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INTRODUCTION
David Webb is a Hong Kong resident since 1991 and former investment banker who retired in
1998 to focus on his investments and establish Webb-site.com, a non-profit platform for better
corporate and economic governance, which now has over 27,000 subscribers to its free newsletter.
The site includes Webb-site Reports, with news, analysis and opinions on HK affairs, and Webbsite Who’s Who, a database on HK organizations and people, including Webb-site Total Returns
on all HK-listed stocks since 1994 and all directors and advisers of HK-listed companies since
1990, all free. David’s been a member of HK’s Takeovers and Mergers Panel since 2001 (a Deputy
Chairman since 2013) and was an elected independent director of Hong Kong Exchanges and
Clearing Ltd from 2003 to 2008. In the 1980s he was a best-selling author of games and books for
the first generation of home computers. He is an Oxford maths graduate, a member of the World
Economic Forum’s Young Global Leaders (2005-2011), and former Chairman of Hong Kong
Mensa. As a private investor in HK-listed small-caps for over 24 years, filtering for both valuation
and governance quality to avoid the lemons more often than average, he has substantially outperformed the market and amassed shareholdings currently over the 5% disclosure threshold in
19 companies or “Webb-chips” as detailed on the site.

WHY DO I CARE?
There are two parts to this story that I am most interested in exploring during this conversation. The
first deals with Hong Kong – specifically, its political and economic future as an independent
territory of mainland China. The second deals with China itself – specifically, its political and
financial stability as the most leveraged economy at scale, in the world.
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The events in Hong Kong over the last several months – exacerbated by Chief Executive Carrie
Lam’s determination to push through the Extradition bill despite mounting opposition – have created
a terrifying sense of crisis and disorder in the city. Videos of police beatings and retaliatory violence
by protestors, as well as satellite images of what appear to be armored personnel carriers and other
vehicles belonging to China’s paramilitary People’s Armed Police, have created an ominous sense
of foreboding in the city. "One country, two systems," might be the fault line upon which the tectonic
forces shaping China’s political and economic development are colliding, creating mountains of
civil unrest among Hong Kongers. At what point do the political tremors in Hong Kong become civic
earthquakes capable of shattering the fragile peace between these two irreconcilable systems?
Will open society prevail in Hong Kong, or will China do whatever it takes in order to reassert control
over the former British colony?
Hong Kong has long been linked to China – despite its history of British occupation and rule – since
the First Opium War in 1841, and they remain so today, “a fact obscured by the ongoing protests,”
writes journalist and author, Howard French:
Modern Hong Kong was populated to a substantial degree by people from Shanghai fleeing
Communist Party rule in the aftermath of the civil war and revolution that brought Mao Zedong to
power in 1949. They helped create Hong Kong’s famous entrepreneurial spirit, as well as its
attachment to civil liberties on such vivid display in the rolling protests against a ham-handed
attempt in June by the city’s chief executive, Carrie Lam, to introduce a law providing for extradition
of suspected criminals to mainland China.
Hong Kong and Shanghai are also linked by Beijing’s longstanding ambition to turn the latter into
a global financial center to eventually rival New York and London. To reach such a lofty goal, of
course, Shanghai would first have to surpass Hong Kong, and that’s the rub related to the ongoing
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protests. For all of its astonishing success at churning out gleaming new skylines and
neighborhoods, Shanghai has made surprisingly little progress toward this financial vision.
Paradoxically, the value of Hong Kong to China is built on the very things most at risk in the city
today: its rule of law, its comparatively independent institutions, including the judiciary, and its
relative transparency. For years, these qualities made the city a golden backdoor for foreign
investors into the mainland economy, and for Beijing, too. Capitalists from everywhere felt they
could place bets on China more safely with companies registered in Hong Kong than they could if
they were listed in places like Shanghai or Shenzhen, an even newer Chinese boomtown, where
high-level politics and state priorities, not money, rule.
