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The im pact o f listed securitized real estate in deve lopm ent markets 丨ike Austra lia  and the  US 

canno t be understated. REIT pric ing is n o w  a幵ecting  real estate pric ing . From the  property  

professional perspective, an open and transparent REIT market has also created many opportunities 

to  sell s6「vic6s.

In an Asian context, recent developm ents in Japan, Singapore and, a lbe it t 〇 a lesser degree, 

Hong Kong, indicate tha t these markets too  w ill be impacted by th is em erging asset class.

Paul Hart o f Knjght Frank Petty js a chartered surveyor w ith  a b 「〇ad base o f experience. He works 

extensively w ith  investment banks in Hong Kong, China, and Singapore. In hjs address, Paul w ill 

explore the impact o f RE呢  in developed and em erging real estate markets and how  they have 

and are impacting the services th a t property professionals provide.
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— Regulatory Requirem ents  
H I of REITs (1 )

■  REIT manager licensed by the SFC
❖  Fit and proper requirement

■  Establishment of a trust
❖  T ru s te e  s a fe g ua rd s  assets and p rov ides  

oversight on the acts of the REIT manager
■  Due diligence

❖  REIT manager conducts due diligence to 
ensure proper legal title and control on the 
properties

❖  Listing agent conducts independent due 
diligence

HS M anagem ent Company -  Qualification  
s f c  Requirements
9£t

■  Licensed under Part V of SFO and approved by 
the SFC to manage CIS (Type 9 regulated activity)

_ Possess sufficient financial, human, technical and 
organizational resources to carry out its duties

■  S a tis fac to ry  in te rna l contro ls  and w rit te n  
compliance procedures

■  2 responsible officers each with at least 5 years 
of experience in investment management and/or 
property portfolio management

■  Responsible o ffice r m ust be read ily  contactable  
by the SFC

!E Regulatory Requirem ents  
of REITs (2 )SFC

ssi
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SF

Full and accurate disclosure in the offering 
circular
❖  A ll m a te r ia l in fo rm a tio n  shou ld  be conta ined  

in th e  o ffe r in g  c irc u la r to  enab le  in ve s to rs  
to make informed investment decision

Timely disclosure of information
❖  A n n o u n c e m e n t shou ld  be m ade  to  th e  

p u b lic  on a t im e ly  basis
❖  No se le c tive  d isc lo sure  o f in fo rm a tio n  o r 

leakage of price sensitive information

ii=
—
證 監 金

Managem ent Company -  丨汀
s f c  Responsibilities (1 )

Professionally manage the REIT in accordance 
with its investment objectives and policies, and 
in the sole interests of holders 

Maintain risk management controls and 
compliance mechanism in accordance with 
Compliance Manual

Assess the suitability of a REITs investments 

Conduct due diligence work 

Ensure that the REIT has proper legal title to its 
real estate
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35 Management Company ■ 
s f c  Responsibilities (2 )

Delegation -  selection and replacement of 
property managers and delegates, audit trails, 
on-going supervision of delegates 

Disclosure of interest

Maintain proper books, records and financial 

statements of the REIT 

Appoint an auditor for the REIT 

Implement appropriate measures to oversee 
and supervise overseas entities, if any

i s
SFC Trustee -  Qualification Requirements
a it

_ REIT must be constituted as a trust and governed
under the laws of Hong Kong

■  A REIT must appoint a trustee which is either:
❖  a licensed bank;
❖  a trust company being subsidiary of a

bank; or
❖  a bank incorporated outside HK and

acceptable to SFC
■  Trustee must be independent of the management

company
_ Trustee must have paid-up capital and reserves

of at least HK$10 million

■ ■ ■

m gm............
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Property Valuer -  Qualification  
Requirements (2 )

PV may engage an overseas agent to conduct 
the valuations on overseas properties but the 
PV must certify the relevant valuation reports 

Retirement of the PV after 3 consecutive years, 
and the same valuer may only be reappointed 
after another 3 years

ITrustee - Responsibilities

jaiiKsuesKew&wceoBwesaBaswifceswcRuiataseMwwKawnwewftaswMawKieawwsMes

Ensure that assets of the REIT are properly 
segregated

Take reasonable care to ensure that 
investment/borrowing limitations set out in the 
trust deed are complied with 

Annually report to holders whether in its 
opinion the management company has 
managed the scheme in accordance with the 
trust deed

Take reasonable care to ensure that a scheme 
has proper legal title to its real estate assets

sfc  Property Valuer - Responsibilities
證 監 會

■  To value all real estate held by a REIT once a 
year and produce a valuation report on specific 
real estate as and when required, such as a 
property to be acquired or sold, or when new 
units are offered by a REIT

■  To adhere to and consistently apply the 
valuation methodology in the guidelines 
published by the Hong Kong Institute of 
Surveyors or International Valuation Standards

■  PV is ultimately responsible for the valuation 
for all properties held by a REIT

5=  property Valuer -  Qualification  
sfc Requirements (1 )
sit

■  Every authorised REIT must appoint a Principal 
Property Valuer (、'PV〃） to value a REITs 
properties once a year

■  PV must be a Hong Kong qualified valuer with 
sufficient financial and human resources

■  PV must be independent of the REIT, its 
Management Company and its Trustee

WKBSmmm

■

♦
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HS property Valuer -  Content of a 
s f c  Valuation Report
證監 金

■  Basis of valuation and assumptions used

■  Valuation methodologies adopted

■  Market research and study

■  Particulars of property

■  Independent status of valuer

■  Justification of valuation methodology adopted 
and assumptions used

■  Rationale for choosing particular methodology if 
more than one method is adopted

IIS  Listing Agent -  Qualifications and 
sfc  Responsibilities
證 監 會

■  Must possess experience and expertise in 
conducting and managing IPOs in Hong Kong

■  Responsible for the overall management of the 
IPO of a REIT

■  Conducts its own due diligence in an 
independent manner

■  Joint listing agents may be engaged and such 
agents are jointly and severally responsible and 
liable for their work

■  Where more than one listing agents is 
appointed, one of them must be designated to 
communicate with the SFC

IIS Auditor -  Qualifications and 
sfc  Responsibilities
st*

■  Must be qualified under the Professional 
Accountants Ordinance for appointment as an 
auditor of a listed company

■  Must be independent of the management 
company

■  Must apply same accounting principles in 
auditing a REIT, regardless of whether they 
invest locally or overseas
❖  either complies with HKFRS or IFRS

■IS  SFC authorised REITs 一 
sfc Special Product Features
1£*

■  Management Company has to comply with the 
general principles in the Code of REITs

■  Examples are:
❖  Remuneration of Management Company paid in 

REIT Units
❖  Additional layers of SPVs
❖  Interest rate swaps
❖  DPU guarantee
» Distribution entitlement waiver

■  Must demonstrate these arrangements are deployed 
in the interests of unitholders

■  Must clearly communicated to investors by disclosure 
in the offering documents
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FHKIS, FRICS, RPS(GP), FHIREA

W hat is Fair Value?

The expression "M a rke t Value" and the term  "Fair Value" as they com m only appear in accounting 

standards are generally com patib le , if n o t in every instance exactly equ iva len t concepts. Fair 

Value — an accoun ting  concep t -  is de fined in In te rnationa l A ccoun ting  Standards and o ther 

accounting standards as the am oun t fo r  which an asset could be exchanged, o r a liability settled 

, between know ledgeable, w illing  parties in an arm 's-length transaction. Fair Value is generally 

used fo r  repo rting  bo th  M arke t and N on -M arke t Values in financia l statem ents. W here the  

M arke t Value o f an asset can be established, th is value w ill equate to  Fair Value. W here the 

M arke t Value o f an asset canno t be established, its va lue is arrived a t using a te rm  such as 

Depreciated Replacement Cost (DRC).

Fair Value of Property vs. Fair Value of REIT

In property valuations individual assets are appraised and valued separately by a qualified real 

estate surveyor w h o  deals solely on the  net asset w o rth . REIT valuations cover the  value o f the  

whole business entity, including the intangibles tha t go along w ith  the business, and this is commonly 

assessed by investment bankers, financial analysts or any qualified business valuer. The Fair Value 

o f properties may no t be equal to  the Fair Value o f the REIT tha t holds the properties.

On liquidity, REIT investments are more liqu id than p roperty  investments. Therefore, p roperty  

valuations are considered to  have a higher liqu id ity prem ium w hen  compared to  REIT valuations 

(see figure below).

D iscount Rate

Liquidity Risk 

Premium

Risk Premium 

(Other than 
Liquidity Risk)

——

Risk Free Rate

REIT Property

In Hong Kong, the  REIT Code limits the  loan ratio to  4 5 %  o f the  to ta l asset value. This is much 

low er than the typical loan ratio fo r commercial properties o f 50%  to  70% . This fac t affects the 

risk and thus should be taken into consideration w hen  deciding the  d iscount rate to  be adopted 

in the valuations applying the methods as introduced below.

In brief, risks (i.e. low er loan ratios) and liquidity profiles o f a REIT are d ifferent from  its underlying 

properties.
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The discount rates applied fo r REIT valuations should no t be the same as those applied to  property 

valuations. Ad justm ents to  the  latter have to  be carefully made to  reflect the  actual situation.

REIT Valuation Methodologies

Typical and popular methods utilized in valuing individual properties such as the  direct m arket 

comparison approach and the depreciated replacement cost cannot be relied upon because, in 

REIT, you are valuing a business entity and no t an individual property or fixed asset. In addition, 

and assuming tha t all other things are equal, e.g. loan ratios, these methodologies do not recognize 

superior management abilities, do not consider the effect o f diversification o f the w ho le  portfo lio, 

and fail to  measure intangibles such as, but not limited to, distribution networks, supreme managerial 

power, monopoly/oligopoly, implied call option fo r additional assets, etc.

The tw o  most appropriate methodologies in valuing REITs are the Dividend Discount M ethod and 

the  Free Cash Flow M ethod: both are derivatives o f the  Income Approach.

