
HKU031

Maria J. Cascales prepared this case under the supervision of John Whitman for class discussion.  This case is not
intended to show effective or ineffective handling of decision or business processes.

This case is part of a project funded by a teaching development grant from the University Grants Committee (UGC) of
Hong Kong.

Copyright! 1999 The University of Hong Kong. No part of this publication may be reproduced or transmitted in any
form or by any means - electronic, mechanical, photocopying, recording, or otherwise (including the Internet) - without
the permission of The University of Hong Kong.

Ref. 99/39C

1

Hong Kong’s Financial Crisis 1997-1998

The Asian miracle turned into a nightmare in 1997.  Thailand triggered the region’s free-fall
when the Thai baht was delinked from the US dollar in July.  This sent other Asian currencies
tumbling as speculators took advantage of profit-making opportunities. Hong Kong was not
immune to the regional woes either.  The first attack on the Hong Kong dollar began in earnest in
October 1997 following the depreciation of the New Taiwan dollar.  There were rumours that the
Hong Kong dollar peg would soon be abandoned.  In order to defend the local currency and
demonstrate its resolve, the Hong Kong Monetary Authority raised interest rates.   This, in turn,
brought about painful economic consequences.  As the crisis in Asia worsened, the impact on
Hong Kong deepened.  Hong Kong’s stock market took a pounding as speculators mounted three
more attacks in 1998.  On 14 August of that year, the Government decided to take action and
changed from being a passive regulator to an active market participant.  Over the course of two
weeks it became the largest shareholder in Hong Kong, owning 7.3 per cent of the 33 companies
that made up the Hang Seng Index.  Its decision was a controversial one. Was it appropriate?
How did the move affect Hong Kong’s status as a global financial hub and a world trade centre?

The Asian Contagion

The Origins

In the 20-30 years before 1997, Asia had been the subject of world attention as the centre for
global growth.  For much of the 1990s, double-digit growth was the norm for countries such as
Thailand, South Korea, Malaysia, Indonesia and Hong Kong.  However, underneath the
impressive figures lay deep structural problems.  As long as the economies were growing, these
could be overlooked, but once things turned sour, they proved – as in Thailand’s case – to have
disastrous consequences.

In the 1990s, Thailand started to deregulate its financial markets. It liberalised interest rates,
capital flows and foreign exchange transactions.  This, coupled with the baht’s effective peg to
the US dollar, attracted large short-term capital inflows and significant external borrowing which,
in turn, went to a variety of domestic institutions.  In the words of one commentator, there was
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“too much liquidity chasing bad investments”.1  This was exacerbated by negligent financial
oversight, which resulted in strident speculation in the real estate and construction sectors as well
as the general overheating of the economy.  Thailand’s current account deficit ballooned.

The bubble began to burst in 1996 as exports slowed and competition from regional countries
such as China and Vietnam increased.  The Thai economy lost steam and the stock market began
to collapse.  Many Thai businesses faced financial difficulties and defaulted on their bank loans.
Recognising the danger of the situation, many foreign and domestic investors began withdrawing
their money.  This only served to worsen an already dire situation.

In order to support the baht, the Bank of Thailand spent US$7 billion on the spot market and
committed US$23 billion to the forward markets, but to no avail.2  On 2 July, 1997, having used
up most of its reserves, Thailand succumbed to the problems that had been plaguing the country.
The baht’s fixed exchange rate to the US dollar could no longer be maintained [see Exhibit 1].
The currency was forced to devalue, setting off a crisis that would send many Asian economies
spiralling downwards.

Falling Dominoes

To a certain extent the factors that contributed to Thailand’s downfall were present in other Asian
economies as well: slowing exports, inflated asset prices, high foreign borrowing, weak financial
institutions, slack regulations, sizeable current account deficits and pegged or managed exchange
rates.

Exchange rates that were fixed to the greenback in one way or another were both a blessing and a
curse. One analyst believed they contributed much to Asia’s success in the 1980s and early
1990s.3  As the US dollar was in a bear market from 1985 to 1995, pegged currencies – such as
the Hong Kong dollar – were perpetually undervalued.  The system thus strove to rebalance itself
via inflation, which was manifested in rising wages and stock and property prices.  This situation
began to reverse itself when the Japanese yen started to decline and the US dollar rotated to a bull
market.

