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Neutral

PORTS DESIGN LTD(589 HK) (Previous: Neutral)

Profit margin compression expected, maintain “Neutral”
Target Price: HK$5.30

Ports Design is going to adopt the reinvestment strategy for the
coming year. Hence, we expect OP margin compression over Current price: HK$5.06
time. We think the company is facing furious competition from
both local and international brands. Even though the company
denies that the brand lacks uniqueness, we start to see some
signs of brand aging. 1) Losing market shares from local markets.
Lancy (002612 CH), A-share listed womenswear company,

China Merchants Securities (HK)
vy Zhao
86-755-25310166

recorded much better interim results than Ports; 2) Losing zhaox@cmschina.com.cn
bargaining power to department stores; and 3) Losing brand’s
premium. More outlet stores opened, as customers prefer to buy 02 Sep 2013

the company’s products at cheaper prices. We cut 2013-2015E
earnings by 12-25% to EPS RMBO0.55, RMB0.56 and RMBO0.64. We Key data

maintain NEUTRAL with new target price of.HK$5.30 (HK$5.91 HS! Index 21731.37
previously), based on 7.5x 2013E P/E (equivalent to 80% of

industrial average) HSCEI Index 9825.21
' S/O(mn) 554.11

Top-line growth but profit reduced. In line with our expectations, the S/O (HKS$)(mn) 554.11

company posted a top-line growth of 9.2%, driven by 7.4% SSSG in Mkt cap (HKS$) (mn) 2806

1H2013. GP margin was 81.9%, the same as 1H2012. The company BVPS(HKD) 3.32

reinvested into the business in 1H2013 by upgrading retail network,

changing stores layout, retaining design ta_lents anq expanding Major shareholder Holding (%)

oversea market. So that, there was notable increase in the rental Ports Intl Enterori 40

expenses, depreciation expenses, advertising expenses and staff orts Inthienterprise

costs. Due to the above factors, OP margin dropped 3ppt to 19.0%. Free float 53

The company is going to adopt the reinvestment strategy for the Industry Apparel

coming year. Hence, we expect OP margin compression over time. NP

margin decreased 2.7ppt to 13.5%, as the effective tax rate increased Share performance

to 32.4% in 1H2013. Looking forward, increasing overseas business % im 6m 12m

changes the mix of income tax, pressures NP margin in the long run. Absolute 1 -15 -22

Basic EPS was RMBO0.25. The company declared interim dividend of Relative 1 8 29

RMBO.11 per share, representing 44% of dividend payout ratio, down

from 56% (for ordinary dividends) in 1H2012. o) T 589HK ——HSlIndex

Inventory level continued to increase. In 1H2013, the company
opened 2 more outlet stores in Toronto and Chicago to help reduce
inventory. Inventory turnover days improved to 671 days in 1H2013
from 679 days in 1H2012. In spite of that, inventory level actually rose. . e
The other operating expenses increased 23.5%, due to the increase in Sep/12  Ja13  May/13
stock provision. Stock provision as a percentage of retail revenue
increased to 10.3% from 9.0% in 1H2012.

Source: Bloomberg

Financials Related research
RMB mn 2011 2012  2013E  2014E  2015E
Revenue 1,985 2,098 2,244 2,475 2,808
YoY Growth (%) 15.5% 5.7% 6.9% 10.3% 13.5%
GP margin (%) 82.1% 81.9% 80.9% 80.0% 79.5%
Net Profit 430 354 308 311 350
YoY Growth (%) 6.4% -17.7%  -13.1% 0.8% 12.8%
EPS (RMB) 0.76 0.63 0.55 0.56 0.64
DPS (RMB) 0.49 0.38 0.44 0.49 0.55
P/E (x) 5.2 6.2 7.2 7.0 6.2

Please see important notice on the last page.
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Source: Company data, CMS (HK) estimates

1H2013 results

Ports announced 1H2013 results. Top line was in-line with our
expectation. However, due to the rise in expenses, bottom line was

much lower-than-expected.

