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Chi Time

THE ULTIMATE QUESTION OF THE HONG KONG DOLLAR PEG

Hurt me with the truth. But never comfort me with a lie.
Jim Carrey

As | argued recently!, the HKD peg is financially robust and the HKMA'’s resolve to defend the peg also seems
to be solid. But the recent socio-political turmoil, which started in June, has prompted many investors to ask the
ultimate question about the peg: Does China still need Hong Kong and, by corollary, the HKD peg?

THE LOST IMPORTANCE

Economic data seems to support the view that China does not need Hong Kong, as the mainland economy now
dwarfs the City’s and rivals are usurping Hong Kong’s global financial hub status. Before 1997, China needed
Hong Kong as a channel for entrepot trade; almost half of its foreign trade went through Hong Kong. But after
China joined the WTO in 2001, Hong Kong lost its entrepot importance; today less than 15% of China’s foreign
trade goes through Hong Kong.

In 1997, Hong Kong’s economy was 20% the size of China’s and its per capita income was 35 times higher. But
in 2018, its economy was only 3% the size of China’s and per capita income was only five times higher.
Meanwhile, China’s four largest banks have become the four largest in the world in assets terms, its stock
market today is more than twice the market capitalisation of Hong Kong'’s, up from only 50% in 1997.

Immediately after Hong Kong'’s reversion in 1997, China showcased Hong Kong's strength as an open free-
market economy governed by the rule of law. The purpose was to increase Hong Kong'’s appeal as a major
international financial centre so as to benefit the mainland economy by attracting foreign capital via the City.
Hong Kong was also used as a laboratory for financial and currency liberalisation.

But recently, Beijing’s vision for Hong Kong seems to have changed dramatically. After the Global Financial
Crisis of 2008, with socio-economic-political turmoil affecting the developed world, Beijing seems to want to

1 See “Chi on China: The Hong Kong Dollar Peg is Different — Long Live the Peg’, 28 May 2019.
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showcase its model of rule by law, in which the legal system serves the economic interest of the country but is
ultimately subservient to the Communist Party, might be preferable to the chaotic Western democracies.

The implementation of this new vision in Hong Kong has, in my view, contributed to the eruption of the socio-
political turmoil today which, in turn, has shaken public confidence in the City. The link to the HKD peg lies in
the concern about whether Beijing still needs Hong Kong and has the political will to keep the currency
arrangement.

THE REMAINING IMPORTANCE
This is a valid concern. But many observers seem to have missed some financial aspects that still make Hong
Kong important to China.

Consider these data: Hong Kong was home to 73% of mainland companies’ IPO offshore between 2010 and
2018, 60% of overseas bond issuance and 26% of offshore syndicated loans. It accounted for 64% of FDI
inflows to China and was the channel for 65% of China’s outward direct investment. By mid-2019, the Hong
Kong Stock Exchange was home to 250 H-share Chinese firms and 171 red chip firms2. Currently, of the 96
central SOEs managed by the State Council, three have headquarters in Hong Kong? and 50 have at least one
subsidiary listed on the Hong Kong Stock Exchange. Hong Kong is also the prime renminbi offshore centre,
accounting for the bulk of renminbi foreign trade settlement and almost two thirds of all offshore renminbi
deposits.

The point is that Hong Kong still serves a crucial role for China to access foreign capital. But why is that
important when China has surplus savings amounting to over 45% of GDP?

| have long argued that China has a capital misallocation problem that channels most capital to the inefficient
companies and starve the efficient ones of credit. This problem has manifested itself in the coexistence of
excess capacity created by the inefficient sectors and under-investment by the efficient sectors*. China’s closed
capital account does not allow the credit-starved companies to access foreign capital as an alternative funding
source.

Hong Kong's open capital account fills that void by allowing the Chinese companies access to foreign capital
and, thus, helping to improve China’s capital allocation. This role is important in the medium-term because
Hong Kong's financial structure and legal and institutional frameworks command a level of international trust
that is not enjoyed by mainland China.

Finally, in its role as a laboratory for economic liberalisation, Hong Kong is the only Chinese city that has the
combination of a big population with a highly-skilled labour force, a free market mechanism, an open capital
account, a hard currency and a rule-based framework that Beijing can do experiments of various sorts under the
national reform framework. This role is also not replicable in the medium term.

A rational policy consideration should translate into a political will for supporting the HKD peg.

Chi Lo, Senior Economist, BNPP AM

2 H-share companies are firms that are incorporated in mainland China and are controlled by either mainland government entities or
individuals. Red chip companies are enterprises that are incorporated outside of China but are controlled by mainland entities or individuals.
3 They are China Merchants, China Resources and China Travel Service.

4 See “Chi on China: The Conundrum of China’s Excess Capacity”, 14 September 2016.
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DISCLAIMER

BNP Paribas Asset Management France, “the investment management company,” is a simplified joint stock company with its registered office at 1 boulevard
Haussmann 75009 Paris, France, RCS Paris 319 378 832, registered with the “Autorité des marchés financiers” under number GP 96002.

This material is issued and has been prepared by the investment management company.

This material is produced for information purposes only and does not constitute:

1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment whatsoever or

2. investment advice.

This material makes reference to certain financial instruments authorised and regulated in their jurisdiction(s) of incorporation.

No action has been taken which would permit the public offering of the financial instrument(s) in any other jurisdiction, except as indicated in the most recent
prospectus and the Key Investor Information Document (KIID) of the relevant financial instrument(s) where such action would be required, in particular, in
the United States, to US persons (as such term is defined in Regulation S of the United States Securities Act of 1933). Prior to any subscription in a country
in which such financial instrument(s) is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the
subscription, purchase, possession or sale of the financial instrument(s).

Investors considering subscribing to the financial instrument(s) should read carefully the most recent prospectus and Key Investor Information Document
(KIID) and consult the financial instrument(s’) most recent financial reports. These documents are available on the website.

Opinions included in this material constitute the judgement of the investment management company at the time specified and may be subject to change
without notice. The investment management company is not obliged to update or alter the information or opinions contained within this material. Investors
should consult their own legal and tax advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order
to make an independent determination of the suitability and consequences of an investment therein, if permitted. Please note that different types of
investments, if contained within this material, involve varying degrees of risk and there can be no assurance that any specific investment may either be
suitable, appropriate or profitable for an investor’s investment portfolio.

Given the economic and market risks, there can be no assurance that the financial instrument(s) will achieve its/their investment objectives. Returns may be
affected by, amongst other things, investment strategies or objectives of the financial instrument(s) and material market and economic conditions, including
interest rates, market terms and general market conditions. The different strategies applied to financial instruments may have a significant effect on the
results presented in this material. Past performance is not a guide to future performance and the value of the investments in financial instrument(s) may go
down as well as up. Investors may not get back the amount they originally invested.

The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and redemption and
taxes.

All information referred to in the present document is available on www.bnpparibas-am.com
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