Fixed exchange rates also encouraged Asian companies to take on more and more foreign debt,
because of the interest rate differentials.  Without taking into account currency risks, exchange
rates were perceived to be stable.  Events proved them wrong – Asian currencies would be the
subject of much volatility.

This volatility was precipitated by hedge fund managers [see Appendix 1], who recognised the
inherent weakness and fragility of Thailand’s neighbours.  They saw an opportunity to make huge
profits and mounted their attack.

The Regional Assault

Having successfully bet on the downfall of the baht, speculators – under the guise of hedge funds
– stepped up their attack on other regional currencies.  Fearful investors converted their local
currency holdings to foreign funds, putting further pressure on exchange rates and weakening
governments’ efforts to defend their respective currencies.  By mid-July 1997, the Philippine

                                                     
1 Kawai, M., “The East Asian Currency Crisis: Causes and Lessons”, Contemporary Economic Policy, April 1998, p. 157.
2 US$1=HK$7.74
3 Everington, P., “Credit Crunch: How the World Got into This Mess and What to Do About It”, Emerging Markets Debt Report, 12
October, 1998,  p. 6.
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peso, Indonesian rupiah and Malaysian ringgit were effectively devalued as the authorities
widened the exchange rate bands.

Malaysian Prime Minister Mahathir Mohamad was noticeably angered by the speculators’ actions
and denounced George Soros, one of the most famous hedge fund managers, as a villain.  “We
have worked 30 to 40 years to develop [our] economy,” the Prime Minister said, “and here comes
someone with a few billion dollars and, in just two weeks, he has undone most of our work”.4

Despite such harsh rhetoric, speculators were not deterred.  On 14 August, 1997, Indonesia was
forced to abolish the exchange rate band altogether and floated its currency.  The Korean won
came under heavy attack in late October, as did the New Taiwan dollar.  Both depreciated
significantly.  In November, Korea widened its exchange rate band and in December, the won
was floated [see Exhibit 2].

Hong Kong Catches a Cold
The Hong Kong Special Administrative Region (HKSAR) was not immune to the regional
developments.  Although its fundamentals were much stronger than those of its neighbours, Hong
Kong’s property and stock markets were hugely inflated.  Residential property prices had jumped,
on average, by as much as 80 per cent to the peak during the two years prior to October 1997.  In
slightly more than two-and-a-half years the Hang Seng Index (HSI) had risen 1.4 times, reaching
a record high of 16,673 points on 7 August, 1997. Besides astronomical asset prices, Hong Kong
also shared another similarity with its neighbours: the local dollar was linked to the US dollar.

The Peg

The linked exchange rate or currency board system, commonly known as the peg, was introduced
in October 1983 following deep concerns about Hong Kong’s political future, which caused the
local currency to depreciate sharply.  The system required the issue and redemption of bank notes
to be made against US dollars at the fixed exchange rate of HK$7.8 to US$1.

Under the self-regulating mechanism, the local monetary base would increase when US dollars
were sold to the currency board for Hong Kong dollars, and vice versa.  The expansion and
contraction of the monetary base would thus lead local interest rates to fall or rise respectively,
counteracting the effects of capital inflows and outflows.

The Hong Kong Monetary Authority (HKMA), Hong Kong’s quasi-central bank, was charged
with ensuring the efficiency, integrity and development of the financial system as well as the
stability of the exchange rate.  It managed the banking system’s clearing balance and became a
lender of last resort for banks experiencing day-to-day liquidity shortages with the introduction of
the Liquidity Adjustment Facility (LAF) in 1992.

The First Sneeze

The linked exchange rate was to undergo its first and most severe test in October 1997.  The HSI
had been losing ground ever since it reached its peak at the beginning of August amidst the
regional turmoil.  When the New Taiwan dollar depreciated, it triggered speculation that the
HKSAR Government would soon abandon the peg.

                                                     
4 Blustein, P., “Thais’ Reluctance to Act Added to Currency Crisis”, Washington Post, 2 August, 1997.
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It was thought that Hong Kong would lose its competitiveness if it did not devalue.  On 21
October, 1997, Morgan Stanley, one of the largest US brokerages, urged its clients to unload all
their Asian holdings.  Other foreign fund managers also decided it would be prudent to sell the
Hong Kong stocks in their portfolios.  Some investors, fearing that the Hong Kong dollar would
indeed be devalued, converted their local currency holdings to the greenback.  These
developments put the linked exchange rate under severe pressure and speculators saw a good
opportunity to attack.  Between HK$4 billion and HK$5 billion were sold short that day.

