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September 20, 2018
High Speed Rail / XRL: A Game Changer for Hong Kong Retail

Event: The final phase of the Guangzhou—-Shenzhen—Hong Kong Express Rail Link (XRL), which
connects Shenzhen-Futian to Hong Kong, is scheduled to open on 23 Sept 2018. This means Hong
Kong will be officially connected to the China’s high-speed rail network. We talked to retailers in Hong
Kong, and we agree this will be a long-term positive for the overall retail market. More consumers
outside the Great Bay Area can now travel to Hong Kong quickly and conveniently. The potential
impact on the Hong Kong retail landscape could be huge, based on our analysis.

29 Million Potential Passengers Travelling through the XRL per Year. The Hong Kong Section of
the XRL connects to Shenzhen, allowing XRL trains to run from West Kowloon Station (WKS) to 44
Mainland destinations. According to the forecast by Hong Kong Transport and Housing Bureau, daily
patronage is expected to be 80,100 in 2018, and will ramp up to 95,000 in 2021 and 129,300 in 2031.
If this forecast is accurate, this will mean in the near term, around 29 million passengers will travel
through the Hong Kong XRL per year. Although we expect the actual daily patronage to be slightly
lower, this is still a meaningful number, as the total number of visitors to Hong Kong last year was 58
million. We agree not all these 29 million passengers are new addition (i.e. shift from other means of
transport) but it is still a large number if only 20%-30% is new addition.

Also Don’t Forget the HZMB—the Hong Kong-Zhuhai-Macao Bridge. The HZMB will be another
major piece of infrastructure connecting Hong Kong and the Mainland. It is expected to be open by the
end of 2018. We don’t expect the initial traffic to be as high as that of the XRL, but the government and
retailers are both optimistic, as it could bring more visitors as well.

Hong Kong Still Has Some Capacity to Absorb More Tourists. One of the constraints of achieving
millions of more visitors per year is hotel room supply. While some critics believe the tourism market is
close to saturation, we believe the Hong Kong XRL offers a solution to this problem. It offers more
flexible options for visitors, especially those residing in the Greater Bay Area, for visiting Hong Kong
without staying overnight. On the other hand, to cope with the increasing number of tourists, the supply
of hotels and lodging facilities has been steadily increasing over the past few years.

Not Just Cheaper iPhones—Hong Kong Retail Still Has Its Charm. We continue to see Hong Kong
as an appealing shopping destination for Mainland visitors. Although China has been cutting import
tariffs on certain goods, there is still a noticeable price differential in various categories of merchandise,
such as electronics, luxury goods, cosmetics and personal care products. Hong Kong has no VAT, so
it has an advantage over the Mainland, which levies a 16% VAT on imported goods.

Investment Ideas

Hong Kong Retail. We believe Hong Kong retailers will be direct beneficiaries of the opening of the
Hong Kong XRL. We currently have BUY ratings on Luk Fook [590.HK] and Chow Seng Seng
[116.HK]. In the mid-cap universe, we also believe Sa Sa International [178.HK; NR] and Lifestyle
International [1212. HK; NR] will benefit from increasing tourist arrivals.

Hong Kong Landlords. If Hong Kong retail benefits from increasing tourist arrivals, landlords should
benefit from increasing rentals and likely rent increases. We think Wharf REIC [1997.HK] will be a
primary beneficiary, as it is the landlord of Harbour City. Because of its close proximity to the WKS, we
believe Harbour City will continue to be the top performing shopping mall in Hong Kong. We are also
positive on certain high-end retail landlords, such as Hysan Development [0014.HK]. Wharf REIC
and Hysan Development are both rated “ADD” by CGS-CIMB.

