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 HONG KONG

 Issues and Problems

 Hing Lin Chan

 As 1997 approaches, the year in which China will re-

 sume sovereignty over Hong Kong, the Chinese government is increasing its
 influence over the colony, not only on the political front but by economic

 activities there. The number of Hong Kong-based China-capital companies

 increased from only a few in the 1950s to more than 2,000 in the early 1990s.

 As there are no official statistics on the size of Chinese investment in Hong

 Kong, we must rely on some irregular sources. One of the earliest estimates

 came from the English-language China Daily, which reported that the PRC

 had invested as much as US$10 billion in Hong Kong in 1989.1 The amount

 has increased significantly over the last few years. One Chinese official re-

 cently estimated that investment from China by 1993 reached US$20 billion,
 and according to a local bank in Hong Kong, the recent upsurge (from $12
 billion to $20 billion) has made China the colony's largest foreign investor,
 followed by Japan and the United States.2 These estimates indicate a 100%

 increase in PRC investment between 1989-93, making China one of the most
 important players in the economy of Hong Kong.

 As Hong Kong is one of the international trading and financial centers in
 Asia, there would not seem to be any particularly strong reason to single out

 Chinese investment there for study. However, several special characteristics
 of such investment warrant attention. First, although China has undergone

 Hing Lin Chan is Assistant Professor in the Department of Economics,
 Hong Kong Baptist University.

 i 1995 by The Regents of the University of California

 1. China Daily (Beijing), "Now Mainland Money Pours into Hong Kong," June 23, 1991, p. 1.

 2. The $20 billion estimate was made by Cao Hui Cong, general secretary of the Hong Kong

 Chinese Enterprises Association, which Beijing set up in 1991 as an unofficial organization to

 monitor Chinese investments in Hong Kong. See "China's Investment Reaches US$20 Billion in

 Hong Kong" Ming Pao (Hong Kong daily), June r, 1994, p. B 1; also, "Foreign Direct Invest-
 ment in Hong Kong: Trends and Prospects," Hang Seng Bank Monthly Report, October 1993.
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 rapid economic reforms, it still operates a system in which state-owned enter-

 prises are run by state officials who face largely different social and eco-

 nomic constraints than managers of private enterprises. How smoothly do

 these two different types of economic institutions mingle together, and how

 does this new element-PRC investment-affect the operation of Hong

 Kong's markets? Second, investment traditionally has been made by China's

 government, and with sovereignty soon to be resumed, the objective of di-
 recting economic resources to Hong Kong comprises political as well as eco-

 nomic motives.3 One of these is to maintain the prosperity and stability of
 Hong Kong, it is therefore interesting to examine whether Chinese invest-

 ment has actually operated under this guideline. Finally, it is important to

 evaluate whether the investment has worked entirely for the benefit of the

 Chinese economy. The answers to these questions, in my opinion, will have

 an important bearing on the economic future of Hong Kong and China.

 In order to approach these questions, the discussion will be divided as fol-
 lows: the first section will provide a historical profile of Chinese investment

 in Hong Kong and a picture of how the motives behind the investment

 changed over the last few decades. In the second section, the impact of the
 investment on the economies of Hong Kong and China will be discussed.

 Historical Profile
 Investment from China can be broadly divided into three components: bank-
 ing, listed companies, and unlisted companies. Investment in the banking
 industry can be estimated from statistics provided by the Hong Kong Mone-

 tary Authority, which says the banking group of China owned about US$
 89.7 billion of assets in Hong Kong at the end of 1993.4 Subtracting cus-
 tomer deposits and interbank borrowing outside and inside Hong Kong, in-

 vestment from China reached US$6.4 billion in 1992 and US$7.4 billion in
 1993. This represented one of the major components of Chinese investment
 in Hong Kong.

 As to listed companies, 39 out of a total of 444 companies listed by the

 Hong Kong stock exchange were controlled by China at the end of 1993.

 3. As explained by the chairman of China International Trust & Investment Corporation

 (CITIC), Rong Zhiqin, three motives lie behind Beijing's decision to invest in Hong Kong. First,

 to introduce more foreign investment and increase technology transfer and the supply of modem

 equipment to China; second, to promote Chinese products; and third, to contribute to the stability

 and prosperity of Hong Kong. CITIC is an investment arm of the State Council, the highest

 executive authority in China. (1988), "Investment in Hong Kong: The View from Beijing,"

 Hong Kong Business, no. 71 (May 1988), pp. 23-24.

