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Slower growth ahead as focus lies on
deleveraging
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HK$5.09

Industry View
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Management makes destocking and deleveraging a priority in 2015,
dragging near-term contracted sales growth. We believe the
deleveraging process is positive for the long-term outlook of the
company, and view current valuations as attractive.

What's Changed? From: To:
Country Garden Holdings Company Limited
Price Target HK$5.25 HK$5.09
2015E EPS 0.62 0.57
2016E EPS 0.70 0.69
2017E EPS NA 0.84

2014 core net profit grew 15.5% YoY: Country Garden reported its 2014
core net profit at RMB9.24bn (+15.5% YoY), largely in line with consensus’
RMB9.5bn. Gross margins came in at 26% (2013: 30%), while net margins
were at 11% (2013: 14%), slightly below our estimates. Net debt to equity
declined to 54% at end-2014 (2013: 64%). We are lowering our 2015 and
2016 EPS estimates by 8% and 1%, respectively, to reflect the lower margins.
We are also introducing our 2017 EPS estimate.

Destocking and deleveraging a priority: Management has made
deleveraging its priority in 2015, as it thinks the operating environment is still
very challenging. It has therefore set a 2015 contracted sales growth target of
+5% YoY, slowing from +21.5% YoY in 2014. This should still be challenging,
as we believe the developer will have to raise its sell-through rate to 61% in
2015 (2014: 55%). Recognized profit margins could remain under pressure in
2015, but should stabilize in 2016 onwards.

Valuations attractive, offering ~6.2% dividend yield: With the stock
trading at a 56% discount to NAV and 4.2x 2015 P/E below the average 5.8x
2015E P/E of our coverage, we think the margin pressure and slower growth
outlook are within market expectations. The stock offers an attractive 6.2%
trailing dividend yield, especially compared to the 6.49-8.22% YTM of its high-
yield bonds, in our view.

Key downside risks: RMB depreciation could result in a higher debt burden
as half of its debt is foreign. Further ASP declines could put pressure on

margins and NAV.

With this note, Jacky Chan assumes lead coverage of the stock.
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China Property / China

Stock Rating Overweight
Industry View Attractive
Price target HK$5.09
Up/downside to price target (%) 71
Shr price, close (Mar 11, 2015) HK$2.98
52-Week Range HK$4.16-2.78
Sh out, dil, curr (mn) 18,537
Mkt cap, curr (mn) Rmb44,568
EV, curr (mn) Rmb92,368
Avg daily trading value (mn) HK$130.40
Fiscal Year Ending 12/14 12/15e 12/16e 12/17e
ModelWare EPS (Rmb) 0.45 0.57 0.69 0.84
Prior ModelWare EPS 0.49 0.62 0.70 -
(Rmb)

Consensus EPS (Rmb)& 0.52 0.56 0.64 -
EBITDA (Rmb mn) 16,853 20,652 24,688 28,010
ModelWare net inc 9,240 11,543 14,018 17,054
(Rmb mn)

P/E 5.5 4.2 3.5 2.9
P/BV 0.9 0.7 0.6 0.5
Div yld (%) 5.9 7.1 8.6 10.5

Unless otherwise noted, all metrics are based on Morgan Stanley ModelWare framework
§ = Consensus data is provided by Thomson Reuters Estimates
e = Morgan Stanley Research estimates
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Risk-Reward Snapshot : Stock trading at attractive valuations
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Price Target HK$5.09

Bull HK$8.39
10% discount to bull-case
forward NAV

HK$5.09
25% discount to base-case
forward NAV

Base

HK$1.39
60% discount to bear-case
forward NAV

Bear

Our price target is based on our base case scenario

Further monetary easing to drive property prices higher:
Central government to announce further monetary stimulus
aggressively, which drives investment demand and asset prices
higher. Our bull case factors in 15% growth in property prices
across the board over the next 12 months.

Sales and operating environment stabilizes: The latest round of
rate cuts supports a steady pickup in contracted sales and
stabilized property trend. Our base case factors in flat YoY growth
in property prices across the board over the next 12 months.

Liquidity tightens, sales slow and inventory builds up:
Unexpected tightening in financial conditions and slower than
expected sell-through rates pressure developers' balance sheets
and cash flows, forcing developers to further soften their asking
prices. Our bear case factors in a 20% property price decline over
the next 12 months.
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Investment Thesis

We favor Country Garden’s mass market exposure,
offering products with a lower ASP and requiring a
smaller lump sum.

The company has contained its inventory build-up
better than peers

The cut in 2015 new starts to 19 mn sgm and a
slower, yet more sustainable asset expansion may
help improve sell-through and asset-churn, which
should underpin ROE and contain gearing.