In the Dividend Discount M ethod, expected dividends are discounted using an appropriate discount 

rate. In Hong Kong, the  REIT Code requires a t least a 9 0 %  payout ratio. As dividends become 

highly predictable, it makes sense to  use this m ethod o f valuation.

The Free Cash Flow (FCF) M ethod discounts the free cash flow s rather than the  dividends w ith  an 

appropriate d iscount rate. It is normally expected th a t the difference between dividends and the 

FCF fo r a REIT should be small. However, the REIT Code requires th a t the  payout ratio be based 

on the earnings, not on the FCF. In case tha t the FCF is higher than the earnings, the management 

o f the  REIT may o p t to  retain the  excess portion

Unlike in property valuations, w hich  normally isolate each asset and ignores intangibles such as 

superior m anagem ent skills, the  above tw o  m ethodologies can be applied to  the w ho le  REIT and 

reflect the  superior cash flow s  due to  superior m anagem ent skills. In add ition , the  cash flow s 

should be projected to  reflect factors due to  o ther in tangib le assets.

An alternative methodology in REIT valuations, the Yield Spread Analysis, should also be considered. 

Yield Spread Analysis compares the yields o f REIT w ith  o ther financial investments, such as yields 

o f governm ent bonds, corporate debentures, etc. This m ethod is used to  compare yield spread, 

ra ther than  the  values. A  REIT is like a bond b u t w ith  g ro w th  po tentia l. W e can use the  Yield 

Spread Analysis to  compare a REIT and a bond, and the yield spread may be positive or negative, 

depending on w he the r the  g row th  potentia l can offse t the risk d ifferentia l.

Feedback Effect to Property M arket

A  lo t o f ins titu tiona l investors such as funds and insurance companies are o rig ina lly  restricted 

from  directly investing in real estate. Through the  REIT structure, however, these investors can 

n o w  tap  the ir fu n d in g  in to  the  p roperty  market. In fact, a h igh dem and fo r  REITs has already 

rippled th ro u g h  the  p roperty  market. In Japan, the  yield o f  the  h igh-end  properties dropped 

gradually fo llow ing  the in troduction  o f REIT in the  country. This was probably due to  a num ber 

o f investors rushing to  acquire properties, perhaps w ith  th e  purpose o f  fo rm in g  REITs in the
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The Link REIT 
The Link REIT 

Prosperity REIT 
Prosperity REIT 

Japan Retail Fund Investment 
ORIXJREIT 

Japan Retail Fund Investment 

TOKYU REIT 
Japan Prime Realty Investment 

Japan Retail Fund Investment 
ORIXJREIT 

Nomura Real Estate Office Fund 
Suntec REIT 

CapitaCommercial Trust 
Mapletree Logistics丁rust 

Fortune REIT (Singapore) 
CRN Retail Growth Property Fund 
CRN Retail Growth Property Fund

The Children Investment
Deutsche Bank
Stark Investment
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The Bank of New York
AIG Star Life Insurance

AIG Star Life Insurance
AIG Star Life Insurance
AIG Star Life Insurance
American Life Insurance Company GAL
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The Capital Group Companies, Inc.
T. Rowe Price Associates, Inc.
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Lehman Brothers Securities, (HK)
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21/ 12/2005 
24/ 11/2005 
08/ 11/2005 
08/ 11/2005

fu ture. W ith  the  higher valuation o f REITs compared to  the property valuation, w e  envisage tha t 

the same process is likely to  occur in Hong Kong.

Snapshot of major holdings by North Amercian & European Institutional investors

Market Institution name_________________________ Origin______________________________ REIT name % holding__________ Date

Source: Company disclosure, CBRE Research. Note that the list only captures the holders o f the 
REITs on a particular date and is not a complete list o f overseas institutional investors in REITs.

JAPAN -  REIT Transactions

MAJOR REIT-RELATED ACQUISITIONS IN 2005 
Exchange Rate: US$1 = JPY118.03

REIT /  Buyer Property Approximate

Price

US$

Sector

JRE Ginza Sanwa Building 158,000,000 Office /  Retail

N ippon Residential Portfo lio o f  7 residential 190,900,000 Residential

properties

New City Residence Portfo lio o f 9 residential 122,200,000 Residential

properties

Tokyo Reit Picasso 347 (60%  ownership) 138,200,000 Retail

JRE Jusco City 115,600,000 Retail

JRE Kitanomaru Square 719 ,300 ,000 Office /  Retail

Global One TK M inam i Aoyama Building 308 ,700 ,000 Office

Global One Ginza First Building 114,300,000 Office

N ippon Building Fund Yamato Semei Building 538,000,000 Office
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SINGAPORE 一 REIT Transactions

MAJOR REIT-RELATED ACQUISITIONS IN 2005 
Exchange Rate: US$1 = S$1.66

REIT /  Buyer Property Approximate

Price

US$

Sector

Suntec REIT Park Mall 140,200,000 Retail

CapitaCommercial HSBC Building 92 ,700 ,000 Office

CapitaM all Trust Sembawang Shopping Centre 47 ,600 ,000 Retail

Ascendas (A-REIT) Pacific Tech Centre 37 ,800 ,000 Retail

Ascendas (A-REIT) Telepark, Kim Chuan 

Telecommunication Complex, 

Ka Centre, KA Place

192,900,000 Industrial

Capita Land Parco Bugis Junction 343 ,700 ,000 Retail

Prime REIT W isma A tria  (74% ),

Ngee Ann City (27%  stake)

771 ,000 ,000 Office /  Retail

H O N G  K O NG  -  REIT Transactions

MAJOR REIT-RELATED ACQUISITIONS IN 2005 
Exchange Rate: US$1 = HK$7.76

REIT /  Buyer Property Approximate

Price

US$

Sector

Macquarie Goodm an Dynamic Cargo Centre 83 ,800 ,000 Industrial

M acquarie Goodm an Fountain Set Building 1 and 2 59 ,310,000 Industrial

Macquarie Goodm an Tsuen Wan International G odow n

Lung Wah International G odow n 12,200,000 Industrial

M acquarie Goodm an Evergain Plaza, Kwai Chung

(62%  stake) 146,100,000 Industrial

M acquarie Goodm an W ilson Logistics Centre, Kwai

Chung 30,700 ,000 Warehouse

M acquarie Goodm an Global Gateway (Lower Portion) 73 ,500 ,000 Industrial

Mapletree Logistic Ever Gain Building, Shatin

(54%  stake) 37 ,580 ,000 Industrial



仏lu ation  A pproaches to  A ssessin g  th e

F ak  V^lue o f  N ew  迎订 Issues

Conclusion

A lth o u g h  REI它 com prise o f p roperty  po rtfo lios , they  are in fac t co rpora te  entities, and thus 

require considerable th ink ing  o f its business features w hen doing REIT valuations. The traditional 

p roperty valuation m ethodo log ies are considered unusable and as such have lim ita tions w hen 

t 「ying to  arrive at an op in ion  o f the  Fair Value.

REIT can improve Hquidjty o f property assets and tap the additional fund ing  什〇m capital markets 

to  property markets. This in te rm  a幵ects the  Fair Value.

Overall, the  intangib le values 〇f  a REIT are w o rth  the  a tten tion  o f REIT investors.



A B uild ing Surveyor’s R ole in  REITs

Raymond Chan 
FHKIS, FRICS, RPS(BS), Authorised Person

Recently, Real Estate Investm ent Trust (REIT) becomes a very ho t investm ent p roduct in Hong 

Kong. Popular REITs like "The Link REIT〃and "Prosperity REIT"have been launched in the  local 

stock market fo r  nearly half a year and are welcom e by both local and oversea investors. REITs are 

also o f interest to  those listed property companies and fund ing  companies. M any large property 

developers are p lanning to  set up REIT by re-organizing some o f the ir ow ned properties.

REIT generates income mainly through rental income from  a sizable property portfo lio. The property 

p o rtfo lio  in REIT may comprise o f various kinds o f properties inc lud ing com m ercia l build ings, 

residential build ings, shopping malls, carparks, industrial build ings, etc. In order to  mainta in a 

reasonable income and return fo r  investors, a professionally-managed property po rtfo lio  in REIT 

is requisite. To achieve this, professionals inpu t in the  fo llow ing  tasks are required fo r  REIT:

■  Setting up REIT and Properties Acquisition

■  Value Enhancement

■  Running and Operation

Building Surveyor, a build ing professional fo r  bo th  new  and existing buildings, takes im portan t 

roles in the above tasks fo r  REIT.

Setting up REIT and Properties Acquisition

Acquis ition o f  qua lity  properties w ith  relative high yields is one o f  the  critical elements fo r  the 

success o f REIT. Every acquisition in REIT must be gone th rough  a "Due Diligence" process by 

professional advisors so as to  minimize the risks to  its investors. W ha t is meant by "D ue Diligence" 

in the  process o f property acquisition? Simply speaking, it means the  d iligen t checking carried 

o u t by some professional advisors before acquisition so as to  determ ine th a t the  cond itions o f 

the property con fo rm  to  w h a t has been said by the  sellers and o f good title . The professional 

advisors can be lawyer, accountant, surveyor, engineer, etc.

During the  "D ue  Diligence" process, Building Surveyor acts as a build ing expert and professional 

advisor to  perform  the  fo llow ing  professional works in property acquisition in REIT:

(I) Property Title - Acqu is ition  o f properties w ith  good t it le  is im p o rta n t and o therw ise  the  

transaction may subject to  d ispute or legal proceeding. Build ing Surveyor, w h o  fam iliars 

w ith  the  local bu ild ing  con tro l system and s ta tu to ry  requ irem ents, can carry o u t on-site 

inspection to  check the  bu ild ing  "d il ig e n t ly "  in respect o f the  fo l lo w in g :

■  Any existence o f unauthorized build ing works against the latest approved build ing plans 

and structural plans;

■  Any non-compliance o f usage against the  occupation perm it, ou tline zoning plan, lease 

conditions, DMC, latest approved build ing plans, etc.

