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Focus: "Weather forecast for the Chinese real estate market: A

brewing storm”
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The Chinese real estate market is facing a new round of gov-

ernment policy tightening aimed on the soaring home prices,
which could evolve into the severest policy intervention.
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Chinese developers are in better financial shape for this new
cycle of policy moves. Top tier developers are expected to
weather the storm once more, while governments at all levels
have large stakes to see a continuing growth of the industry.
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Large, diversified and Tier 1 city-light developers should ex-
perience less impact from the policy changes. The recent

sharp sell-off of the offshore Chinese developer bonds pre-
sents a buying opportunity for investors taking a longer view.
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Biweekly overview: Volatility is the name of the game during the
past two weeks amid lingering worries on the eurozone debt crisis.
Treasury curve flattened significantly, while the dollar index ral-
lied to 1-year high before falling back to close out marginally
higher. And in Asian credit market, cash bonds were sold-off.
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Biweekly Overview:
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It was a choppy two weeks for the Treasury
market, as lingering worries on the eurozone
debt crisis, compounded by the unilateral ban
on naked short selling from Germeny, contin-
ued to eclipse the improving U.S. readings in
the economic front. In the 1°" week, European
policy makers unveiled a S1 trillion aid package
in a pre-emptive effort to contain the European
debt crisis, giving the market a boost. Stocks
rebounded while Treasuries were down. But
the euphoria over the aid package faded
quickly, and the euro sank further towards the
end of the week. All three Treasury auctions
during the week saw decent demands, amid the
market turnmoil. During the 2" week, Treasury
prices rose more after Germany’s temporary
ban on certain naked short selling sparked an-
other wave of anxiety among investors, while
CPl data tells inflation is a no show. At the
closing of the period, the old 10-year yield
closed out lower by 18bps to 3.251%, while the
2-year yield by 4bps to 0.768%.

EX

The Euro collapsed to its multi-year lows during
the 2" week, as the sovereign debt crisis con-
tinued to worsen. The Dollar Index retreated
after it jumped to 1-year high at 87.162. Ahead
of next week’s U.S5.-China trade talks, Chinese
officials reiterated that China won’t succumb
to external pressure and will adjust its cur-
rency exchange rate based on the economic
condition. Yuan forwards remained
range-bound. RMB/USD spot rate was little
changed at 6.8275, while the 1-year forward
(NDF) eased from 6.7160 to 6.7350.

Credits

Credit market recouped most of the losses from
the previous period at the beginning of the
first week, but took another leg down after-
wards. The iTraxx ex-Japan Asia ended un-
changed at the level of 144bps for the period.
In the cash market, Asian offshore new issu-
ance slowed during the period. A total of 3
deals were priced for a total amount of $1.2bn.
In the secondary market, bond spreads wid-
ened more than CDS. Chinese property names
took another heavy loss. Agile 17 and Yanlord
17 all traded below $90 level as the sell-off in
the market did not even distinguish the better
quality names.

In China/HK CB market, as stocks fell, bond
prices tumbled while trading volume was thin.
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Focus: Weather forecast for the Chinese real
estate market: A brewing storm
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1. A new round of policy tightening

Since Dec. 2009, Chinese government has be-
gun introducing a series of tightening policies
to cool down the soaring property market. In
the initial months to April, the soaring trend of
home prices showed no signs of abating, but
actually rose at an accelerating rate. During
Jan.-Apr. of 2010, home prices in 70 major cit-
ies rose 9.5%, 10.7%, 11.7%, 12.8% YoY in each
month, respectively. Considering an intensified
social discontent as well, the Central Govern-
ment on Apr. 15th issued a basket of by-far the
strongest tightening policies on the property
market.

Key elements of the tightening policies

The tightening policies announced by the State
Council cover three main areas:

1) Balance real needs and curb investment and
speculative demand: implement a tiered
mortgage rates policy. (Responsible Ministry:
People’s Bank of China (PBOC))

For the first home purchase, the minimum
down payment is 30%. For the second home
purchase, the minimum down payment is 50%,
and the mortgage rate will be at 110% of the
prevailing rate. For the third and subsequent
home purchases, banks must impose substan-
tially higher down payments and mortgage
rates. Commercial banks can also suspend
making loans to third home purchases based on
their risk management. Banks in a city are also
banned to grant mortgage to non-local resi-
dents with no proofs of a full year of local tax
or social security payment.

