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INTRODUCTION

The Hong Kong office market has experienced several distinct eras over the past half-century. The 1970s

saw rapid growth in demand from British and local firms, followed by the arrival and subsequent
dominance of multinationals in the 1980s and 1990s. Mainland Chinese companies came to the fore

since the 2000s and now account for a large portion of office leasing demand.

More recently, the adoption of agile working, emphasis on workplace wellness and growth in
- ‘ ﬁ decentralised office supply have prompted a re-think in corporate real estate strategy among occupiers

in Hong Kong - trends that together with the COVID-19 pandemic will result in very different demand

patterns in future.

This three-part report by CBRE Research explores these and other key occupier trends in Hong Kong and

explains how the city’s office market will evolve in the years to come.
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CHAPTER 1: OCCUPIER FLIGHT TO QUALITY

Chapter 1 tracks the evolution of Hong Kong's office market over the past four decades, with a special
focus on how and why flight-to-quality decentralisation has emerged as a key trend since the early
2000s.

Chapter 2 profiles existing and future office clusters and explains how leading portfolio landlords have
transformed traditional office buildings into integrated communities, creating myriad benefits for both

occupiers and the general public.

Chapter 3 lays out COVID-19 era office strategies in Hong Kong and includes a robust assessment of

potential challenges and constraints.
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OFFICE DEVELOPMENTS
IN HONG KONG

Office buildings in Hong Kong can be classified into three
general categories:

» Commercial precincts by emergence;

* Mixed-use developments by planning; and

» Pure office blocks.

(see definitions in the Appendix on page 25-26)
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Figure 1: Composition of Grade A office -
developments over time
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The 1970s saw the emergence of developer-landlords
Figure 2: Grade A office stock by

associated with local conglomerates. These firms created
development nature

many of today’s comprehensive commercial precincts by
redeveloping ageing properties belonging to affiliated group

Commercial Precincts companies. Examples include Wharf’'s Harbour City,
by Emergence

19%

Hongkong Land’s Central portfolio and Hysan’s Lee Gardens.

Pure Office While these commercial clusters were first formed three to
Blocks
40% 4 four decades ago, owners have continued to maintain,
PERCENTAGE OF modernise and redevelop individual properties in these
TOTAL SQUARE
FOOTAGE developments, ensuring they remain competitive.
(NFA)
Planned mixed-use developments such as Times Square,
Grand Central Plaza and IFC came to the fore in the 1980s
and 1990s. These projects are typically built on scalable
Source: CBRE Research, October 2020 government land plots, rather than via site amalgamation.
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Recent years have seen a sharp decline in new mixed-use Figure 3: Government commercial land supply

developments as many of the larger sites available for No. of Sites
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tender are in emerging commercial districts with relatively
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strong retail sales, and e-commerce continuing to increase -
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floorspace in new developments to office use to cater to

strong demand.

O
market share, developers now prefer to allocate most

Recent years have also seen an increase in the

Site Area
development of pure office blocks on smaller private sector = 1.25,000 sq. 25,001-50,000 sq. .
redevelopment sites, particularly at a time when there has 50,001-75,000 sq. . #75,001-100,000 sq. ft.

y = >100,000 sq. ft.
been a drop in government land supply.

Source: CBRE Research, October 2020
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l .
COMMUNITY-BUILDING

While many occupiers find offices located atop shopping

Figure 4: Hong Kong East and Kowloon East vacancy
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malls to be appealing locations, buildings lacking such S0

facilities but providing high specification, cost-effective 30%

space within a community environment 25%

nevertheless hold strong appeal. For many years, 20%

buildings in Swire’s Taikoo Place portfolio, which lacks a 15%

large retail component, have recorded some of the 10% f
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Figure 5: Tenant inflow into decentralised submarkets

Office development in Kowloon East commenced in the Inflowing Demand (mil sq. ft.)
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" FLIGHT-TO-QUALITY T ——
DECENTRALISATION e ST I e
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While cost is a major driver of office decentralisation,
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flight-to-quality is another key consideration. The average
. & 9 Admiralty &
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to occupiers seeking to upgrade their office premises East

while keeping CAPEX under control.
30 35
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Source: CBRE Research, August 2020
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The high concentration of core submarket

Figure 7: Grade A office rental spectrum

buildings towards the steep end of the rental
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Source: CBRE Research. October 2020

quality activity in recent years.
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Figure 8: Grade A office specifications spectrum
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Buildings in decentralised submarkets typically have larger

floorplates, higher ceilings and are newer than those in
traditional core submarkets. For instance, 16 of the 41 office
buildings in Hong Kong with a floorplate over 20,000 sq. ft.
(net) are in Kowloon East.
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Lift Ratio (# per 100,000 sq. ft. NFA)
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There are, however, no significant differences in lift ratios
between the two locations. Despite buildings in Central
having smaller floorplates and lower ceilings, properties
in the district generally have higher lift ratios, thereby

providing more efficient vertical transportation.