Hong Kong Tourism and Lodging. We are positive on the local hotel industry, as we believe there
will be upward pressure on hotel room rates and occupancy rates. Selective hotel operators, like
HK&S Hotels [0045.HK; NR], Regal REIT [1881.HK; NR] and Langham Hospitality [1270.HK; NR]
may be worth a revisit. We are also positive on China Travel HK [0308.HK; NR] because of its
exposure to Hong Kong'’s hotel and tourism-related business. 2
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Hong Kong Express Rail Link (XRL)

Background: The Guangzhou—-Shenzhen—-Hong Kong Express Rail Link (XRL), which
connects Shenzhen-Futian to Hong Kong, is scheduled to open on 23 Sept 2018. This
means Hong Kong will be officially connected to China’s high-speed rail network. The
Hong Kong Section of the XRL connects to Shenzhen, allowing XRL trains to run from
West Kowloon Station (WKS) to 44 Mainland destinations.

WKS is located north of the West Kowloon Cultural District and will be linked to Austin
Station and Kowloon Station by footbridges and subways. This means KWS will be
well-connected to Hong Kong’'s MTR system, allowing passengers to travel to other
destinations on public transport.

XRL allows passengers to travel As there will be no intermediate stations in the Hong Kong Section, the XRL will allow

from HK to SZ within 14 minutes passengers to reach Shenzhen quickly. Based on the estimate of the Hong Kong
Transport and Housing Bureau, a train departing from the WKS can reach Futian,
Shenzhen in as little as 14 minutes.

The WKS is also paired with the West Kowloon Station Mainland Port Area, which of-
...and they have to clear customs fers joint border control. This means passengers can clear customs and immigration
and immigration only once control for both the Hong Kong SAR and Mainland China inside the WKS, without the
need to go through the procedure again in the Mainland. This arrangement will allow
travellers to travel between Hong Kong and the Mainland faster and more conveniently
than ever before.

Figure 1: Map of Hong Kong Section XRL Figure 2: Photo of Hong Kong West Kowloon Station

i =

Futian Station
& ’(Z&z%y
'ﬂ"—TTT T v;,.,/_v >
.

Emergency Rescue Siding

115 ]

-
SRR e
The Express Rail Link

Sources: MTR Corporation Sources: MTR Corporation




€9 = B SR i [ [

CHINA GALAXY INTERNATIONAL

Hong Kong XRL: Reaching Mainland Much Faster

Hong Kong connected to 44+ Mainland Locations: At present, the XRL trains will
run between the WKS and 44 destinations in the Mainland, including Futian, Shenzhen
North, Humen, Guangzhou South, Beijing, Shanghai, Kunming, Guilin, Guiyang, Shijia-
zhuang, Zhengzhou, Wuhan, Changsha, Hangzhou, Nanchang, Fuzhou, Xiamen and
Shantou stations.

In other words, the Hong Kong XRL will allow passengers to travel beyond Guangdong
province in just one trip. This will allow more flexibility for passengers travelling be-
tween Hong Kong and the Mainland. Currently, passengers can travel to Hong Kong
direct by rail, but the options are limited to: (1) the Beijing-Kowloon Through Train,
and (2) the Guangzhou-Kowloon Through Train.

However, these two options are generally less popular than other means, because of
the long traveling time and limited number of stations. For example, it takes two hours
and costs HK$210 to travel from Hong Kong to Guangzhou East Station. And there are
only 12 trains per day, so the schedule is relatively limited.

The XRL is much faster than the In contrast, the Hong Kong XRL will only take 47 minutes to travel from Hong Kong to
traditional “through train”, and the Guangzhou South Station, and the fare is similar, at RMB215. There will be 30 trains
per day, offering passengers much more flexibility. In addition, thanks to the joint bor-
der control, passengers can save time.