Revenue was up by 9.2% to RMB1.1bn, which was mainly driven by
7.4% SSSG in 1H2013. GP margin stood at 81.9%, the same as
1H2012. By segment, retail turnover increased 7.9% to RMB976.1mn.
At the end of June, the company operated a total of 371 stores in the
PRC, Hong Kong, Macau and USA, a drop of 21 stores from the end of
2012. It was due to the repositioning of stores and prudent store
expansion management. The contribution of retail segment to total
turnover decreased from 91.9% in 1H2012 to 90.7% in 1H2013.

Operating expenses increased 14.2% to RMB678.1mn. In order to
enhance the company’s brand awareness and market position, the
company started to reinvest into the business in 1H2013. Several
measures have been taking: 1) upgrade retail network by repositioning
stores into higher end location; 2) decorate stores layout to attract more
customers; 3) reserve design talents to solidify the recognition of
fashion brand; and 4) expand in overseas market to strengthen brand
image as international one. Therefore, we saw the notable increase in
rental expenses, depreciation expenses, advertising expenses and staff

costs.

OP margin dropped 3ppt to 19.0%. The effective income tax rate
increased from 28.7% in 1H2012 to 32.4% 1H2013, due to the increase
in overseas market investment. NP margin was down 2.7ppt to 13.5%.

Basic EPS was RMB0.25. The company declared interim dividend of
RMBO0.11 per share, representing only 44% of dividend payout ratio,
which decreased from 56% (for ordinary dividend) in 1H2012. This is
because the company is currently at the reinvestment stage. Rising
expenses will likely continue going forward. Profit margin will be

negatively impacted in

the medium term. Besides, the

retail

consumption sentiment is still weak. Market uncertainties remain. So
the company would like to increase capital in order to be prepared for

any possible challenges in the future.

Table 1: Mixed results in 1H2013

RMB Millions 1H2012 1H2013 (+/-) Note
Retail was up by 7.9%; others
Revenue 985 1076 9.2% increased by 24.6%. The contribution
from retail dropped to 90.7%.
COGS -178 -194 8.9%
Blended GP margin stood at 81.9%,
. the same as last year. Retail GP
Gross Profit 807 881 9.3% ) )
margin was 86.7%; GP margin for
others was 35.1%.
Other Income 4 2 -43.6%
The net unrealized loss on trading
Other Net Expenses -1

securities.

Please see important notice on the last page.
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Distribution Costs -471
Administration Costs -41
Other Operating Expenses -81
Operating Profit 217
Net Finance Income 6
PBT 223
Income Tax -64
PAT 159
Interim Dividend 84
Special Dividend 56
Basic EPS (RMB) 0.27

-525

-53

-100

205

215

-70

146
61

0.25

11.3%

29.1%

23.5%

-5.7%
-72.6%
-3.6%

8.6%

-8.5%
-27.8%

-10.3%

The increase due to the notable increase

in rental expenses, depreciation
expenses and advertising expenses.

The increase was mainly due to overseas
market expansion and rising staff cost.
Because of the increase in the stock
provision. Stock provisions as % of
revenue increased to 10.3%
(1H2012:9.0%)

OP margin dropped 3pct to 19.0%.

The effective income tax rate increased
to 32.4% due to the increase in overseas
market investment.

NP margin dropped 2.7pct to 13.5%
Dividend payout ratio was 44%.

Sources: Company, CMS (HK)

Earnings revision

Following the 1H2013 results announcement, we changed several
assumptions and fine tuned 2013-2015E earnings estimates. Key

changes are as follows:

® The company noted operating margin pressure will continue going
forward, due to the adoption of reinvestment strategy. Hence, we
expect rental expenses as % of revenue, depreciation as % of
revenue, staff cost as % of revenue to increase in 2013-2015E.

® The company noted that the effective tax rate for 2H2013 will be
similar to 1H2013. Hence, we increased the effective tax rate
assumption in 2013, and made more prudent forecasts for

2014-2015E.

® We expect OP margin and NP margin to fall accordingly in

2013-2015E.