The massive short selling lasted for the next two days.  In order to defend the peg the HKMA had
to absorb Hong Kong dollars, and was forced to sell a substantial amount of US dollars.  The
local monetary base contracted, but the linked exchange rate was still in place.  Banks, which had
taken short positions (selling huge sums they did not own), faced the prospect of having to settle
their clearing balance with the HKMA.  On 23 October, 1997, the HKMA issued a statement
discouraging banks from repeated borrowing from the LAF – meaning that Hong Kong dollar
liquidity had virtually dried up.  Because of the banks’ aggressive bids, HIBOR (the Hong Kong
dollar interbank offered rate) jumped from nine per cent to briefly touch 280 per cent by noon.
The HKMA had effectively engineered a sharp rise in local interest rates. High interest rates
made the Hong Kong dollar expensive to borrow, which temporarily kept speculators at bay.
High interest returns also attracted a capital inflow, which increased the monetary base.  The self-
correcting mechanism of the currency board had worked, but the cost was high.

The local bourse plummeted 10.4 per cent that day.  Worldwide markets were also hammered.
US$40.7 billion in paper wealth had been wiped out.  The HSI had lost more than 23 per cent of
its value in just four trading days [see Exhibit 3].  The collapse came only days after the tenth
anniversary of the October 1987 crash, and sent regional investors scurrying.

Although the liquidity squeeze subsequently eased, and overnight interbank rates softened
significantly, the stock market remained extremely volatile as prime interest rates remained high
[see Exhibit 4].  The HSI recorded the biggest one-day point fall of 1,428 to close at 9,060 on 28
October, 1997.  The following day it rebounded to post the largest single daily gain of 1,705
points.

More Symptoms

The market stabilised somewhat in the following two months until January 1998, when the
second attack on the Hong Kong dollar was launched.  The HSI took another battering as worries
about Indonesia’s budget set off another round of depreciation and equity sell-offs across Asia.
Peregrine Investment Holdings and the C A Pacific Group, two large brokerage houses in Hong
Kong, also went into liquidation that month.  Once again, as hedge funds shorted, the Hong Kong
dollar interest rates rose, and the attack was successfully warded off.

The Preliminary Diagnosis

Concerned with the highly volatile state of the equity and futures markets, the Government
commissioned a financial market review to see how the linked exchange system could be
improved.  The review was also to investigate suggestions of market manipulation.  It was alleged
that speculators had taken short positions in the index futures market in anticipation of a hike in
interest rates following their attack on the Hong Kong dollar.  Certain investment houses were
also said to have taken short equity positions in order to benefit from their negative research
publications about the state of Hong Kong’s economy.
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The review concluded that short selling, subject to regulation, was a widely accepted legitimate
market activity in most major securities markets, and that the Stock Exchange of Hong Kong did
not detect any improper activities in short selling activities reported to it during September to
November 1997. Investigations conducted by the Securities and Futures Commission (SFC) – the
main body charged with regulating securities, futures and leveraged foreign exchange trading –
also did not detect any link between short selling and market volatility in the period, nor did it
find any evidence to substantiate allegations of market manipulation.

The review also attributed Asia’s malaise to weak financial and corporate sectors, inadequate
bank supervision, excessive property exposure and the closely webbed linkage between political
and business interests. It stated “international speculators may not be singly blamed for
destabilising the financial markets and the economy”.5

However, since Hong Kong was said to have few structural and systemic problems, the report
surmised that the local economy would be able to “weather shocks and vicissitudes
efficaciously”. Hong Kong was debt-free, had substantial foreign exchange reserves, effective
monetary devices and a well-supervised banking system.

The Prescription

A number of proposals put forward by academics and market participants were reviewed, ranging
from the use of put options to dollarisation (the use of US dollars as legal tender). 6  One or two
schemes were determined to have some psychological value, but the government concluded that
they would undermine the credibility and self-adjusting mechanism of the linked exchange rate
system. Others proposals were rejected for technical reasons. The review emphasised the
Government’s determination to maintain the peg and reported that the existing currency defence
mechanism had proved effective in maintaining a stable currency.  It concluded that the Hong
Kong economy should be resilient enough to absorb the impact of higher interest rates, but
warned that while interest rates were a major and necessary tool, they were not sufficient.