 4. Hong Kong Monetary Authority, Annual Report, 1993 (Hong Kong: Government Printer,

 1994); and unpublished Appendix, table 2.6. For customer deposits and interbank borrowing,

 see tables 2.7, 2.5A, and 2.5B.
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 China-backed companies are defined as those in which China controls more

 than 35% of shares issued by the respective companies. Among the 39, six

 are Chinese state-owned enterprises that were listed as a way to tap finding

 from the stock market in Hong Kong. But the activities of these six lie en-

 tirely within China, and therefore cannot be counted as PRC investment in

 Hong Kong as such. Altogether, the listed companies are estimated to have a

 market capitalization value of US$15.8 billion, amounting to about 6% of the
 entire market capitalization in 1993. Assuming that they are holding roughly
 50% of total shares, (a guess made on the basis that many of these companies

 do hold around this number of shares), the Chinese have invested about

 US$7.9 billion through the publicly listed companies they control. In other

 words, this investment has raised about $7.9 billion through the Hong Kong

 stock market. Against these figures, the rest of China's investment is chan-

 neled through unlisted companies, and amounts to slightly less than invest-
 ment in the banking industry.

 Among the third type of investments, it is interesting to note that although

 China is relatively backward in its industrial ability, it invested some $255
 million in Hong Kong's manufacturing industry in 1992.5 The investment

 was concentrated in the transport and electrical products industries, not sur-
 prising as in the first area-transport-the aim was to capitalize on the bur-

 geoning traffic flows between Hong Kong and China, and investment in the
 second was made to bypass export controls on transfer of advanced technol-
 ogy into China imposed by the Coordinating Committee for Multilateral Ex-
 port Controls (COCOM) set up in 1949 by Western countries to regulate the
 flow to the communist bloc of technology and products with possible military
 applications. In order to circumvent this restriction, Chinese authorities set
 up three electrical products factories in Hong Kong in the 1980s to gain ac-

 cess to technologies that otherwise might not have been available to them.

 Motives for Investing in Hong Kong
 Chinese investment kept a rather low profile before the economic reforms in
 1979, and did no more than establish a trading outpost for goods going to and
 from Hong Kong. However, spectacular changes occurred after China
 launched its open door policy; not only did the size of investments grow
 rapidly over the 10 or more years after 1979, but more important, there was a

 significant shift in objectives. Until very recently, the Bank of China, China
 Resources (Holdings) Co., Ltd., China Merchants International, and China
 Travel Services (HK), Ltd., have been the four biggest investors in Hong

 Kong. Prospering on the growing business links between Hong Kong and

 5. Hong Kong Industry Department, Annual Report of the Survey of Overseas Investment in

 Hong Kong Manufacturing Industries, 1993 (Hong Kong: Government Printer, 1994), p. 30.
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 China, these four government-sponsored companies have been building up a

 significant market share in Hong Kong. For example, the Hong Kong Mone-

 tary Authority reported that the Bank of China has become one of the cob

 ony's major banks, currently operating with a total of 18,000 employees and

 350 branches. What is more important, an estimated 25% of total Hong

 Kong dollar deposits and 10% of total banking assets are under its control.6

 The China Resources (Holding) Co., Ltd., has established more than 150
 enterprises in Hong Kong with its own shipping fleet, port, bank, warehouse,

 and department stores. Its major strength derives from its close relationship
 with China's Ministry of Foreign Economic Relations and Trade (MOFERT),

 which set up China Resources in 1949 as its trading arm in Hong Kong. By

 relying on this particular relationship, the company monopolizes the supply

 of China's fossil oil and foodstuffs to Hong Kong.7 China Merchants be-
 longs to the PRC's Ministry of Communications and Transport. Its business

 began with shipping and its fleet grew rapidly over the years. In 1992 its
 freight capacity reached 16 million deadweight tons which enabled it to ferry

 one-ninth of Hong Kong's seaborne trade and one-tenth of its total container

 shipments in that year. Starting in the 1980s, the company gradually diversi-

 fied into manufacturing, trade, finance, construction and the tourist industry,
 becoming a giant business empire with US$2.7 billion in assets.8

