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Executive Summary

China real estate market started in late 1980’s and has experienced significant
growth along with land use system reform and housing system reform. Because of the
ever increasing of private housing demand in the past five years, it was the housing
market that drove the rapid growth of real estate market as well as the national

economy of China.

Based on the analysis about the current situation from the aspects of housing supply and
housing conditions, real estate development investment, real estate prices as well as the real
estate finance, the paper provides the readers with a rough map of real estate market in China.
By anayzing development potentials and prospects of the market toward the long-term
sustainable devel opment, the paper also indicates the opportunities for foreignersin the areas
of real estate related professional services, rea estate financial service, institutional
investment, and building technol ogy.
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1. Introduction

China rea estate market started in late 1980's and has experienced significant changes
along with land use system reform and housing system reform. At present, state land use
rights for profitable developments only can be granted by public tender, auction and listing.
By the end of 2002, the owner occupation rate for urban housing reached to 79.1% through
the privatization of the existing public housing and the development of private housing.
According to the urban survey conducted by the National Bureau of Statistics of China, the
home equity took about 47.9% of the household wealth in 200214

Because of the ever increasing of private housing demand in the past five years,
it was the housing market that drove the rapid growth of real estate market as well as
the national economy of China. During the year 1996 to 2000, it was estimated that
the added-values of housing industry was about 6.7% of the national GDP on average
and the contribution rates to GDP growth was 14.9%/2. The real estate industry had
been one of the pillar industries of China’s national economy.

Based on the analysis about the current situation of the real estate market in China, the
paper provides the readers with a rough map of real estate in China. Furthermore, by
analyzing the prospects toward the long-term sustainable development of the market, the
paper aso indicates the opportunities in the market especially for foreigners.

2. The Current Situation of Real Estate Market in China

The development process of China real estate market can be subdivided into four phases.
The initiation and exploration phase from 1987 to 1991, the abruptly exparsion phase from
1992 to 1993, the contraction and recession phase from 1994 to 1997, and the recovery and
continuing expansion phase since 1998. The current situation of China's real estate market
can be outlined as following:
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2.1 Restructured Housing Supply System and Housing Conditions

In 1998, China abandoned the traditional administrative housing allocation system and
began to restructure its new housing supply system. The new supply channels consist of
private housing for middle to upper middle-and high-income groups, affordable decent
housing for low-and middle-income households and low income rental housing for the lowest
income families.

The reform accelerated the favor of private housing and accumulated more active
resources for new housing construction. After 5 years development, housing conditions of
urban residents had been improved greatly and households had become the major buyers in
private and public assisted affordable decent housing market. 1n 2002, there were about 2.63
million new private housing units completed which represented 54.4% of total new housing
supply (The rest of new housing supply came from the capital investment and private
construction with percentage of 31.2% and 14.4% respectively). By the end of 2002, the
average floor area per cap achieved 22.8 m2 which made 83.9% increases than thet in 1986.

At the same time, the willingness of urban residents for housing consumption grew
abruptly. It is estimated that there were only 20% individual purchase in private housing
market in 1987. However, this percentage had increased rapidly thereafter especialy in the
past five years. According to newly published statistics, the ratio of individual purchase in
private housing market reached 91.73% in 2002 which implied that individuals played
absolutely important role and had become the principal driving force of China’s real estate
market.

2.2 Real Estate Development I nvestment

During the year 1990 to 2002, the investment in real estate development had been kept
rising sharply with a compound annua growth rate of 32.98%. In addition, the percentage of
real estate development investment took 17.9% of the nationa investment in fixed assets in
2002 (Fig. 1). These indicators led to extensive arguments for the existence of overinvestment
and/or overbuilding in real estate market.
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Figure 1. Real Estate Investment and | ts Per centagein the Fixed Assets | nvestmentsin China, 1990 2002
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In order to lower the overall market risk, the Central Government implements a series of
policies to optimize the supply structure in the real estate market. The major objective is to
encourage the supply of affordable housing and restrict the new constructiorns in commercial
property sector by using land supply, taxation and financing. It seems that the objective has
been achieved partly with the continuous improvement of real estate development investment
distribution in each major type of property use The share of development investment in
residential sector increased from 58.5% in 1994 to 67.1% in 2002. At the same time, the share
of the commercial buildings including office and retails declined from 24.2% to 16.9%
during the same period (Fig. 2).
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Figure 2. TheDistribution of Real Estate Investment in China,1994 2002
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2.3 Real Estate and Housing Prices

Just like most of the real estate markets in the rest of world, real estate prices especially
housing prices are always the public focus. The debate about if there are price bubbles in
China’s real estate market has been lasting for more than 2 years. According to the research
conducted by Tsinghua University rea estate group that there is no real estate price bubbles
in the whole but we should pay attention to some local markets like the cities in the Yangtze
River Delta. We can see from Figure 3 that the variations of rea estate prices were always
under the national GDP in the past five years and the performances were quite different
during the bubble years around 1992 and 1993.