Key Value Drivers

Property demand in lower-tier cities.

Property price increases, driving margin expansion.

Potential Catalysts

Announcement of property-specific policy easing
by the central government to support home
purchases in lower-tier cities.

Contract sales stronger than expected.

Risks to Achieving Price Target

Weaker-than-expected demand in lower-tier cities

Additional lower-tier cities announce home
purchase restrictions or other tightening measures.

Weaker economic growth in Guangdong province.

Accumulated inventory unexpectedly rebounds,
dragging on asset turnover and leverage.
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Financial Summary

Exhibit 1: Country Garden: Financial Summary
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Balance Sheet Income Statement
2013 2014 2015E 2016E 2017E 2013 2014 2015E 2016E  2017E
PPE & Inv. Prop 15,941 25,678 27,086 28,743 30,685 Property Sales 60,043 81,898 99,682 115476 143,817
Land use rights 1,865 2,035 2,262 2,678 3,313 Hotel services 995 1,132 1,773 2,074 2,074
Property under dev. 40,080 44,639 53,561 54,458 55,803 Construction services 867 468 515 566 651
Other assets 2,140 3,064 3,331 4,218 5,134 Property mgt & others 820 1,051 1,156 1,271 1,399
Fixed Assets 60,026 75,415 86,241 90,097 94,935 Total Turnover 62,725 84,549 103,125 119,388 147,941
Land use rights 41,126 53,995 60,040 71,080 87,935 Salesof properties 19,577 21,968 26,233 30,191 33,246
Properties under dev. 26,347 51,999 57,199 62,919 69,211 Hotel service (773) (189) (34) (41) (41)
Completed Inventory 18,920 23,203 27,630 26,367 27,807 Other businesses 207 277 287 316 353
Trade & other receivables 26,378 25371 29,590 35508 42,610 Gross Profit 19,012 22,055 26,485 30,466 33,558
Other current assets 6,762 10,835 11,542 14,100 16,995
Restricted cash 7,770 8,453 8,213 7,375 6,886 Selling & marketing Exp. (4,304) (4,356) (4,641) (4,776) (4,882)
Cash and cash equivalent 18,910 18,761 21,376 26,340 27,883 Admin expenses (2,033) (3,160) (3,300) (3,582) (3,699)
Current Assets 146,214 192,617 215,590 243,688 279,326 Other income / Exp. 21 186 300 330 362
Interest Income BO3 255 262 270 278
Total Assets 206,239 268,032 301,831 333,785 374,262 Operating profit 13,499 14,980 19,107 22,708 25,617
ST bank loans and others 12,434 14,929 15,762 17,662 19,397 Finance costs 0 (450) 0 0 0
Presale deposits 63,418 91,792 99,096 104,676 114,985 Others (26) 1,840 243 335 335
Trade & other payables 30,915 40,925 45,698 46,907 51,417 Profit before taxation 13,473 16,369 19,350 23,043 25,952
Income tax payable 8,137 8,976 10,215 11,641 12,824
Other current liabilities 0 0 0 0 0 Income tax expenses (4,625) (5,757) (6,902) (8,138) (8,459)
Current Liabilities 114,904 156,623 170,771 180,886 198,623 Minority Interests (334) (383) (904) (887) (438)
Net profit 8,514 10,229 11,543 14,018 17,054
LT bank loans and others 43,815 46,139 54,230 62,200 69,935 Underlying net profit 8,000 9,240 11,543 14,018 17,054
Deferred income tax liab. 1,509 2,827 2,827 2,827 2,827 Dividends 3,072 3,002 3,463 4,205 5,116
Minority interest 2,058 5,756 6,661 7,548 7,986
Shareholder Equity 43,954 56,686 67,520 80,502 95,069 MW diluted EPS (RMB) 0.43 0.45 0.57 0.69 0.84
Total Liabilities & Equity 206,239 268,032 302,009 333,963 374,440 DPS(RMB) 0.17 0.15 0.17 0.21 0.25
Ratio Analysis
2013 2014 2015E 2016E 2017E Cash Flow Statement
NDER 64% 54% 54% 52% 53% 2013 2014 2015E 2016E 2017E
Underlying ROE 17% 15% 16% 16% 17% PBT 13,473 16,369 19,350 23,043 25,952
Underlying ROA 4% 3% 4% 4% 5% Depreciation 610 1,207 1,481 1,814 2,216
Development margin (Pre LAT) 33% 27% 26% 26% 23% Other non-cash adj. (851) (4,121) (570) (646) (637)
Gross margin (Pre-LAT) 30% 26% 26% 26% 23% Changes in working Cap.  (15,255) (12,127) (16,276) (16,333) (20,193)
Gross margin (Post LAT) 28% 24% 23% 23% 21% Tax & Interest paid (6,095) (3,764) (4,174) (5,520) (6,412)
Underlying net margin 13% 11% 11% 12% 12% Cash from operating (8,118) (2,435) (189) 2,358 926
Asset turnover 30% 32% 34% 36% 40%
Asset turnover (Contracted Sales) 49% 48% 44% 45% 45% Disposal of PPE (1,276) (5.971) (2,741) (3,329) (4,014)
Asset to Equity 4.69 4.73 4.47 4.15 3.94 CAPEX / prop add 0 0 0 0 0
Net increase in inv/ 18 32 0 0 0
Other investing act. 555 255 262 270 278
Cash from investing act. (703) (5,685) (2,478) (3,059) (3,735)
Dividend paid (3,074) (3,002) (3,463) (4,205) (5,116)
Proceeds from borrowings 19,336 4,820 8923 9,870 9,470
Issue of shares 0 2544 0 0 0
Other Financing Activities 0 3,090 0 0 0
Cash from financing act. 16,262 7,453 5,460 5,664 4,353