 In Hong Kong's tourist industry, China Travel Service (HK), Ltd., has also
 made its mark. Because of its status as a subsidiary of China Travel Services,
 which monopolizes the PRC's international travel industry, it has exper-
 ienced phenomenal growth in Hong Kong and has become a publicly listed
 company on the stock exchange. By 1993 it had 13 branches and more than
 20 subsidiary companies handling more than two million tourists a year. Its
 investments include hotels and bus coach services in Hong Kong and resorts

 and a steel complex in China. As one of the few travel agencies authorized to
 handle mainland tourists traveling abroad, China Travel Service (HK) will be
 the main beneficiary of the 1997 reversion.

 It is not surprising to see the rapid expansion of these companies in Hong
 Kong as they are nothing more than a business arm of the PRC government;

 each of them monopolizes the business in which it is engaged, and each acts
 as the sole representative of China in dealing with companies in Hong Kong.
 This special status and monopoly privileges have enabled these businesses to
 grow substantially over the years. The launching of the economic reforms

 generated a new flow of China-backed companies into Hong Kong, and ena-
 bled companies from Guang dong and Fu jian provinces and the mainland's

 6. Hong Kong Monetary Authority, Annual Report, 1993, p. 30-31.

 7. It was estimated that in recent years, 25% of Hong Kong's total petroleum consumption

 was supplied by China Resources. See Company Report 1993, Hong Kong, p. 10.

 8. China Merchants Group, Company Report 1993, Hong Kong, p. 1.
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 coastal open cities, which are given preferential treatment by the central gov-

 ernment, to invest in Hong Kong and other foreign countries. At first the

 major objective of most Chinese companies was to establish trade between

 Hong Kong and the mainland. These companies benefited from the consist-

 ently expanding trade during the 1980s, and this encouraged the growth of

 Chinese investment.

 In 1992, however, a new tidal wave of Chinese companies came into Hong

 Kong. In contrast to their predecessors, who had a monopoly trade and used

 export/import permits to establish a foothold in Hong Kong, the new influx of

 Chinese entrepreneurs was encouraged by two important changes in the early

 1990s. The first was Hong Kong's relatively large sum of savings, symbol-

 ized by the size of its stock market. Having benefited by the manufacturing

 production base moving to China, Hong Kong's GDP grew by 6.8% between
 1986 and 1993.9 Coupled with a high savings rate,10 this rapid economic
 expansion amplified the size of the stock exchange in Hong Kong, which had

 become the sixth largest stock market in the world by the end of 1993.

 However, the performance of the Chinese economy has also revived from

 the setback caused by the Tiananmen incident in June 1989, with China's

 GNP rising by 13% in both 1992 and 1993. This caused many outside inves-

 tors to start looking for new investment opportunities in China. The combi-

 nation of these developments generated a new wave of Chinese companies in

 Hong Kong, but with significant changes in strategy. As these new arrivals

 do not control any monopoly trade, they have set their sights on the Hong
 Kong stock exchange through which they hope to raise funds for their invest-

 ments in both China and Hong Kong. Instead of using the normal procedures
 for acceptance as newly listed companies, they prefer to adopt short-cut

 methods to acquire the needed status. The commonly used practice is to
 make an attractive financial offer to the management of a poorly performing
 public company, usually referred to as an inactively traded "shell," in ex-
 change for a controlling share of the company. During the two years
 1992-93, a total of 19 such "shells" were purchased and an equal number of

 China-backed companies listed on the Hong Kong Stock Exchange. By de-
 ducting the proportion of shares held by China-backed companies in
 1992-93, it can be shown that the Chinese "shell" companies were able to
 raise a total of US$1.84 billion through this newly developed source of fumd-
 ing in Hong Kong. The scope of these businesses focuses on three major

 areas: the enterprises they operate or control in China, the property market in

 9. Census and Statistics Department, Estimates of Gross Domestic Product, various issues,
 Hong Kong Government Printer.

 10. As estimated by the Asian Development Bank, Hong Kong saved around 31.4% of its

 GDP in 1992 and 31.1% in 1993. See ADB, Asian Development Outlook 1992 (Oxford Univer-

 sity Press, 1993), table A.7, p. 264.
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 Hong Kong and China and financial activities such as banking and securities

 trading. The first category is an enterprise with which a company is familiar:
 the second provides a possible source of quick return on a company's invest-

 ment, as the property market in Hong Kong is extraordinarily volatile,"1 and
 the third can provide a company additional financial resources for investing
 in Hong Kong and China.