Figure3. The M ovement of Real Estate Pricesand National GDP in China
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The continual improvement of housing affordability also supports the view that there
were no national real estate bubbles in China. It was estimated that the price to income ratio
for new private and public assisted housing units in urban China decreased from 8.5 in 1993
to 5.87 in 2002. In consideration of the situation that less than one third of households can
afford the new private housing units in most of the countries, it is unrealistic that all the urban
households in China should buy their homes in private housing market.

2.4 The Development of Real Estate Finance

The role of rea estate finance especialy housing finance in rea estate market is
becoming more and more important in China It is estimated that about 60% of the
investment in real estate development comes from the commercia banks in recent years. Of
which 25% comes from the construction loan directly and rest 35% comes from the mortgage
loan for the forward sale of residential buildings.

It is well known that the outstanding of home mortgage |oan takes more than 50% of the
national GDP and more than one fourth of the total loan outstanding in most of the devel oped
countries. However, the outstanding of home mortgage debt took only 9% of the nation's
GDP and 6% of the total financial loan of commercial banks in China in 2002, the rapid
annual increasing rate of the business will be amazing (Table 1). In consideration of the fact
that commercial banks are the only major source of funds in real estate market, the People’s
Bank of China tends to tighten the loan origination in order to control the possible financial
risk originated from real estate market.

Tablel. Outstanding and Share: Real Estate L oans and Total Financial Loans
(RMB Billion Y uan)

Years 1998 1999 2000 2001 2002
Outstanding of Real Estate Loans 310.6 433.0 665.8 980.2 1486.9
Home Mortgage Debt 42.6 135.8 337.7 559.8 825.3
Construction and Development Loans 268.0 297.2 328.1 420.4 661.6
Outstanding of Financial Loans 8652.4 9373.4 9937.1 | 11231.4 | 13980.3
Share of Real Estate Loans vs Total 3.59 4.62 6.70 8.73 10.64
Financial Loans %

Source The People’ Bank Of China

3. TheProspectsand Opportunitiesin China Real Estate M ar ket

It is obvious that many problems only can be solved in the process of development,
whereas solving problems often means he opportunities to the society. As an emerging

5/9



market, the rapid urbanization, the continuous improvement of household affordability with
the rapid economic growth and social development, as well as the changing style and
intention in housing consumption, provide us with enough confidence for the future
development of real estate market in China.

3.1 The Accelerated Process of Ur banization

Urbanization is considered a major indicator of social and economic modernization.
However, China's urbanization rate stood at merely 39.1%, about 9 percentage points lower
than the world's average level in 2002. According to the research conducted by the
Development Center of the State Council, the urbanization rate in China will increase to 60%
in the year 2020 with the development of national economy. Even withthe difference figure
of 53.4% forecasted by the experts from the World Bank, there will be more than 15 million
populationor at least 5 million households move from rural to urban areas each year.

In consideration of the needs of upgrading and improving housing conditions of the
current urban residents and solving the housing problems for 60% new wban households, it is
estimated that the annual housing needs on average will exceed 0.54 billion square meters
annually before the year 2020. It is adso predictable for the huge demand on the related retail
and office properties.

Another important force supporting the potential development of housing market is the
current floating population in urban areas, including the migrant workers and seasonal
workers. The data of the 5th national population census in 2000 implied that there were more
than 44.8 milliors of floating populationworked in Shanghai and urban areas of Guangdong,
Zhgjiang and Jiangsu Province. Unfortunately, housing problems for this group of population
are still neglected by both policy makers and developers.

3.2 The Increase of Housing Affordability and the Changing of Housing Consumption

The annual household gross income and disposable income are not only the key
indicators for measuring the housing affordability of urban residents but also important
indicators to support the housing market. Using 1991 as the base year to compare the series
of relative indicators, we find that the three indicators were al growing quickly from 1991 to
2002, During 1991 to 1993, the growth rates of the three indicators were all smaller than
that of the housing sale price increased, but since 1994 the former began to exceed the later
and further began to grow in high speed from 1998 (Fig. 4). We can conclude that the
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increasing of consumption expenditure on housing in China was supported by the growth of

resident’ saffordability.

