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HONG KONG, March 16 (Reuters) - Politics rarely moves markets in Hong Kong these
days, but as Beijing amplifies its verbal attacks on the city's pro-democracy forces, analysts
say investors would be wise to consider political risk.

"The market has clearly underestimated the rise in political risk in Hong Kong," said Eddie
Wong, Asia strategist at ABN AMRO Asia Ltd, who recently slapped an underweight rating
on Hong Kong stocks - advising clients to take profits.

Clashes between Hong Kong's then British colonial leaders and Beijing regularly roiled
markets before Hong Kong returned to Chinese rule in 1997, but the territory's economic
malaise has dominated market attention since then.

Analysts worry that increasingly strident calls for democracy may provoke a backlash from
China's communist government, which has handed Hong Kong economic favours, such as a
free trade deal and allowing more of its citizens to visit Hong Kong as tourists.

Beijing has waged a strong verbal campaign against the city's pro-democracy leaders,
deeming some prominent politicians unpatriotic and unfit to be lawmakers. It warned last
week it could declare a state of emergency in the city in the event of civil upheaval.

And although Premier Wen Jiabao struck a more conciliatory note at the weekend,
promising more measures to help Hong Kong's recovery, Beijing's legal experts weighed in
again on Monday.

Speaking at a political seminar here, China's legal experts warned Hong Kong against
blindly adopting Western-style democracy, saying it would be a recipe for disaster.

BACKLASH?

While few expect China to withdraw any favours before the September legislative council
elections, as it seeks to bolster support for pro-Beijing parties, that could change if the
pro-democracy candidates score significant gains.

Success for pro-democracy forces would exacerbate tension, making it more difficult for
leaders to pass legislation.

"One should not underestimate the possible impact of the Guangdong government turning
back into an aggressive competitor of Hong Kong," said ABN AMRO's Wong says, referring
to the southern Chinese province that borders Hong Kong.

Hong Kong's benchmark Hang Seng has retreated eight percent in two weeks after hitting a
three-year high on March 1.

It has been rattled by concerns over a stronger U.S. dollar and heightened fears about
terror attacks in the wake of last week's Madrid bombings but few players attribute the fall
to the intensified political debate.
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Investors have yet to include political risk in Hong Kong's overall market valuation,
particularly when compared with other markets where investors do price in such risk.

Hong Kong's combined price to forecast earnings multiple stands at 15.7, higher than 13.9
in Taiwan, which faces threats from China, and 9.4 in South Korea, which faces a North
Korean nuclear threat and a presidential impeachment.

"I'm cognisant of the political situation, but I don't give it economic credence yet. It's just
trial balloons," said Brook McConnell, president of South Ocean Management Ltd, which has
US$20 million invested in Hong Kong.

However, political uncertainties have been cited by analysts as one reason behind recent
turbulence in the money markets and for a weakening of the Hong Kong dollar, which hit a
five-month low earlier this month, albeit within its tightly managed range.

TENSIONS

Some analysts are also concerned that directly elected lawmakers may have a more
welfare-orientated agenda that could undermine investment sentiment. "That's the bigger
risk for Hong Kong," said McConnell.

However, Amar Gill, head of Hong Kong research at CLSA, disagrees. "Legco will become a
noisier place, that's for sure, but I don't think Hong Kong will become any less
pro-business."

Market watchers in Hong Kong are also monitoring Taiwan's presidential election on March
20.

A win for the more China friendly opposition Nationalist Party could take the heat off Hong
Kong, whereas a strengthening of incumbent President Chen Shui-bian's hand would put
the spotlight back on Hong Kong's democracy movement.
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