 The latest attempt by a China-backed company to get listed through the

 back-door occurred in early 1994 when Centre Regent Investments Ltd., initi-
 ated a bid to take over Emperor (China Concept) Investment, Ltd., in Hong
 Kong. In assessing whether the takeover was in accordance with the listing

 regulations, the stock exchange requested the buyer to comply with two new

 regulations. First, Centre Regent was required to produce an official docu-

 ment showing that the company's plan to list overseas had been approved by

 China's Securities Regulatory Commission (SRC). Hitherto, no such require-
 ment had ever been imposed on the "back-door" listings initiated by Chinese

 companies. In fact, up to now, no one in Hong Kong knows whether the

 PRC government has ever approved all of the previous back-door listings,

 although the SRC chairman stated in 1993 that all overseas listings must have
 prior approval from the commission.

 This ambiguity has been clearly revealed in the wake of the arrest in Feb-

 ruary 1995 of Zhou Beifang, chairman of the Shougang Concord Group, on
 suspicion of committing "economic crimes." Lu Ping, director of the Hong

 Kong and Macau Affairs Office, asked by reporters whether the listing of the

 Shougang Concord Group in Hong Kong had been approved by the central
 government, strenuously affirmed that the company is clean in that respect.
 But it is not clear whether the other back-door listed companies had been

 similarly approved. The second new requirement is that potential buyers of a
 shelll" must produce an earning-track record of all assets in China that they
 plan to inject into the "shell."12 Since Chinese companies often do not have
 an internationally accredited account for their assets, they may find it difficult

 to comply with this regulation. In fact, the Emperor takeover bid was later
 abandoned, but without explicit public explanation.

 Problems of Chinese Investment
 Clearly, the rise of PRC investment facilitates the trade flow between Hong
 Kong and China, enhances exchanges of capital and technology, and pro-

 11. Property values in Hong Kong have increased rapidly over the last few years. The resi-

 dential property market rose by more than 119% in 1992 and 1993. Rating and Valuation De-

 partment, Hong Kong Property Review 1994, (Hong Kong: Government Printer), table 15.

 12. "The Potential Buyer of Emperor (China Concept) Investment, Ltd., Will Re-submit a

 New Take-over Proposal by the End of the Month," Hong Kong Economic Journal, March 15,

 1994, p. 3.
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 motes a better division of labor between the two regions. One study argued

 further that Chinese investment can serve as "hostage," then used this con-

 cept to analyze the transfer of Hong Kong's sovereignty back to China in

 1997 under the agreement reached between the British and PRC governments

 in 1984. In their view, the agreement is an asymmetric information contract

 about which the people of Hong Kong have no assurance of whether the PRC
 government will faithfully carry it out. Under this circumstance, Chinese in-

 vestment serves a positive value to Hong Kong as a "hostage"; if Beijing
 revokes its promises and consequently hurts the economy, not only will Hong

 Kong be adversely affected but China's investment will suffer as well. These

 investments therefore reduce incentives to revoke promises.13

 Upon closer inspection, however, this theory is not entirely convincing for

 several reasons. First, it is clear from the discussion above that the goal of
 investments from China was not solely to bring in money to invest in Hong

 Kong assets as such but also to raise capital from Hong Kong. In the last few

 years, Chinese companies have actually raised substantial capital to be used

 for investments in China, and from this perspective, viewing the investment
 in Hong Kong a "hostage" is debatable. Second, if there is a "hostage," then

 a more important one is the contribution of Hong Kong toward the develop-
 ment of China's economy. This is reflected in the size of Hong Kong invest-
 ments in China, which constitute two-thirds of overseas direct investment in

 the country; in the trade between Hong Kong and China; and in Hong Kong's
 role in linking China with the outside world. For the Chinese economy, all of
 these are more valuable and important than investments in Hong Kong.