2) Increase supply: Improve housing supply
structure and speed up constructions of af-
fordable housing. (Responsible Ministries:
MOHURD, NDRC, MOF, MOLR)

A total of 3mm affordable houses and 2.8mm
houses from urban slum redevelopment must
be completed in 2010. Land used for the con-
struction of affordable housing, urban slum
redevelopment and small-to-medium sized
commercial homes must be no less than 70% of
the total residential land supply.

3) Raise the costs of hoarding properties: make
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targeted adjustments on tax policies (Respon-
sible Ministries: MOF, SAT)

MOF and SAT are mandated to speed up the
study and formulation of new tax policies that
would promote rational housing consumption
and property investment.

The policy paper issued by the Central Gov-
ernment is to be implemented by detailed rule
interpretations from cabinet ministries and
local governments. MOHURD first issued its
policy details on Apr 20. Many local govern-
ments have also launched details of their policy
implementation (see the following section).

The most severe tightening measure of the
policy is the tiered mortgage rates policy.
Banks once again becomes the main instrument
of the Central Government to exert its macro
controls. Given that increasing supply cannot
be achieved in a short period of time, curbing
demand becomes the most effective way to
stabilizing home prices in the near term.
Through raising the down payment ratio and
mortgage rates, banks can reduce a home
purchaser’s buying power and increase the cost
basis. Although MOHURD and CBRC have not
yet issued standards for the policy implemen-
tation, most banks have already adopted more
restrictive policies towards second-home pur-
chases. In the past, banks would identify a
second-home purchase “based on mortgage
records, but not on home ownership records”.
In such cases, homes bought with cash
wouldn’t be counted in the second-home de-
termination. But in the latest tightening, banks
would adopt a more stringent rule that the
determination of a second home is “based on
both mortgage and home ownership records”,
which means the second-home ownership is
determined by the basis of a single family.

This round of policy tightening is tougher than
ever, demonstrating Central Government’s
determination to cool down the property
market. Elevating the housing issue to the
level of social harmony and citizen’s well-being
is the Government’s most critical comments so
far on the negative impacts of high home
prices. By listing home price stabilization and
construction of affordable homes as part of the
performance of local governments is also Cen-
tral Government’s effort to improve the local
government’s lack of effectiveness in control-
ling home prices.
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2. Expected impacts

Given the severity of this round of policy
tightening, we see a perfect storm brewing
over the horizon.

Impact on home prices and transaction vol-
umes Using administrative measures to curb
housing demand will inevitably lead to the de-
cline of both home transaction volume and
price over the short term. Transaction volumes
will usually fall first, followed by the price fall
after some time lag. Past experiences imply
that price decline usually starts to develop 1-2
months after a volume decline. Some cities
have seen decreased volumes already. Take
Beijing as an example, data from Beijing Prop-
erty Transaction Management Website (Jdbt % &
W= R HE®M) has shown, from April 14™ to
May 13" , transaction volumes on new and ex-
isting homes were 5574 units and 1272 units
respectively, represent a total decline of 53.3%
YoY.

The levels of price decline are expected to vary
from city to city. Using data from 4 key cities as
an illustration (Fig. 1), we find that home
prices are much more volatile in the Tier 1
cities such as Shenzhen, Beijing, and Shanghai
and much less in lower tiered city such as
Chongging. During the last tightening cycle
started in Sep. 2007, Shenzhen, Beijing,
Shanghai and Chongging saw peak-to-bottom
price drops at 43%, 38%, 14%, and 14%, re-
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spectively. As Beijing and Shenzhen had the
sharpest price gain during the current cycle of
housing boom and the highest average selling
prices (Beijing at RMB22,904/sqm, Shenzhen at
RMB20,228/sqm, Shanghai at RMB14,603/sqm
and Chongqing at RMB6,119/sqm), we expect
they would see the largest price correction in
this round of policy tightening.

However, the purpose of the government’s
policy intervention on the property sector is to
stabilize prices at rational levels, not to clamp
down the development of the industry. The key
point of the new measures is to curb invest-
ment and speculative demand, while increasing
supply. The housing industry is one of the pil-
lars in China’s modern economic growth, and
China’s future urbanization relies on a healthy
housing industry. At times of severe distress,
the Government has shown its willingness to
step in to rescue or to boost the housing mar-
ket, as shown in Fig. 1.

