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Hong Kong's US dollar peg remains the least of all evils
Last month, American hedge fund manager William Ackman announced that he was going long on the Hong Kong dollar, which he considers 30 per cent undervalued. The rise in local inflation and property prices in the last year or so strongly suggest that he is right about the undervaluation.
Over the last 10 years, the currencies of Singapore, the mainland, Taiwan and South Korea have risen against the US dollar by 37 per cent, 29 per cent, 13 per cent and 11 per cent respectively. The Hong Kong dollar has not budged against the greenback; it has been dragged down along with it owing to the linked exchange rate system which pegs our currency to the US dollar.
Between 1998 and 2003, when other Asian currencies weakened, the peg forced us to go through internal devaluation: domestic prices and salaries came down bit by bit for 60 months of pain. Now we are in a repeat of the late 1980s and early 1990s; suffering high inflation because we cannot revalue.
The official line is that it is the price we pay for currency stability: total assurance that the exchange rate will be 7.8 to one US dollar, which is a huge help to traders and investors, and therefore our whole economy. This focuses on the positive impact of the peg. It does not consider the possibility that the price we pay could be too great and we could gain more than we lost with currency flexibility.
Officials do not want to consider any alternative - at least openly - because even talking about it could lead to market uncertainty and instability. Hedge funds would try to speculate, and we could see shopkeepers refusing US dollars, for example.
The peg is not just a guarantee of a particular exchange rate; it is a mark of credibility. This is why a supposedly one-off re-peg is impossible. No-one would trust our monetary system again. It may be possible to change the system in some way without damaging the integrity of Hong Kong's government, but it would take an extremely brave leadership to make the decision even in principle to adopt a new system.
Then the leadership would have to decide which alternative arrangement to go for. Lots of people say “link to the renminbi”, but the mainland currency itself is pegged, and it is unlikely to be fully, freely convertible for many years. I can see the logic of adopting the renminbi one day when the mainland has opened up and we have integrated with it. But we can probably leave that option for the next generation.
Others say we should peg to a basket of currencies. But the bulk of the basket would presumably be the US dollar and maybe the renminbi as well. We could end up with the worst of both worlds: an exchange rate that changes by the hour yet still undervalues or overvalues our currency and forces us through bouts of inflation or deflation. Any change in our currency system would have to be permanent, or at least very long-term. The outcome of a peg to a basket is too uncertain to consider.
A third possibility is to go the whole way and simply float the Hong Kong dollar. With strong government finances and a successful economy, it would be a strong currency. We would have control over our own monetary policy, so we could say goodbye forever to negative real interest rates and galloping inflation and wild swings in property prices.
There are possible drawbacks. Costs of business would rise for companies that need to hedge against exchange rate fluctuations. The currency could become too volatile in times of uncertainty, or it could be pushed up and down by speculators.
Perhaps the biggest problem would be how to handle monetary policy. Ideally, interest rates would be set by experts totally independent of government - and of the vested interests who enjoy so much influence here. Who could we trust to do that?
I can understand why people think we are crazy to keep the status quo. It could be that all the alternatives are worse.