The review recommended a number of measures to improve the system, but none that
significantly altered the mechanism of the linked exchange rate.

The Condition Worsens

Despite the generally optimistic conclusions, Hong Kong’s economy headed downwards as the
regional contagion spread.

The flu had finally hit Hong Kong and the only pill that Joseph Yam, chief executive of the
HKMA, had at his disposal was high interest rates.  But high interest rates were detrimental to
asset prices and added to the cost of doing business in Hong Kong.  The property market, which
played an important role in Hong Kong’s economy, was particularly hard hit.  Hong Kong was
faced with a credit crunch as banks were less willing to extend loans, and home buyers with
existing mortgages faced increased costs.  The linked exchange rate came under criticism but the
HKMA maintained its firm stand, vowing that the Hong Kong dollar would not be devalued.

Amidst the depressed market sentiment, consumer spending fell, as did the level of investments.
The tourism industry, which was highly dependent on intra-Asian travel, slumped.  Businesses

                                                     
5 Financial Markets Review, 23 April, 1998.
6 Put options are contracts that give the holder the right to sell (or "put"), and places upon the writer the obligation to purchase, a
specified number of shares of the underlying stock at the given strike price on or before the expiration date of the contracts.
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suffered and unemployment rose.  Most worrying was the fact that the job losses were coming
from the service sector, which accounted for 84 per cent of Hong Kong’s gross domestic
product.7  The economy was clearly headed for a recession.

This was confirmed in May when Hong Kong’s Financial Secretary, Donald Tsang, put official
first-quarter GDP estimates at minus two per cent – the first time the economy had shrunk in real
terms in 13 years.

To Joseph Yam, the development came as a surprise.  “We felt a slowdown would occur, but the
slowdown is quite sharp”.8 Nevertheless, he urged the public not to panic.  “We must not lose our
nerve and panic into doing something that is not in the long-term interests of Hong Kong”.9

The Stimulus Package

In response to the gloomy economic news, the authorities introduced a stimulus package that
included an unprecedented nine-month moratorium on government land sales.  Even though
auctioning off land to developers was a key revenue earner, the Government hoped to restrict land
supply and hence bolster prices.

Critics claimed that the Government had abandoned its policy of non-intervention in the free
market system. Donald Tsang rejected this notion, saying, “We are just responding to market
conditions”.10  He defended the decision, explaining that it was intended to forestall a continual
downward spiral that would lead to a full-scale collapse and that the measure would have a
crucial stabilising effect on the economy. He noted that the official guiding principles were to
maintain investors’ confidence, market discipline, the linked exchange rate and prudent fiscal
management.

In mid-June 1998 the peg came under attack for the third time as the continued weakness of the
Japanese yen put further pressure on Asian currencies.  The yen had declined to around 145 to the
US dollar.  The number of speculators involved was less than on previous occasions, and the
HKMA fended off the attack. Mr. Yam attributed the success to the authority’s move at the
beginning of June to boost transparency by publicising the amount of liquidity in the interbank
market.  This meant interest rates could adjust more effectively to changes in the monetary base.

In the meantime, the Financial Secretary categorically ruled out the re-pegging of the Hong Kong
dollar at another exchange rate, saying that the move would “create chaos and bring havoc to the
economy”.11

On the economic front, conditions continued to worsen.  Figures showed tourist arrivals for the
first five months of 1998 were down 23.4 per cent from the previous year, as the number of
visitors from Southeast Asia dropped 33 per cent.  By the end of July the unemployment rate had
risen to 4.5 per cent – a 15-year high – despite the Government’s efforts to tackle the problem.
Second-quarter GDP contracted by 2.2 per cent.

                                                     
7 Richburg, K. B., “Hong Kong Braces for 2nd Wave of Woes”, Washington Post, 26 January, 1998.
8 “GDP Contracts 2pc”, South China Morning Post, May 29, 1998.
9 “HKMA Chief Forecasts Recession”, South China Morning Post, 3 June, 1998.
10 “Chief Rejects Policy Criticism”, South China Morning Post, 30 June, 1998.
11 “Tsang Rules Out New Peg Rate”, South China Morning Post, 16 June, 1998.
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The Brink

With no signs of local or regional economic recovery in sight, the local bourse took a hammering
in August.  The economic stimulus package had done little to reverse the negative momentum.
Investors were still concerned that the local currency would be delinked from the greenback.
This was compounded by news on 4 August that first-quarter GDP had actually fallen 2.8 per
cent, nearly a full percentage point worse than the earlier official estimates.

