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HONGQIAO CBD: READY TO TAKE OFF?
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EXECUTIVE SUMMARY

¢ Designated as one of Shanghai's most important strategic development areas, the
development of the Honggiao Central Business District (The Hongqgiao CBD) is a
priority for the local government. The grand Honggiao CBD project is expected to
benefit from its close integration with the Honggiao Transportation Hub (HTH),
forming the backbone of Shanghai’s regional travel network.

¢ The Honggiao CBD is divided into two major areas — the Major Function Area and
the Expansion Area. The Major Function Area is a new planned development area,
which is scheduled to add approximately 1.7 million sgm of office, retail and hotel
space to the market in 2014-2015 and bring another 1.3 million sqm of commercial
area between 2015 and 2020.

¢ With huge supply competition, building specification restrictions, and the
uncertainty of completion timeframe, the Honggiao CBD does face challenges. For
many developers, the Honggiao CBD will introduce new development strategies,
which may impact the project position, operation model and timeframe of the
project.

¢ Inthe long term, the Honggiao CBD's proximity to the HTH, established amenities
and infrastructure will attract international and local firms from a range of industries
including automotive, third party logistics, warehouse storage, service firms and
commercial trading sectors who are seeking to enter the Shanghai/Yangtze River
Delta (YRD) region as well as save costs , consolidate and upgrade their facilities.

* The energy centre in the Honggiao CBD Core Area Phase |
Source: Shanghai Honggiao Central Business District Administration Committee
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INTRODUCTION

Despite uncertain global economic In recent years, many industrial firms epicentre of this westward expansion,
conditions, and a sharp deterioration in have chosen to relocate westward in spearheaded by government’s
the current account (net revenue from search of lower rents and labor costs, ambitious development of the HTH.
i ina’ intai roximity to their manufacturing base, . .
foreign trade), China’s GDP maintained p y . g The Hongajiao CBD is expected to
a strong 7.7% growth rate in 2013, shorter commute time to other YRD
leaving i 4 I h or citi bundant | become the new centre for west
major cities, more abundant su .
eaving its Compound Annual Growt J ) Pp y Shanghai and the hub for the YRD
Rate (CAGR) over the past eight years of land and favorable tax incentives )
b 109 hich th tered by th 'f region. However, there are concerns
offere e government for a range
at a. © L:St over 10%. In V\{bllc f the ZRDf f sect y. | 2‘ facturi g about the demand for the Honggiao
of sectors including manufacturing, )
reglon alone was respon5|. e for 20% o ec . g g CBD in part as the supply of Grade-A
China's total GDP and achieved almost logistics and trading. ! . i
12 trillion in 2013 ol office stock is expected to increase
RN.lB riion |hn I . n partlTu o The development of the office significantly across multiple districts of
being geographically situated close market has also begun to follow Shanghai during the same period.

to the centre of the YRD and a major this trend, with a growing number

financial centre in China, Shanghai has of firms choosing to locate outside

naturally become a business hub for the of Shanghai main CBD areas. The

YRD region.

Honggiao CBD area is to be the
To further capitalize on its proximity
to other YRD cities, the Shanghai
government launched the HTH project Chart 1: Hongqiao CBD location in YRD region
in 2006 — a massive transportation
hub which will integrate air travel,
high-speed rail, with local metro and
Maglev lines. It began operating

in 2011 and the expanded HTH will
ultimately become the world’s largest
transportation hub with a total gross
floor area (GFA) of 1.5 million sqm.
From 2011 to 2013, the number of
passengers that travelled through the
HTH increased from 182 million to 250
million.

As the development of the major
business nodes in Pudong and Puxi
mature, commercial expansion is
continuing to decentralise. The west
side of Shanghai is a prime location for
future commercial developments due
to the upgraded transportation network
of the HTH and proximity to a diverse
manufacturing base in the YRD region.

Source: Knight Frank Research, Shanghai Honggiao Central Business District Administration Committee
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WHAT ARE THE GOVERNMENT'S PLANS?