Under the leadership of President Xi Jinping, China has swelled with new wealth and a confidence
to match, bordering on the cocksure. But this new swagger comes with danger, starting with the
peril that hovers now over Hong Kong. China has been moving for some time to gradually rein in
Hong Kong’s relative autonomy and freedom. It did so first by ruling out the direct election of its
own leaders, and then by cracking down on political expression through the abduction of
booksellers and others in the city. Then it clumsily pushed a so-called patriotic education campaign,
mistakenly thinking that mainland-style indoctrination could work—or even be accepted—in a place
with well-established liberal traditions.
…
Now, Hong Kong teeters on the brink. Civil disobedience—in a city that has been firmly deprived
of any conventionally democratic means of choosing or replacing its leaders, or determining the
direction of local society—has dramatically escalated in recent days. Even government
functionaries and parents with small children have been drawn into the streets. But protests have
also turned increasingly confrontational with unmistakably high stakes. As thousands of
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demonstrators occupied Hong Kong’s airport, hundreds of flights were canceled over consecutive
days and riot police moved in.
…
The reality is that as people grow more prosperous and become better educated, they tend to
desire a greater say over their own lives. They become more attached to basic notions of rights
that are far too readily identified as “Western,” and more inclined toward methods and procedures
often called democratic. There is no Chinese cultural exemption here. The people of Hong Kong
will not forget what they once had if their rights are snatched away or sharply restricted. They will
only seek new ways to resist. And if they are finally deprived, they will move away, together with
their wealth and talents, gutting what was for so long a unique place in the Chinese landscape.
Hong Kong’s independent status is likely the factor most responsible for its continued survival as
an independent territory thirty-five years after the signing of the Sino-British Joint Declaration on
December 19th, 1984. It provides China with an on/off ramp to western markets and serves as a
commercial hub for Chinese companies. At the same time, Hong Kong’s share or Chinese GDP
has fallen dramatically (and understandably) since Deng Xiaoping’s retirement and the ramping up
of the CCP’s promise of delivering growth in place of democracy.
According to an April report put together by hedge fund manager and short seller of the Hong Kong
dollar, Kyle Bass (the following text has been significantly amended and altered from the original):
Hong Kong was once vitally important to China’s economic position. At its apex in 1993, Hong
Kong’s economy represented more than 25% of China’s GDP and was the most active port in the
world. Since China’s ascension in to the World Trade Organization (WTO) in 2001, China has spent
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heavily on its own port infrastructure and therefore is much less economically reliant on Hong Kong
today. Once a large exporter of goods (primarily settled in US dollars) with a significantly positive
trade and current account surpluses, Hong Kong was widely known as China’s southern port. As
China built out its own port infrastructure, Hong Kong was forced to re-invent its economy into a
service exporting economy. Hong Kong transitioned from a major global exporter to a net importer
of goods while simultaneously becoming a services exporter primarily to mainland China. In
economic terms, this transformation has taken place rather suddenly over the past decade.
As the global financial crisis metastasized throughout 2008, Hong Kong became the world’s top
beneficiary of the United States’ emergency monetary policy. Since Hong Kong’s currency is
pegged to the USD, Hong Kong’s interest rates must move with its anchor currency’s rates. Its
currency peg to the USD forced Hong Kong to import US monetary policy, while its largest trading
partner (China) was preparing to grow credit to the tune of half its economic output in a desperate
effort to stimulate GDP growth. Thus, in 2008, interest rates in Hong Kong collapsed essentially to
zero in lock-step with US interest rates, while China began an aggressive credit expansion. It’s no
wonder why Hong Kong real estate became the most expensive (per square meter) in the world.
Free money in Hong Kong and double-digit credit growth in China drove the greatest economic
expansion Hong Kong will ever experience.