On 5 August, 1998, the Hong Kong dollar underwent its fourth attack.  By the end of the first
week of August, the HSI had lost 11.56 per cent and closed at 7,018 points – less than half the
level of the previous year.  The decline of the Japanese yen, which dropped to as low as 147.35 to
the US dollar – an eight-year nadir – set off another round of regional stock and currency
plunges.12  There were also fears that the renminbi would be devalued.  On 13 August, 1998, the
HSI plummeted to a five-year low to close at 6,660.  Interbank rates rose as hedge funds took
huge short positions.

A New Diagnosis

The Government decided to take an alternative course of action.  It determined that the
speculators had adopted a more sophisticated ploy and that there was clear evidence of
manipulation involving double play in the currency and money markets on the one hand, and the
stock and futures markets on the other.

The speculators’ double play was explained in the following manner:

First to avoid being squeezed by high interest rates, they [speculators] prefunded
themselves in Hong Kong dollars in the debt market, swapping US dollars for
Hong Kong dollars with multilateral institutions that have raised Hong Kong
dollars through the issue of debt.  At the same time, they accumulated large short
positions in the stock index futures market.  They then sought to engineer
extreme conditions in the money market by dumping huge amounts of Hong
Kong dollars.  This sell-off was intended to cause a sharp interest rate hike,
which in turn would have sent the stock market plummeting.  The collapse of the
stock market would have enabled them to reap a handsome profit from the
futures contracts they had taken out. 13

Indeed, officials now said all previous attacks on the Hong Kong dollar had involved double play.

We have had four speculative attacks on our currency since the outbreak of the
financial turmoil in the region in the middle of last year.  It is very well known to
almost everyone in the market that a handful of hedge funds have on each
occasion conducted double play in the stock futures market and the currency
market.  We have come to realise how this double play works, although it has
only become apparent, at least to us, in the third and fourth attacks…14

                                                     
12 “Hong Kong Shares Tumble to 5-year Low”, South China Morning Post, 11 August, 1998.
13 Yam, J., “Coping with Financial Turmoil”, Inside Asia Lecture 1998 given in Australia, 23 November, 1998.
14 Yam, J., “Intervention True to Guiding Policy”, South China Morning Post, 24 August, 1998.

For the exclusive use of L. Undestad, 2020.

This document is authorized for use only by Leyda Undestad in ECON 317 - Global Economic and Financial Crises- Theory and Policy taught by Nimantha Manamperi, St. Cloud State 
University from Aug 2020 to Dec 2020.



99/39C Hong Kong’s Financial Crisis 1997-1998

8

A New Treatment

The scale of the August attack was said to have been “out of proportion to economic reality” and
was much larger than on previous occasions.15  Hedge funds were estimated to have amassed
more than HK$30 billion in currency borrowings and 80,000 short contracts on the HSI.  For
every 1,000-point drop in the market, speculators allegedly stood to gain HK$4 billion.  The
currency manipulation was said to have coincided with malicious rumours, exacerbating Hong
Kong’s pain.

In response to the attack by the hedge funds, the Government faced mounting pressure.  There
were calls for the peg to be abandoned but others, such as Li Ka-shing, a prominent Hong Kong
businessman, were against the idea, saying that such a move would take Hong Kong into
uncharted territory.   Most economists agreed that if the peg were to go it would lead to a massive
flight of capital and loss of confidence, and would have very damaging consequences for the
region.  The Government had to come up with a method that would defend Hong Kong’s
continued economic stability and one which would entail the least damage.  The HKMA decided
the best method to defeat the manipulators was to buy up large quantities of HSI constituents, or
blue chips.

The Government’s buying spree started on 14 August, 1998 and ended on 28 August, 1998.  The
official purchases succeeded in driving up the index. On the first day of the intervention, the HSI
rose 8.5 per cent to reach 7,225.  By 27 August, 1998, the index had risen to 7,923 – 18.6 per cent
above the closing level on 13 August, 1998.  The massive and sustained buying shattered
turnover records at the Stock Exchange and had cost the Government about US$15 billion, more
than it had initially estimated, as many investors seized the chance to offload their shares.  Many
sold shares they did not own, or hadn’t even borrowed in the hope of buying them, when the
official intervention came to an end, and share prices fell again.

