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EXECUTIVE SUMMARY

Real estate investors in Hong Kong commit capital to acquire land, build and
manage property and aim of capital appreciation and income generation through
leasing activity. Investments are carried out with varying time horizons; directly
through private or listed equity or through participation in investment funds or
REITs. Whilst mindful that other micro and macroeconomic, fiscal and regulatory
factors also influence returns at listed property companies, this report focuses
specifically on the environmental, social and governance (ESG) risks and
opportunities for the listed Hong Kong real estate sector. As we shall see in
this report, awareness and management of ESG risk is a key business issue,
going way beyond the ‘softer’ focus on corporate social responsibility (CSR) as

community investment, which many players already feel comfortable with.

U B oy M 508 H BB AU Lt @ A B, H bR
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As with all Responsible Research reports, we use our Asian Sustainability
Rating™ tool with additional sector specific criteria to benchmark the sector,
identify the ESG leaders and laggards and analyse the practices that place them
in these positions. In general scores in our Hong Kong universe were extremely
low compared to regional property leaders; the average score of the top five real
estate companies in Asia ex Japan is 70 percent whereas the Hong Kong ‘leaders’
average just 34 percent. The highest scores were seen on governance indicators,
as shown by the table below.

Company ame | Code | sk Gen. [E 5 |G| ector Speoic

Hang Lung 10:HK 39% 31% 20% 19% 84% 60%
Sun Hung Kai 16:HK  32% 85% 15% 3% 56% 20%
Sino Land 83:HK  31% 15% 20% 19% 64% 60%
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In order to understand risks to sustainability, ESG analysis is particularly
relevant in the real estate sector because built property is a long-term fixed
asset, irrespective of an investor’s time horizon. By analysing property with ESG
issues in mind, responsible real estate investors are able to fulfil both their
fiduciary duty to generate returns while contributing towards a healthy and more
sustainable built environment - in Hong Kong’s case, a densely populated area
of seven million people living in just over 1,100 square kilometres.
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Shareholders in Hong Kong, and around the world, are increasingly seeking real
estate investments that take ESG issues into account to generate sustainable
returns, better buildings and stronger communities. Indeed, from a risk mitigation
standpoint, proactive ESG management has enabled Hong Kong’s leading
property companies to respond more quickly and effectively to a range of new
measures introduced by the government during 2010, including the introduction
of mandatory building energy codes and legislation on the responsible marketing
of properties.

AR A ) 2 IS MK B IERIRN S SRS LE 2[R RIFA ST AE AT
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Buildings have an important role to play in addressing global sustainability
challenges. From an environmental perspective, Hong Kong’s iconic commercial
and residential skyscrapers which use 89 percent of the territory’s electricity are
well known for their blaze of neon. Their energy usage is more than double
the proportion used by buildings globally. Moreover, buildings in Hong Kong
contribute close to 70 percent of the city’s greenhouse gas (GHG) emissions.
This is the chief focus of a government policy that will ensure that Hong Kong
meets its public commitment to reduce carbon intensity from 50 to 60 percent by
2020 against a 2005 baseline. Current and future real estate investments should
be factoring in the risk of future policy changes either updating building codes or
putting a financial cost on these emissions.
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We believe there is a market opportunity for those companies willing to take
steps towards greater sustainability. There is a growing body of evidence that
‘green’ buildings are likely to see higher rates of long term return than more
resource intensive structures. Research from 2010 by the European Centre for
Corporate Engagement at Maastricht University highlights that green buildings
command premium rental rates and sales prices over conventional office buildings.
Further, effective rents are higher by six to eight percent due to a combination
of occupancy levels and rents, and research sees transaction values are up to
18 percent higher. Moreover, evidence on the direct economic implications of
retrofitting and retro-commissioning shows that these investments can lead to
financial returns that easily surpass institutional investor hurdle rates.
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However, awareness of these findings among property market participants is
limited, evenin the developed US green building market. In Asia, where awareness
of the benefits of sustainable business practices lags generally, examples of
improved investment returns on green buildings remain more anecdotal and
focus on reduced operating costs rather than long term sustainability. There is
yet no long-term academic research into the issues of premium for Asian green

n .




building. This lack of evidence and education is potentially one of the largest
stumbling blocks in the journey to a more sustainable built environment and is
a key opportunity for collaboration between responsible investors and academic
institutions and research houses.
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Additional environmental concerns for the sector include the over-development
of Hong Kong’s most valuable asset - its harbour - as well as ongoing resource
availability, related to the increasing scarcity of water and some construction
materials. Lastly, the lack of government regulations in place to control the
development of land adjacent to national park land have caused increasing public
anger this year.
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H, DASCRTHFER BRI, IX O AR B H e = A9/ S8t S R RL . I
Eﬁﬁiﬁﬁ%%uﬁﬂﬂ%ﬁ%ﬁﬁiﬂZE%,éﬁaﬁﬁﬁﬁﬁﬁﬁ
ZLIAN o

Social risks and opportunities can be categorised as follows: consumers,
employees and the community. From a consumer perspective, a proportionally
large number of Hong Kong residents are active participants in the domestic
real estate market but often receive inaccurate or incomplete information about
the properties they buy. Prices are further influenced by misinformation and
unrestricted speculation. Similar to environmental impact issues, social issues in
real estate are likely to affect future policy. In this case, the drive to increase
transparency in the property marketplace will be a continually important issue
for investors.

AL PE R RIPL S Al %l N op2: TP, e RIAED . A S R A
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ks 47 21 R N S
‘Affordable’ or ‘low income’ housing has not historically attracted interest from
Hong Kong's private developers, who tend to focus on high-end developments
with higher yields. However there is a potential growth opportunity in this
sector, given the increased need to house migrant labour, as well as the Chinese
government’s moves to assure a sustainable property market throughout Greater
China, including the Special Administrative Region of Macau. Opportunities in
social housing may even develop in Hong Kong as the government considers
ways to meet the needs of the majority of residents who are unable to afford
a private residence. As of 30 March 2010, 30 percent of the population live in
public rental housing.
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Employee issues are an important aspect of the real estate supply chain,
particularly regarding health and safety factors during the construction phase.
This report will highlight the risks caused by the lack of control that Hong
Kong real estate developers have in their diverse supply chains. Whilst cost
remains the primary driver for contractors who win projects, we also analyse
construction companies that are taking the lead in managing their ESG risks,
thereby differentiating them in the competitive construction marketplace.
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Good corporate governance is always required to maintain the integrity of
businesses, financial institutions and markets. Therefore, good governance is
central to the health and stability of Hong Kong’s economy. Listed real estate
and construction companies form an important part of the local stock market,
at around 14 percent at the end of 2009, whilst providing substantial revenue
for the government through the land bidding system. In addition to the revenue
generated from land sales and property tax, almost 17 percent of Inland Revenue
collections were from stamp duty in the financial year to 2009, a total of HK$32.2
billion.
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The alignment of interests between a small number of large Hong Kong
developers and the Hong Kong government has been brought into the spotlight
recently due to a number of high profile incidents that have demonstrated the
lack of transparency in the real estate transaction process. This report examines
the governance disclosures of the largest Hong Kong developers as well as the
independence, quality and leadership of boards. This is found to be particularly
important at listed companies with a large influence from a single group of family
shareholders, who may not always act in the best interests of other minorities.
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