Total outstanding
equity financing through formal and informal channels grew about 11 times since
January 2014.

• As stock market booms driven by leveraged investment activities are
unsustainable, corrections are inevitable. Indeed the Mainland A-share index has
gone down significantly since mid-June, falling about 35% at end-October
compared with its peak.

• As seen in the table on the right, alongside the decline in the stock market,
outstanding equity financing through formal channels dropped to less than
RMB1 trillion at end-September. Latest data from the China Securities Regulatory
Commission show equity financing through informal channels also dropped to
about RMB190 billion in mid-September. Total outstanding equity financing through
formal and informal channels decreased by about 74% compared with their peak in
June.



• Renminbi exchange rate movements have aroused market concern recently.
The renminbi fell by 2.4% against the US dollar as at 28 October 2015 since the
refinement of its central parity rate fixing mechanism by the People's Bank of
China on 11 August. However, the extent of the depreciation is still small
compared to its previous appreciations.

• The adjustment of the renminbi central parity rate fixing mechanism is a major
step in financial market reform on the Mainland by adopting a more market-
based renminbi exchange rate fixing mechanism.



• The renminbi exchange rate may be volatile in the short term, but there is no
basis for any sharp or sustained depreciation in the currency.

• A sustained trade and current account surplus on the Mainland can help maintain
stability of the renminbi exchange rate. Despite a slowdown in Mainland’s growth
in recent years, it has performed quite well compared with many other countries,
providing support for the renminbi.

• Besides, Mainland’s huge foreign reserves act as a potent stabiliser for the
renminbi exchange rate. Foreign reserves have dropped by about US$300 billion
since the start of 2015 but remain abundant. They amounted to US$3.5 trillion at
the end of September.

• With progress in financial market reform and gradual liberalisation of the capital
account on the Mainland, cross-border fund flows are expected to grow.
Changes in foreign reserves are normal.





• Financial markets underwent intense volatilities between June and August.
Subsequently housing market sentiment weakened and transaction volume
fell.

• As can be seen in the left chart, data from Land Registry show that average
transactions in August and September dropped by almost 25% compared with
that in July.

• In the right chart, while secondary market housing prices rose by a cumulative
9.6% between January and August, growth in recent months has reduced
markedly. The Centa-City Leading Index shows secondary market housing
prices have faced downward pressure in recent weeks.





• Total loans rose by an annualised 5.2% in the first nine months this year,
much slower than the growth of 12.7% for 2014. Growth in both local
loans and those for use outside Hong Kong has dropped substantially.



• Inflows into the Hong Kong dollar re-appeared in September and October
following an earlier episode in April this year. Despite currency fluctuations
within the region earlier, the Hong Kong dollar exchange rate has remained
stable and close to the strong-side Convertibility Undertaking. Between
1 September and 28 October, the strong-side Convertibility Undertaking was
triggered repeatedly, causing the Aggregate Balance to expand by
HK$153.7 billion (equivalent to US$19.84 billion) (see chart).

• Recent inflows were partly related to the unwinding of renminbi positions and
conversion into Hong Kong dollar.









• The Hong Kong banking sector’s asset quality remains good, but has shown
some signs of deterioration since late 2014. Specifically, the overall classified
loan ratio of retail banks has bottomed out from the historical low of 0.43% in
September 2014 to 0.49% in June 2015, with deterioration in quality of
Mainland-related lending contributing partly to the increase.

• Despite only small increase in the classified loan ratio, the HKMA has been
mindful of the possible adverse impact of the uncertain economic outlook for
the global economy, including Mainland China, and the interest rate
normalisation in the US on Hong Kong banks’ credit and liquidity risks. Thus,
the HKMA has been stepping up substantial supervisory efforts to ensure that
banks are managing their credit risk properly, especially risks associated with
Mainland-related lending business.

• The HKMA will remain vigilant to market developments and take prompt
supervisory actions where necessary to ensure the stability and resilience of
the Hong Kong banking system in a possible downturn in the credit cycle.



Our plan for legislative amendments for the rest of this year and next year
relating to Basel standards implementation is as follow:

BCAR 2015

• A draft set of BCAR 2015 have been prepared to address a few technical
differences between the text of the Banking (Capital) Rules and the
underlying Basel standards that were identified in the 2014 RCAP
assessment on Hong Kong conducted by the Basel Committee. All of the
differences were assessed as having no or immaterial impact on the
capital ratios of banks but it is a good practice to make the proposed
amendments to closely align with the Basel standards.

• The amendment Rules were gazetted on 23 October and tabled at LegCo
on 28 October for negative vetting, with target commencement starting
next year.

2016 amendments to BCR and BDR

• Policy development is underway in relation to the implementation of a
number of Basel revised standards scheduled to take effect internationally
from 2017.




