As a result of this free money (Hong Kong’s overnight lending rate was roughly 0.5% for 8 years),
Hong Kong’s residents, banks, and companies did what anyone would expect them to do: they
borrowed, geared, and levered. Hong Kong private sector leverage is now the highest of any nation
in the world. In 2010, Hong Kong grew its GDP 7% while its interest rates stayed at emergency
levels with the US at zero. As a result, Hong Kong’s banking system is now one of the most levered

5

in the world at approximately 850% of GDP (with 280% of GDP being lent directly into mainland
China).
Herein lies one of the key problems for the Hong Kong Monetary Authority (HKMA). The highest
leverage on record, mortgage loans that float and reset monthly, and rising rates put the HKMA
into a classic prisoner’s dilemma. Today, the difference between Hibor and US Libor is a staggering
80 basis points. In a large economy whose currency is freely convertible, the natural flows of capital
go from the lower yielding currency to the higher yielding currency (depositors can freely convert
and immediately receive higher overnight deposit rates). If this situation persists, the monetary
authority will first exhaust the excess reserves (“aggregate balance”). Once deplete, the pressure
on the currency board will become untenable and the peg will break. The HKMA has spent 80% of
their reserves over the past year or so. If the aggregate balance goes to zero, we expect Hong
Kong rates will spike and their banking system could collapse. Hong Kong currently sits atop
one of the largest financial time bombs in history.
…
The history of currency pegs is that they almost exclusively assume and rely on the discipline of
the anchor country’s monetary policy. Historically, the anchor currency (predominantly the USD)
has been the regime with policy stability and relative fiscal discipline. The Global Financial Crisis
forced the United States to take the interest rates to zero for the first time in its history. The inmate
(the anchored currency) is now running the asylum.
The HKMA’s decision to hold firm on the peg during the 1997-1998 Asian financial crisis cost them
dearly. Back then they had two choices: 1) maintain the peg by moving overnight rates up as high
as 20% and accept the resultant deflationary bust (which they experienced from 1997-2003 with
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their real estate markets falling approximately 70%) or 2) free-float the currency and allow it to
make the adjustment quickly (e.g. Russia in 2015-2016). Given the lack of synchronicity between
the United States and Hong Kong, the pegged exchange rate doesn’t make economic sense
anymore. The divergence between the economic cycles of the US, China, and Hong Kong will
ultimately tear the currency board apart.
In March of 2019, in an annual report on Hong Kong that the US State Department sends to the
President, it is stated that, “during the period covered by this report, the Chinese mainland central
government implemented or instigated a number of actions that appeared inconsistent with China’s
commitments in the Basic Law, and in the Sino-British Joint Declaration of 1984, to allow Hong
Kong to exercise a high degree of autonomy. The tempo of mainland central government
intervention in Hong Kong affairs – and actions by the Hong Kong government consistent with
mainland direction – increased, accelerating negative trends seen in previous periods.”
While the language was aggressive, the report stopped short of recommending a rescission of the
1992 US-HK Policy Act and therefore justified continued special treatment by the United States for
bilateral agreements and programs per the Act. If the Chinese government is successful in moving
the Hong Kong legislation from proposal to law, it will become incredibly difficult for the State
Department to not recommend rescission.
Today, President Trump holds the keys to deciding whether or not the agreement will stand.
Despite the State Department’s recommendation, the President has the sole power to make the
decision.
On the financial front, the leveraged and vulnerable financial structure of the Hong Kong economy
is polar opposite of the average investor’s availability heuristic. Thirty-six years of relative stability
won’t beget another decade of stability if our analysis is even partially correct. Meanwhile, China’s
extradition overreach is causing tectonic shifts in the fundamental agreements that govern the
economic relationships between the United States, the United Kingdom, and Hong Kong. These
shifts have just begun. Investors, Hong Kong depositors, and policy makers alike need to pay strict
attention to the outcome of the legislative dance between China and Hong Kong. Hong Kong is
currently the center of China’s ability to raise US Dollars in Asia. China is desperately short of US
Dollars and therefore, needs Hong Kong to remain a non-tariffed most-favored-nation trader with
the United States and the United Kingdom. Financial teetering coupled with political uncertainty
could abruptly change the complexion of the foundation of investments in Hong Kong and
throughout Asia.