■  Any non-com pliance o f  current regulations in force.

B u ild in g  S urveyo r can c o m p ile  a p ro fe ss io n a l re p o r t  s u m m a r iz in g  th e  f in d in g s  and 

re co m m e n d a tio n  on  th e  rem edia l ac tions , p r io r i ty  and  t im e  and cos t invo lved  fo r  the  

legal adv iso r and  th e  REIT o p e ra to r 's  dec is ion  m a k in g  in th e  a cq u is it io n  process.
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(II) Building Condition  - A  bu ild ing  o f  poo r cond ition  may involve big m oney fo r  repair and 

m a in tenance  cost w h ich  should  be considered du ring  th e  acqu is ition  process. Build ing 

Surveyor here acts as a "B u ild in g  D oc to r"  to  carry o u t cond it ion  survey to  the  ta rge ted  

build ing and identify  defects like structural cracks, build ing settlem ent, w a te r seepage, roof 

leakage, w in d o w  d e ta ch m e n t, debo n d e d  tiles and o th e r  de fects  o f  b u ild in g  services 

installation, etc. and review all m aintenance record and relevant available documents. The 

REIT opera tor should be alarmed fo r  those defects o f prime concern to  public safety.

Again, the  Building Surveyor can compile a condition survey report summarizing the  findings 

and recom m endation on the  repair/remedial works, p riority  and tim e  and cost involved fo r 

the  REIT operator's decision making in the  acquisition process.

(III) Building Measurement - The seller's area figures fo r  p roperty  transaction is unclear and 

inconsistent in the  local m arket and the  system fo r  standardization is still subject to  fu r th e r 

discussion currently. Bu ild ing Surveyors are expertise in bu ild ing  m easurem ent by th e ir  

professional know ledge o f  the  de fin it ion  o f d iffe ren t areas categories w hich  are com m only  

recognized like gross f lo o r  areas, saleable f lo o r  areas, lettab le  f lo o r  areas, etc.

Building Surveyor can carry o u t site measurement to  the properties so as to  verify the sellers' 

area figures. This in fac t affects the acquisition price if a significant difference noted afte r the 

site verification on the seller's area figures.

(IV)Boundary Survey - Building Surveyor also can coordinate w ith  Land Surveyor to  carry ou t 

boundary survey o f a building lot to  check any in fringem ent to  its adjacent lot or crown land. 

Remedial actions w ith  t im e  and cost invo lvem ent can be suggested fo r  REIT opera tor's  

decision making in case o f  any in fr ingem ent identified in the survey.

During the  "D ue  D iligence" process as m entioned  above, Build ing Surveyor takes im p o rta n t 

roles in assisting REIT operator's decision making in acquisition o f property.

Value Enhancement

A no the r critical e lem ent to  the  success o f REIT is how  to  enhance the  value o f properties in the 

portfo lio  and hence increase the  income to  its investors. Some buildings may be under value a t 

the tim e  o f acquisition. Their value can be significantly increased a fter some "c h a n g e s '

Build ing Surveyor, a "C o sm e tic ia n " o f  existing bu ild ings, can make the  "changes" th ro u g h  

applying his professional skills in the  fo llow ing  aspects:

(I) Renovation/Fitting-out Works - Com prehensive renovation  and f i t t in g -o u t  w orks  can 

upgrade the  image and class o f  the  bu ild ing  and hence enhance its value. M any success 

cases like shopp ing  malls o f  Telford Plaza and Tuen M un  Town Plaza w h ich  have been 

treated w ith  renovation and f i t t in g  o u t w orks  so as to  upgrade the ir image and class and 

hence increase the  rental income. The Link REIT also p lanned to  carry o u t comprehensive 

renova tion  and f i t t in g  o u t w o rks  to  th e ir  shopp ing  malls in the  near fu tu re  in o rder to  

increase the  rental value o f its property portfo lio .
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(II) Enhancement o f Efficiency/Space Planning - Re-planning o f the build ing layout and space 

is also param ount in value enhancement. For example, im provem ent o f  vertical circulation, 

rearrangem ent o f  the  internal corridors and re-sizing o f shop areas in shopping mall may 

enhance the  custom er f lo w  and hence increase the  rental value. For some properties w ith  

surplus p lo t ratio because o f  he ight restriction o r o ther reasons a t the  tim e o f development, 

additional floo r areas may be obta ined th rough form al submission o f alteration and addition 

w orks proposal to  Building A u tho rity  fo r  approval.

(III) Change o f  Use - The property  m arket changes rapidly and some types o f bu ild ing may be 

under va lue due to  lack o f dem and. However, these bu ild ings  may be " re b o rn "  a fte r 

change o f its existing use to  a new  use th a t caters the  m arket dem and if relevant s ta tu tory 

requirement can be complied fo r such change o f use. M ong Kok C om puter Centre is one o f 

the  successful examples. Recently, due to  the  econom ic reform  in Hong Kong, the  conver­

sion o f office  bu ild ing into  hotel to  m eet the demand o f increasing traveler from  Mainland 

China to  Hong Kong is another typical example. Such change o f use can pro long the eco­

nom ic life and enhance the  value o f a build ing.

(IV) Improvement o f Accessibility - The value o f building may also be affected by its accessibility. 

The rental value o f a shopping mall situated on top  o f a MTR station m ust be higher than a 

similar one w hich can be accessed by bus or m inibus only. To prom ote the convenience and 

accessibility o f  a build ing, im provem ent works such as connection w orks to  nearby MTR or 

KCR station, linkage to  nearby bridge and tunnel, e tc  can be an alternative w ay to  enhance 

the build ing value.

Building Surveyor can ta ilor-m ake renovation /im provem ent plans, carry o u t feasibility studies, 

recommend investment cost and payback period, prepare detailed time schedule, phasing o f works, 

e tc  and then implement the renovation/improvement plans from  inception to  completion.

Running and Operation

Since REIT is a long-term  investment product, the property portfo lios in REIT need to  be run and 

maintained in a good state. In order to  maximize the income fo r  investors, the REIT must keep its 

running cost and maintenance cost tha t are value fo r money. Here Building Surveyors can apply 

the ir skills in the  fo llow ing  professional works:

(I) Energy Saving Schemes - Building Surveyor can give professional advice on various energy 

saving schemes by reviewing the  energy consum ption  o f existing ligh ting  insta lla tion, air- 

condition ing system, lif t  and escalator installation and o ther build ing services installations in 

order to  reduce the  electricity cost. Feasibility study on the  "b e fo re "  and "a fte r "  electricity 

cos t and  payback  p e r io d  on  th e  in v e s tm e n t cos t o f  e n e rg y  sav ing  schem es, and 

im plem entation o f those adopted schemes can be executed by a Building Surveyor.

(II) Planned and Preventive Maintenance Program - To maintain the build ing elements and 

bu ild ing services installation o f the  property po rtfo lio  in REIT in a good state and m inim ize 

the maintenance cost, Building Surveyor is the expert in preparing and im plem enting planned
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and preventive m aintenance program  designed fo r  those properties in REIT. The program  

should include the routine maintenance works and planned maintenance works in respect o f 

the maintenance cycle o f build ing elements and build ing services installations. W ith  a w ell- 

p lanned  m a in tenance  schem e, th e  physical life  o f  b u ild in g  can be p ro lo n g e d . Those 

unnecessary m aintenance and repair w orks can also be avoided.

The Challenge and Opportunities Ahead

W ith  the economy is experiencing upturn in Hong Kong, the REITs market shall g row  and become 

more m ature in the  near fu tu re . Building Surveyor, a build ing professional and expert fo r  both 

new  and existing buildings, should w ell prepared fo r  the  challenge and opportun ities ahead.
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Property Asset M anagement, Jones Lang LaSalle

⑩ S T
REIT and Success 

The Importance of Asset Management

i m m m

Some discussion topics with a focus on Hong Kong and PRC

• Successful REIT's

■ Greater China...how are we tracking 

_ Australia.. .a little bit o f history

■  W hat m akes a successful REIT

■  Yield or share price

■  A  or B grade assets 

_ What class of asset

How are we going in Hong Kong

■  C urrent state o f play

■  Current performances

■  Is it good to have a high share price or a high yield.....Why 

_ Investment Criteria

■  Have we enough education ?

■  What type of education do we need and who needs this education ?

The Australian Market

■  W eight o f Money:

• Australia's managed fund are approx A$800b and are forecast to grow to 
about A$1.5trillion by 2015.

■  Australian managed funds pass $1 trillion mark 

Helen Westerman 

The Melbourne Age June 20,2006

1 Sectors

■  Investment in alterative sectors such as tourism and aged cie will grow.

1 Offshore

_ Superannuation money and a limited domestic market will see the push to 
invest offshore continue.

■  As Asian property markets mature and become more transparent, demand 

from Australian investors will grow. This as we know is already well underway

The Australian Market (a little history)

W e all m ust sta rt som ewhere

Currently over 40 LPTs trading on the ASX, capitalized a t over AUD$50b 

Grew from  AU D $11 b in Dec 1994

G.P.T (first L P T 3 assets ...AU D  6m illion)…now  approx AU D  7 billion 

Share price on IPO = AUD 1$...as at end of June AUD 4.07...Yield 8 to 11 % 

Total Return

The Australian Market

Population

Australia's ageing population will see a continued desire for highly liquid 

high yielding investment vehicles

Population Australia

20 Million, currently 9% Superannuation (MPF) is compulsory
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REIT and Success

1. Key issues

2. Role of promoter, trustee & regulator

3. Evaluating & pricing risk

4. Gearing

5. Asset Management

6. Assets

Background

■ Asian markets now generally sustaining post 1997 recovery

■ Inconsistent transparency, ownership and access

■ Real estate markets maturing from local business to regional and in some cases 
ones with global dimensions

■ Dynamic start to Asian REIT markets

■ Investors seeking professional and indirect access to growth markets

■ Cross border R日Ts now launched and trading

■ More coming

■ Issues and difficulties

The Development of REITs

■ Drivers
■ Opportunity to sell and re-inject capital
■ Inadequate listed sector for this type of product
■ Success and growth of early Asian REITs

■ Perceived advantages
■  Provide all (or most) benefits o f real estate investment to the shareholders

■ Access
_ Diversification effects
■ Competitive yields ?????