fares are similar

Figure 3: Fares and Time Required to Travel From WKS

Expected shortest
Destination Fares (RMB) travelling time of train Daily train pairs

departing from the WKS
Mondays to  Fridays to Peak
Thursdays  Sundays periods

Futian 68 14 minutes 15 27 58
Shenzhen North 75 19 minutes 25 25 26
Guangzhou South 215 47 minutes 30 30 30
Changsha 529 3 hours 12 minutes 1 1 1
Xiamen 269 4 hours 3 3 3
Hangzhou 935 7 hours 25 minutes 1 1 1
Shanghai 1008 8 hours 17 minutes 1 1 1
Beijing 1,077 8 hours 56 minutes 1 1 1

Sources: Transport and Housing Bureau, MTR Corporation, CGIS Research

The HK XRL is centered on short- In the current settings, the capacity of XRL is tilted more towards short-haul trains, i.e,
trips between Hong Kong and Guangdong province / the Greater Bay Area. This is
based on rising demand for fast and affordable cross-border travel. More
particularly, we expect to see higher demand for travel between Shenzhen and Hong
Kong. This will offer more options to the residents in the Greater Bay Area, such as
people living in Shenzhen and working in Hong Kong.

haul trains to the Great Bay Area

4
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It may take some time to reach the
80,100/day figure

Estimating the Impact—How Many to HK?

29 Million Passengers a Year, and Increasing: According to an estimate by Hong
Kong Transport and Housing Bureau in Aug 2018, the Hong Kong XRL will have
80,100 passengers a day in 2018, 95,000 in 2021 and 129,300 in 2031. This means
the Hong Kong government expects daily patronage to grow at a CAGR of 5.9% in
2018-2021 and 3.8% in 2018-2031. The most popular destinations are expected to be
Futian / Shenzhen, followed by Guangzhou South.

We believe in the near term, the daily number of passengers will be slightly short of the
80,100 official estimate, as it will take time for residents to become familiar with the
XRL. Nonetheless, we believe the 80,100 figure is a good starting point for assessing
the impact on the economy and retail industry of Hong Kong, since 80,100 per day
means 29.2 million passengers traveling on the XRL per year.

Figure 4: Daily Patronage of the Hong Kong XRL—Estimate by the HK Government
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Sources: Transport and Housing Bureau, MTR Corporation, CGIS Research

Figure 5: Breakdown of Estimated Daily Patronage of the Hong Kong XRL—2018
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29 Million—That’s 50% of the Number of Annual Visitors to Hong Kong! To illus-
trate the impact of the Hong Kong XRL (29 million passengers per year), we present
numbers for a direct comparison.

In 2017, the total number of visitors to Hong Kong reached 58.5 million. So the 29.2
million passengers brought by the XRL will be equivalent to 50% of the total number of
visitors to Hong Kong in 2017. More realistically, if we assume 50% of the 29 million
XRL passengers are visitors, then 14.6 million passengers will be visitors traveling to
Hong Kong on the XRL, which is equivalent to 25% of the total number of visitors in
2017.

HK XRL could carry 8 times more
passengers than the present
through train

In contrast, the number of passengers traveling on the “through train”, operated by
Guangshen Railway was only 3.6 million in 2017. This means if the Hong Kong XRL
runs smoothly and hits the estimate of Hong Kong Government, it will handle eight
times more passengers than the existing Guangzhou—Kowloon Through Train.

Figure 6: Number of Passengers of HK XRL vs Other Numbers

70.0
60.0
50.0
40.0
30.0 29.2

20.0

10.0

3.6
Actual no. of visitors to Hong Est. no. of passengers travel  Actual no. of passengers of
Kong in 2017 through XRL per year GSR's through train in 2017

Sources: Hong Kong Tourism Board, Guangshen Railway, CGIS Research

The actual no. of new visitors should

However, we expect the actual number of Mainland visitors to Hong Kong to be much
be smaller, but still impactful P 9 9

less than the 14.6 million estimate. There will be a shift in travel means after the open-
ing of the Hong Kong XRL, such as switching from long-distance bus to the XRL.
Therefore, the 14.6 million figure will include some frequent visitors to Hong Kong who
previously used different transportation. Still, we expect the Hong Kong XRL to draw
more new Mainland visitors to Hong Kong, as it will make it faster and more convenient
to visit Hong Kong. In fact, even if only 20-30% of these passengers are new addition6
it is still a large number.
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HZMB'’s initial traffic should be
smaller than that of the XRL

Still a long-term positive for HK
retail

Figure 7: Map of the HZMB
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Also Eyes on the New Bridge—the HZMB

Hong Kong-Zhuhai-Macao Bridge (HZMB). The HZMB will be another major piece of
infrastructure connecting Hong Kong and the Mainland. It is expected to be open by
the end of 2018.