Source: Company data, Morgan Stanley Research (E) estimates
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Earnings Analysis

Exhibit 2: Country Garden results analysis

(Rmb million) 2013 2014 % Change Remark Actual vs MS
Property Sales 60,043 81,898 36% GFA Booked up 31.8% 5%
Hotel services 995 1,132 14% -14%
Construction services 867 468 -46% decrease in volume -51%
Property management services 777 964 24% increase in GFA under mgt 13%
Rental 43 87
Total Turnover 62,725 84,549 35% 5%
Cost of Sales --
Total cost of sales (43,713) (62,494) 43% 6%
Total cost of sales (Post-LAT) (45,348) (64,139) 41%
Gross profit 19,011 22,055 16% Gross Margin dropped 4.3 ppts 1%
Gross profit (Post-LAT) 17,377 20,410 17% 2%
Other gains 21 186 766% 152%
Selling and marketing costs (4,304) (4,356) 1% Decrease as % of Contracted Sales -2%
Administrative expenses (2,033) (3,160) 55% Increase as % of Contracted Sales 30%
Other expenses
Interest Income 803 255 -68% Inc FX Gain of RMB 512 mn in prior year -15%
Operating profit 13,499 14,980 11% -3%
Operating profit (Post-LAT) 11,864 13,335 12% -T%
Finance costs - (450) FX loss & Loss on early Redemption of notes 89%
Revaluation Gain - 1,880
Associates and JCE (26) (40) 55% -115%
Profit before taxation 13,473 16,369 21% 6%
Income tax expenses (2,990) (4,112) 38% 14%
LAT (1,635) (1,645) 1% 51%
Minority Interests (334) (383)
Net Profit 8,514 10,229 20%
Underlying Profit 8,000 9,240 16% Exclude Revaluation & Net FX change in fin. Act. -8%
Underlying EPS 043 0.48 12% Net Margin down 2 ppts -2%
EPS(Rmb) 0.46 0.53 16% 8%
DPS (RMB) 0.17 0.15 -12% Lower payout ratio to 32.5% -14%
Weighted Average Diluted Shares O/S 18,537 19,139
Weighted Average Basic Shares 0/S 18,523 19,139
Margins 2013 2014
Gross Margin 30% 26% -4%
Gross Margin (Post LAT) 28% 24%
Net Margin 14% 12%
Underlying Net Margin 13% 11%
2,013 2,014
Total Debt 56,249 61,069
Cash 18,910 18,761
Restricted cash 7,770 8,453
Equity 43,954 56,686
Mi 2,058 5,756
NDER 64.3% 54.2%

Source: Company Data, Morgan Stanley Research
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What's Changed

We are lowering our 2015E and 2016E EPS by 8% and 1%, respectively, to reflect lower than expected profit
margins. Our 2015-2016E gross margins are reduced to 25.7% and 25.5%, respectively, from 27.4% and 26.4%
previously.

Our forward NAV estimate has been cut by 3% to HK$6.8 a share from HK$7 previously, bringing our price
target down 3% to HK$5.09 from HK$5.25 as we maintain an unchanged target discount to NAV at 25% when
deriving our target price. For more details, please refer to the Valuation and Risk section.

Exhibit 3: Country Garden: What's Changed?