■ Challenges
■ Inconsistent regulations and legal system
■  Management in overseas property market.
■ Multiple sets of professionals and cross-border coordination (legal & tax 

advisors, investment bankers, auditors and other due diligence professior l̂s)
■ Tax system sophistication
■ Currency instability

•  Matching of listing currency and operational currency

•  Strong sponsor backing

• Potential investor education

•  Experienced asset management

•  Tax exemption & tax transparent
0  g g y  2. Role of promoter, trustee & regulator
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Promoters

■ Critical to success

■ Increasing number of global and regional players 

_ Credibility and confidence to owners

Trustees

■  Part of a sales I marketing vehicle 

= Track record

a Administrative oversight in less transparent markets

Confidence and experience to solve legal and tax issues 

Integration of real estate to financial markets 

Articulate REIT return and risk to other asset classes

Confidence that delegation of duties appropriate 

Oversight of investment (and re-investment) strategy 

Operational integrity

m

Regulators

a Experience I speed I certainty

•  Minimize administrative burden in authorization and IPO

• Balance interests of trustees and fund managers

* Permits flexibility

* Specific protections (eg leverage)

* Balancing transparency, disclosure, conflicts and good corporate 
governance

Regulators

■  Beware of REIT rumours

■  Due caution: The Securities & Futures 
Commission advises investors to read the 
announcements of real estate investment trusts or listed 
companies before making an investment decision.

= Some media reports on real estate investment trusts 
contain unconfirmed information, the Securities & 
Futures Commission warns, adding that investors 
should always read the announcements of the real 
estate investment trusts or the listed companies before 
making an investment decision.

m

SFC raises bar on reit applications
manipulation, watchdog places 
seeking to 丨 ap demand (or misis

喔 盡 K 圖
3. Evaluating and pricing risk

 ____________#  雇

1
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Real Estate Issues 

Geographical (logistics)

■ Pricing market inefficiency and non-transparency

■ Lack of local experience

■  Lack of reliable data and comparative transactions

■ Currency risk

By asset class (eg Hotels)

■ Management control and standards

■ Branding

■ Sector specific volatility and non real-estate risks (eg SARS)

Real Estate Issues (con^)

■ What types of assets
■ Growth potential in rentals

■ Asset enhancement opportunities

■ Well positioned in the specific market place

■ Lease profile

■ Capital expenditure items...need to manage

■  Under rented space

■  Change of use to increase returns

■ Allows for tenant expansion if required

■ Operational and Financial risk management

a— ■

( # |

Why is Asset Management so important

_ Strong REIT Management = Stability of the trust 

■ The Waterfall affect 

_ The trust is led from the top down

■ Strategies from the Chairman, CEO's, deputy CEO’s etc
■  Acquisitions

_ Capital Structures 

_ Growth areas

■  Other asset classes

■  Distributions

■  Reporting schedules etc

Examples of Policies and Procedures for good 

Asset Management

Asset and property management expertise

_ Continuous professional training to staff

■ Creation of high quality and professional service culture

■ Use external consultants, advisors and service providers as appropriate if in 
interests of Unit Holders

■ M on ito r/be nch m ark perform ance to  international standards.

■ Due Diligence process

' Open Market valuations 

_ Market research

' A complete understanding of the markets the trust is working within

From the CEO to the Asset Management team

■ Asset Manager (AM) drives the strategy passed on by the Chairman I 
CEO especially at the property level

■ The assets must be worked and reworked month after month to extract 
the maximum returns

■ AM now needs to deliver the strategy through people, processes and 
systems

■ Good Asset Management = Good Property management

_ Good Property management = Good Asset Management = Delivery of the 
Strategy

Examples of Policies and Procedures for good 

Asset Management

Pro-active management and leasing

■ Disciplined and efficient cost control

■ Pro-active retail and commercial leasing

_ Continual review of tenant mix and facility layout

■ Delivery of high quality services to tenants and customers
■  Active marketing I promotion - seeking additional revenue

■  Efficiencies and effectiveness in staffing levels

(t>
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So why is Asset Management so important

■  Pre IPO

■ Exciting

■ Road Shows

■ A job well done

■ Success

■ International Interest

■ Sale completed

■ Allocations

■ WHAT NOW

Working on Behalf of investors

' The assets now has thousands of owners so a change of thinking is 
required

' They want a distribution

■ They rely on Asset Managers to look out for them and act in their best 
interest

> How much of the investment dollar is attributable to pension or 
superannuation funds

■ Put yourself in the investors shoes...would like to invest in a stable 
dividend stock or a volatile stock and have to ride the market even at
retirement age /

What happens if it all goes wrong....even in a mature market

Post IPO vs. Pre IPO

1
■ Post IPO

■ Exciting......Long term hard work

■  A  jo b  well done•••••a job  well done fo r the life o f the trust

■ Success not guaranteed....markets can fluctuate...how do we manage
this risk

- International In terest....need to  report back to  shareholders

■ Sale completed..."more coming ?

■  Reporting schedule

■ Forecasting returns

■ Managing risk /

Working on Behalf of investors

■  Asset managers act on behalf of unit holders and must do their very best 
to drive the yield to enhance the distributions

■  Regulators will keep an eye on proceedings

■  Trustees will also monitor the manager 

B Transparency is paramount

■  The trust must be able forecast returns and risks through the 
management processes and take action to mitigate

■  Asset managers carry the trust after IPO

THE AUSTRALIAN

Investors burnt by asset sale loss
Paddy Manning April 25， 2006

■  INVESTORS in a property syndicate managed by xxxxxxx Services • 
Sydney - stand to lose two-thirds of their money or more than $21.3 
million after the xxxxx asset sold at a loss last week.

■  In its letter xxxxxx said the poor sale price was "a result of 
continued issues with the tenant profile of xxxx centre, the current 
poor trading performance of the centre, high vacancy rates and 
tenant volatility and a general negativity towards the bulky goods 
market".
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Success Pre and Post IPO

■  Right assets

_ Right Capital Structure

■  Right management structure

■  Right position

■  Good tenants

■ Manageable lease expiry profile

■ Transparency

■ Good Asset management = Good Property management

■ Must think like an owner

■ Always act in the best interests of the unit holder

  .
t— — aaao—jMaaaa
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沿chard Ho
Pa代ner and In d u st7  Leader o f the Real Estate and

C onstruction Practice D eloi枕e Touche T o^^atsu

Features of REITs

Real Estate Investment Trust ("REIT") js, as stated in the  H〇ng Kong's Code on REIE, a collective 

investm ent scheme constitu ted  as a tru s t th a t invests p rim arily  in real estate w ith  the  ajm to  

provide returns to  holders derived 什〇m the  rental incom e o f the  real estate. Moreover, funds 

ob ta in e d  by a REIT 什〇m th e  sale o f  un its  in th e  REIT are used in accordance w i th  th e  con s titu t ive  

docum ents t 〇 maintain, manage and acquire real estate w ith in  its port干olio.

There are several advantages o f using REIT as a mode o f real estate financing. REIT may be listed on 

the stock market through which funds o f the general public are g扣hered together fo r specific real 

estate p 「〇jects. Rea丨 estate projects are normally and m ost probably disposed o f by the  original 

ow ner to  the REIT at values ve〜 close to  the market values at the time 〇f  Hstjng. Moreover' units in 

a REIT are listed securities tradable in the  stock m arket provid ing Hquidity to  bo th  the  financial 

assets o f th e  securities and the  underly ing  physical assets o f th e  properties. U nder certain 

circumstances, the original ow ner may retain control and m a n a g e m e n t「 jghts 〇f  the real estate 

pro jects even a fte r disposal o f the  properties to  the  REIT There are usually p re ferentia l tax 

allowances fo r  REIL in certain countries th a t result in h igher asset return performance.

Listed real estate companies are ord inary pubHc companies w ith  the ir shares listed on a stock 

exchange. There are broadly tw o  types o f real estate com panies. The f j 「st type comprises o f 

p roperty  investm ent com panies th a t acquire or develop properties and then retain them  fo r 

rentals and capital apprecjatjon. In o ther words, they invest in incom e-producing properties. The 

rental incom e is used to  cover runn ing  costs and interest charges and to  pay d ividends. The 

m arket price o f jts shares should theoretica lly reflect the  value 〇f  the  underlying properties. The 

second type comprises o f devel〇pers-traders th a t construct o r acquire properties and then sell 

them  fo r  profits. As a result, such companies' shares tend to  be priced according to  th d r  expected 

earnings g row th .

M any people w ou ld  w o n d e r w h a t are the  di幵e「ences betw een a REIT and a listed real estate 

company. They apparently appear very similar because both are engaged in real estate projects 

w ith  fund ing  th a t can be raised publicly th rough  capital market. Some o f the  above-m entioned 

advantages apply to  bo th  o f them . Nevertheless, if one investigates fu r th e r in to  the  nature o f 

REIT and Hsted real estate company, the ir respective governing regulatory 什am ew ork and other 

drcum stan七a丨 conditions surrounding the jr operations, jt w ou ld  no t be di什jcult to  see tha t there 

are actually many sjgnjfjcant deferences between them .

Listed real estate companies need on ly to  com ply w ith  listing rules o f  the  stock exchange on 

w hich  the  companies' shares are traded w h ils t REIB have to  com ply w ith , in addition to  listing 

rules, the Code on REIL tha t imposes many restrictions on, just t 〇 name a few, investing, financing 

and d is tribution policies o f 仂 e REIT.