We don’t expect the initial traffic to be as high as that of the XRL. We believe several
factors will limit the use of the HZMB in the initial stage: (1) there will be a quota on the
number of vehicles traveling over the HZMB; (2) the vehicles need to be registered in
both HK/Macau and the Mainland, and drivers need to have the relevant licenses in
both places; and (3) the locations connected are less densely populated than those on
the Hong Kong XRL.

However, based on the estimate of a third-party consultant employed by the HK gov-
ernment, the daily number of passengers using the HZMB is expected to be 126,000 in
2030 and 175,000 in 2037. This will mean the impact of HZMB will be similar to that of
the Hong Kong XRL in 2030, assuming the forecasts are accurate. Therefore, both
government and retailers are positive on its long run contribution to the Hong Kong
retail market.
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Estimating the Impact—How Much Will Be Spent?

Shopping Spree by Mainland Visitors: Mainland visitors, on average, are still the top
spenders among tourists in Hong Kong. Although it is difficult to predict the exact num-
ber of new tourists travelling to Hong Kong after the opening of the Hong Kong XRL,
we still expect the impact to be meaningful for the economy and particularly the retail
industry in Hong Kong.

According to the Hong Kong Tourism Board, the per capita spending of Mainland visi-
tors in Hong Kong was HK$7,010 in 2017. It has been declining over the past few
years, as there are fewer ultra-high spenders visiting Hong Kong. However, the num-
ber of Mainland visitors is still on the rise in general. In 2017, 44.4 million Mainlanders
visited Hong Kong, accounting for 76% of the total number of visitors during the year.

Figure 8: Per Capita Spending of Tourists in Hong Kong— Figure 9: Number of Tourist Arrivals from Mainland China
By Origin (Unit: HK$)
10,000 50,000,000 r 90%
9,000 8,937 8,703 45,000,000
- 80%
8,000 40,000,000
7,000 35,000,000 L 70%
30,000,000
6,000 25,000,000 - 60%
5,000 20,000,000
L 0,
4,000 15,000,000 50%
3,000 10,000,000 L 40%
2,000 5,000,000
0 30%
1,000 2001 2004 2007 2010 2013 2016
2013 2014 2015 2016 2017 Visitor Arrivals from Mainland China (LHS, persons)
B Long Haul Markets = Short Haul Markets ( Exclude Mainland China) B Mainland China —as % of Total Visitor Arrivals (RHS)
Sources: Hong Kong Tourism Board, CGIS Research Sources: Hong Kong Tourism Board, CGIS Research

To quantify the impact on the Hong Kong retail market, we first prudently assume 5.8
million new Mainland visitors per year (20% of the annual number of passengers on
the XRL) will visit Hong Kong after the opening of the XRL. We assume per capita
spending of HK$5,000, ~30% lower than the per capita spending in 2017, as we expect
many visitors not to stay overnight, so the spending on lodging will be lower.

Our prudent calculation suggests
the XRL could boost retail sales by
at least 6.5%

Adding up all the numbers, we still expect HK$29 billion per year in additional spending
in Hong Kong. The total retail sales value in Hong Kong in 2017 was HK$446 billion, so
the HK$29 billion additional spending is equivalent to 6.5% of the retail sales value in
2017. The new spending should be getting larger every year, as more visitors take
advantage of the Hong Kong XRL.
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Is Hong Kong Ready for the XRL? Probably Yes

Hong Kong Is Increasing Hotel Room Supply: We are more prudent than the gov-
ernment’s official forecast, mainly because in our view, one of the constraints in achiev-
ing the 29 million annual visitors is the capacity of the Hong Kong tourism market. A
key number to watch is the hotel room supply in Hong Kong.