The long-term goal of achieving stable home
prices will depend on the structural improve-
ment of housing supply. One of the key factors
is to have a relatively adequate government
housing system that provides housing solution
to low-income residents. Yet the construction
of economically affordable homes has been
slow since the last housing reform. During
Jan.-Aug. of 2009, the construction investment
in local affordable housing was about
RMB39.49bn, representing only 23.6% of the
targeted completion. Suppressing demand
would only be a temporary solution until the
next burst of demand appears, which could
lead to another round of fast price rising.

Impact on the banking system If the new
tightening policy leads to housing price de-
cline, the asset quality of banks’ mortgage
books will be impacted. Mortgage loans make
up a large part of banks’ credit business. As of
Mar. 31, 2010, outstanding mortgage loans in
the banking system were at RMB 8.18 trillion,
or 20.1% of the total outstanding of bank loans.
In fact, some of the local municipal financing
are also tied to real estate credits. Many muni
financings rely on using lands as collateral or
are secured with local fiscal income. Once
housing prices start to drop, land value will
depreciate, which means local fiscal income
from land-right transfer tax and other property
transaction taxes will shrink, and thus repay-
ment risk of these muni financings will likely
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rise.

So far banks estimated that they should see no
major impact from this round of policy tight-
ening. Since late Apr., CBRC has asked com-
mercial banks to stress test their mortgage
books. In the backdrop of the policy moves,
such a stress test seems to serve as an effort
for the government agencies to identify the
rooms within which they would feel comfort-
able to allow home prices to fall, while avoid-
ing causing damages to banks’ asset quality. In
general, most commercial banks found their
risk tolerance up to 30-40% home price decline.
Among state-owned banks, CCB and Bank of
Communications have a risk tolerance at about
30%. Among joint-stock holding banks, Ming-
sheng is at 40%. The general expectation of
price decline in the market is 15%-20%. In
summary, the mortgage risk in the Chinese
banking system is mitigated by the high
down-payments, high prepayment rates and
extended appreciations of asset valuation, and
the leverage level related to the real estate
within the Chinese economy remains manage-
able.

Impact on local economy Local governments
are the bodies that will actually carry out the
new central government policies, and the ef-
fectiveness of the new policies will rely on the
completeness of such local execution. How-
ever, deeply vested interests of local govern-
ments in the local property industry usually put
them in an awkward position when directed to
tighten controls on the industry. Revenue from
land-right transfer fees normally makes up half
of local governments’ fiscal income, and the
industry also has supply/demand relationships
with over 50 up- and down-stream industries.
Local governments’ dependence on the prop-
erty industry for land transfer tax and other tax
revenues will not be easily altered in the short
term.

On the heels of the policy announcement by
the central government, many local govern-
ments have put forward detailed rules for local
implementation. Among them are cities ex-
perienced sharp rises of housing price, such as
Beijing, Qingdao, Shenzhen, and Hangzhou.
General speaking, rules from Qingdao and Bei-
jing appear to be more severe than what the
central government has laid out, while the rest
are relatively moderate. The Beijing rules de-
mand banks in Beijing should immediately stop
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offering residential mortgages for the third
home purchase and beyond by any single family
and each family can only purchase one more
new unit of property.

Local municipal financing is a vital factor to be
concerned about when the central government
is trying to cool down the property market.
According to data from PBOC, outstanding loans
from muni financing amounted to RMB 7.38
trillion as of 2009, making up 20.4% of total
outstanding of bank loans. If the tightening
policy causes sharp falls of land-related in-
comes, local municipals could face significant
pressure of securing funds for debt repayment
or seeking refinancing. For this reason, it would
not be desirable for the government to see a
pro-longed downturn of the property market.

Impact on developers As the tightening policies
will lead to declines of both housing price and
transaction volume, expected revenues for 2010
might be lower than developers had initial an-
ticipated. What concerns developers more than
anything else is the increasing difficulty in the
capital market fund raising and the tightened
leading conditions by banks. PBOC has already
signaled its moves to tighten up monetary pol-
icy by raising bank reserve requirement for the
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third time. The current required reserve ratio
of large commercial banks is already at 17%,
close to the historical high of 17.5%. Every
0.5% hike in reserve ratio translates into a
lock-up of about RMB 300bn in capital.