Just Hke o ther public companies, m anagem ent o f a "sted real estate com pany is em powered to  

determ ine and exercise property investment and developm ent decisions. However' m anagem ent 

o f a REIT js under very t ig h t restrictions, as imposed by Code on REIL and jts ow n  constitu tive 

documents, on investing merely in real estate projects providing steady returns to  unjt-holders.
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on no t involving significantly or even no t a llowed investing in real estate developm ent ventures, 

and on specific categories and locations o f real estate projects.

A  REIT is allowed, under the  Hong Kong's Code on REITs, to  bo rrow  fo r  financing investment or 

operating purposes bu t the  aggregate borrow ings shall no t a t any tim e exceed 4 5 %  o f its to ta l 

gross asset value. A  listed real estate company normally does not have any borrow ing lim it imposed 

on it o ther than sometimes by its ow n  lenders.

M anagem ent o f  a listed real estate com pany also has the  absolute discretion to  determ ine the 

company's dividend policy - they may declare a high or a low  dividend payout ratio. It has recently 

been reported th a t Hong Kong's listed real estate companies on average pay o u t 4 0 %  o f the ir 

net profits (before property revaluation gains). On the o ther hand, REITs are required to  pay ou t 

a s ignificant portion o f the ir profits to  the unit-holders. As required under the Hong Kong's Code 

on REITs, no t less than 90%  o f a REITs audited annual net income after tax needs to  be distributed. 

Because o f  th is requirement, returns to  unit-holders o f  a REIT are normally more steady and a t a 

rate o f 2 %  to  3 .5%  above governm ent bonds, w hils t returns to  investors o f a listed real estate 

company w ill fluctuate.

In countries like the United States in which REITs play an im portant role in real estate financing and 

investment, a REIT may elect, as perm itted under local tax laws, to  qualify fo r becoming a pass­

through entity tha t distributions to  its unit-holders almost o f its profits and capital gains generated 

from  disposal o f its properties. The REIT does not pay taxes on its profits, but the distributed profits 

do represent dividend income to  unit-holders and are taxed accordingly. To qualify as a REIT fo r tax 

purposes in these countries, there are usually certain asset, income and distribution requirements. 

However, no preferential tax allowances are usually given to  listed real estate companies and therefore 

"doub le  taxa tion" can be resulted as taxes have to  be levied on both the profits generated at the 

company level as well as w hen they are distributed as shareholders.

An independent trustee is required to  be appointed fo r  a REIT. The trustee shall exercise all due 

diligence and vigilance in carrying o u t its functions and duties and in protecting the  rights and 

interests o f the  unit-holders. Such appo in tm en t should be able to  achieve a higher standard o f 

co rpo ra te  governance th ro u g h  e ffec tive  overs igh t o f  th e  w o rk  p e rfo rm ed  by the  p rope rty  

management by the trustee. On the o ther hand, major shareholder o f a listed real estate company 

very often controls composition o f the board o f directors and thus function ing o f the management 

- this may sometimes affect interests o f the  m inority  shareholders.

Performance Evaluation

There are 3 performance evaluation measures normally adopted fo r  listed real estate companies. 

One may compare the m arket price o f a listed real estate company's share to  its net asset value 

( " NAV") per share. NAV is the total value o f the assets o f a company as determined by valuation o f 

the  properties minus the value o f its liabilities. In general, real estate company shares trade at a 

discount to  NAV, and the average discount to  NAV varies over time as does the discount o f individual 

companies. Possible reasons fo r  such discount to  NAV include asset m anagem ent fees, taxation 

effects, agency costs incurred due to  separation o f asset ow nersh ip  and m anagem ent, excess
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volatility from  stock market noise arising from  uninform ed trading in shares and the stock market's 

lack o f confidence in the  real estate company management. The concept o f  trading a t a discount 

to  a real estate com pany's  share is essential fo r  perfo rm ance  eva luation o f listed real estate 

com panies because the  lesser the  d iscount be, the  lesser the  a m o u n t o f the  costs as set o u t 

above.

Someone may consider th a t a value should be assigned on land bank reserve possessed by real 

estate companies. To assess the adequacy o f a real estate company's land bank reserve, one may 

calculate the ratio between the value attributable to  the areas tha t w ill be subject to  development 

in the  near fu tu re  and the  m arket value o f the  company. The larger this ratio to  be, the more land 

bank reserve the  com pany has relative to  its size.

Since real estate developers require s ign ificant sum o f fu n d  to  develop the ir property projects, 

the ir gearing ratio is normally higher than companies engaged in o ther businesses. The existing 

high interest rate env ironm ent w ou ld  certainly a ffec t the  perform ance o f those highly-geared 

real estate companies; accordingly, rising interest rate trend  de fin ite ly  h inters some o f  those 

highly-geared from  fu rthe r expansion.

W hen w e come to  evaluate REITs, the  NAV, the land bank reserve and gearing ratio may no t be 

appropriate because o f the nature o f and restrictions on REITs. W e have to  bear in m ind th a t the 

REITs are restricted by trust deed or investment guideline on level o f borrowings, dividend payout 

ratio and o ther areas. W hen w e  compare the  gearing ratio, it w ill be meaningless as the gearing 

ra tio  does n o t in fac t represent th e  financ ing  perfo rm ance  o f a REIT b u t actually reflects the  

financing restriction imposed on it. These characteristics make us focus on d ifferent attributes o f 

the REITs to  evaluate the ir performance.

One o f the most com m only adopted performance measures is "funds from  operations" ("FFO"). 

Under a REIT, the dividend payout ratio is fixed in the trust deed and the investors concern on the 

cash flows available to  the REIT fo r the  dividend payout. W hen w e  look at the accounting profit, 

the ability o f dividend payout may be distorted by certain non-cash income and expenses, which 

include depreciation and am ortization o f fixed assets, revaluation gain or loss on properties, and 

other items. The FFO is th o ugh t by some to  approximate the recurring cash flows available to  pay 

dividends. FFO can be viewed as the net operating profit earned by the REITs after adjusting fo r the 

non-cash items. The higher o f the FFO represents the higher the amounts o f cash on hand available 

fo r  d is tribu tion  to  the  REIT un it holders. The FFO is able to  dem onstra te  the  d ividend payout 

capability o f a REIT and it is regarded as a better and more meaningful performance measurement 

fo r REITs.

A no the r measure to  evaluate the  perform ance o f REITs is the  "d iv idend d iscoun t". One o f the 

defin ing characteristics o f REITs is the relatively large portion o f the  return to  the investors th a t is 

accounted fo r  by dividends, rather than th rough  price appreciation o f the  units. In US, research 

has show n th a t the  p ropo rtion  o f return provided via d iv idends fo r  US REITs is approxim ate ly  

6 5 %  o f the  to ta l return. Price o f a REIT u n it can be estim ated by a simple d ividend valuation 

model w ith  reference to  the variables o f dividend payout by a REIT, expected return rate demanded 

by the investors and the expected g row th  in the dividend. The investors can compare the current
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market price against the  estimated price w orked o u t by the investors and see w hether the  REIT is 

w ell-perfo rm ed over the  expectation o f investors.

O ther than above, w e  should also consider o ther qualitative factors fo r  perform ance evaluation 

o f a REIT o r a listed real estate company. For example, the  p o rtfo lio  o f  properties (by location 

and type o f properties), experience o f the  management, and percentage o f the lease maturities 

in any given year. These factors may indicate the fu tu re  g row th  o f a REIT or a listed real estate 

com pany and the  s tab ility  o f  the  incom e/d iv idend  generated fro m  such investm ent. These 

qualitative factors are vital fo r  investors to  evaluate the  fu tu re  perform ance o f a REIT or a listed 

real estate company.

Distribution Policy

M anagem en t o f  a listed real estate com pany has the  abso lu te  d iscretion to  de te rm ine  the  

company's div idend policy - they  may declare a h igh or a low  div idend payout ratio. REITs are 

however required to  pay o u t a significant portion o f the ir profits to  the unit-holders. As set ou t in 

the Hong Kong's Code on REITs, no t less than 9 0%  o f a REIT's audited annual net income after 

tax needs to  be d istributed.

There have been fo u r  REITs listed in Hong Kong since the Code on REITs was issued abou t three 

years ago by the  Securities and Futures Commission, and they are the  Link REIT com prising o f 

retail space and parking areas o f public housing estates in Hong Kong, the Prosperity REIT owning 

office and industrial properties in Hong Kong, the GZI REIT holding commercial properties located in 

Guangzhou, the PRC and the Champion REIT owning prime office properties in central Hong Kong.

Under the  trus t deed o f each o f these REITs, d istributab le  incom e is defined as the  audited net 

p ro fit a fte r tax o f  the  REIT adjusted to  e lim inate the effects o f  certain adjustments w h ich  have 

been reflected in the  REIT's net profit. A fte r e lim inating these adjustments, d istributable income 

may be d iffe ren t from  the  net p ro fit prepared under Hong Kong's accounting standards.

The Link REITs d is tr ib u ta b le  incom e is th e  ne t p ro f it  a fte r tax, ad jus ting  fo r  (1) unrealized 

p rope rty  reva lua tion  gains ( inc lud ing  reversal o f  im p a irm e n t provisions), (2) recogn ition  o f 

negative goodw ill, (3) realized gains on disposal o f properties, (4) deferred tax charges/credits 

arising fro m  property  va lua tion  movem ents, (5) fa ir  value gains on financia l instrum ents, and 

(6) o th e r materia l non-cash gains.

The Prosperity REITs distributable income is the net profit after tax, adjusting fo r (1) unrealized property 

revaluation gains/losses, (2) impairment loss o f goodwill/recognition o f negative goodwill, (3) realized 

gains on disposal o f  properties, (4) deferred tax charges/credits arising from  property valuation 

movements, fa ir value changes on financial instruments and tax deprecation allowances claimed, 

(5) differences between cash and accounting finance costs, (6) IPO costs, (7) m anagem ent fees 

paid by issue o f fund  units, and (8) o the r material non-cash gains/losses.

