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China’s property management industry:
a major beneficiary from COVID-19

Nathan Yu, Portfolio Manager, Eastspring Investments

The property management industry is at an
inflection point in China. As it transitions
away from a labour-intensive business model
and adopts a higher value-added service
approach, the industry will offer investors a
non-cyclical avenue to tap into the country’s
growing property demand, as well as the
increased demand for better management
services triggered by the epidemic.

For the longest time, investors have looked
primarily to Chinese property developers to tap
into China’s property market. This is about to
change. Property management — the business of
overseeing and managing residential, commercial
real estate and/or public facilities — is undergoing
a transformation that may well expand the sector’s
revenue opportunities and profitability.

A NON-CYCLICAL HAVEN

In contrast to property development, property
management is an asset-light business, and one
which earns stable streams of recurring cash flow.
The business is generally labour intensive as the
appointed property manager must keep properties

in safe and habitable conditions, providing, among
other things, security, cleaning and maintenance
services. Basic management fees (monthly average
RMB 2.25/sqm)' — collected from property owners
and based on the gross floor area (GFA) managed
— are the primary revenue source for most property
managers. Such recurring income makes property
management less sensitive to macro-economic
trends or changes to monetary policy.

In the past, price controls and long-term service
contracts have prevented many residential property
managers from raising management fees during
their first 8-10 years of service. Amid rising labour
costs, property management in China has not
always been a lucrative business.

This changed at the end of 2014 when the Chinese
authorities removed price controls for property
management fees?. Today, although certain cities
still have regulated caps for welfare housing estates
(during the first contract period of residential
projects), many have been actively reviewing their
guidelines, and further deregulation is underway.
This relaxation of price controls, the increasing
willingness of Chinese households to pay for better

Sources: 'Citi Research: China Property Management, 1 November 2019. P. 28. ?National Development and Reform Commission: Circular on the Opinions of

Relaxing Price Controls in Certain Services, 17 December 2014.



living standards, plus the sheer scale of space
needing management, are strong drivers for the
property management sector.

According to the China Real Estate Index System
(CREIS), China's GFA under management exceeded
21 billion square metres (sgm) in 2018, of which
66%?3 was from commodity properties (residential,
office and commercial spaces). With such a large
supply of property space, the total addressable
market (TAM) — the revenue opportunity available
for property managers — amounted to RMB 1.4
trillion in 2018. As the GFA under management

is expected to grow by 1.5 billion sgm annually?,
the TAM wiill increase to RMB 3.2 trillion in 2030,
representing a compound annual growth rate
(CAGR) of 7.4% p.a. (see Fig. 1).

NEW REVENUE STREAMS

Besides the large amount of space that requires
property management, community value-added
services are another important driver for the
sector. This segment, which is highly lucrative, is
expected to have a TAM of RMB33 billion in 2030,
up from RMB 8 billion in 2018, representing a
CAGR of 33% p.a. (see Fig. 1). While the top 100
players’ net profit margins from basic property
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management services averaged a mere 5-6%,
community value-added services can command net
margins of more than 18%*. Such margins have
further room to increase as value-added services
enjoy economies of scale given the generally fixed
operating expenses. It is therefore not surprising
to see in recent years, China’s property managers
ramping up such services, which typically include:
% Public space utilisation;

% Property brokerage;

% Electronic services;

% Lifestyle services;

% Financial services; and

% Housekeeping services

Still at a preliminary stage, some property
managers have even started to explore other
value-added services in advertising, online retailing,
retirement care, and medical services.

A good property manager is important for value
preservation or the creation of properties. More
recently, Chinese households and authorities

have come to recognise the value of property
management in light of the coronavirus (COVID-19)
outbreak. To contain the spread of the virus,
property managers have been rigorously carrying
out preventive measures such as temperature

Fig 1: Total addressable market (TAM) size to hit RMB 3.2 trillion by 2030
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Source: NBV, MOHURD, Ministry of Commerce, Chinese Academy of Industry Economy Research, Intelligent Research Group, China Index Academy, Citi

Sources: *Eastspring Investments’ estimates, March 2020. “DBS Asian Insights, September 2019, p. 18, citing data from CIA and DBS HK.
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Fig 2: Top-10 market shares of property management companies
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Source: China Index Academy, Citi Research estimates. Property management companies’ market share by Gross Floor Area (GFA) under management,
property developers by contracted sales.

taking, record keeping and ensuring that residents
as well as tenants wear a mask when leaving

the premises. According to anecdotal reports,
many community households have voluntarily
compensated property management staff as a
means of expressing their gratitude for these
kinds of services. In addition, a local property
management vendor which failed to carry out
preventive measures in its property, was reportedly
banned by the authorities from expanding its
services in Dezhou, Shandong province®.