However, developers’ ability to cope with the
market downturn is much better today as
compared to 2008. On one hand they have
gained valuable experiences from the market
decline of 2008, but more importantly they
have stocked up sufficient cash and liquidity
from the strong property sales and easy bank
credits during 2009 and the first 4 months of
2010 (see Fig. 2). Developers therefore have
significantly strengthened their capacity to
withstand another round of housing price de-
cline. Understandably, the three international
rating agencies S&P, Moody’s, and Fitch have
not taken any negative ratings actions on the
Chinese property sector since the announce-
ment of government new policies.

The new policies mainly target the residential
property sector and focus little on commercial
properties. For this reason, we expect the im-
pact on developers focusing on commercial
properties will be very limited, despite there
have been some market correlations between
the residential and commercial properties.

The new policies aim to curb investment and
speculative activities, especially in regions
with high housing prices. Property and land
prices at suburb areas of those top tier cities
should see the most impact, while those in
central districts should see only small impact
due to limited supply. Those in the second to
third tier cities should also see very limited
impact as the housing prices in those cities
rose at a relatively smaller pace. Those markets
appears to be more rational, with the majority
of purchases from end-users, while investment
purchase are minor, and have more rooms for
further expansion. Furthermore, the second
and third tier cities are undergoing fast ur-
banization and industrialization, which will be
the new growth driver for the property market.

Considering the combined strength of a de-
veloper’s funding situation, product mix and
geographical diversity, we think SOHO China
and Evergrande are in positions to withstand
the market downturn better than the other
developers. SOHO China will benefit from its
focus on commercial property, which is not a
target of the new tightening policies. Ever-

B K & AR

Fixed Income Research

3. MABRTANE R

st F T B 3= IR B SN AT AR A3
R, BTFIAT4e? B BT\ RE & &
WG KR E @At 09K ET.

BAEAEE, LRI HE . FIHEERZ AL
H1, o B e TR B AT 69 R SUVA B 3 R — B
YA 0 S A B AR AR B4 (LAY ).
8 TBUT AR B 69 2L 5= )a3e i, fm R 2R
3 = AT Ak 0 B, RAVE I L fEaB L Sk
BB e HBUFER, AR E S TR
SRR A B 6 KRG E KPR A B A BUTH
BORASNTIE K, d P S Fa i 7 BT B3 = 641
AL T AndF AR EFA B KA T AE . AT 4
AFNMAA G —ANINE) . Al de, A5 A B H K
a3k & M R B2 B4Rk (B3/B-) A A4 &
(B1/BB-) #9+F R _Laf ek & .

BTGB AM L, SLINRAT 6 E M iy 6 i As T
AER i BLIL AR A & B3 B 6913 7 2K 69 K
2. A2 2007-08 549345 B 0 Sesh v b ey %
EAHA— TR DI LR Rk
®om, BT AH SMr Z B ST E 093
WG E A RBY M 4 09 ot o, LR G4 2R
R, EAEIER, JUFPTA 49 B ™ Ay e i
HEARERE 20-40 2 K-F (JLE 3 F 5me9 6T ).

BEAVAH, L @PTE 6T EE R R T b
RE)EAB AT E IR E NI, S84
A TE R TR, RATAR KM LB A T35
BAT WA PARFAE A 41 F R LR

BRI R —FEERF LT, 5B 2 FH769)L
R K TR T RN AT A Ruhs , o — a9k T —
X 5. 5%Z 8. 2016 B HA693E A AR TR BAR.

1 09N A SRR, A3ty B MAE AR s
FRACAURT th L EAUIEIM A 49 K M@AR % A A&
€ (LA 3). ENVAAFBRLEA R EA =,

L —R%R%HFEEANGHALZTEH A2
B KA, AR RN ST HEHE, L2




4E (8) U

@ BOC INTERNATIONAL

grande’s business model focuses on residential
properties mainly in the second tier cities,
where impacts from new policies are expected
to be smaller. Their projects have good geo-
graphical diversity and target on mid-range
residential homes mainly for end-users. Also,
immediately after the release of the govern-
ment new policies, Evergrande management
responded with proactive measures to lower
selling prices to secure quick cash turnover. In
addition, Evergrande’s standardized operation
model gives it a very strong execution capabil-
ity. Evergrande saw a much strengthened cash
situation with contracted sales of 30.3bn in
2009 and 12.1bn in the first 4 months this year.