A Strategic Development
Area

The development of the Honggiao

CBD has been laid out in the 12th Five
Year Plan (2011-2015) to transform

the area and attract industries which it
sees as crucial to Shanghai’s continued
long-term growth. This development is
in line with the Central Government'’s
economic restructuring plans which seek
to reduce exports and investment as a
share of GDP, fostering the growth of
domestic and international trade, raising
domestic consumption, and placing
greater emphasis towards producing
value added products and services as
China’s rising labour costs and technical
expertise move the country up the

global supply chain. Targets have

been set regarding disposable income
growth, job creation in urban areas,

the development of modern service
industries, advanced manufacturing, and
“Strategic Emerging Industries” (SEI's)
growth. These policies will drive up
demand for office space which will be
offered in abundance within Honggiao
CBD.

The HTH integrates high-speed rail
(HSR) as well as air, metro and road links
into a single massive hub, with Maglev
links planned in the future. It currently
handles in excess of 600,000 passengers
a day and this figure is expected to
increase to 1.1 million by 2020. Metro
line 2 and 10 are currently linked to

Chart 2: Honggiao CBD location in Shanghai

. Core CBD

CBD Hongqgiao CBD

Source: Knight Frank Research, Shanghai Honggiao Central Business District Administration Committee
* Honggqiao, referring to Honggiao Economic and Technological Development Zone in Changning District, was the frist

central business district area in Shanghai.
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the HTH, while metro line 5, 17, and
20 are expected to start operating
before 2018.

The expansion of the HSR system

has halved the commute time to
nearby urban centres of Nanjing

and Hangzhou to 90 minutes and 45
minutes respectively. The HTH has also
increased connectivity with the rest of
China as a whole, and will form a core
part of the national HSR network that
connects urban centres across China'’s
coastal and inland provinces.
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The Development Plan which is set for completion in 2014-
2015, has a GFA of 1.7 million sgm

Honggiao CBD covers 86.6 square above ground, of which 58% is

kilometres (sq km), crosses four dedicated to office space, 23% to retail,

districts—Minhang, Changning, Qingpu and 19% comprising of hotels and

and Jiading—and i divided into two exhibition. Phase I places an emphasis

parts: the 27.3 sq km Major Function on high quality office space, high-
Area, composed of the core area and
the HTH; and the 59.3 sq km future

Expansion Area which is divided into

end retail and luxury hotels. All plots
in Phase I will be connected with an

) ] ) underground tunnel network and an
three parts |nFIud|ng North Hongqlao, elevated walkway that links directly to
South Honggiao and West Honggiao. the HTH.
Phase I, the North Section, the South

Section and the National Exhibition

The National Exhibition Arena is a

A i the f ed joint project between the Ministry of
rena, re;?resentlng the four mixed- Commerce and the Shanghai Municipal
used sections of the Core Area, has a .
Government. The project has a total

combined planned GFA of 5.32 million -
) d as well as another gross floor area of 2.0 million sqm and

sam a' ove groun more than 500,000 sqm of exhibition
2.6 million sgm underground. Phase I,
area above ground.

Chart 3: Map of Honggiao CBD

Jiading District

All the plots in Core Area South
Section and North Section have
been sold over past two years. The
plots in the South Section have been
zoned almost exclusively as office
use. Core Area North Section has
been zoned to incorporate office,
retail and residential target tenants.
The Expansion area is expected to
be home to high value industries,
with future government incentives
(stemming for the 12th Five Year
Plan) for firms specialising in high-
tech manufacturing, logistics services,
modern services and headquarters.

Completion

Year

:~: Major Function Area

HTH N/A 2011
Core Area - Phasel 143 2014-2015
South : N
Honggiao P = e g Core Area - South  0.80 2015-2020
. ; Section

North

; Core Area - North 144 2015-2020
Core Area . . Section

Section

. National Exhibition 1.04 2014-2015
Arena

: "1 Expansion Area

B West Honggiao 19 Under

(Qingpu) redevelopment

H South Honggiao 28 Under
(Minhang) redevelopment
North Honggiao 13 Under

| (Jiading) redevelopment

Source: Knight Frank Research, Shanghai Honggiao Central Business District Administration Committee

05




HONGQIAO CBD: READY TO TAKE OFF?