CG Prior New % Change
Forward NAV 7.0 6.8 -3.2%
Target Discount -25% -25% 0.0%
Target Price 5.25 5.09 -3.0%
EPS 15E 0.62 0.57 -8.4%
EPS 16E 0.70 0.69 -1.4%
EPS 17E NA 0.84

Net Profit (mn) 15E 12,599 11,543 -8.4%
Net Profit (mn) 16E 14,215 14,018 -1.4%
Net Profit (mn) 17E NA 17,054

Turnover (mn) 15E 103,483 103,125 -0.3%
Turnover (mn) 16E 119,990 119,388 -0.5%
Turnover (mn) 17E NA 147,941

Source: Morgan Stanley Research (E) estimates
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Deleveraging and destocking: The company's NDER ratio improved to 54% in 2014 from 64% in 2013, while

its completed inventory as a percentage of total assets remained steady at 9%. Given a tough operating
environment, Country Garden's strategy is shifting from a high growth to a low growth stage. For 2015, it is
guiding for 5% contract sales growth, vs. a 40% CAGR in 2010-2014, and a 14% decline in new starts to 19mn

sgm.

Cash flow budget in 2015: In addition, the company is guiding for positive cash flow in 2015, with cash inflow
of Rmb140bn from sales and cash collection from receivables, and cash outflow of Rmb130bn (of which
Rmb20bn is land, construction capex is Rmb73bn, tax is Rmb18bn, interest is Rmb5bn, SG&A and other is

Rmbl1lbn).

Margin may continue to be under pressure: However, due to a tough market in 2014, management guided
for booked gross margin to be under pressure in 2015, although it expects it to stabilize afterwards.

Exhibit 4: Completed inventory remain steady as % of asset level
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Source: Company data, Morgan Stanley Research
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Exhibit 5: Country Garden net gearing improved to 54% in 2014 from 64% in 2013
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Exhibit 6: Country Garden management expects to generate positive cash flow in 2015
2015
Country Garden cash flow 2014 guidance
Property sales 105.8 140.0
Cash inflow from other segment and other operations 22 ’
Construction payments (62.9) (76.0)
Land acquisition (21.0) (20.0)
Interests paid (4.7) (5.0)
Salary payments and welfare (9.5) (11.0)
Taxes (13.5) (18.0)
Net cash flows in operating activities (3.7) 10.0

Source: Company data, Morgan Stanley Research
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Exhibit 7: Country Garden sees contract sales growing 5% in 2015
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Exhibit 8: Country Garden gross margin expected to decline in 2015-16E
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Exhibit 9: Country Garden's 2010-2014 BVPS and EPS recorded CAGRs of 17% and 20%, respectively
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Valuation and Risk

Our price target valuation methodology is based on a target discount of 25% to NAV (unchanged). Our NAV
consists of DCF of all existing projects based on the company's landbank. We use NAV as our primary valuation
methodology as it captures the value of all existing projects, and profitability and return profiles of individual
projects can vary much. Our target discount of 25% reflects our qualitative rankings on a scorecard that includes
market cap, execution record, geographic exposure, management track record and financial leverage. We
assume flat ASP in the next 12 months in our base case scenario. (For further details, see “China Property -
Upgrade to Attractive, Upside Hinges on ASP & Inventory” published Dec. 16, 2014.)

Exhibit 10: Scorecard: Determining the base case target discount to NAV

Mkt SOE Execution Geog. Mgt. Track Liquidity Financial Total New Target
Name Cap Prem Record Exposure Record Risk Leverage Score Dis (Prem.)
Vanke A 5 4 4 5 5 4 5 32 20%
coLl 5 5 4 5 5 4 4 32 20%
CRL 5 5 4 5 2 5 5 31 20%
CG 5 1 4 3 3 1 4 21 25%
Longfor 4 1 3 3 4 3 2 20 30%
Shimao 4 1 2 4 3 2 3 19 35%
SOHO 3 1 2 2 3 3 4 18 35%
Yuexiu Prop. 2 4 1 2 2 3 3 17 50%
KWG 2 1 3 2 4 2 3 17 50%
COGOo 1 4 2 1 3 3 2 16 55%
GZ R&F 3 1 1 3 2 3 2 15 55%
SOL 3 3 2 2 1 1 3 15 60%
Poly Prop. 2 5 1 1 1 2 1 13 65%
CCRE 1 1 2 1 3 3 2 13 65%
Yida China 1 i 2 2 2 2 2 12 65%

Source: Morgan Stanley Research estimates. In this scorecard, we assess each company's project diversification (geographic exposure), interest
coverage, assets/equity and NDER (Financial Leverage and liquidity risk), ownership structure (SOE premium), and other qualitative assessments of
each company (e.g., operational track record) to rank the developers to derive our base case target discount to NAV.