3. Bond investors’ considerations

What to expect as an investor of offshore Chi-
nese property developer bonds? There are two
areas need to be looked at: corporate funda-
mentals and market technicals.

Fundamentally, Chinese property developers
are in a much better shape and are better
prepared for the new round of policy tighten-
ing, given their cash reserves, profit margin
and debt profile (see discussions earlier). Since
the purpose of government’s policy moves is to
bring down the soaring home prices, not to cap
the growth of the industry, we expect the in-
dustry can quickly respond to the policy inten-
tion by lowering selling prices, while securing
only a short-term pain in transaction volumes.
The real demand for residential properties
should remain intact despite the government
intervention, and both the central and local
governments have a strong incentive to keep
the industry in good shape and continue to
grow in the longer term. This is probably a
shared view by the rating agencies as well. For
example, even after the releases of the gov-
ernment’s new tightening policies, Moody’s
remained undeterred to upgrade the ratings of
Greentown (B3/B-) and Hopson (B1/BB-) last
week.

Market-wise, bonds issued by Chinese property
developers in the offshore market could ex-
perience more pains than what they should
deserve in respect to their fundamentals. What
happened during the last tightening cycle dur-
ing 2007-08 is a telling experience. Com-
pounded by impacts from the global financial
crisis at the same time, market prices of Chi-
nese property bonds were hit hard by a wide-
spread global pessimism and liquidity crunch.
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At the height of the distress, nearly all of them
traded down to the 20-40 cent levels (see the
Greentown case in Fig.3).

We view such a market reaction is mainly due
to the liquidity and technical stressed devel-
oped in the offshore market, less due to their
fundamental changes. We use Gemdale’s on-
shore bond in the domestic market as a case of
study.

Gemdale is one of the largest nationwide
property developers and can be considered in
the same league as those listed in Fig.2. Gem-
dale’s only bond is the 5.5% 2016 senior RMB
bond issued in the domestic market. As the
bond price shows, the Gemdale bond did not
experience the distressed price sell-off during
the global crisis. There were two reasons for
this difference, we believe. One is that nearly
all of the bond investors in the Chinese do-
mestic market are buy-and-hold type and they
can bear a much higher market volatility; The
other is that domestic bond investors didn’t
see significant rise of default probability of the
large property developers during the global
crisis and also have a high confidence on the
long-term outlook of the sector despite of gov-
ernment interventions at times.

By this note, we don’t expect the current global
jitters rooted from the European debt crisis
would cause serious damages to the Chinese
property developers. The domestic policy
tightening would indeed stir up near-term
business uncertainties and difficulties of the
sector, but we believe the top tier developers,
if they could maintain a prudent cash flow
management, would again be able to weather
through the storm and actually come out in
even better positions to compete in the market
with the medium-to-small sized developers.

Under such an assumption, the current sell-off
of the offshore Chinese property bonds could
be considered a buying opportunity. We cannot
rule out a high possibility that the market
volatility could worsen further, given the un-
settled nature of the eurozone sovereign debt
crisis and the Chinese policy tightening has just
be put out in place. We nevertheless have good
faith in the long-term vitality of the Chinese
property industry.
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Listed Companies in this Report

Evergrande Real Estate Group Ltd (3333.HK/HKD1.90, BUY)
Country Garden Holdings Company Ltd (2007.HK/HKD2.01, HOLD)
Shimao Property Holdings Ltd (813.HK/HK10.64, BUY)

Agile Property Holdings Ltd (3383.HK/HKD7.88, BUY)

Soho China Ltd (410.HK/HKD3.92, BUY)

Kaisa Group Holdings Ltd (1638.HK/HKD1.60, BUY)

Greentown China Holdings Ltd (3900.HK/HKD7.91, SELL)

Hopson Development Holdings Ltd (754.HK/HKD8.78, NOT RATED)
Gemdale Corp (600383.CH/CNY6.16, BUY)

Bank of Communications (3328.HK/HKD7.90, SELL)

China Mingsheng Banking Corp Ltd (1988.HK/HKD7.42, BUY)

China Construction Bank (939.HK/HKD6.15, HOLD)
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