The GZI REITs distributable income is the  net p ro fit a fter tax, adjusting fo r  (1) unrealized property 

revaluation gains (including reversal o f im pa irm ent provisions), (2) realized gains on disposal o f
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properties, (3) fa ir  value gains on financial instruments, (4) deferred tax charges/credits arising 

fro m  property  valuation movements, (5) expenses paid in connection  w ith  issue o f  new  fu n d  

units, and (6) any ad justm ents in accordance w ith  Hong Kong's accoun ting  standards w h ich  

increase those recorded under the  PRC's accounting  standards on w h ich  the  accounts o f cash 

available fo r  d is tr ib u tio n  is based (inc lud ing  reversal o f  deprec ia tion  charge on investm ent 

properties), and (7) o ther material non-cash gains.

The Cham pion REIT's d istributable income is the  net p ro fit a fte r tax, adjusting fo r  (1) unrealised 

p roperty  revaluation gains/losses (includ ing im pa irm ent provisions and reversal o f  im pa irm ent 

provisions), (2) im pa irm en t loss o f  goodw ill/re co g n it io n  o f negative g oodw ill, (3) differences 

between cash and accounting finance costs, (4) realised gains on the disposal o f properties, (5) fa ir 

value changes on financial instruments, (6) deferred tax  charges/credits in respect o f p roperty  

va lua tion  m ovem ents, fa ir  value changes on financ ia l ins trum ents  and com m ercia l bu ild ing  

allowances/capita l a llowances and o the r tax deductions claimed, (7) managem ent fees paid by 

issue o f fund units, (8) IPO costs, and (9) o ther material non-cash gains/losses.

W hen these lists o f adjustments are compared, it w ou ld  no t be d ifficu lt to  spot tha t most o f the 

adjustments relate to  non-cash items like property revaluation gains/losses, treatm ent o f goodwill, 

fair value movements o f financial instruments, and deferred tax impacts resulted from non-cash items 

recorded in net profit. All o f these adjustments are required mostly because o f the new accounting 

standards (like HKAS 39 Financial Instruments: Recognition and Measurement and HKAS 40 Investment 

Property) became effective at the beginning o f 2005. Most o f these new accounting standards require 

fair value measurement on balance sheet items and the resulted changes in fair value between reporting 

dates be reflected as income or expenses in the income statement.

One notable adjustment necessary fo r the GZI REIT is the accounting standard differences between 

Hong Kong and the PRC. Since all properties o f the  GZI REIT are located in the  PRC, it is obvious 

tha t the property holding vehicles need to  fo llow  the PRC's accounting standards fo r preparation o f 

their statutory financial statements, which determine the am ount o f cash available fo r distribution 

to  unit-holders. Accordingly, this ad justm ent has to  be included fo r  the  GZI REIT w h ils t it is no t 

necessary fo r the o ther three REITs which were established solely w ith  Hong Kong properties.

Because o f  the  perceived s ign ifican t impacts fro m  the  non-cash items like p roperty  valuation 

gains/losses on the  reported accounting profit, ones have to  study the  adjustments required on 

the  accounting p ro fit to  arrive a t a REIT's distributable income as set o u t in its trust deed in order 

to  understand the  am oun t o f  cash generated from  operations w hich  is available fo r  d istribution 

to  unit-holders.

About this publication

The information in this article is w ritten  in general terms and does no t constitute any representation 

or opin ion o f the w rite r and/or Deloitte Touche Tohmatsu. It is intended as a guide only and the 

application o f its contents to  specific situations will depend on the particular circumstances involved 

and accordingly it cannot be relied upon as a substitu te fo r  professional advice.
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The com b ina tion  o f China's rapid econom ic deve lopm ent and urban iz ing  popu la tion  makes 

p roperty  an a t打active industry fo r  fo re ign  investors. B「oad challenges, however' such as high 

taxes, tenancy registration, clarity o f land tit le  and scrutiny over repatria ting rental income and 

o the r funds fo r  d js trjbu tjon , have discouraged some investors 什〇m buying physical real estate 

assets. A t the  same tim e, the  central gove rnm en t in Bejjjng has clam ped dow n  〇n property- 

related 丨ending, in a bid to  cool the sector

As a result, developers and investors alike have been looking fo r new  and 丨egally-robust ways to  

partjdpa te  in the  m arket and generate cap ita丨什〇m PRC real estate assets.

A Pioneering Transaction

The recent and successful launch o f Hong Kong's first real estate investment trust (REIT) made up 

solely o f PRC properties has created a novel tem plate fo r investors to  tap the value in commercial 

portfo lios in the country, whHe enjoying the  benefit o f the  Ijqujdjty associated w jth  investing in a 

listed vehicle.

A 干te r innovative legal structuring, property developer Guangzhou Investment Com pany (GZI), a 

Guangzhou m unicipal gove rnm en t entity, packaged fo u r  prime shopping and o幵ice build ings 

in to  a REIT fo r  listing. GZI REIT Asset M anagem ent Lim ited, the  manager, then set up a Hong 

Kong holding com pany to  acquire the properties held th rough  British Vjrgjn Islands (BVI) special 

purpose vehicles and devised an asset ho ld ing  structure suitable fo r  丨jstjng via an in jtja 丨 public 

o 什ering in Hong Kong. The listing vehicle raised US$230 m illion in the  process.

GZI, w hich  sold the  properties to  the  REIT, can use the  funds to  low er jts gearing and increase 

cash flow  to  con tr ib u te  t 〇 existing and fu tu re  projects. The REIT can be used as a vehicle fo r  

d ivestment and GZI may o幵er to  the REIT any suitable properties 什〇m those 也 at GZI is developing 

over the next fe w  years, helping the REIT t 〇 fu r th e r expand jts po rtfo lio  and investor base.

W ith  GZI REIT as the benchmark, several similar deals now  in the pipeline w ill help thjs new  asset 

class to  evolve in China.

Equally s ign ificant, by clearing various regula tory hurdles in bo th  Hong Kong and the  PRC to  

secure the  necessary governm ent approvals, GZI REIT has also shown o the r types o f real estate 

investors in China how  to  m inim ize general risks 什〇m uncertainties over PRC tax, foreign exchange 

and 丨and tit le  issues.

Regulatory  C om fort

The key to  GZI REIT was creating an entirely new  legal structure to  overcome a range o f onshore 

and offshore issues and com ply w ith  the  requirements 〇f  PRC, Hong Kong and BVI 丨aw.

The Hong Kong Securities and Futures Commission (SFC) had revised its rules only a fe w  months 

earlier to  a llow  丨ocally-Hsted REID to  invest in overseas properties. A nd because the  tes t case 

involved China, the regulator was meticulous in examining every aspect o f 仂 e transaction, leading 

to  lengthy neg〇t ja t j〇ns. (丁he SFC was aware th a t many PRC developers are keen t 〇 fo l lo w  the
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GZI REIT example so w anted to  set a precedent jt w ou ld  be com fortable fo llow ing  in the future.)

Satisfying the  various regulatory au thorities in the  PRC was equally complex. For example, the 

structure involves unique approvals 什〇m the State Administration o f Foreign Exchange fo r remitting 

d is tr jbu tjons  o f funds  to  the  fo re ign  property  ho ld ing  companies. U ltimately, the  regulator's 

sanction allows each o f  the  fo u r  build ings in the  REIT to  convert the jr renm inb j-denom inated 

rental income into foreign currency' so th a t rental income 什〇m the properties can be repatriated 

onshore in Hong Kong dollars w ith o u t undue delay, as the  SFC required.

Further, to  tackle potentia lly  problematic regulatory issues concerning 丨and title, discussions w ith  

the  PRC Land Bureau were essentia丨 to  ensure the  tim e ly  transfer o f  the  p roperty  七ties to  the 

o ffshore p roperty  ho ld ing  companies and the  com p le tion  o f the  reorganization fo r  GZI REIT's 

required asset hold ing s truc t暖 .

M eanw hile , because each p roperty  in the  REIT is d irectly ow ned by an onshore  BVI company, 

and because fore ign property owners are no t a llowed to  have any operations onshore fo r  PRC 

tax reasons, an onshore PRC company had to  be appoin ted to  collect and rem it rentals, and to  

operate and manage the buildings.

N ew  Opportunities

W hile  jt is com m on fo r governm ent-run en tires  to  set m arket precedents in China, the  various 

approvals granted fo r the inaugural China REIT w ill have particularly far-reachjng impljcatjons on 

the at仃action o f PRC real estate fo r the private sector In particular, the lessons leam t 什〇m w orking 

w ith  both the SFC in Hong Kong and the various PRC authorities will help foreign investors negotiate 

w ith  regulators on both sides o f the border in a variety o f property investments.

W ith  the Hsting o f GZI RE「 regulators and investors aHke should be more com fortab le  th a t REIB 

w ith  PRC properties can be structured to  be su ffic ien tly  robust fo r  fo re ign  investors, thereby 

enabling more sim ilar deals to  come to  the  market. However, the  lead tim e  to  preparing PRC 

p roperty  po rtfo lios  fo r  Hstjng remains much longer than fo r  local p roperty  deals, and involves 

more intensive restructuring and overcoming more regulatory hurdles. As a result, notw ithstanding 

keen market interests in the product, the anticipated pipeline o f China REIT deals wjll not materialize 

this year, bu t the continued g row th  o f the  HK REIT m arket w ill come 什om PRC properties.
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W ith  th e  pos itive  in fluence  o f  a n u m b e r o f  push-pu ll fa c to rs  in play, inc lud ing  th e  cred it- 

t igh ten ing  measures targeted a t the real estate market, strong interests o f institu tional investors 

and developers 什om  local and overseas, coupled w ith  the  huge desjre fo r  income-stabjHzed 

investment products by the m ain丨and investors,仂 e burgeoning m arket o f Real Estate Investment 

Trusts (REIL) consisting 〇f  Chinese properties 匕 ready fo r take 〇幵 .