 Although Chinese investment has brought economic benefits to the two
 regions, it has also created formidable problems for the future development
 of both economies. In particular, all of these Chinese companies, as we have
 noted, are owned by PRC government authorities of various levels and dis-

 play important differences when compared with other countries' investments
 in Hong Kong companies. Such differences do not cause problems while the
 economies of the two regions are separate but as they become intermingled,
 the situation changes. In particular, state officials may abuse their special
 privileges for personal benefit, as for example in the Hong Kong Stock Ex-

 change.

 Problems for the Stock Exchange

 In the past, almost all of the investment and business activities of publicly
 listed companies on the Hong Kong Stock Exchange have been located
 outside of China. In the last few years, however, many Hong Kong compa-

 13. B. Bacher, 0. Lorz and L. Schuknecht, "Chinese Investments: 'Hostages' for Hong

 Kong"? Journal of Institutional and Theoretical Economics, no. 123, pp. 645-54.
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 nies have invested heavily in China in order to benefit from the expected

 rapid growth of its economy. Recently, the Hong Kong government dis-
 closed that by 1993 Hong Kong investments in China had reached US$23

 billion, two-thirds of the total direct foreign investment there.14 Hong
 Kong's investment has been diversified into such areas as property, technol-

 ogy, and communication and manufacturing industries, and publicly listed
 companies have played an increasingly important role in the last few years

 with the largest firms having increased their investments significantly.15

 Alongside this development, there is evidence that the China-backed com-

 panies in Hong Kong are interested in getting involved in the colony's stock

 exchange. Some of them have even been actively trading shares of Hong

 Kong companies. For example, take the case of Fu Jian Enterprises (Hold-
 ings) Co., Ltd., a subsidiary of the Fujian provincial government. The com-

 pany's profits in 1993 increased by 40% over the previous year, and one-third
 of the profits came from trading shares of small and medium companies. The

 executive director disclosed that Fu jian Enterprises will continue to explore
 the business of securities trading, particularly in the stock of companies that
 do business with Fujian Province. 16

 Clearly, these practices will bring problems to the integrity of the exchange
 market because as Hong Kong companies provide more investment for

 China, any significant change in PRC policies will affect future profits and
 hence share prices of Hong Kong companies. Problems should not arise so

 long as that information is not accessible to any particular group of investors
 in China. The integrity of the stock market in Hong Kong, however, will be
 threatened if there is no effective assurance that such information will not be

 used by officials in China for their own profit. A typical example was the
 decision to impose for the first time, starting January 1, 1994, a value-added
 tax on property transactions in China. Many Hong Kong developers had
 large land holdings in China,17 and the introduction of this new tax policy
 clearly had major implications for those companies. Chinese officials who

 14. "China's Direct Investments in Hong Kong Exceed US$ 2-3 Billion," Hong Kong Eco-

 nomic Journal, October 2, 1993, p.2.

 15. According to a survey made in 1993 by Credit Lyonnais Securities, Hong Kong listed

 companies have invested in 801 projects in China worth over US$6.8 billion, and several compa-

 nies have invested more than US$1.25 billion each in China. "Hong Kong's Deep Pockets,"

 China Business Review, 108: 4 (1994) p. 16; also Chen Hei, "Hong Kong Consortiums March

 North," Economic Reporter, no. 139 (1993), pp. 31-33.

 16. "Fu Jian Enterprise Purchases Part of the Fu Zhou Electricity Factory," Tai Kung Po

 (Hong Kong), February 26, 1994, p. 5.

 17. Most notable example is New World Development, which has accumulated total attributa-

 ble land holdings of over 25 million square feet in key cities of China. Reported by J. Dillon,
 "PRC Players: Hong Kong Hongs Deal Their China Cards," Journal of American Chamber of

 Commerce, October 25, 1993, pp. 18-23.
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 are involved, directly or indirectly, in policy formulation could have access to
 information that can be used to make a handsome profit.

 If that is the case, and if the whole decision-making process falls entirely

 outside the Hong Kong authorities' monitoring jurisdiction, how will the

 Hong Kong monitors be able to ensure that no Chinese officials use privi-

 leged information to engage in improper profit-making activities? With the

 devolution of power from the central to local governments, the number of

 state officials who both have the authority to determine government policies

 and are in a position to invest in Hong Kong will increase. How will the

 monitoring body in Hong Kong be able to deter improper profit-making by

 Chinese officials who carry the dual identities of policy-makers in China and
 profit-seekers in Hong Kong? How can Hong Kong be maintained as a suc-

 cessful financial center if there is massive investment from China in its stock

 market? Over time, this could emerge as a major problem for the Hong Kong

 Stock Exchange in upholding its integrity.