Over in Shenzhen and Hangzhou, local
governments have announced they will provide

a subsidy of RMB 0.5/ sgm for two months to
property managers, in recognition of their work
and the related costs incurred in helping manage
the fallout from the outbreak. We also expect
that there is a high likelihood of more supportive
policies for the property management business,
such as temporary cuts in value-added tax, as
property managers are now taking up more social
functions (e.g. community-level governance).

This shows the important role of property
managers in community management for tenants
and property owners. It is likely that there will be

more government policies aimed at encouraging
property managers, with well-established
infrastructures and wider coverage, to offer value-
added services.

RIPE FOR CONSOLIDATION

The property management sector is highly
fragmented with more than 127,000 property
managers currently in China®. In 2019, the top 100
of these companies managed 44.5% of the GFA
across the country, whilst the market share of the
top 10 managers was only 13.1% (see Fig. 2). As
sizeable property managers look to solidify their
positions and mid-size players rush to catch up
with the rising demand for premium services after
the coronavirus outbreak, Citi Research believes
that the industry is poised for rapid consolidation,
with the top 10 players expected to double their
GFA market share to 30.0% by 2025.

The financial resources required for M&A have
driven more privately-owned property managers
to list on the stock exchanges. Additionally, more
developers may also look to list their property
management operations in order to unlock the

Sources: *Bank of American Global Research: Beyond the outbreak, 7 implications for China property, 4 March 2020. P. 2. °*CGS-CIMB Research, 27 November

2019, citing end-2018 data from the CRIC (32 if¥m).




potential value in the capital markets. Investors
can expect about 10-15 Chinese property
managers to be listed on the Hong Kong stock
exchange over the next three years, according to a
2019 study by CGS-CIMB’.

COMING OUT STRONGER AFTER THE
COVID-19 OUTBREAK

Relative to other service businesses, the property
management sector has seen less disruption and
decrease in demand during the pandemic. In the
short term, despite the increased preventative/
hygiene measures now included in management
processes, the core business of property managers
has seen only slight cost increases, and these have
largely been offset by government subsidies and
support measures. Furthermore, as virus control
measures are gradually relaxed, the demand for
non-essential value-added services — property
agency, property sales office management and
decoration services halted during the lockdown —
will likely recover in Q2 2020.

In the mid-to-long term, quality property managers
who can safeguard households’ health and well-
being, fulfil daily demands, offer transparent
communications and ensure a higher level of
convenience, will be in high demand. Such
premium services, however, are currently in limited
supply. Only by offering such premium services

can property managers stand out from others
when they pitch for third-party contracts for both
new and second-hand projects in the future,
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which, in turn, will help them gain greater market
shares, raise management fees and improve profit
margins.

IDENTIFYING GENUINE OPPORTUNITIES

The Chinese property management stocks which
we track are expected to register robust earnings
growth of 34.4% p.a. from 2019 to 2021 as
revenues from business expansion and value-added
services add to the industry’s stable income stream
(see Fig. 3). The sector is trading at reasonable
valuations considering its stronger growth potential
in comparison with global peers.

Nevertheless, after a strong rally in 2019, we prefer
to be selective and look for companies with the
following attributes:

Developer-backed. Developer-backed property
managers can leverage their parents’ large reserves
of planned or under-construction GFA, as well as

a recognised brand name. This also helps them
when bidding for third party and secondary market
projects amid industry consolidation, as well as
when raising funds from the capital markets.

Execution capabilities. Detail oriented

and efficient execution is critical to improve
management fee collection rates, renewal rates
and residents’ commitment/stickiness. All these are
key drivers of organic growth in GFA and improved
margins.

Fig 3: China's property management companies versus international peers
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(listed in the US and UK), data as at 10 May 2020.

Source: Bloomberg and Eastspring Investments. Shares prices of China’s 8 property management stocks (listed in Hong Kong) and 9 international players

Sources: "CGSCIMB: Property Management, 27 November 2019.
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Fig 4: Smart technologies that help improve property management quality and lower staff costs
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Source: Citi Research: China Property Management, 1 November 2019. P. 13. Companies, Citi Research, 1 November 2019.

