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Executive summary

Hong Kong has aways been an export-oriented economy. Foreign direct investment
has mgjor impact on our local economy. When the Mainland opens up, Hong Kong's
economy has turned into a service economy, relying further on foreign investment. In
the Mainland, private enterprises have developed very fast and started to invest
overseas. Hong Kong could be their main overseas investment target.

The aim of this study is to analyze conditions that govern the investment in Hong
Kong of private enterprises of the Mainland and on the basis of the findings to make
policy suggestions to the SAR Government for facilitating their investment in Hong
Kong. The methodology employed in the study consisted of literature review and
interviews of central and local officials from Shanghai, Guangdong, Zhejiang and the
cities of Shanghai, Guangzhou, Shenzhen and Ningbo.

Private enterprisesin China

Private enterprises are the products of China s recent economic reform and open-door
policy. A narrow definition of the category refers to individua industrial and
commercial households and privately-owned enterprises. With over 20 years
development, together with foreign-invested enterprises they have become a major
economic force in China. Private enterprises have concentrated in Guangdong,
Shanghai, Jiangsu and Zhejiang with Guangdong leading others in the past decades.
But in 2002 Jiangsu has more private enterprises in number than Guangdong and
Zhgjiang's private enterprises have created a gross industrial output larger than that in
Guangdong. The development of private enterprises in the Y angtze River Deltaregion
is overtaking Guangdong.

Overseas investment of Mainland enterprises

Overseas investment of Mainland enterprises started in 1979. Prior to it, the Mainland
had maintained a number of government organizations and state-owned enterprises in
Hong Kong and overseas. Since 1992, the central government has encouraged
Mainland enterprises to invest overseas, mainly for industrial processing and
assembling with parts and components from China. In 1999 the State Council
affirmed the policy. In 2003 after the 16™ Congress of the Chinese Communist Party
the central government has decentralized the approval authority for overseas
investment of Mainland enterprises and introduced the new strategy of ‘going out’ for
Mainland enterprises.

In the history of the overseas investment of Mainland enterprises, many problems
have emerged: inadequate policy and legal regulations, inappropriate investment
composition, and the lack of understanding of the strategic importance of overseas
investment by enterprises themselves. Mainland enterprises also suffer from
disadvantages in technol ogy, brand recognition, capital and human resources.

Overseas investment of Mainland enterprises requires approvals by the various levels
and organizations of the Mainland bureaucracy. For investment in Hong Kong and
Macau, more procedural approvals are needed. For example, enterprises need to go
through approvals of local foreign exchange administration, provincial department in



charge of foreign trade and investment and/or the centra Ministry of Commerce.
Currently the Ministry of Commerce is conducting a reform experiment of
decentralizing the approval authority for overseas investment to the provincia level in
12 provinces and cities including Beijing, Tianjin, Shanghai, Jiangsu, Shandong,
Zhgjiang, Guangdong, Fujian, Qingdao, Ningbo, Shenzhen and Xiamen.

Problems

The ‘going out’ policy has encountered many difficulties in its implementation.
According to the investigation of the Ministry of Commerce, there are 7 main
problems: the lagging behind of legislation, multiple and conflicting government
administration, government focusing on approval instead of management, restrictive
foreign exchange regulations, bureaucratic procedures, lack of support from the
foreign affairs departments, inadequate policy support and excessive competition
among Mainland enterprises in overseas markets. These difficulties and problems
reflect the transitional nature of China's overseas investment policy, with the old
system still incompletely reformed and new measures partialy introduced and
implemented. More liberalizing measures brought in by China's recent accession to
the WTO have further increased the transitional nature of existing policies and created
more confusion and chaos in implementation.

New Policies

Since 2003 the central government has introduced a series of new policies and
measures to support the ‘going out’ strategy. These include the updated and improved
policy for overseas investment in industrial processing and assembling with 15
accompanying measures that cover fund management, financial system, foreign
exchange administration, export tax rebate, foreign trade, personnel training and visa
approval for overseas visits. Of them, the most important one is the reform of the
foreign exchange administration and its current reform experiment in 14 provinces
and cities,

The central government under the leadership of the State Commission of
Development and Reform has drafted a new guidance policy to support the ‘going
out' policy for Mainland enterprises. A draft inviting comments from centra
ministries has been in circulation since the first quarter of 2004. The focus of the draft
policy is to further liberalize the existing regulatory regime and improve the
autonomy of Mainland enterprises over the use of their own foreign exchange funds.