 Detrimental Impact on Market Competition

 The second problem related to Chinese investment also originates from the

 special identity of these government-owned companies that have close rela-
 tionships with various authorities in China. For example, most of the China-

 controlled publicly listed companies that have been acquired through buying
 "shells" on the Hong Kong stock market have, as one or more of their direc-
 tors, descendants or relatives of political heavyweights in the PRC central
 government. For example, Wu Jiangchang, husband of the eldest daughter of
 Deng Xiaopeng, is chairman of two publicly listed companies (Silver Grand
 International Industries, Ltd., and Onfem Holdings, Ltd.) and honorary chair-
 man of another (Jin Hua). Hu Peng, husband of Deng's third daughter, is
 director of two listed companies (Poly Investment Holdings, Ltd., and Conti-
 nental Mariner Investment Company, Ltd.), and Deng's youngest son, Deng
 Zhifeng, is director of Shougang Concord Grand, Ltd., and Hoi Shing Hold-
 ings, Ltd. Chen Weili, daughter of the late Chen Yun, who advocated a
 "bird-cage economy," is director of First Shanghai Investment, Ltd., and
 Wang Jun, son of the late deputy president, Wang Zhen, is director along
 with Hu Peng of Poly Investment and Continental Mariner. All of these com-
 panies have established themselves within the last two years through buying
 "'shells" on the Hong Kong stock market.

 How will this affect the economy of Hong Kong when there are increas-
 ingly more China-backed companies operating in the territory, and where
 they intend to extend their activities outside their monopolized businesses?
 Of course, the answer depends on whether the privileges they enjoy in China
 are extended to Hong Kong. If, for example, they compete on an equal basis
 with other companies in Hong Kong, their presence would unambiguously
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 increase the welfare of Hong Kong by strengthening market competition in

 the territory. Conceivably, it depends on how well the government in China
 is able to monitor the activities of local authorities in Hong Kong. In this

 area, the record of the Chinese government does not seem to be very good.

 For example, one of the leading businessmen in Hong Kong, Tsui Tsuitong,

 has recently set up a company (New China Hong Kong Group) whose share-

 holders include 13 Chinese government firms with impeccable political cre-

 dentials, eleven of whom are connected to national government bodies or

 ministries. One firm was even a business arm of the State Council's Hong

 Kong and Macau Affairs Office which formulates Chinese government policy

 for Hong Kong. It backed out in the final stage amid Hong Kong media

 complaints of conflict of interest.18 Tsui was adamant in denying that the
 new group would directly benefit by the inclusion of Chinese government

 bodies on its board of directors but admitted that the presence of these special

 shareholders would give the company some "conveniences."19
 It is difficult to pinpoint precisely what kind of "conveniences" this special

 company would have, since many of these dealings were made behind closed

 doors, but access to political power brokers in Beijing is expected to bring

 commercial advantages to enterprises of this sort. To illustrate, a China-

 backed company, Citic Pacific, recently purchased a 50% stake in a property

 development project located near the new airport. Because China disagrees
 with the financial plan put forward by the Hong Kong government, a high
 degree of uncertainty surrounds the actual date of completion of the project.
 The size of the deal (US$4 billion) and the fact that Citic Pacific is an invest-

 ment arm of China's State Council led to suspicion that the company is acting
 with insider information. The second example is related to the China Na-

 tional Cereals, Oils, and Food Import and Export Company (China Cer-
 oilfood), which also holds a subsidiary insurance company, Top Glory. Due
 to this close relationship, businessmen who are ambitious about entering
 China's insurance market are eager to purchase part of the company as a

 possible shortcut to obtain insurer licenses in China.20 Because of the privi-
 leges enjoyed by government-backed Chinese companies, many Hong Kong
 firms will target them as possible joint-venture partners. Owing to the lack of

 funding and know-how, the Chinese firms are eager to join together with

 Hong Kong finns, resulting in a new breed of conglomerate whose activities
 span both regions. By relying on privileges, profits in China are well as-

 18. J. Karp, "The new Insiders," Far Eastern Economic Review (FEER), 27 May 1993, pp.

 62-68.