According to the Hong Kong Tourism Board, there were close to 80,000 hotel rooms in
Hong Kong in 2018. The number has been increasing over the past few years, thanks
to ongoing urban redevelopment projects in Hong Kong. More new hotels continue to
be developed in Hong Kong, so we expect the number of hotel rooms to continue to
increase in the medium run.

Hong Kong is increasing hotel
room supply

Figure 10: Number of Hotel Rooms and Occupancy Rate Figure 11: Average Achieved Hotel Room Rate (HK$/night)
in Hong Kong—Overall
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Sources: Hong Kong Tourism Board, CGIS Research Sources: Hong Kong Tourism Board, CGIS Research

The occupancy rate of Hong Kong hotels is close to the recent years’ high of 91%, so

There are still many alternative the room for catering for millions of more visitors may be limited. Nonetheless, we be-

lodging solutions lieve there will still be room to cater for more tourists. First, the above figures do not
count the room supply from hostels and other lodging facilities, and this room supply is
flexible. The ease of conducting business in Hong Kong also allows expansion relative-
ly easily and flexibly. So there is more actual capacity to cater for more tourists. Also,
the rise of alternative lodging options, such as Airbnb offers options for tourists to stay
in Hong Kong.

Day Trips Will Be the Norm. On the other hand, we believe the Hong Kong XRL will
The XRL allows easier day trips for offer more solutions to Mainland visitors, especially those residing in the Greater Bay
visitors from Guangdong Area, for visiting Hong Kong without staying overnight. For example, residents in Shen-
zhen and Guangzhou can easily visit Hong Kong for shopping and return to their resi-
dences on the same day. This is more feasible now, as the XRL offers faster customs
clearance and less traveling time. This also explains why the majority of the passen-
gers are expected to be same-day visitors.

9
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Hong Kong Retail—Still Has Its Charm

Zero Tax and Tariffs Still Matter. We continue to see Hong Kong as an appealing
destination for Mainland visitors to shop for imported goods. A key distinct advantage
of Hong Kong over other destinations is that almost all goods sold in Hong Kong are
tax and tariff free.

Many tourist destinations in Asia are also trying to attract more Mainland tourists, which
We do not see Japan or Korea pos-  oqes a direct threat to Hong Kong retail. However, we don't see these as material
ing a significant threat to Hong Kong threats. While tourists can get tax refunds in Korea and Japan, the refunds are subject
retail to several criteria, like reaching a certain amount of purchases, and going through a

time-consuming refund procedure at designated locations. Visa and passport policies

in both the Mainland and these countries also restrict the number of outbound tourists.

Hainan is also developing duty-free shopping areas to promote tourism, but we do not
see this as a major threat to the retail landscape in Hong Kong either. Duty free shop-
ping is still limited to certain locations in Hainan. Even though more preferential tax
treatment is expected in Hainan, we don’t believe the goods sold in Hainan are as
competitive as those in Hong Kong.

Neither does Hainan

. A major reason for goods sold in China being more expensive, even in the absence of
The VAT makes goods sold in the import duties, is value-added taxes. Although China has been cutting the import tariffs
Mainland more expensive than those on certain goods, there is still a noticeable price difference in various categories of
in HK merchandise, such as electronics, luxury goods, cosmetics and personal care prod-
ucts. Hong Kong has no VAT, so it has a advantage over the Mainland, which levies a

16% VAT on imported goods.