Local initiatives

But before the central guidance policy document is officially promulgated, various
local authorities like Zhgjiang, Fujian, Guangdong and Shangha have announced
their own opinions about the ‘going out’ policy since 2001. The 2001 document of
Zhgjiang is the most liberal, while the Shanghai document published this year is the
most conservative. It seems before the finalization of the central policy document,
there have been differencesin opinion among local authorities.

In recent years many Mainland enterprises have been listed in the local stock
exchange in Hong Kong. Among them private enterprises constitute more than half.



Mainland enterprises seem to prefer listing in the Hong Kong Stock Exchange,
probably because the Mainland stock exchanges have been biased towards state-
owned enterprises. Overseas listing for Mainland enterprises has not been limited to
Hong Kong. Although the listing costs in Hong Kong have not been the least
expensive, Hong Kong still is the convenient place for listing for Mainland enterprises
and has advantages in attracting Mainland enterprises including private enterprises to
list in thelocal exchange.

Policy suggestions

On the basis of the findings of the study, this report has put forth several suggestions
for policies and measures to promote investment of Mainland private enterprises in
Hong Kong.

For the central government

Thefirst isto recommend to the central government to include measures to encourage
Mainland private enterprises to invest in Hong Kong as part of the central ‘going out’
policy. This would raise the status of Mainland enterprises investing in Hong Kong to
become a national economic policy. If there are future changes to the national policy,
the Hong Kong part would also be changed accordingly. There would not be any need
to request the central government to add a special part on Hong Kong to the changed
policy. In the request for incorporating the investment of Mainland enterprises in
Hong Kong into the national policy, it should emphasize the importance of the likely
contributions Hong Kong may have towards the overseas investment of Mainland
enterprises. For example Hong Kong has a very competitive and advanced service
industry, an institutional regime that has integrated closely with the international
system and abundant international experiences and human resources that have been
accumulated over decades.

The second is to put the relaxation of investment in Hong Kong of Mainland
enterprises in the framework of CEPA and regard the measures for it as part of the
trade and investment facilitation between the territory and the Mainland economy.
Such measures may include simplification of approval procedures and relaxation of
foreign exchange controls like allowing Mainland enterprises to use their Mainland
assets as collaterals for foreign exchange loans by state banks for investment in Hong
Kong.

The third is to suggest to the central government to encourage the setting up of
branches and representative offices of Mainland financial institutions in Hong Kong
under the CEPA framework. The 100 plus local commercia banks in the Mainland
should be the target of this suggestion.

The above suggestions are founded on two principles.
First, it should incorporate the specific policy for Hong Kong into the national

economic policy and emphasize the strategic role Hong Kong may perform for
national economic development.

Vi



Second, Hong Kong should not ask for special favours from the central government.
Instead Hong Kong should have a special function in and contribution to the
Mainland economic development.

For the SAR government
The other set of suggestionsis for the consideration of the SAR Government.

The first is to introduce measures within the framework of CEPA for trade and
investment facilitation: relaxation of business visas for Mainlanders, nationa
treatment for Mainland enterprises registered in Hong Kong so that they may also
apply for funds and policy incentives offered by the SAR Government to local firms,
and the setting up of one-stop service and counseling centres for Mainland enterprises
to establish their businessin Hong Kong.

The second is to set up new departments or organizations in the government or within
the organizational framework of Invest Hong Kong to take charge of attracting
investment from Mainland enterprises. Its tasks are to market and promote investing
in Hong Kong in the Mainland, coordinate and manage the service and counseling
centres, coordinate and serve overseas investment of Mainland enterprises from their
new bases in Hong Kong, and form local incubators for Mainland enterprises in
public-private partnership.

Thethird is to establish special training funds for Mainland enterprises.
The fourth is to enter into bilateral and regional free trade agreements with other

countries and economies so that Mainland enterprises coming to Hong Kong under
CEPA terms may enjoy special market entry privileges under these agreements.

Vii
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