Figure 9: Grade A office rental levels v.s. building specifications
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. s . . High rents and tight space availability have inhibited
Figure 10: Distribution of total occupied space

occupier movement and expansion in core office
Total Occupied Space (mil sq. ft., NFA)
80 submarkets for several years. However, by relocating

- entirely or partially to decentralised locations, occupiers

can expand their office footprint without increasing
60
overheads. Citywide occupied space has increased by

50
23.8 million sq. ft. over the past 20 years, 72% or 17.2

20, million sq. ft. of which has been realised in decentralised

30 locations.

Corporates relocated 2.1 million sq. ft. of office footprint
away from core submarkets between 2013 and 2019.
Occupiers that completed such moves during the period

now maintain a 70:30 ratio of space across decentralised

H Core & Decentralised

and core markets, respectively.
Source: CBRE Research, October 2020
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Figure 11: Distribution of larger corporate offices (2019 v.s. 2016)
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Source: CBRE Research, October 2020 *Data as of March 2019
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Several major occupiers have set up large
offices in decentralised office buildings in
recent years. This has been achieved either
by moving some functions from core
submarkets and/or by consolidating various
smaller offices from across the city to improve
operational efficiency. Buildings in Hong
Kong East and Kowloon East have attracted a
fair number of large-sized offices (30,000 sq.
ft. to 50,000 sq. ft.), while Wong Chuk Hang
has seen the establishment of numerous
medium-sized (10,000 sq. ft. to 30,000 sq.
ft.) offices owing to the smaller floorplates

available in the district.



-

The recent wave of decentralisation has
transformed Hong Kong East and Kowloon East
from back office districts to headquarters
destinations. Multinational banks and insurance
companies such as JP Morgan, Citi, Manulife and a
few others now all operate offices of over 100,000
sq. ft. in these districts. Some companies now
possess larger offices in decentralised areas than

those in core locations.

While 90% of the legal sector’s office footprint
remains in core districts — making it the industry
with the largest volume of space in the Central
CBD - recent years have seen several international

law firms establish offices in Hong Kong East.
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Figure 12: Distribution of companies by sector
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While cost and flight-to-quality have been the major

Figure 13: Distribution of Grade A office stock

drivers of decentralisation, the completion of a large
Grade A Office Stock (mil sg. ft., NFA) .
100 volume of new supply in non-core areas has also

9 facilitated the movement of large occupiers out of the
m Core ™ Decentralised

80 CBD. Over the past 20 years, Hong Kong’s decentralised

20 office stock has doubled to 37.8 million sq. ft. and now

. accounts for 46% of the city’s total Grade A office stock.

- Around 44% (16.8 million sq. ft.) of decentralised space

is in Kowloon East.

40
i Although several new buildings are due to be completed
in core submarkets over the next few years, the stock gap
- between core and decentralised submarkets will continue

%o — ko0 B - to shrink — a trend that could lead to more front offices in

Kowloon East and Hong Kong East. The former will
Source: CBRE Research, October 2020

continue to account for most new decentralised supply
(34%, 3 million sq. ft. in 2020-2024).
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While the precise specifications of new projects

Figure 14: Floorplate size in Grade A office pipeline 2020-2024

under development have yet to be released, the
No. of Development Projects

estimated floorplate size of office buildings in the 0

pipeline suggests that decentralised locations will BCore m Decentralised
continue to provide attractive options for large 10
occupiers and facilitate office decentralisation in

the coming years.

Cost-driven occupiers will likely focus on new
schemes in East and West Kowloon due to the
relatively high availability of a wide range of
options at very competitive rents. Hong Kong East
is set to attract Hong Kong Island-based occupiers -

- i . <5,000 5,001 -10,000 10,001 -20,000  >20, 000
wishing to pursue flight-to-quality moves.

Floorplate Size (sq. ft. NFA)
Source: CBRE Research, October 2020
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REDEFINING OFFICE
SUBMARKETS

A range of factors including cost, business
continuity planning, infrastructure and
technological advancement have driven a shift
in office leasing strategy in recent years.
Depending on their industry and nature of
business, many corporates now find it feasible
to base their operations in locations outside
core office districts. As new, attractively-priced
and high-quality office buildings come on
stream in decentralised areas, the role and
function of Hong Kong's office submarkets will

evolve in the post-COVID-19 era.
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HONG KONG EAST

Since 2000, Quarry Bay, which forms the core of the Hong
Kong East submarket, has attracted a large number of
multinational companies — a trend CBRE expects to continue
and which may eventually dilute the concentration of

headquarters offices in Central.

New and high-quality premium Grade A buildings with large
floor plates will strengthen the appeal to Quarry Bay to sizable
occupiers seeking a move away from the CBD. In the coming
years, the district is expected to welcome a growing number of
financial and professional services firms, some of which will

consolidate front and back office functions.
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Growing demand for space in Hong Kong East will
gradually narrow the district’s rental gap with other Hong
Kong Island core office submarkets in the long run,
although cost is not the sole reason for occupiers wanting

to decentralise to the district.