The Detractors

The Government was widely criticised for its action.  Merrill Lynch, one of the world’s biggest
stockbrokers, said “the intervention has raised concerns about the policy-making abilities of the
SAR” and would not work as it would only prolong high interest rates, frighten long-term buyers
and dent confidence in the currency peg. 16, 17

Another market commentator said that the Government’s actions destroyed the market’s
credibility and weakened the very system it purported to defend as the arrangement drew its
strength from its self-regulating nature. He went on to say: “the HKMA … wants to try to have
the best of both worlds, hoping to enjoy the benefits a stable currency brings and yet avoid
interest rate pain when the currency is in the firing line”. 18

The Economist Intelligence Unit noted, “the unprecedented intervention … smacks of
desperation” and reported that the decision was taken not only to punish speculators but also to
support share prices.  The authorities were “not prepared to endure the severe deflation of local
asset prices which maintenance of the fixed link necessitates”.19

                                                     
15 Yam, J., “Why We Intervened”, The Asian Wall Street Journal, 20 August, 1998.
16 According to an Asiaweek article “Desperate measures” dated 28 August, Merrill Lynch was reported to be one of institutions
involved in the short selling.
17 “Merrill Lynch Joins Chorus of Criticism at Intervention”, South China Morning Post, 25 August, 1998.
18 Lloyd-Smith, J., “Market Must Fend For Itself”, South China Morning Post, 23 August, 1998.
19 EIU Country Risk Service, 3rd Quarter 1998.
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Economist Robert Samuelson said: “Tsang discarded his free-market instincts and stomped into
the local stock market to buy shares.  Put simply, he tried to manipulate the market”.20  Some
sections of the financial community agreed with this view and called for the move to be examined
by the SFC.

Tim Hamlett declared that the Government had “in a few short days nationalised a larger
proportion of the Hong Kong economy than the nominally Socialist Attlee government of Britain
ever dreamed of”.21

The conflict of interest issue was also raised.  Following the intervention, the Government
effectively became Hong Kong’s largest shareholder.  It held large stakes in two property
conglomerates – nearly 12 per cent of New World Development and more than 10 per cent of
Cheung Kong – yet the Government was the sole supplier of fresh land for development.  It also
became the owner of 8.8 per cent of banking giant HSBC, whose main regulator was the HKMA
itself.

The Supporters

We went into the market to restore order.  We are absolutely determined to use
all means available to us to protect the stability and integrity of the financial
markets.  We have frustrated the [speculators’] plans.

 - Donald Tsang, Financial Secretary 22

Joseph Yam likened the Government’s response in August to the adoption of the currency peg in
1983. “The aim is not to prop up the stock and futures markets” but “to send the very clear
message to those manipulating our currency … that they stand to lose money instead ….  If there
were no currency manipulation, there would be no such intervention”.23

What we did was both necessary and effective…our actions in August were not
the end of non-interventionism, not an abandonment of our free market
principles, but a measure taken to ensure that those principles prevailed.  Free
markets cannot mean markets that can be freely manipulated, particularly by
large players operating in small markets.

- Joseph Yam, Chief Executive of the HKMA24

He warned that if the authorities had not been careful the local market could easily have been
pushed into a situation of panic, as had those in the region.  “And the culprits would be a handful
of hedge funds having little or no interest in Hong Kong … other than it being a free market
which they can manipulate and from which they can take money, somewhat like an ATM
machine”.25

Echoing Mahathir Mohamad’s stance, he said: “I feel quite uncomfortable about the existence of
such [speculative] funds … these people are manipulating markets, causing artificial conditions
and profits, I find that unacceptable”.26

                                                     
20 “The Loss of Confidence”, Newsweek, 19 October, 1998,  p. 60.
21 Hamlett, T., “End of Laissez-faire in Hong Kong?”, Hong Kong Business, October 1998.
22 “$70b Market Showdown”, South China Morning Post, 29 August, 1998.
23 Yam, J., “Why We Intervened”, The Asian Wall Street Journal, 20 August, 1998.
24 Yam, J., “Coping with Financial Turmoil”, Inside Asia Lecture 1998 given in Australia, 23 November, 1998.
25 Yam, J., “Intervention True to Guiding Policy”, South China Morning Post, 24 August, 1998.
26 “Lies by Speculators Pressure Peg”, South China Morning Post, 31 August, 1998.
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Supporters believed that the Government’s action was justified.