Key upside risks to our price target:

Stronger-than-expected property sales volume and ASP.

Property price increases would drive profit margins and, hence, NAV expansion, and likely trigger a re-rating.
Key downside risks to our price target:

Capitulation in property prices due to unexpected liquidity tightening, dragging down margins.

Weaker-than-expected property demand.

Government reverses policy easing trend.

10
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Exhibit 11: China Property valuation comparables

|114MarA15 Share Mkt Cap  T/O USSmn Fwd NAV/ Disc to Trailing  Trailing  Trailing
Stock Rating Price USsSmn Avg Daily PE14E PE 15E PE 16E Shares Fwd NAV _ Div Yield PTBV NDER
Vanke A ow 11.93 18,480 155.6 6.9 5.9 4.7 19.3 -38% 3.4 1.7 36%
Shimao ow 15.54 6,954 235 49 38 34 415 -63% 7.0 1.0 58%
G ow 2.98 7,815 17.2 53 4.2 35 6.8 -56% 6.0 09 54%
Yuexiu REIT ow 4.23 1,535 1.8 46.8 273 24.3 NA N/A 7.1 0.7 54%
KWG ow 4.68 1,777 4.8 38 33 29 16.5 =72% 7.6 0.6 70%
Longfor ow 9.75 7,298 4.5 6.3 5.7 4.8 18.0 -46% 29 1.1 66%
GZ R&F ow 863 3,583 10.8 4.1 35 33 313 -72% 7.1 0.7 92%
CRL ow 18.96 15,956 27.9 9.8 9.1 6.2 325 -42% 2.4 1.4 55%
Yuexiu Prop. EW 143 2,285 5.2 7.7 78 7.0 38 -62% 51 0.5 63%
cou EW 22.00 23,172 69.6 8.0 6.3 56 325 -32% 2.2 15 37%
CCRE EW 1.87 587 0.3 3.3 2.8 24 6.4 -71% 5.6 0.6 39%
Yida China EW 2.50 831 0.2 5.1 43 35 7.8 -68% - 0.6 159%
Vanke H EW 15.78 2,674 16.4 7.3 6.2 5.0 24.2 -35% 32 18 36%
COGO EW 3.90 1,147 3.2 4.0 34 3.0 10.2 -62% 25 0.7 67%
Agile uw 4.45 2,246 9.7 3.7 39 45 11.8 -62% 10.4 05 82%
SOHO uw 5.10 3,417 33 12.0 25.8 27.1 8.5 -40% 6.0 0.5 19%
Poly Prop. uw 3.45 1,628 6.1 6.9 6.8 6.0 8.9 -61% 6.3 0.4 106%
[ MS coverage 68 58 49 -49% 4.0 1.0 70%

Source: Datastream, Company data, Morgan Stanley Research (E) estimates
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COMPANY (TICKER) RATING (AS OF) PRICE (03/11/2015)

Chan, Jacky

Agile Property (3383.HK)

Central China Real Estate Ltd (0832.HK)

China Overseas Grand Oceans Group (0081.HK)
China Overseas Land & Inv. (0688.HK)

China Resources Land (1109.HK)

China Vanke Co., Ltd. (000002.S2)

China Vanke Co., Ltd. (2202.HK)

Country Garden Holdings Company Limited (2007.HK) 11/23/2011 HK$2.98
Guangzhou R&F Properties (2777.HK) 12/17/2014 HK$8.63

U (10/15/2014)
E( )
E( )
E( )
of )
Of )
E( )
O (12172014
KWG Property Holding Limited (1813.HK) 0(10/21/2012) HK$4.68
o )
U( )
o )
U )
U( )
E( )
E( )
Of )

10/25/2013
12/17/2014
11/23/2011
12/17/2014
04/11/2012
08/19/2014

HK$4.45
HK$1.87
HK$3.90
HK$22.00
HK$18.96
Rmb11.93
HK$15.78

Longfor Properties (0960.HK) 10/21/2012 HK$9.75

Poly Property Group (0119.HK) 03/10/2013 HK$3.45
Shimao Property (0813.HK) 10/21/2012 HK$15.54
Sino Ocean Land (3377.HK) 04/11/2012 HK$4.69
SOHO China (0410.HK) 01/09/2014 HK$5.10
Yida China (3639.HK) 08/03/2014 HK$2.50

Yuexiu Property (0123.HK)
Yuexiu Real Estate Investment Trust (0405.HK)

04/15/2014
03/14/2013

HK$1.43
HK$4.23

Stock Ratings are subject to change. Please see latest research for each company.
* Historical prices are not split adjusted.
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