The Development Plan Chart 4: GFA breakdown in Core Area Phase I
(Continue)

The massive Honggiao CBD project is
expected to benefit from its intimate
integration with the HTH, forming

the backbone of Shanghai's regional
travel network. The cargo flow through
Honggiao Airport is expected to
surpass one million tons by 2020, up
from 430,000 tons in 2012. Businesses
are also likely to be attracted by

basic advantages, such as the ease of
transportation, the high quality of the
space and the environmentally-friendly
design, which will help reduce overhead

costs for prospective tenants.

Note: the finalised GFA subjected to the actual development planning.
Source: Knight Frank Research, Shanghai Honggiao Central Business District Administration
Committee

Chart 5: Honggiao Transportation Hub (HTH)

West Traffic High-speed Maglev Station East Traffic Honggiao
Centre /Metro Railway Centre Airport

Source: Knight Frank Research, Shanghai Honggiao Central Business District Administration Committee
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WHAT ARE THE CHALLENGES AND UNCERTAINTIES?

There is concern that
the Hongqgiao CBD will
face stiff competition
from the influx of new
office supply over the
coming three years.

Uncertainties of project
completion dates

Of the ten developers (excluding
Admiral Overseas Corporation which
will develop the site mainly for self-use)
that are partaking in Phase I, six are
primarily residential developers thus
the Honggiao CBD project represents
an important expansion into the
commercial market for many of these
firms. This diversification is partially a
result of the 2010 cooling measures on
residential properties, but also a result
of the firms’ growing appreciation for
diversifying their developments and
holdings. For many of these developers
which had focused on residential

Chart 6: Estimated development schedule in Hongqgiao CBD Core Area Phase I

Ton

9 hong Road
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600

Honggiao

@ Transportation
Hub

6 Honggiao Public

Affairs building

o o J{~ ol

Plot No. Developer

development, the Honggiao CBD will
introduce a new development strategy
which may impact the project position,
operation model and timeframe of the
project.

In addition, some of the interlinking
public infrastructure, such as the
passenger underground channel, the
new metro line and public transfer
system are still under construction
and may not be aligned with the
developers' target timeframe.
According to the public development
schedule, excluding Shui On's The
Hub, which will be completed before
the end of 2014, most of the projects
in Honggiao Core Area Phase I are

‘Development

'Schedule
Lihpao 2014Q3 - 2015Q3
Macalline 2014Q3 - 2015Q3
Kingdom 2015Q3 - 2015Q4
Vanke 2015Q2 - 2015Q3
Vantone
Sunny World 2015Q2 - 2015Q4
Longfor 2014Q4 - 2015Q4
Shui On 2014Q1 - 2014Q4
AOC 2014Q2 - 2015Q1
Rainbow 2014Q2 - 2015Q3
Sanxiang 2014Q4 - 2015Q4

o ]

Source: Knight Frank Research, Shanghai Honggiao Central Business District Administration Committee
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scheduled to be completed from the
mid of 2014 to the end of 2015, but

we expect that the final handover of
construction will likely be delayed 10 to
24 months based on our survey with the
developers.

Development focus shifted
to Pudong

Recently, China (Shanghai) Pilot Free
Trade Zone (FTZ) was officially launched
in Pudong which has caught significant
global attention. The government

will open the foreign investment

access to a variety of sectors including
finance, shipping, trading, as well as
professional, cultural and social services
in Shanghai’s FTZ. Shanghai’'s FTZ will
also provide a more comprehensive
range of tax friendly facilities than
bonded zones, and is expected to offer
foreign-denominated offshore banking,
financial leasing, cross-border financing,
and international trade settlements.
Though the Honggiao CBD may attract
some tenants from Shanghai's FTZ

due to their logistics concentration,
Shanghai's FTZ will be more attractive
for trading, service and manufacturing
industries in the short-to-mid-term. In
terms of preferential policies, economic
position and international influence, we
believe the Shanghai’s FTZ will become
a competitive threat for the Honggiao
CBD’s ability to attract tenant demand.

