LEGISLATIVE COUNCIL BRIEF

LEGAL TENDER NOTES ISSUE ORDINANCE (CAP 65)

TRIAL ISSUE OF TEN-DOLLAR POLYMER NOTES
IN HONG KONG

INTRODUCTION

With the approval of the Chief Executive in Council, the
Financial Secretary decided to issue for trial a new ten-dollar currency
note on a polymer-based substrate under section 3(1) of the Legal Tender
Notes Issue Ordinancel, with a view to ascertaining whether polymer
legal tender notes are viable and acceptable in Hong Kong. The design of
the new note would follow that of the existing ten-dollar paper note,
except for changes to cater for new security features specific to polymer
substrate.

BACKGROUND AND JUSTIFICATIONS

2. An increasing number of countries in the region have decided to
switch from paper banknotes to polymer? banknotes, including Singapore,
New Zealand and Australia. As an international and vibrant city, there is
a need for Hong Kong to explore this alternative technology for legal
tender notes.

3. Experience in other countries that have introduced polymer
notess3 suggests that there are three major benefits —

(a) durability and cost savings: the lifetime of polymer notes is
more than three times the life of equivalent paper notes. This
would more than compensate for the higher unit cost of
production of polymer notes and achieve substantial annual

! Section 3(1) of the Legal Tender Notes Issue Ordinance provides that the Financial Secretary may, with

the approval of the Chief Executive in Council, issue currency notes.

Polymer is made from biaxialy-oriented polypropylene and can be recycled with other
polypropylene-based materials.

Polymer notes have now been issued in 21 countries in the world, of which 6 countries have used
polymer notes for all denominations and 15 countries have issued one or more denominations into
circulation.
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cost savings. EXxperience in some countries which have introduced
polymer banknotes indicates that the annual production cost for
banknotes could be reduced by about 40% due to the longer lifetime of
polymer notes despite a higher unit cost of production;

(b) high security level: with the clear window and other
innovative and optically variable security features specific to
the polymer substrate, experience has shown that polymer
notes are difficult, time-consuming and costly to counterfeit.
Data from countries which have significant volumes of polymer
notes in circulation suggest that the rate of counterfeiting is as
low as one note in two million (as in the case of New Zealand).
The counterfeit rate in these countries has also been reduced
since full conversion to polymer (by 63% in the case of
Australia and 96% in the case of New Zealand). The high
security level of polymer notes has an added advantage of
reducing the need for frequent changes to legal tender note
design for upgrading security features, which has been a
concern in Hong Kong; and

(c) more environmentally friendly: polymer notes are more
environmentally friendly than paper notes in terms of
production, distribution and disposal. The unfit polymer notes
withdrawn from circulation can be recycled into other
polymer-based products. This will achieve cost savings in
landfills, which are currently incurred for the disposal of paper
notes. The longer note life would also reduce significantly the
amount of notes manufactured, which would in turn reduce
the resources and waste associated with the manufacturing of
notes, such as energy, water pollutants and solid wastes.

4. The above factors suggest that there is a strong case for
exploring the viability of introducing polymer notes in Hong Kong.
Overseas experience suggests the best way to proceed is through a trial
issue of polymer notes often starting with a low-denomination note+.
This is because there are usually more low-denomination notes in
circulation, which enables the public to gain familiarity with the new
notes relatively quickly. In our case, we therefore start with the ten-
dollar note which is a convenient and appropriate choice as the note is
issued by the Government.

5. Subject to the outcome of the trial issue, the Hong Kong
Monetary Authority (HKMA) will consider whether or not to extend the

*  For example, Australia began to issue their first polymer denomination (A$5) in 1992 and then changed

the other four larger denominations progressively on aroughly annual basis until 1996.
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use of polymer notes to other denominations of banknotes. The HKMA
has an open mind on future options. Recommendations on the way
forward will be made only after an objective evaluation has been made of
the quality, security and durability of the new note as well as the level of
acceptance by note users.

Design of the New Note

6. Since the primary objective is to gather information on the
performance and acceptability of polymer notes in Hong Kong, the
existing design of the ten-dollar note will be retained except for changes
to cater for some new security features specific to polymer substrate.
This is the approach often adopted in other countries when introducing
polymer notes and avoids adding another design to the existing legal
tender notes.

Issuance Plan

7. It is expected that the issue of the new note will begin around
mid-2007 subject to satisfactory completion of calibration and testing of
a range of note processing machines in the next three months. A further
public announcement will be made nearer the time of the note issuance.
The new notes will be issued gradually to ensure the smooth co-
circulation of polymer and paper notes.

IMPLICATIONS OF THE PROPOSAL
Financial Implications

8. In line with the current practice with the issue of legal tender
notes, the expenses (including the design, production and distribution
costs) relating to the proposed issue of polymer ten-dollar notes will be
charged to the Exchange Fund. As mentioned earlier, we expect there to
be cost savings in production given the longer lifetime of polymer notes.

Environmental Implications

9. The environmental implications of the proposal will be limited,
since the scale of the operation involved in the trial issue is relatively
small. Nevertheless, if the use of polymer substrate proves to be superior
to the currently used paper substrate and is extended to banknotes of
other denominations, there could be environmental benefits in the
production, distribution and disposal of banknotes. The recyclability of
the polymer banknotes will reduce the need to dispose of unfit banknotes
at landfills. Furthermore, due to the greater longevity of polymer notes,
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the resources and energy used in the production of banknotes to replace
the unfit ones could be reduced. Also with a major reduction in the
volume of poor quality notes being removed from circulation, there is
potential for resources and energy savings in "downstream" currency
operations such as note transportation and distribution as well as
machine processing of banknotes for quality sorting.

Other Implications

10. The proposal is in conformity with the Basic Law, including the
provisions concerning human rights. In particular, the proposal is in line
with Article 111 of the Basic Law whereby the Government of the Hong
Kong Special Administrative Region is authorised to issue Hong Kong
currency backed by a 100% reserve fund. If the proposal is proved viable
and acceptable in Hong Kong, it will bring about economic benefits in
terms of the savings in production cost and high security level of polymer
notes. The proposal has no productivity or sustainability implications.

PUBLIC CONSULTATION

11. The trial issue is by itself a useful means to gauge public views
on the introduction of polymer notes in Hong Kong. Actual use of
polymer notes will enable all relevant parties (retailers, cash-handlers,
banks and members of the public) to provide feedback and opinions on
the change. Before making any recommendation to extend polymer notes
to any of the other denominations of banknotes, the HKMA will conduct a
careful evaluation of the performance and public acceptance of the new
note within two years after introduction.

PUBLICITY

12. The HKMA will launch a publicity and educational campaign
about the new notes to enhance public understanding of the security
features and characteristics of the new note. A series of educational
seminars will be held for bank staff and cash handlers explaining the
different handling characteristics of polymer notes. We will also reach
out to retailers and other members of the public, by organising
exhibitions and distributing leaflets and posters, to explain the security
features and other characteristics of the new note.
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