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Tencent Holdings Ltd. (700 HK)

N: Uneventful quarter with WeChat ads ramping in 2H15

» Solid results helped by lower costs and taxes
» Steady growth in adoption and monetization of WeChat

» Maintain Neutral and Sum-of-parts TP of HKD145

Solid quarter with lower spending and EPS helped by taxes. Total revenue grew 24%
y-0-y to RMB20.978bn, 3% ahead of expectations. Management changed the way it
recognises revenue from smart phone games from a net basis to a gross basis, increasing
revenue by RMB907m and cost by the same amount. When we adjust for this change,
total revenue missed our estimate by 2%. Key financial highlights include: 1) online
gaming revenue grew 41% y-o-y to RMB11.9bn, with PC down g-o-q but up c10% y-o-y.
2) online advertising revenue increased 75% y-o-y to RMB2.6bn, with WeChat official
accounts contributing roughly RMB183m or 17% of performance revenue. 3) S&M costs
only grew 1% y-o-y reflecting easy comps due to its now exited e-commerce business in
4Q13. 4) Non-GAAP EPS was RMBO0.72, 8% ahead of our estimate. We note that the
effective tax rate was lower than expected at 13% (versus 19-20% in the past few
quarters). This helped EPS by roughly RMB0.04.

Steady execution of “Connection” strategy. WeChat users totalled 500m in December
(versus our 510m estimate), up 41% y-o-y. Smart phone gaming revenue amounted to
RMB2.8bn, up 12% g-0-q on a net basis (RMB3.8bn on a gross basis), versus our
RMB3.0bn estimate. WeChat will add c50games this year, shifting to mid-core games
with higher ARPU. Over 100m user accounts have integrated bank cards with Mobile QQ
Wallet and Weixin payment, helped by the Red Envelope campaign during Chinese New
Year. Management is testing WeChat advertising on Moments with 10 brand advertisers
and the initial response from users is positive while advertisers are extremely positive.
We expect this to ramp gradually this year, and mostly back-end loaded as management

continues monitor data to optimize user and advertiser experience.

Estimate changes. The new accounting treatment leads us to increase gaming revenue but
lower gaming gross profits by the same level. We now expect smartphone gaming to be
RMB18bn in 2015 (on a gross basis), versus RMB15bn on a net basis previously. We
continue to expect WeChat moments to contribute RMB1.7bn this year and RMB4.2bn in
2016, representing 2%/3% of revenue, respectively. Specifically, for 2015/2016, we raise
our revenue estimate by 4/4% but leave non-GAAP EPS unchanged.

We maintain Neutral rating and SOTP-based TP of HKD145. The stock now is
trading at 31x/24x 2015/2016e non-GAAP EPS. Our target price implies 33x/25x
2015/16e non-GAAP EPS, which we think is reasonable given its adjusted EPS expected
to grow at a CAGR of 24% from 2015-2018.

Index? HANG SENG INDEX Enterprise value (CNYm) 973166
Index level 24,120 Free float (%) 52
RIC 0700.HK Market cap (USDm) 164,060
Bloomberg 700 HK Market cap (HKDm) 1,273,820
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Financials & valuation

Financial statements

Year to 12/2014a  12/2015¢  12/2016e  12/2017e
Profit & loss summary (CNYm)

Revenue 78,932 102,327 129,757 155,314
EBITDA 32,710 42,674 54,928 66,525
Depreciation & amortisation -4,801 -4,764 -5,896 -7,252
Operating profit/EBIT 30,542 38,270 50,702 62,499
Net interest 907 1,481 2,791 4,347
PBT 29,426 36,200 48,631 60,428
HSBC PBT 29,426 36,200 48,631 60,428
Taxation -5,125 -7,240 9,726 -12,086
Net profit 24,223 28,902 38,827 48,246
HSBC net profit 23,810 28,902 38,827 48,246
Cash flow summary (CNYm)

Cash flow from operations 25,910 33,600 41,077 45,910
Capex -4,718 -6,940 -8,585 -10,119
Cash flow from investment -28,388 -6,940 -8,585 -10,119
Dividends -1,761 -2,624 -3,992 -5,363
Change in net debt 6,871 -33,728 -41,988 -47,832
FCF equity 36,007 38,686 49,624 58,394
Balance sheet summary (CNYm)

Intangible fixed assets 10,055 10,055 10,055 10,055
Tangible fixed assets 88,257 92,201 96,774 101,471
Current assets 74,223 110,606 155,702 206,223
Cash & others 53,511 87,239 129,227 177,059
Total assets 172,534 212,861 262,531 317,750
Operating liabilities 47,478 59,911 74,489 88,071
Gross debt 35,584 35,584 35,584 35,584
Net debt -17,927 -51,655 93,643 -141,475
Shareholders funds 87,361 115,255 150,348 191,984
Invested capital 71,545 65,711 58,816 52,620
Ratio, growth and per share analysis

Year to 12/2014a  12/2015¢  12/2016e  12/2017e
Y-0-y % change

Revenue 30.6 29.6 26.8 19.7
EBITDA 50.5 30.5 28.7 211
Operating profit 59.1 253 325 23.3
PBT 52.6 23.0 34.3 24.3
HSBC EPS 417 346 304 221
Ratios (%)

Revenue/IC (x) 15 1.5 21 28
ROIC 46.7 455 64.4 86.7
ROE 32.8 28.5 29.2 28.2
ROA 17.8 15.4 16.7 16.9
EBITDA margin 414 4.7 42.3 42.8
Operating profit margin 38.7 374 39.1 40.2
EBITDA/net interest (x)