Financial pressure

Most of the developers of Core Area
Phase I have partnered with external
investors and funds to lower overall
project risk. With the government
tightening lending policies, some
developers are now considering selling
their share of the project en bloc or by
strata titling to investors and end-users
upon completion of the projects to
support cash flow. Selling of ownership
to various private owners may lead to

08

a mismatch in leasing and property
management strategies, which will
negatively impact the overall tenant
mix, ambience and sustainability of the
project.

The tightened lending policy has also
made it a challenge for developers to
finance construction. The high average
land price of the nine plots in Phase I
ranged between RMB22.0 million and
26.8 million per mu due to optimistic
market expectations. In the same
timeframe, the land price in the adjacent
outer-ring road area reached less

than half the price of RMB10.7 million
per mu on the Shanghai commercial
land market. Furthermore, due to the
massive development planning, most
of the projects in Phase I have a total
GFA exceeding 300,000 sqm and the
total investment of each project will be
between RMB4.0 billion and RMB6.0
billion respectively.

*Terminal 2 of Shanghai Honggiao Airport

Building Restrictions

Core Area Phase I has strict government
guidelines which require all developers
to achieve either LEED certification

or China'’s 3-star sustainability rating.
The construction costs resulting from
adhering to the LEED sustainability
guidelines will increase total average
cost by an additional 8-13% depending
on design and materials. Another
restriction is the building height limit
of 38-43 metres due to the proximity of
the Honggqiao airport, and a required
plot ratio of approximately 3.0. For a
typical office design, standard slab-to-
slab floor heights range between 3.8
and 4.5 m, which translates to only 8

to 9 floors including A/C units located
on the roof. This greatly diminishes the
flexibility and efficiency on building
designs. As such, given high land
prices, limited floor area and office
sustainability guidelines, we expect that
many developers will be asking rental
prices similar to those of Shanghai's
CBD Grade-A office buildings.
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Softened demand versus
huge supply

The Honggiao CBD will add
approximately 990,000 sqm of Grade-A
office space for lease or pre-lease to
Shanghai’s office supply in 2014-2016.
This is on top of 1.64 million sqm
becoming available in Shanghai's CBD
areas and another 2.49 million sqgm

in secondary and emerging business
districts. In addition to the completion of
Shanghai’s tallest building, the Shanghai
Tower, Corporate Avenue Phase II,
Century Grand Metropolis and Two ICC
are to add approximately 210,000 sqm,
59,000 sgm, 110,000 sgm and 60,000
sgm respectively to the market.

Chart 7.2: Shanghai Grade-A office area

Core CBD . CBD

Source: Knight Frank Research

Chart 7.1: Shanghai Grade-A office supply (2014-2016)

Secondary
business

district )
17% Emerging

business )
Honggqiao

CBD
23%

district
51%

Source: Knight Frank Research

Other
emerging
business
district
28%

. Secondary business district . Emerging business district
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On the demand side, the average
annual absorption of Grade-A office
space in the last three years was
approximately 840,000 sgqm in Shanghai.
We believe unless there are new
domestic or overseas stimulus factors,
it will be a challenge to keep pace with
the significant influx of new supply
between 2014 and 2016. Commercial
tenants seeking quality office space
will have multiple options in a more
tenant favored environment. Office
rentals in Honggiao CBD are therefore
set to start in a competitive setting,
giving occupiers the upper hand in
lease negotiations, while landlords are
likely to offer additional lease incentives
such as discounted rents, and longer,
more flexible lease terms to potential
occupiers. (For more information about
future office market in Shanghai, please
refer to Knight Frank research report,
“Shanghai Office Market in 2020".)

Relocation cost for tenants

From a strictly financial point of view,
the cost of tenants relocating outside of
the Shanghai core CBDs may result in
significant savings when one considers
the average rental variance of Grade-A
stock between CBD and emerging
business districts such as Honggiao CBD
to be approximately RMB3.0-4.0 per
sgm per day. Due to the influx of supply
during 2014 to 2016, it is expected that
the average Grade-A office rental in
Shanghai will face a downward trend
from RMB9.1 per sqm per day in 2013
to RMBB8.7 per sqm per day in 2016.