KOWLOON EAST

Kowloon East will continue to see a steady increase in the
number of high-specification Grade A office buildings in the
coming years — underlining its potential to become the city’s

largest office submarket.

Of the four sub-districts of Kowloon East, CBRE believes Kai
Tak will attract the most top-tier companies in the long-term,
with plans already underway to create a self-sustained and

vibrant commercial community.

Future supply in Kowloon East will continue to have larger
than average floorplates owing to the availability of bigger
development sites. This will allow the district to accommodate

large office requirements.
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As Kowloon East is located the furthest from the city core
among all urban submarkets, decentralisation to the district
will likely remain cost driven. However, the completion by
2022 of all phases of the MTR’s Shatin-to-Central Link will

improve accessibility to Kai Tak from downtown.



TSIM SHA TSUI & WEST KOWLOON

Tsim Sha Tsui’s geographical footprint will extend westward in
the coming years to include existing and future office
developments in and around Kowloon Station, the
Guangzhou-Shenzhen-Hong Kong Express Rail Link (XRL), and “’
the West Kowloon Cultural District (WKCD). With a total of 14
million sq. ft. of Grade A office space, TST will be firmly
established as Kowloon's core office submarket.
Cheung Sha Wan is a relatively small and somewhat
Offices near the XRL will attract companies with staff needing detached district in the vicinity of West Kowloon and lacks
to make frequent cross-border travel. New retail, art and

an established community of large office occupiers.
cultural facilities to be built on the XRL and within the WKCD

However, the submarket will continue to offer affordable

will enhance the vibrancy of TST, particularly the western end, . . . .
options for cost-driven occupiers seeking access to West

and create an attractive commercial community for office
Kowloon.

occupiers.
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GREATER CENTRAL

Despite the Central CBD's high rental costs, the district
provides an attractive, vibrant and convenient commercial
environment. This will ensure the submarket remains the city’s
leading and most desirable business district for the foreseeable

future.

Some occupiers hold concerns about the relatively high age of
many office buildings in Greater Central, some of which are
unsuitable for companies with sophisticated technical
requirements. However, CBRE believes several new schemes in
the supply pipeline in and around Central and Admiralty will
redress the balance and facilitate upgrading within the CBD in

the coming years.

CBRE RESEARCH | © 2020 CBRE, INC.

-

Central is expected to remain a diversified submarket
playing host to a growing number of Mainland Chinese
firms alongside a broad spectrum of local and
multinational corporations. The district will continue to be
the location of choice for financial sector occupiers willing

and able to pay relatively high rents.



WAN CHAI / CAUSEWAY BAY

With an average age of 26 years, many buildings in Wan Chai
/ Causeway Bay are struggling to compete with recently
completed new and high-specification buildings elsewhere.
Future supply in Wan Chai / Causeway Bay will remain

limited, thereby further reducing the appeal of this submarket.

With major occupiers either opting to stay in Greater Central
or pursuing flight-to-quality moves to Hong Kong East, Wan
Chai / Causeway Bay is set to fall further down the list of
attractive locations from both a cost and building quality

perspective.
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While the regeneration of Wan Chai North following the
redevelopment of the Wan Chai government office
complex will provide a much-needed boost to the
submarket, the project will not come on stream until

towards the end of this decade.



CONCLUSION o

The economic downturn has prompted many occupiers in Hong Kong to put real estate plans on hold. Once | CVRE Ry
the recovery begins and businesses return to expansion mode, companies will need to reconsider their '
occupier strategy for the COVID-19 era.

Cost remains the primary driver of office decentralisation but building quality and office environment are
rising up occupiers’ list of priorities. New and high specification office buildings providing a strong community
feel will remain keenly sought after by companies looking to decentralise.

With several attractively-priced and high-quality office buildings due to be completed in decentralised areas
in the coming years, the role and function of Hong Kong’s office submarkets will continue to evolve.
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Chapter 2 of this three-part report is scheduled to be published in late Q4 2020. This chapter will profile

existing office clusters in Hong Kong and explain how leading portfolio landlords have transformed traditional

office developments into integrated communities, creating myriad benefits for both occupiers and the public.
Chapter 3, to be available in 2021, will discuss COVID-19 era office strategies in Hong Kong and assess
potential challenges and constraints.

Stay tuned!

COMING SOON: CHAPTER 2 & CHAPTER3

s |0
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PPENDIX - HONG KONG OFFICE DEVELOPMENT 1965-2019

rade A Office Stock (mil. sqg. ft. NFA)
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Commercial precincts by emergence (offices as a component of a comprehensive business community)

Source: CBRE Research, August 2020

Mixed-use developments (offices with at least a shopping arcade or mall component)
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APPENDIX - HONG KONG OFFICE DEVELOPMENT 1965-2019
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Commercial precincts by emergence (offices as a component of a comprehensive business community)

Source: CBRE Research, August 2020
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