 19. "New China Hong Kong Group Establishes Two Subsidiaries," Wen Wei Po (Hong Kong

 daily), March 1993, p.30.

 20. "Taking a Punt on a New Airport," Economist, 19-26 February 1994, p. 5, and "Richard

 Li: Like Father," ibid., 14-21 March 1994, p.69.
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 sured. This may weaken the intensity of competition in Hong Kong as this
 new type of firm is likely to be more capable of outbidding those without the

 backing of Chinese investment.

 Myopic Behavior of Chinese Investment

 Another important point to consider in looking at Chinese investment con-

 cerns the leadership of companies by high-ranking officials' relatives. Their
 control over companies is in effect underpinned by the existing form of the

 political power structure, which describes one of the major characteristics of

 China-backed companies in Hong Kong: in the absence of a well-defined

 ownership, the style of leadership will depend on how secure is the manage-

 ment's control. Conceivably, the higher the insecurity, the greater would be
 the directors' concern for individual interests over and above those of the

 companies. As was clearly demonstrated by the Tiananmen incident, de-
 mands for greater accountability on the part of government can hardly be

 ruled out in a politically undeveloped country such as China. Possibly the

 directors of this type of company may be inherently myopic in running the
 enterprises that are currently under their control, which may produce undesir-

 able consequences.

 In particular, these China-backed companies tend to concentrate their in-

 vestments on those industries that promise quick returns, partly explaining
 their interest in the extraordinarily volatile Hong Kong property market.21
 Their involvement in the property market reached the point at which even Lu

 Ping, director of the Hong Kong and Macau Affairs Office, publicly criticized
 the companies by denouncing the fact that quite a number of them were en-

 gaged in property speculation.22 He attributed their interest to the fact that
 the money they were using was not their own but the state's, and they were

 able to push up property prices without having to bear the consequences if the
 market goes sour. Lu is certainly right in pointing out that officials using

 state money without any accountability have strong incentives to engage in
 speculative activities. But, clearly, insecurity is another major motivation for
 them to engage in risky undertakings. Property prices in Hong Kong have

 risen so much over the last few years that even Lu had to admit that they are
 now undermining the prosperity and stability of the territory, the preservation

 of which is one of the major objectives of Chinese investment.

 21. One international property consultant estimated that in 1991 as much as US$1.3 billion

 was invested by China-backed companies in Hong Kong property in 1991; that investment in-

 creased to almost $2 billion in 1992. See H. Sender, "Cash Dispenser: Fast-moving Money

 Underpins Economy," FEER, 12 October 1993, p. 26.

 22. "Lu Says High Property Prices Hurt Stability," South China Morning Post, 19 March

 1994, p. 6.
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 Monopoly-Seeking Behavior

 Another important area of concern about the recent influx of Chinese invest-

 ment is that local governments in China are increasingly using Hong Kong's

 capital market to raise funds for their investment activities in the PRC. The

 spectacular expansion of the Hong Kong economy has invigorated the growth

 of the stock exchange, which reached a total market capitalization of US$300

 billion in early 1994. In 1992 and 1993, roughly US$12.8 billion in divi-

 dends was distributed to shareholders. Concurrently, the publicly listed com-

 panies in Hong Kong have been able to raise US$19.5 billion in the stock

 market.23

 The temptation to use this source of finding was amplified by the latest

 round of reforms launched in 1992 in which Beijing attempted to further
 liberalize the economy. One major new reform was to allow government-

 owned enterprises to set up share-holding systems in an attempt to separate

 ownership and management. The purpose of this is to shift the governance

 relations of enterprises away from local governments and toward greater de-

 cision-making power for state-owned enterprise management so the latter has
 more autonomy to formulate business strategies that best suit future develop-

 ment. Clearly, this policy aims to sever the link between enterprises and
 government authorities. Threatened local governments and central ministries

 responded at once by embarking on a new investment policy: they began to

 acquire factories in China and inject them into the organizational structure of
 their publicly listed companies in Hong Kong. By so doing, they could tap
 the resources in Hong Kong on the one hand and strengthen their enterprises
 in China on the other.