In the same timeframe, we expect the
average rental in Honggiao CBD wiill
remain stable at RMB5.5-6.0 per sqm
per day despite vacancy pressure due
to their high development costs. Unless
the landlords are willing to accept

a substantial reduction on rent, the
assumption that tenants from

10

competing districts will come
rushing into Honggiao CBD, may be
overstated.

However, business decisions are not
solely rental-focused. There will be
those interested in the Honggiao
CBD because of other factors such
as the close connectivity with YRD,
proximity to their manufacturing
and logistic facilities as well as the
need to consolidate or develop an
headquarter presence.

The average rental in
Honggqiao CBD will remain
stable at RMB5.5-6.0
per sqm per day. Unless
the landlords are willing
to accept a substantial
reduction on rent, the
assumption that tenants
from competing districts
will come rushing into
Honggqgiao CBD, may be
overstated.

The other cost that corporates need
take into account is to minimise attrition
as staff to move to the emerging
business district, particularly expatriate
employees. The increasing demand from
expatriates has raised the residential
rental price to RMB175 per sqm per
month and the inflow of expatriates into
Shanghai is expected to remain stable.
The Honggqiao area has traditionally
been an important community for
expatriates due to it containing 55%

of the total number of international
schools in Shanghai and easy access to
the Shanghai core CBD areas. However,
as the future residential supply in
Honggiao CBD is limited and corporate
housing budgets have generally

been tightened in the wake of the
Global Financial Crisis, finding suitable
accommodation for the expatriates will
become increasingly challenging.

Chart 8: Estimated Rental Trend of Grade-A offices in Shanghai

(2012-2017E)

—=Shanghai Overall

10 rrMB/sqm/day

—Honggiao =—=Honggiao CBD

| I

2012 2013 2014E

Source: Knight Frank Research

2015E 2016E 2017E
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WHAT COMPANIES CAN BENEFIT FROM THE HONGQIAO CBD PROJECT?

With a well-rounded
development plan and
direct access to the HTH, the
Hub and other developing
plots in Hongqgiao CBD may
attract MNC's seeking well-
integrated, high quality new
office premise and firms
seeking an alternative hub
with a footprint throughout
the YRD region.

*Aerial view of Honggiao CBD Core Area

In October 2010, Shui On Land, one

of the few experienced mixed-use
developers of the Honggiao CBD,

was the first to secure a plot directly
adjacent to the HTH, and will likely

set the standard for pricing, design,
infrastructure and target tenant mix for
other developers. The development of
Shui On, which is now being marketed
as “The Hub", has four office towers, in
which three buildings are scheduled to
be completed in early 2014, with the
last building due to be completed by
the end of 2014. There will also be a
shopping mall which is scheduled to be
completed in December 2014. Shui On
has established an asset management
company “China Xintiandi” that will
oversee The Hub, which bodes well

for long term property management
qualityand project enhancement.

Value-added services such as airport
check-in and high-speed railway

ticket bookings will be made available
through the hotel and shopping mall
components of The Hub, similar to the
services provided by The Elements and
Maritime Square in Hong Kong.

With a well-rounded development plan
and direct access to the HTH, the Hub
and other developing plots in Honggiao
CBD may attract MNC's seeking well-
integrated, high quality new office
premise and firms seeking an alternative
hub with a footprint throughout the
YRD region. Relocating offices from a
downtown location to the Honggiao
CBD will shorten commute time to other
YRD cities and lower business operation
costs overall.
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The area will provide
unparalleled advantages for
firms seeking to consolidate
into second-tier cities

which have direct HSR

links to the HTH and will
benefit directly from their
integration with Honggqgiao
CBD.