A simple example can be illustrated by the price difference in the latest iPhone models.

iPhones sold in Hong Kong and the Mainland are almost identical, with no differences

in functionality or appearance. But iPhones sold in Hong Kong are 14-15% cheaper

land than those in the Mainland at the current exchange rate. If the RMB appreciates, the
price difference could be even larger. However, in the long run, we expect the price
differences for general imported goods to remain at 14-15%, which accounts for the
VAT differential.

Imported goods in Hong Kong are 14
-15% cheaper than those in the Main-

Figure 12: Prices of the Latest iPhones in Hong Kong and the Mainland

iPhone XS

64 GB

iPhone XS

256 GB

iPhone XS

512 GB

64 GB

iPhone XS Max iPhone XS Max

256 GB

iPhone XS Max

512 GB

Price in Hong Kong HK$8,599 HK$9,899 HK$11,599 HK$9,499 HK$10,799 HK$12,499
Price in Mainland China ¥8,699 ¥10,099 ¥11,899 ¥9,599 ¥10,999 ¥12,799
Price Difference -14.0% -14.7% -15.2% -13.9% -14.6% -15.0%

Sources: Apple, CGIS Research
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Stock Picks— Retail, Landlords & Lodging

Hong Kong Retail

We expect Hong Kong's retail industry to be a direct beneficiary of the new infrastruc-
ture. The reason is simple and direct: more tourists from the Mainland will visit Hong
Kong on the Hong Kong XRL. Most Mainland tourists visit Hong Kong for shopping, as
suggested by Hong Kong Tourism Board data.

Therefore, for stock picks, we believe retailers with a strong Hong Kong presence and
significant exposure to Mainland visitors will be long-term beneficiaries. We currently
have BUY ratings on Luk Fook [590.HK] and Chow Seng Seng [116.HK]. In the mid-
cap universe, we also expect Sa Sa International [178.HK; NR] and Lifestyle Inter-
national [1212. HK; NR] to benefit from increasing tourist arrivals.

Pick those with significant exposure
to Mainland visitors

Certain retailers have disclosed the contribution of Mainland visitors to their Hong Kong
retail operations. According to Hong Kong-based jewellery retailers, close to 50% of
their sales are to Mainland visitors. Sa Sa is also highly dependent on visitors, as close
to 70% of its sales in Hong Kong is driven by Mainland visitors.

Figure 13: Percentage of Retail Sales in Hong Kong Related to Mainland Visitors
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80%

69.40%

70%

60%
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50% 46%
40%
30%
20%

10%
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Chow Seng Seng Chow Tai Fook Sa Sa International

Sources: Company, CGIS Research estimates
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Hong Kong Landlords

If Hong Kong retail benefits from increasing tourist arrivals, landlords should benefit
from increasing rentals and rents. We believe both street level stores and shopping
malls will benefit from the increasing number of visitors to Hong Kong.

We expect Wharf REIC [1997.HK] to be a primary beneficiary, as the landlord of Har-
bour City. Because of its close proximity to the WKS (figure 13), we expect Harbour
City to benefit from increasing foot traffic and therefore stronger retail sales perfor-
mance. We believe Harbour City will continue to be the top performing shopping mall in
Hong Kong.

We are also positive on certain high-end retail landlords, such as Hysan Development
[0014.HK], as they are more sensitive to changes in the retail landscape. They should
benefit from more high spenders visiting Hong Kong.

Wharf REIC and Hysan Development are both rated “ADD” by CGS-CIMB.

Figure 14: The WKS is Close to Major Shopping Districts (e.g. Tsim Sha Tsui)
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Hong Kong Tourism and Hotel Industry

We are positive on the local hotel industry as we expect upward pressure on the hotel
room rates and occupancy rates. Select hotel operators like HK&S Hotels [0045.HK;
NR], Regal REIT [1881.HK; NR] and Langham Hospitality [1270.HK; NR] may be
worth a revisit.

We are also positive on China Travel HK [308.HK; NR] because of its exposure to
Hong Kong’s hotel and tourism-related business.
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