Figure 4. TheReationship of Housing Price, Household | ncomeand Expenditure
in Urban China (1991-2002)
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It isaculture that all the Chinese households are willing to own their homes. The reform
of housing system and housing market development are well accepted by most of the

residents especially in middle and smaller cities. According to the housing choice survey in

China’s 5 mgor cities, 85% of residents acquired their home through purchase with 65%
from private housing market (Table 2). The survey aso finds that the percentage of home
purchase for current residents with no registration (Hukou) is only 54% and much lower than

the percentage of 83% on average. The relatively lower purchase percentage of the higher

income residents serviced in private and foreign invested companies or with higher education

is another very interesting phenomenon which may imply the existence of home purchase

potentia or the future perspectives in rental housing market.

Table 2. Housing Choices in 5 Major Citiesin China

Cites Beijing |Shanghai |Guangzhou |Chongging |Wuhan |Five Cities
Rent (Private and Public Assisted House) 27% 13% 27% 10% 11% 17%
Purchase (Private and Public Assisted

73% 86% 73% 90% 89% 83%
House)

Sub Tota 100% 100% 100% 100% 100% 100%
Private House (Rent and Purchase) 46% 70% 71% 68% 62% 63%
Public Assisted House (Rent and Purchase) 54% 30% 29% 32% 38% 3%

Sub Tota 100% 100% 100% 100% 100% 100%

Source: Tsinghua Institute of Real Estate Studies, 2003

7/9



3.3 Opportunitiesin China Real Estate Market

Though real estate is a sector with the smallest market barriers, it is till benefit a lot for
the aboard investors and professionals to explore their business in Mainland China after
Chinajoining WTO.

(1) Opportunitiesfor real estate related professionals

As we all know that the real estate related professions include urban planner, architect,
landscape architect, engineer, project managers, surveyor, real estate appraisers and brokers,
real estate investment analyst, mortgage broker and title insurance broker, property manager
and facilities manager, and so on However, the participation of aboard professionals focus
mainly on the foreign invested projects and the international public tendering projects like
Beijing Olympic Game and Shangha World Exhibition Projects. Along with China market
becoming a part of the international market, there will be more and more market space for
aboard professionals in China. The key problems might be how to localize their mature
service model and find the effective ways to cooperate with local profession.

(2) Opportunitiesfor real estatefinancial service providers and institutional investors

It is an urgent issue to develop the rea estate capital market through real estate finance
innovation Though there is a strong need from commercia banks to secure their mortgage
debt in order to diversify the long term financial risk, the operation of residentia mortgage-
backed securities is till at the research stage and there is not any work on CMBS currently.
Besides, the fact of insufficiency in lega investment channels for institutional investors leads
to the inefficiency and high risk for both investors and developers. Therefore, the real estate
financial service providers will have bright prospects in assisting China to build up real estate
financing infrastructure, to innovate real estate service products, to develop advanced
mechanism and instruments for controlling of the related financial risk. In addition, the
developing commercial property market and rental housng market also provide attractive
potentials for institutional investors to participate.

(3) For homebuilderswith advanced building technology

With the rapid development of national economy, urban residents have begun to pay
more and more attention to housing quality and environment. It was for this reason that The
Center for Housing Industrialization was established under the supervision of Ministry of
Construction in July 1998. One of the major objectives of the Center isto strengthen the links
and technical exchanges with other countriesand regions.
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Like most of the other parts of the world, the sustainable property developments obtain
more and more support among the Chinese society. Some frontier devel opers have obtained a
great success in making profit through adopting new building techniques and materias.
However, popularities of new techniques covering green building, manufactured housing,
energy saving building materials and building components are far from our expectation As a
signal of foreigners attention to this area, the National Association of Home Builders
recently proposed a program for the Chinese Annual Builder Practices Survey to gather
reliable information on builder practices and material usage in new residential constructionin
collaboration with Tsinghua University. It is estimated that the survey results will make it
possible to make informed decision regard to the current and future residential construction
market in China.

4. Conclusion

In general, China'sreal estate market is going on the way of healthy, steady devel opment.
There are broad growth potentials in this emerging market as a result of the rapid
urbanization, the improvement of housing affordability and large group potential purchasers
for new houses. There are, however, some challenges in this sector which create a lot of
opportunities for foreignersin such fields as professional service, housing industrialization,
and real estate finance innovation.
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