Betting on fu r th e r revaluation o f the  Chinese currency and the  continued robustness o f o ffice  

and retail space demand underpinned by the ongo ing  IjberaHzatjon o f fore ign investment rules, 

overseas investors have been flocking into China to  snap up or develop yield-accretive commercial 

properties, fo r  enhancem ent fo r  the ir real estate funds o r po tentia lly  t 〇 spjn o ff  as REIE in the

〇v已「seas ma「k6ts.

A t the  same tim e, the surge o f overseas interests in China real estate m arket in e幵ect has come 

to  the  aid 〇f  the  local developers, w h o  are under pressure to  raise capital am jd the  restrictive 

credit p〇Hdes adopted by the centra丨 governm ent and are struggling to  explore alternative funding 

source. As a result, REIB have emerged as the  subject o f some vigorous discussions in China 

recently, and many m arket players have advocated the  establishm ent o f a 丨oca丨 REIT m arket to  

solve the  current problems in the  industry.

The Central G overnm ent has enforced stricter rules on bank loans extended to  the  real estate 

m arke t since 2003  th a t  began w jth  the  issue o f No. 121 docum en t, w h ich  s tipu la ted  th a t 

developers have to  put in 30% o f the total investment 什〇m their own capita丨 prior t 〇 appHcatjon 

fo r  bank financing, a ratio th a t was lifted to  35%  in the subsequent year. Further adding to  the 

developers' f jn a n d a 丨 d jfficu ltjes w ere the  hike in benchm ark 丨ending rate (fo r m edium  t 〇 long 

term  loans o f 1 〜 3 years) by 27 bps to  5 .76%  in October 2004 as w e 丨丨 as a new  丨and use directive 

in 2005 requiring 丨oca丨 authorises to  levy tax fo r  丨and th a t stays undeveloped fo r over one yea「. 

Moreover, the  governm ent may reclaim sites th a t remained idle fo r  more than tw o  years.

In spite o f the market's enthusiasm tow ard  REIB, the  product has yet to  find  root on China's soil 

due t 〇 the  Hmjtatjons under China's present legal 什am ew ork  govern ing  trus t and secuhtjes 

products. A lthough  the governm ent has already prom ulgated the  Securities Investment Fund 

Law back in 2003, the investment focus o f onshore China funds established under the Fund Law 

are confined to  securjtjes traded in the stock market, and are prohib ited to  take positions in real 

estates directly.

Seizing the  opportun ities  under the  absence o f a REIB 什am ew ork, some trus t and investment 

companies in China have sough t t 〇 fill in th is m arket gap by introducing  R E H ike  structures in 

the  fo rm  〇f  real estate trusts, or so-called quasj-REIh, products w h ich  proved qu ite  popu lar 

am ongst the  y je ld -h u n g ry 「etaH investors, due to  the lack o f investment opportun ities given the 

high stock m arket vo la tility  historically and low  deposit rates o什ered by banks w ith  saving rate 

currently stand at 0 .72% .

Unhke REIB, w hich normally invest in m a tu 「e properties and pay o u t most o f the net income in 

dividends, real estate trusts in China phmahly are lending plays by nature, w ith  some functioning as 

bhdgjng loans t 〇 developers, and are usually tied to  certain pre-ident出ed investment project. Most
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of the schemes have short maturity that generally falls between 1 to  3 years. However, these 

real estate trusts are subject to  some major shortcomings such as no more than 200 units be 

issued in any trust plan and suffer from low liquidity and the prohibition to  advertise via public 

media in their offerings.

Due to  the lack o f proper legal infrastructure, the only viable route to  set up a China REIT at 

present is to  bundle a basket o f properties fo r listing in overseas markets such as Singapore or in 

Hong Kong. The two cities are widely seen to be rivals to become Asia's regional REIT hub, w ith the 

latter having revised its regulation to allow REIT to incorporate overseas assets and raised the gearing 

limit to 45%; whereas the former has in last October revisited its Property Fund Guidelines, w ith the 

result o f allowing partial ownership as well as easing the leverage limit further from 35% to 60% 

to  boost acquisitions both locally and across borders.

These regulatory changes paved way fo r the GZI REIT, the first and the only o f its kind as o f today 

tha t securities China properties, being listed in Hong Kong in December 2005, which saw its 

share price rose 14% on the first trading date. The successful debut o f the GZI REIT has set an 

im portant precedent and created a template fo r fu ture  China REIT listings, and expected to 

stimulate more followers. Capita Land and Macquarie Bank are amongst the likely candidates to 

launch China REITs featuring mainland shopping malls over the short to medium term. The China 

Capital Holding Co., Ltd, a local asset management company, is also reportedly in the process of 

putting together three China REITs, w ith the first one involves the securitization o f a RMB 6 billion- 

worth shopping mall which now looks to be ready to  come online in 2006 at the soonest, according 

to  the China Property Post. The company unveiled that it has engaged DBS as its underwriter and 

financier.

While it will be unlikely to  see a true China REIT listed in the PRC over the short term horizon, it 

may not be a remote possibility either. The country's financial regulators are witnessed to  be 

exploring this instrument and slowly putting in place the regulatory fram ework ready fo r the 

adoption  o f securitization in China, as h ighlighted by the issue o f the  firs t asset-backed 

securitization law, namely The Adm in istra tive  Measures on P ilot Projects o f  C redit Assets 

Securitization, jo in tly issued by the People's Bank o f China and the China Banking Regulatory 

Commission in April 2005. A lthough this rule has been drawn up specifically to  facilitate the 

launch o f the p ilo t credit asset securitizations by the China Development Bank and China 

Construction Bank and has its applications restricted to  credit asset securitizations by financial 

institutions, it remains a significant milestone and permits the regulators to  test water prior to 

approving REIT. Nevertheless, legal impediments aside, fo r REIT to  develop and flourish in the 

mainland, the authorities has to  revolve issues that continue to  deter potential investors from 

entering the market such as market opaqueness, red tape, clarity o f land titles, double taxation 

and the lack o f skilled fund and property management that meet international standard. These 

issues, while complicated and takes time to  resolve, are not insurmountable hurdles, and given 

the strong demand push we are witnessing at present, China REIT may no longer be a dream if 

the regulators recognizes the benefits it will bring to  China, notably to  provide an element of 

stability to  both the securities and property market as well as to  unleash jammed capital flows 

presently locked in the banks' savings deposits and on the developers' balance sheet.
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1.0 W hat is a REIT?

Real Estate Investment Trust (REIT) is a relatively new investment vehicle in Hong Kong which 

is essentially a collective investment scheme aiming to  produce a source o f recurring income 

through focused investment in a portfo lio o f income generating real estate assets such as 

serviced apartments, offices, shopping malls, warehouses, manufacturing facilities, hotels 

and recreational parks. There are several characteristics associated w ith a REIT initiative, which 

is often established w ith  a clear and transparent investment strategy. The Trust pays out the 

majority o f net income to  investors by dividend distribution and there are borrowing limits 

and prohibitions from certain development activities.

2.0 Global REIT M arket

In overseas markets, REITs have been around in the USA and Australia since 1963 and 1971 

respectively. In the Asian market, the first REIT was assembled in Japan in September 2001 

while  tha t in Singapore was July 2002. In a mature market such as the USA, REITs offer 

attractive yields in the longer run when compared w ith  other investment products in the 

securities market which can be demonstrated by Chart 1 below. The distribution o f the REIT 

market value by countries w ith  significant shares at the end o f 2005 is illustrated by Chart 2.

C h art 1: REITS O UTPERFO RM  LEADING U.S. BENCHM ARKS  

Compound annual total returns in percent: Dec 1975 - Dec 2005

Dow Jones 

Industrials: 8.8

NASDAQ 

Composite: 10.9

S&P500: 12.7

REITs: 13.8

0 2 4 6 8 10 12 14 16

Source: National Association o f Real Estate Investment Trusts

3.0 Development of REIT M arket in Hong Kong

In Hong Kong, the  Code on REIT was firs t published by the  Securities and Futures 

Commission (SFC) in July 2003 and a subsequent revised Code was issued in June 2005. 

Authorized by the SFC, the "Link REIT" was the first REIT listed in the Main Board o f the 

Hong Kong Stock Exchange in November 2005.
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C h art 2: GLOBAL M AR K ET VALUE OF REIT BY COUNTRIES, 2005

Netherland

The popularity o f REITs as an investment product is increasing in the local market these days 

w ith  investors' confidence much boosted by the impressive appreciation o f the unit value 

illustrated by the Link REIT. In order to  protect the interests o f investors in publicly traded 

REITs and ensure that this new investment vehicle is properly regulated, the SFC has imposed 

a number requirements to  achieve regulatory aims on listing, managing and operating the 

REIT. The skills and expertise delivered by the surveying profession is much needed to  

support the structuring and managing the REIT in the areas of offering professional services 

such as Market Consultant, Independent Property Valuer and Property Consultant.

The fo llow ing focuses on the roles performed by Building Surveyors w ho are recognized as 

Property Consultants under a REIT scheme.

4.0 Roles of Building Surveyors - Property Consultant

The role o f the Property Consultant is particularly vital in undertaking independent inspections, 

evaluations and assessments in relation to  the physical condition o f the buildings in order to 

confirm that there would be no material defect to  impede the transfer o f the target properties 

into the REIT This exercise will also entail an estimation o f the costs o f existing and forecasted 

remedial works identified during the course o f inspections. The disclosure o f this information 

will enable the public investors to  make an informed decision on their investments.

5.0 Technical Due Diligence

To fully appreciate the services delivered by a Property Consultant in either structuring a REIT 

or acquiring other assets in enlarging an existing REIT portfo lio, the fo llow ing outlines the 

most critical areas to  be examined under a REIT assignment:

5.1 Structural Review

This is needed to  ascertain whether there is any defect that will adversely affect the structural 

integrity o f the building elements w ith  reference to  the Approved Structural Plans and Codes 

o f Practice.
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5_2 Unauthorized Building Works (UBW) Scrutiny

The existing building wHI have to  be examined to  identify the presence o f UBW or any other 

areas in contravention o f the Buildings Ordinance. The use of the building has to  be reviewed 

to  ascertain any non-compHance against the approved usage allowed under the Occupation 

Permit.