It is the speculators who deserve opprobrium.  They wrongly assumed that any
government intervention undermines the free market ….  If a government can
prove that a market imperfection exists, then it is right to intervene – in the least
drastic way possible to establish a level playing field ….  The HKMA should be
congratulated for a job well done.27

Legislator Bernard Chan said that although market invention was not desirable, it was necessary
to ensure that normal business was not being hurt.  He added that the protection of the dollar peg
was important to maintain public confidence, and that without confidence, any scheme the
Government put forward to revive the revive would be useless.  In the long run, he called for
changes to the regulations governing the equities and futures markets to prevent further abuse.

It is groundless to worry about the departure of foreign investors as a result of the
Government’s intervention.  As long as Hong Kong markets facilitate profit-
making, foreign investors would not pass up opportunities.  Politicians and
speculators all have short-term memories.28

Another said Donald Tsang may have “pulled off one of the great investment coups of history.  If
investors who are now pessimistic find themselves in two years’ time bidding for the stock at
much higher prices he will certainly look a hero”.29  Others praised the interventionist tactics as
“calculated, clever” and a “neat solution”.30

Should the Government have intervened?  What impact and implications did its decision have?

                                                     
27 Bhala, H.T., “In Praise of Intervention”, The Far Eastern Economic Review, 3 September, 1998, p. 29.
28 Ku, G. and Law, C., “’Name Speculators’ to Protect Dollar Peg”, South China Morning Post, 26, August, 1998.
29 Van Der Kamp, J., “Donald May Yet Pull Off Coup”, South China Morning Post, 29 August, 1998.
30 Richardson and Holowesko in “Hong Kong Warned on World Status”, South China Morning Post, 27 August, 1998.
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APPENDIX 1
THE ROLE OF HEDGE FUNDS

Hedge funds are essentially vehicles “for rich individuals and institutions … to earn pots of
money”.31  Their appeal lies in their superior returns.  After adjusting for the risk taken, they have
been shown to earn returns above those of conventional investment approaches.32  There are a
variety of different hedge funds.  Macro funds take a directional stand on changes in the global
economy, e.g., betting on a particular currency movement, while other funds engage in arbitrage
– capitalising on unjustified differences in asset prices with similar risks.

Most hedge funds leverage the capital they already have by borrowing huge sums of money or
investing on margin.  To offset their leveraged positions and increased market risk they hedge
their investments through the use of market-neutral structures such as derivatives and short
position.  Shorting entailed selling assets not owned in the hope of buying them back when prices
fall.  As of mid-1998, an estimated US$400 billion was believed to be managed by hedge funds.
This immense amount, multiplied by the leverage effect, made them very powerful.

                                                     
31 “Hedge Funds: A Guide”, The Economist, 3 October, 1998,  p. 82.
32 “Hedge Funds: Heroes or Villains?”, The Economist,  22 August, 1998,  p. 57.
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EXHIBIT 1
THE THAI MARKET

Source: Datastream, December 1998
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EXHIBIT 2
REGIONAL MARKETS

Source: Datastream, December 1998
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EXHIBIT 3
THE HONG KONG MARKET

Source:  Datastream, December 1998
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EXHIBIT 4
HONG KONG INTEREST RATES

Source:  Datastream, December 1998

0

5

10

15

20

25

30

35

40

45

1/
7/

97

1/
8/

97

1/
9/

97

1/
10

/9
7

1/
11

/9
7

1/
12

/9
7

1/
1/

98

1/
2/

98
1/

3/
98

1/
4/

98

1/
5/

98

1/
6/

98

1/
7/

98

1/
8/

98

1/
9/

98

1/
10

/9
8

1/
11

/9
8

1/
12

/9
8

%

8.0

8.5

9.0

9.5

10.0

10.5

11.0%

3-Month HIBOR Prime Rate

For the exclusive use of L. Undestad, 2020.

This document is authorized for use only by Leyda Undestad in ECON 317 - Global Economic and Financial Crises- Theory and Policy taught by Nimantha Manamperi, St. Cloud State 
University from Aug 2020 to Dec 2020.