*Interior of Shanghai Honggqiao Railway Station
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Firms with back offices in
other YRD cities

With rising production costs in first-
tier cities across China, many firms are
relocating or considering moving office
operations to second-tier cities such

as Hangzhou, Nanjing, Suzhou and
Ningbo, where wages and rents are
lower, in an effort to both expand into
new markets and cut costs. Honggiao
CBD's integration with the HTH will
make it desirable for firms either
currently doing business or considering
doing business in the greater

YRD region. The area will provide
unparalleled advantages for firms
seeking to consolidate into second-tier
cities which have direct HSR links to
the HTH. This benefit will be felt in all
sectors of the property market, though
most substantially in the office, retail
and residential markets.

Currently, sectors with strong

domestic growth in the YRD include
the automotive, third party logistics,
medium-to-heavy manufacturing,
warehouse storage and commercial
trading sectors. The burgeoning service
sector, which has pushed occupancy
rates for high quality space to over 95%
in traditional business areas, is expected
to have high interest in the Honggiao
CBD, as MNC's begin to settle into
Honggiao CBD and require professional
services. Fast Moving Customer Goods
(FMCG) and retailers, on the other
hand, can benefit immediately from the
customer flow that the HTH generates
within Shanghai and across the country.
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Multinational corporations

We also anticipate significant tenant
interest from Japanese and Korean
corporates as they want to stay close
to their traditional residential and
corporate communities in Honggiao.
The 14 international schools within a
14km radius also add attractiveness to
the Honggiao CBD amongst foreign
companies. By the end of 2013,
Shanghai had a total of 283 foreign-
invested enterprises, 445 regional
headquarters and 366 foreign R&D
centres. The total affiliated companies
of MNC's reached almost 1,500. In
Jiangsu Province, there were over 200
MNC's regional headquarters and R&D
centres and in Zhejiang there were 166
fortune 500 enterprises registered. The
amneities and logistics connectivity
that the Hongqiao CBD provides will
cater for these MNC's. In addition,

the Government will provide special
incentives to support the headquarters
and modern service industry moving
into the Honggiao CBD including tax
deductions and office rental subsidies.

Given these demand fundamentals, it
is likely that office rentals in Hongqgiao
CBD will increase in the medium run
along with the absorption of space

in the area. MNC's will then have to
compete with stronger demand from
domestic firms, which will increasingly
come to appreciate the benefits of
the Honggiao CBD's high quality
space, convenient transportation, and
comprehensive amenities in aiding in
their efforts of hiring and retaining
qualified staff, a widely reported
problem facing many firms operating in
China.

CONCLUSION

Located in the west part of Shanghai,
HTH links YRD region together firmly
and anchors the Honggiao CBD as
China’s gateway to the Shanghai and
YRD region. The business synergies
between these provinces and cities
will become easier and more efficient.
The Honggiao CBD is poised to
become one of the most influential
business districts and will be a positive
balancing factor for the broader
property market.

However, we believe the completion
timeframe, design quality and
marketing strategy of the Honggiao
CBD may face challenges related to
tightened lending policies, building
specification restrictions, expected
delays in interlinking infrastructure
and many of the developers’ limited
experience of building mixed-use
properties.

Furthermore, the overall demand

will also face the huge inflow of new
office supply in 2014-2016. During
this timeframe, there will be over

4.0 million sgm of Grade-A office
space added to the market on top of
Honggiao CBD. we are encountering
the third construction boom after the
last two peaks in 2008 and 2012 and
we believe that Shanghai's Grade-A
office vacancy rate will increase to
13%-16% during this period. Thus,
the Honggiao CBD will face pressure
on asset performance from the other
competitive business districts.

In the medium to long term, despite
these challenges and uncertainty
amidst a slow global recovery, the
Honggiao CBD's underlying demand
fundamentals and its proximity to

the HTH will make it an appealing
destination for international and
domestic firms seeking to do business
in Shanghai and the YRD region.
Government policies will benefit key
industries and help sustain demand
over the next few years, calming fears
of a market oversupply. The reduction
in logistics costs and unparalleled
selection of connectivity options link
the Honggiao CBD regionally and
internationally which will be welcomed
by all businesses in China.

o
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