Please see important notice on the last page.
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Table 2: 2013-2015 earnings revision

RMB Millions 2013E 1) 2014E 1) 2015E +1)
old new old new old new
Revenue 2244 2244 0.0% 2475 2475 0.0% 2808 2808 0.0%
COGS -429  -429 0.0% -495  -495 0.0% -576  -576 0.0%
Gross Profit 1815 1815 0.0% 1980 1980 0.0% 2233 2233 0.0%
Other Income 7 7 0.0% 8 8 0.0% 10 10 0.0%
Distribution Cost -1033 -1073 3.9% -1148 -1182 3.0% -1303 -1345 3.3%
Administration Cost 90 -112  25.0% -99  -129 30.0% -112 -152  35.0%
Other Operating Expenses -206  -206 0.0% -225 -225 0.0% -253  -253 0.0%
Operating Profit 493 430 -12.7% 516 452 -12.4% 575 493 -14.2%
PBT 479 467  -2.6% 481 470 -2.1% 636 531 -16.5%
Income Tax -127  -159  24.4% -128  -160 25.0% -169  -180 6.7%
PAT 352 308 -12.4% 353 310 -12.1% 466 350 -24.9%
Basic EPS (RMB) 0.63 055 -12.4% 0.64 056 -12.1% 0.85 0.64 -25.0%

Sources: Company, CMS (HK) estimates

Please see important notice on the last page.
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Appendix: Financial summary

Balance Sheet

Income Statement

[ RMB: mn 2011 2012 2013 2014 2015 RMB: mn 2011 2012 2013E 2014E 2015E
Current Asset 258 231 2149 2112 2078 Revenue 1985 2,098 2244 2475 2808
Inventory 633 730 739 825 822 COGS (356) (379)  (429) (495)  (576)
AR & others 572 376 499 495 511 Gross profit 1,629 1,720 1,815 1,980 2,233
Cash 380 431 511 442 445 Other income 58 8 7 8 10
Other 556 412 400 350 300 Distribution cost  (gp5)  (973) (1,073 (1,182 (1,345
Fixed Asset 583 703 647 649 653  Adminexpenses ;o gh (112)  (129)  (152)
PP&E Other operating

515 514 502 490 477 income (127) (188) (206) (225)  (253)
L?en da ment nont 3 Operating profit oo g1 430 452 493
Fnta%g)i/ble asset 0 0 0 Finance cost 22 2 36 18 37
Deferred Taxation 65 105 61 76 93 Ear)(()fit before 589 483 467 470 530
Total Asset 3,16 3,02 279 2761 2731 Income tax (159) (128) (159) (160)  (180)
Current Liabilities 131 108 1195 1260 1,348 Profit after tax 430 354 308 310 350
AP 493 280 387 446 519 Minority interests 0 4 5 5 5
Short term Attributable to
borrowing 702 771 750 750 750 equity holder 430 351 303 305 345
Others 117 35 58 63 79 Dividend 279 216 246 267 300
Fixed Liabilities 7 81 11 12 13 Egiilcmm 0.76  0.63 0.55 0.56 0.64
Total Liabilities 131 116 1206 1272 1361  Phercim) 075 063 054 055 063
Share capital 2 1 1 1 1
Reserves 183 183 1583 1488 1369 oo
Equity 1,83 1,83 1590 1,489 1,370 2011 2012 2013E 2014E 2015E
Z((J)L?{ieléab”mes & 315 300 2,796 2,761 2,731 Growth ratios
Revenue YoY 16% 6% 7%  10%  13%
OP profit YoY 14% -15%  -11% 5% 9%
Net profit YoY 6% -18%  -13% 1%  13%
Profitability
Cash Flow Gross Margin 82% 82%  81%  80%  80%

[ RMB: mn 2011 2012 2013 2014 2015 Net Margin 22% 17%  14%  13% = 12%
OCF 445 345 307 356 458 ROE 25%  19%  18%  20%  24%
Net profit 580 483 467 470 530 ROIC 18%  12% 9% 7%  14%
Depreciation 87 110 119 121 123 Lia_bilities
Finance cost 14) (12)  (36) 18 37 Debt to asset 3796 41% 36% 39%  39%
Investment income _ _ . . . Current ratio 2.69 1.97 213 2.07 2.05
Change in  OP (154) 8 (149) (148)  (97) Quick ratio 174 115 112 118  1.02
Others (88) (251)  (94) (105) (135)  Operating
ICF (567) 122 (112) (151) (152) Asset turnover 071 068 077 089 102
Capital expenses  (182) (130) (108) (109) (110) Inventory 060 056 058 060 0.70
Otherinvestment  (3g5) 252 (5)  (43) (42 AR turnover 390 443 450 500 550
FCF 154 (416) (114) (273) (303) AP turnover 088 111 111 111 111
Change of debt 346 143 (21) 0 0 Valuation ratios
Dividend expenses  (279) (274) (139) (265) (276) PE 520 624 719 7.05 @ 6.17
Other 93 (261) 16 17 18 PB 121 121 139 147 157
Net Cash Change 32 51 80  (69) 3 EV/EBITDA 365 475 514 447  3.80