Technology. Given the high labour costs involved We believe that China’s property management

in property management, managers that make use industry is at an inflection point from which it will

of technology in daily management — such as smart  reinvent its labour-intensive business model and

video surveillance and parking systems (see Fig. adopt a higher value-added service approach.

4) — will be able to reduce labour costs significantly — This will offer investors another viable avenue to

and improve profitability. tap into China’s growing property demand and
the rising trend towards urbanisation, as well

Diversification. Property managers need to be on  as the increased demand for quality property

the lookout for more space to manage, not only in management services triggered by the COVID-19

respect of residential projects, but also commercial outbreak.
spaces and public amenities. The latter segments

tend to have higher entry barriers and require a

track record in property management but come

with higher profit margins.
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This document is produced by Eastspring Investments (Singapore) Limited and issued in:

Singapore and Australia (for wholesale clients only) by Eastspring Investments (Singapore) Limited (UEN: 19940763 1H), which is
incorporated in Singapore, is exempt from the requirement to hold an Australian financial services licence and is licensed and regulated
by the Monetary Authority of Singapore under Singapore laws which differ from Australian laws.

Hong Kong by Eastspring Investments (Hong Kong) Limited and has not been reviewed by the Securities and Futures Commission of
Hong Kong.

Indonesia by PT Eastspring Investments Indonesia, an investment manager that is licensed, registered and supervised by the Indonesia
Financial Services Authority (OJK).

Malaysia by Eastspring Investments Berhad (531241-U).

This document is produced by Eastspring Investments (Singapore) Limited and issued in Thailand by TMB Asset Management Co., Ltd.
Investment contains certain risks; investors are advised to carefully study the related information before investing. The past performance
of any the fund is not indicative of future performance.

United States of America (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is
incorporated in Singapore and is registered with the U.S Securities and Exchange Commission as a registered investment adviser.

European Economic Area (for professional clients only) and Switzerland (for qualified investors only) by Eastspring Investments
(Luxembourg) S.A., 26, Boulevard Royal, 2449 Luxembourg, Grand-Duchy of Luxembourg, registered with the Registre de Commerce
et des Sociétés (Luxembourg), Register No B 173737.

United Kingdom (for professional clients only) by Eastspring Investments (Luxembourg) S.A. - UK Branch, 10 Lower Thames Street,
London EC3R 6AF.

Chile (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is incorporated in
Singapore and is licensed and regulated by the Monetary Authority of Singapore under Singapore laws which differ from Chilean laws.

The afore-mentioned entities are hereinafter collectively referred to as Eastspring Investments.

The views and opinions contained herein are those of the author on this page, and may not necessarily represent views expressed or
reflected in other Eastspring Investments’ communications. This document is solely for information purposes and does not have any
regard to the specific investment objective, financial situation and/or particular needs of any specific persons who may receive this
document. This document is not intended as an offer, a solicitation of offer or a recommendation, to deal in shares of securities or any
financial instruments. It may not be published, circulated, reproduced or distributed without the prior written consent of Eastspring
Investments. Reliance upon information in this posting is at the sole discretion of the reader. Please consult your own professional adviser
before investing.

Investment involves risk. Past performance and the predictions, projections, or forecasts on the economy, securities markets or the
economic trends of the markets are not necessarily indicative of the future or likely performance of Eastspring Investments or any of the
funds managed by Eastspring Investments.

Information herein is believed to be reliable at time of publication. Data from third party sources may have been used in the preparation
of this material and Eastspring Investments has not independently verified, validated or audited such data. Where lawfully permitted,
Eastspring Investments does not warrant its completeness or accuracy and is not responsible for error of facts or opinion nor shall be
liable for damages arising out of any person’s reliance upon this information. Any opinion or estimate contained in this document may
subject to change without notice.

Eastspring Investments (excluding JV companies) companies are ultimately wholly-owned/indirect subsidiaries/associate of Prudential
plc of the United Kingdom. Eastspring Investments companies (including JV's) and Prudential plc are not affiliated in any manner
with Prudential Financial, Inc., a company whose principal place of business is in the United States of America or with the Prudential
Assurance Company, a subsidiary of M&G plc (a company incorporated in the United Kingdom).
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