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TWO PATHS
David believes that there are essentially two paths for Hong Kong. Either step up to democracy or
remove civic freedoms and join the rest of the mainland:
“Ideally, a new, enlightened leadership would emerge in Beijing and pursue civil liberties, free
markets and gradual introduction of democratic accountability. Call that top-down reform. There is
no sign of that at present, rather the opposite. Alternatively, the Party will continue to maintain and
even tighten its grip until it drives the economy into crisis. The Party governs by implicit consent of
the People and by jailing a relatively small opposition. It receives that consent only so long as the
peopleʼs standard of living is rising, and their savings and other property are protected. If those
conditions change, an urbanised, educated and well-travelled cognoscenti would lead hopefullypeaceful mass protests of such a scale that oppression is impossible. Call that bottom-up reform,
or a Chinese Spring.”
In David’s view, staying where Hong Kong is, with recurrent protests and an illegitimate
government, is not a sustainable choice.
The Stakes: Q: What is at stake here for the people of Hong Kong, China, and the world?
Invasion by the PLA: We’ve seen pictures of what appear to be armored personnel carriers and
other vehicles belonging to China’s paramilitary People’s Armed Police parked in a sports complex
across the border in Shenzhen. Q: Should people be concerned that China is planning to use overt
military force in order to take back control of Hong Kong, or is this primarily a tactic meant to
intimidate the more moderate members of Hong Kong’s community into submission and
ascension?
Propaganda Battle: Q: What sorts of efforts is the Chinese state taking in order to win the
propaganda battle?
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Beijing’s Resistance to Reform: Q: Why is the CCP so resistant to reform? Q: What incentives
are so badly misaligned that they would compromise their country’s economic potential in order to
maintain control? Q: Do the leaders also genuinely not understand or believe in free markets?
Political Imperative of Free Markets is Free Society: Q: Is the reaction by Hong Kongers a
political imperative of the economic prosperity that a free-market capitalist country creates?
Liberty vs. Consumption: Mainlanders seem to care more about money than about democracy
or human ideals, whereas Hong Kong’s citizens feel the opposite. Q: How does what is happening
today in Hong Kong reflect upon the mainlander’s acceptance of the “devil’s bargain” made after
Tiananmen of accepting less freedom for more consumption?
Democracy’s Importance: When I had Joshua Wong on my program, he said that without
democracy, there is no way to guarantee the freedoms that Hong Kongers want. Q: Do you believe
that now is the time for Hong Kong to fight for democracy? Q: Is this a line in the sand?
Evolution of Hong Kong Economy: Q: How has Hong Kong’s economy evolved alongside
China’s over the last few decades and what impact has this evolution had on its vulnerability or
independence economically?
Decision Discount Function: Q: How is what’s happening in HK beginning to impact long-term
investments? Q: If I am graduating university or studying law, do I want to stay in HK or leave the
country? Q: Is there a material difference between people’s time horizons today versus 1997 or
1984?
Mainland Perspective: Q: How do mainlanders view the situation in HK? Q: Do they see this as
a US effort to destabilizing the territory?
Foreign Involvement: Q: Does Beijing believe that the protests in Hong Kong have been brought
on by foreign elements?
Danger to Foreign Nationals: Q: Is there danger for US and British citizens visiting Hong Kong?
Q: Is there more danger to certain people over others?
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Civil War: Q: Are we seeing a “mini Civil War” going on in Hong Kong, pitting pro-democracy
sympathizers with family members and friends who support Beijing?
Past Lessons with Article 23: Q: Are there any lessons that we can draw from the way that Hong
Kong and Beijing have handled past instances where unpopular bills or proposals were put
forward? Q: What about the protests against Article 23 in the summer of 2003? Q: What role did
protests play in causing the government in Hong Kong to reconsider the bill? Q: Has the violence
helped or hindered the protestors’ cause?