Source: Company data, CMS(HK) estimates

Please see important notice on the last page.
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RATING DEFINITION

BUY Expected to outperform the market index by >10% over the next twelve months
Expected to outperform or underperform the market index by 10% or less over the next

NEUTRAL
twelve months
SELL Expected to underperform the market index by >10% over the next twelve months
DISCLAIMER

This document is prepared by China Merchants Securities (HK) Co., Limited (“*CMS HK”). CMS HK is a licensed
corporation to carry on Type 1 (dealing in securities), Type 2 (dealing in futures), Type 4 (advising on securities),
Type 6 (advising on corporate finance) and Type 9 (asset management) regulated activities under the Securities and
Futures Ordinance (Chapter 571). This document is for information purpose only. Neither the information nor opinion
expressed shall be construed, expressly or impliedly, as an advice, offer or solicitation of an offer, invitation,
advertisement, inducement, recommendation or representation of any kind or form whatsoever to buy or sell any
security, financial instrument or any investment or other specific product. The securities, instruments or strategies
discussed in this document may not be suitable for all investors, and certain investors may not be eligible to
participate in some or all of them. Certain services and products are subject to legal restrictions and cannot be
offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors.

The information and opinions, and associated estimates and forecasts, contained herein have been obtained from or
are based on sources believed to be reliable. CMS HK, its holding or affiliated companies, or any of its or their
directors, officers or employees (“CMS Group”) do not represent or warrant, expressly or impliedly, that it is accurate,
correct or complete and it should not be relied upon. CMS Group will not accept any responsibility or liability
whatsoever for any use of or reliance upon this document or any of the content thereof. The contents and
information in this document are only current as of the date of their publication and will be subject to change without
prior notice. Past performance is not indicative of future performance. Estimates of future performance are based on
assumptions that may not be realized. The analysis contained herein is based on numerous assumptions. Different
assumptions could result in materially different results. Opinions expressed herein may differ or be contrary to those
expressed by other business divisions or other members of CMS Group as a result of using different assumptions
and/or criteria.

This document has been prepared without regard to the individual financial circumstances and investment
objectives of the persons who receive it. Use of any information herein shall be at the sole discretion and risk of the
user. Investors are advised to independently evaluate particular investments and strategies, take financial and/or tax
advice as to the implications (including tax) of investing in any of the securities or products mentioned in this
document, and make their own investment decisions without relying on this publication.

CMS Group may have a long or short position, make markets, act as principal or agent, or engage in transactions in
securities of companies referred to in this document and may also perform or seek to perform investment banking
services or provide advisory or other services for those companies. This document is for the use of intended
recipients only and this document may not be reproduced, distributed or published in whole or in part for any
purpose without the prior consent of CMS Group. CMS Group will not be liable for any claims or lawsuits from any
third parties arising from the use or distribution of this document. This document is for distribution only under such
circumstances as may be permitted by applicable law. This document is not directed at you if CMS Group is
prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. In particular,
this document is only made available to certain US persons to whom CMS Group is permitted to make available
according to US securities laws, but cannot otherwise be made available, distributed or transmitted, whether directly
or indirectly, into the US or to any US person. This document also cannot be distributed or transmitted, whether
directly or indirectly, into Japan and Canada and not to the general public in the People’s Republic of China (for the
purpose of this document, excluding Hong Kong, Macau and Taiwan).

China Merchants Securities (HK) Co., Ltd
48/F, One Exchange Square, Central, Hong Kong
Website:http://www.newone.com.hk
Tel: (852) 3189-6888 Fax: (852) 3101-0828
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