 To achieve both objectives, the parties usually aim not only at industries
 whose products are in demand but also at market shares. The press reported
 that Guang Zhou Investment, Ltd., the investment arm of Guangzhou city,
 has raised US$0.16 billion by issuing new shares to institutional investors,
 mainly for the purpose acquiring three cement factories in China.24 In addi-
 tion to the company's previously acquired capacity-already so large that it
 was able to supply half of the demand of Guangdong Province in 1994-it is
 expected that the enterprise will become the largest cement producer in the
 country when the new factories start to operate in 1995. It is not surprising
 that the company could easily raise the required funds. Many investors

 would see the offering as an assured investment in a monopolized industry,
 managed by the local government that has the power to refuse demands to
 abolish the monopolized market. On the surface, China is a large market and
 individual companies cannot monopolize it, but the country is currently af-

 23. Stock Exchange of Hong Kong, Ltd., Annual Report, 1993, p. 22.

 24. Ming Pao, 2 February 1994, p. BI.
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 flicted with market fragmentation. A number of provinces and counties are
 inhibiting inter-regional trade through practices designed to protect provincial

 jobs and local government receipts, largely the result of fiscal strains between
 the center and local governments.25

 Adverse Impact on China

 The investors in these China-backed companies are likely to benefit from

 such investments but, on balance, the PRC economy may suffer for two rea-
 sons. Apart from the monopoly argument mentioned earlier, these practices

 contradict Beijing's policy in its attempt to sever the link between govern-
 ments and enterprises. The experience of the reform period has shown

 clearly that market competition can never be properly instituted so long as

 enterprises are still run by local governments or ministerial authorities.

 Taxes on government-controlled companies normally represent a major

 source (or loss) of revenue for local governments; consequently, it is com-
 mon for governments to subsidize loss-making enterprises and extort as much

 profit as they can from profit-making ones. Such practices inevitably gener-

 ate unfair competition and obstruct healthy growth of the private sector.
 Also, privileges are easily created when discretionary power has to be exer-

 cised frequently by political authorities.
 All of these practices contradict the original purpose of the central govern-

 ment in setting up a market system in China. In order to prevent local author-
 ities from using their power to meddle in the business of state-owned

 enterprises, which occurred frequently after decentralization, the center de-
 cided to cut the governments-enterprise link and enable enterprises to com-
 pete in the market on an equal basis.26 In reality, however, this reform has
 met with strong resistance from local government authorities, and they along
 with central ministries have stepped up efforts to expand the companies under
 their control. From the perspective of China's development as a whole, such
 practices are likely to inhibit the central government's plan to build up mar-
 ket systems in China and hence will cause long-term damage to the economy.

 25. Among the many reports on regional fragmentation, see Richard Holton, "Dueling Across
 Provincial Lines," China Business Review, January 1994, p.32.

 26. The State Council promulgated a decree in 1992, entitled "Regulations on Changing the
 Management Mechanisms of Industrial State-owned Enterprises." The new regulations gave 14

 different types of autonomy to state firms on such important business decisions as employment,
 wages, investment, and external trade policies. In principle, the state enterprises can formulate
 these policies without prior approval from their administrative superiors. State Economic Sys-
 tem Reform Committee (1993), China Economic Systems Reform Yearbook 1993 (Beijing: Re-

 form Publisher 1993), pp. 54-62.
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 Conclusion
 Undoubtedly, integration offers a new opportunity to both Hong Kong and

 China. This process encourages a two-way flow of capital that can exploit

 comparative advantages of the two differently endowed regions. In this arti-

 cle, however, we have examined this process from a different perspective,

 particularly in terms of some of the problems that may arise. As the econo-
 mies of China and Hong Kong start to integrate, the exploitation of privileges
 held by China-backed companies may adversely affect the operation of the

 market economy in Hong Kong. One possible solution is to delink the rela-

 tionships between governments and enterprises in China, so that the privi-
 leges currently enjoyed by the China-backed companies can be removed.

 Such a policy would in principle eliminate one of the major obstructions to

 the process of marketization in the Chinese economy. But local government
 bodies in China are working against this policy and, as shown above, are
 engaging in activities that allow them to expand and consolidate their compa-
 nies. Such actions tend to sabotage the attempts of the central government to

 remove control of local governments over enterprises and thereby inhibit the

 transformation of the economy toward a system in which competition can

 effectively operate.
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