5.3 Building Services Survey

All mechanical and elect「 jcal services have t 〇 be inspected to  assess the current state o f all 

plant and equipment agajnst both the design and regulations requirements. Any existing 

and potential problem taken into consideration o f Hfe cycle analysis will have to  be identified 

and reviewed carefully as the expenses associated w ith  plant repai"rep丨acement could be 

very costly. The completeness o f all E&M manuals and maintenance records should be 

properly checked as the absence o f such document will complicate the future maintenance 

management o f the buildings.

5.4 Dilapidation Survey

A 丨丨 external facades,「oofs and internal common areas should be inspected to establish thei「 

overall condition and state 〇f 「epajr. Following the examination, a record should be prepared 

to  capture all defects, defjdendes on fire safety issues and evidence of deleterious materials 

in order to  enable a remedia丨 strategy to  be developed and executed through a yearly rolling 

program me.

5.5 Environment, Health and Safety Compliance Check

An inspection should be conducted to  assess environmental, health and safety risks associated 

w ith the current actjv出 es involved in the subject buHdjng and an audit should be carried out 

to  ensure compliance w jth  appropriate regulations and acceptable management practices.

5.6 Area Survey

It js prudent to undedake a thorough computation of the floor areas based on site verifications 

and available approved plans. This exercise will identify any discrepancy 〇n the gross floor 

areas which needs t 〇 be ironed out and reaffirmed before transferring the asset into the 

REIT. In parallel w ith this exercise, an inspection should be undertaken to verify whether the 

subject building has encroached into the adjoining premises.

6.0 Conclusion

REIL have proved to  be a successful instrument in overseas markets o f higher maturity in 

terms o f size, value and governing regulations. A  large portion of property related issues can 

comfortably and adequately be resourced by the djversjfjed skills o f surveyors and we can all 

collectively develop the  REIT sector in to  our niche market. The continuous partic ipatjon o f 

o u r profession wH丨 no t on ly  open up th is  w in d o w  o f o p p o rtu n ity  fo r  surveyors a t a tim e  

w hen  w e  are expanding ou r professional capabHjties to  m eet the  chang ing  needs o f 〇ur 

society, b u t w ill also unde rp in  〇ur m a rke t pos ition  i n 「e h fo rc in g  Hong Kong as bo th  a 

renow ned  fu n d  raising and REIT hub  in Asia to  stay ahead o f  fie rce  c o m p e tit io n  什〇m 

ovorsoas markets.
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Property prices in China have soared significantly over the last ten years, despite the government 

try ing  various means to  co o 丨 dow n  the  m arket 什om  tim e  to  tjm e . The benefits  o f enjoying 

liquidity through real estate investment trusts (REIB) in dj幵erent jurjsdictjons, w ith high appreciation 

potential in the property market in China, have lured a lot o f foreign investors t 〇 acquire investment 

properties, especially commercial properties, in big cities in China, including Be…ng, Shanghai, 

Guangzhou and Shenzhen. In this article, we wH丨 analyze the possible major hurdles that might 

be faced by foreign investors in acquiring commercial properties in China and ways to  overcome 

such hurdles.

Determining the 叼 ost Cost-Effident Structure

There are several structural options fo r fo re ign investors to  acquire and hold commercial 

properties in China. The most commonly adopted option is t 〇 set up a wholly forejgn-owned 

enterprise (WF〇E) in China and use jt as an investment vehicle. This is the most s tra ight-forward 

option and complies w ith  the legal requirement tha t a fo rm a 丨 entity has to  be established in 

China for the operation o f any business activities w ithin China. However, jt normally takes more 

than a month to  establish a W F〇E in China and as such is unfavourable to  a foreign investor, 

especially when it is eager to  obtain property which is under keen competjtjon. Further, 汁 a 

foreign investor wishes to  establish separate legal entires to  hold each o f the properties to  be 

acquired by it, this op tion  becomes very costly. 见  resolve the  tim e constraints hurdle, the foreign 

investor may adop t a second option  by using an ◦ 行shore en tity  to  acquire the  properties, and 

then use the properties as part o f the capita丨 contribution to  be paid by it fo r  establishing a WF〇E 

in China. This is an expensive alternative as the foreign investor has to  pay various taxes and 

duties tw ice since the acqujsjtjon and capital injection are regarded as tw o  separate transfer 

transactions under Chinese law.

b  overcome the shortcomings o f the above-mentioned options, a third option has been adopted 

by a number o f investors in China, tha t is, the investor wjll use its onshore entity to  acqu^e 

properties in China and 也 en appoint a qualified agent to manage the leasing o f the properties. 

This op tion  allows investors to  avoid the  t im e-consum ing  process o f establish ing a W F〇E in 

Chjna, and they only have to  pay the taxes and duties once. The drawback o f this option is, 

however, the investor would have to  hand the management and control o f the properties to  an 

agent' and bear the related agencies' fees.

Remittance and Conversion of Foreign Currency

Whether foreign currency remitted to China as the purchase price for acquiring properties has to 

be approved by the State 〇r Local Administrative Foreign Exchange Authority  is a grey area. 

Some o f the local administrative au仂 orities believe that the foreign currency can be remitted to 

the operating account o f the vendor, which can be converted into renminbi currency w ithout 

separate a p p ro v a l.〇n the o ther hand, some 〇f  the local administrative authorities hold a 

completely deferent view and maintain tha t approval fo r converting the foreign currency into 

renminbi currency is required. However, such local administrative authorities may refuse to grant 

approval on the grounds that there is n〇 clear law and regulation which gjves them authority to 

grant approval.
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Although the party faced w ith  this problem is the vendor, it is common tha t the vendor will 

refuse to  proceed w ith  the sale (on assumption tha t no legally binding agreement has been 

signed or there is an exit clause in the agreement) if such problem remains unresolved. In some 

o f the cases, the parties are able to  resolve this hurdle by obtaining informal confirmation from 

the State or Local Administrative Foreign Exchange Authority that all o f the purchase prices can 

be remitted into the operating bank account o f the vendor and the purchase prices in foreign 

currency can be converted into renminbi w ithou t formal approval.

However, the law is catching up in this area. In November 2005, a Notice regarding Problems in 

Goriverting Foreign Currency Remitted fo r Sale o f  Onshore Properties by Domestic Companies 

was issued by Shanghai Administrative Foreign Exchange Authority. Under the said Notice, 

approval should be obtained from  Shanghai Administrative Foreign Exchange A u thority  fo r 

converting any foreign currency received for sale of onshore properties, which exceeds the threshold 

o f US$100 million. We believe tha t other local administrative authorities may fo llow  the new 

policy, in line w ith  the state policy to  slow down property transactions in China. The foreign 

investor and its legal counsel should keep a close eye on the development o f this area and 

communicate w ith  the local administrative authority in advance to  ensure tha t such w ill not 

become a deal breaker.

Tax Saving Mechanism

For purposes o f determining market price o f the properties to  be sold, valuation reports will be 

prepared by the vendor in advance. However, there is still a risk tha t the "m arke t price" as 

reflected in the valuation reports may be rejected by the taxation authority, especially when the 

purchase prices of the properties in the neighbourhood are substantially higher than the "market 

price" or purchase price o f the properties in the contemplated transaction. To overcome such 

hurdle, a more comprehensive valuation report and advance communication w ith  the taxation 

authority should be done at an early stage.

In addition to  the one-off deed tax payable for acquiring properties in China, generally speaking, a 

foreign investor has to  pay business tax, municipal properties tax and w ithholding income tax OR 

foreign enterprise income tax. The tax payment payable under w ithholding income tax is much 

less than the tax payment under foreign enterprise income tax. Therefore, in order to  save tax 

payment to  the greatest extent, the investor should consider choosing a structure which will not 

fall into any o f the circumstances where foreign enterprise income tax is required.

Legal Title

Unlike Commonwealth countries, there is no perfect or secured system to ensure that the investor 

can obtain the legal title  o f the properties acquired by it after closing. The investor would face 

great hurdles in obtaining the certificates o f title o f the properties if the vendor disappears or is 

uncooperative after receiving the purchase price. One way to overcome such hurdles is to withhold 

part o f the purchase price before closing and release same to  the vendor after the investor 

obtains the legal title  o f  the properties. However, this solution is unlikely to  be accepted by the 

vendor and the investor does not have much bargaining power if there are several investors 

competing w ith one another fo r the same properties.
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The above issue w ill become more complicated if the vendor has to  utilize a substantial part of 

the purchase price o f the properties to  discharge the mortgages from the mortgagee. There is 

always a risk th a t the vendor may use the  purchase price fo r  o the r purposes, instead o f 

discharging the mortgages. Some o f the banks are w illing to  resolve this problem by signing a 

three parties' agreement w ith  the vendor and investor, confirm ing tha t the bank w ill use the 

purchase price credited into the vendor's bank account to  discharge the mortgages over the 

properties. However, some of the banks are reluctant to  undertake any additional responsibilities 

and refuse to  provide any kind o f cooperation. Further, even if the bank agrees to  sign the three 

parties' agreement, risk remains that a creditor o f the vendor may apply through court to  freeze 

its bank accounts, rendering the vendor and the bank unable to  use the purchase price credited 

into the vendor's bank account. Nevertheless, given tha t the property prices in China have 

soared significantly in the past years and the cash flo w  conditions o f the vendors are much 

improved nowadays, the said hurdle would be overcome if the vendor can use its own funds to 

discharge mortgages over the properties prior to closing.

Encouraging Future

The number of foreign investors in the property sector in China keeps increasing. Equipped w ith 

more and more experience in resolving different kinds o f legal or regulatory hurdles in property 

transactions, foreign investors should realize that there are always ways to  overcome the hurdles 

and move forward.

This article is published for reference purpose only and should no t be relied upon or be construed 

as legal advice. The reader should seek independent legal advice on specific issues separately.
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