US Sanctions & Rescinding 1992 US-HK Policy Act: Q: What happens if the Trump
administration puts sanctions on Hong Kong or worse, withdraws the US’s recognition of Hong
Kong as a separate customs, tax and legal territory within China? Q: Would China then see no
reason not to absorb it?
From Trade War to Financial War (to Shooting War?): The labeling of China as a currency
manipulator by the US “signifies the trade war is evolving into a financial war and a currency war,”
and policy makers must prepare for long-term conflicts, Chen Yuan, former deputy governor of the
Peoples Bank of China, said at a China Finance 40 meeting in Yichun, Heilongjiang. Former PBOC
Governor Zhou Xiaochuan said at the gathering that conflicts with the U.S. could expand from the
trade front into other areas, including politics, military and technology. He called for efforts to
improve the yuanʼs global role to deal with the challenges of a dollar- denominated financial system.
Q: Is there danger that this could transition from a trade war to a financial war? (Russian Foreign
Ministry says Russia and China should cooperate on claims of interference by the US & China ExCentral Bankers Warn of Long Currency War With U.S.)
Silicon Curtain: Q: Are we seeing a “Tech Cold War” or a “Silicon Curtain” descend across the
Pacific? Q: How important is the fallout with Huawei?
Weakening Yuan: Q: What does it mean that the Chinese authorities have allowed the yuan to
weaken? Q: Does this mean they are comfortable with their administrative market measures that
they would be able to prevent large capital outflows?
Lessons for Taiwan: China has long set its sights on Taiwan, with the hopes to one day absorb
it. Q: Are there lessons here for the dissident island nation?
Status of BRI: Q: How have events in Hong Kong impacted China’s foreign policy and its progress
with the Belt and Road Initiative?
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QUOTES:

HK's civic freedoms and lack of democracy are an incompatible, unsustainable combination, which
is why it is alone globally in that quadrant of the grid of democracy and civic freedoms. Either we
move to a democratic open society, or we join mainland China and others with neither civic
freedoms nor democracy. The status quo, with recurrent protests against an illegitimate and
paralysed government, is not a viable option. – David Webb
So HK really only has 2 choices - either step up to democracy and join the top-left quadrant, or
remove civic freedoms and join China in the bottom- right quadrant. Staying where we are, with
recurrent protests and an illegitimate government, is not a sustainable choice. – David Webb
If you are studying economics, then you will appreciate that the greater the constraints on freedoms,
the lower the economic output. The simple fact is that there is no large economy on Earth that has
reached high levels of personal income while maintaining the constraints on freedoms that China
currently imposes. – David Webb
You can generate GDP from construction activity, but if the things you build donʼt produce an
economic rate of return, then youʼve just wasted resources and increased debt, and the more you
have built, the harder it is to find economically viable projects. The law of diminishing returns takes
hold. – David Webb
For sure, they created the illusion of market reforms by listing minority shareholdings in most of
these sectors, but the Party cannot bring itself to let go of control. In fact, it has been heading the
other way, by embedding itself in the Articles of Association of companies, requiring that the board
of directors must consult the companyʼs Party Committee before making major decisions. That of
course reflects the current reality of a state-owned enterprise, but if the economy is to prosper, then
the state has to stop owning and controlling enterprises. These changes to corporate constitutions
signal the opposite intent. – David Webb
As much as Beijing hates instability and abhors the idea of backing down to civilian demands,
swallowing up Hong Kong would be a very bad mistake. – Howard French
If she were a stock, we would recommend shorting Mrs Lam with a target price of zero. – David
Webb
HK is probably the only place in the world that seeks to combine the core civic freedoms of speech,
assembly and the media with an authoritarian unelected Government. That's because the
combination is unsustainable. – David Webb
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