Net debt/equity -20.0 -44.0 -61.4 =729
Net debt/EBITDA (x) 0.5 -1.2 1.7 2.1
CF from operations/net debt

Per share data (CNY)

EPS reported (fully diluted) 259 3.09 415 5.16
HSBC EPS (fully diluted) 2.59 3.49 455 5.55
DPS 0.19 0.28 0.43 0.58
Book value 9.34 12.32 16.07 20.52

HSBC <X»

Valuation data

Year to 12/2014a 12/2015e 12/2016e 12/12017e
EV/sales 12.8 9.5 7.2 5.7
EV/EBITDA 30.8 228 17.0 13.3
EVIC 141 14.8 15.8 16.8
PE* 422 314 241 19.7
P/Book value 1.7 8.9 6.8 53
FCF yield (%) 35 3.8 48 57
Dividend yield (%) 0.2 0.3 04 0.5
Note: * = Based on HSBC EPS (fully diluted)
Price relative
156 156
136 136
116 116
96 96
76 76
56 56
36 . . : T 1 36
2013 2014 2015 2016
Tencent Holdings Ltd. ~ ——Rel to HANG SENG INDEX
Source: HSBC

Note: price at close of 18 Mar 2015
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4Q14 results recap

4Q14 results

RMB millions except HKD EPS 4Q14 Delta_
Actual HSBC Consensus HSBC Consensus

Total online game revenue 11,964 10,935 9%

Total VAS 17,137 15,982 %

Online Advertising 2,627 2913 -10%

E-Commerce 446 332 34%

Other 768 1,164 -34%

Total Revenues 20,978 20,392 20,430 3% 3%

memo: QoQ growth 5.9% 2.9%

memo: YoY growth 23.6% 20.2%

Gross profits 12,646 13,272 12,963 -5% -2%

memo: QoQ growth 0.0% 5.0%

memo: YoY growth 44.2% 51.3%

Gross Margins (bps) 60.3% 65.1% 63.5% -480 =317

Selling and marketing (2,063) (2,643) -22%

memo: QoQ growth 8.2% 38.7%

memo: YoY growth 1.5% 30.0%

memo: % of revenue 9.8% 13.0%

G&A (3,975) (4,017) -1%

memo: QoQ growth 4.9% 6.0%

memo: YoY growth 43.5% 45.0%

memo: % of revenue 18.9% 19.7%

Non-GAAP Operating profit 8,068 7,879 2%

Non-GAAP Operating Margins 38.5% 38.6% -18

Non-GAAP net income 6,723 6,217 8%

Adjusted EPS CNY CNY 0.72 CNY 0.66

memo: QoQ growth 4.2% -3.4%

memo: YoY growth 49.0% 38.2%

Adjusted EPS HKD HKD 0.91 HKD 0.84 HKD 0.86 8% 5%

Source: Company data, HSBC estimates
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Estimates changes

HSBC estimate changes

RMBm except HKD EPS 2015e 2016e
Current

Revenue 102,327 129,757
Operating profit 38,270 50,702
OPM 37.4% 39.1%
Non-GAAP EPS HKD 4.41 HKD 5.76
Previous

Revenue 98,604 124,978
Operating profit 39,027 51,097
OPM 39.6% 40.9%
Non-GAAP EPS HKD 4.44 HKD 5.74
Delta

Revenue 4% 4%
GM bps (254) (266)
Operating profits 2% -1%
OPM bps (218) (181)
Non-GAAP EPS 1% 0%

Source: HSBC estimates
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Valuation and risks

» Sum-of-the-parts approach yields range of HKD132 to HKD145

» Value Weixin at HKD46 using DCF

» The risks to our rating include Weixin usage growth and
monetization ramp, and with its core PC gaming business

SOTP-based target price of HKD145
Range is HKD132 to HKD145

We continue to use a sum-of-the parts approach to value Tencent, using same multiples, believing it is the
best way to capture the full value of the company. Our target price implies 33x/25x 2015/16e non-GAAP
EPS.

Based on 2015 estimates, we value the value-added services (ex-Weixin) business at 25-30x NOPAT.
This amounts to HKD46 to HKD56/share.

We continue to use a DCF to value Weixin, with our key assumptions and valuation details summarized
in our DCF valuation tables 1&2. This approach yields a fair value of HKD46/share.

Weixin DCF valuation table 1

RMBm 2015e 2016e 2017e 2018e 2019 2020e

Terminal value 477,22
Cash flows 2,011 5,568 8,987 11,044 13,042 14,788

Source: HSBC estimates




Tencent Holdings Ltd. (700 HK) I ISBC <v>
Internet

19 March 2015

Weixin DCF valuation table 2

Beta 1.07
Risk free rate 2.5%
Equity risk premium 7%
Terminal growth rate 5%
WACC 8.1%
Cost of equity 9.59%
Cost of debt (after tax) 1%
Debt/ total capital 17%
Equity/total capital 83%
NPV (RMB million) 339,017
Minority discount 0%
Adjusted NPV (RMBm) 339,017
Add net cash -
Equity value (RMBm) 339,017

Source: Corporate data, Bloomberg, HSBC estimates

The e-commerce business continues to be valued at a range of 2.0-2.5x 2015¢ revenue. Using this
approach, we value the e-commerce business at HKDO0.2 to HKDO.3/share.

We value online advertising at 40-45x NOPAT. This amounts to HKD28 to HKD32/share.

We include Tencent’s total investments and associates in available-for-sale securities, with a total value
of RMB64bn, translating into HKD9/share.

This totals HKD130 to HKD144/per share, to which we add HKD1 of net cash per share (December
2015). This results in a total value per share of HKD132 to HKD145.

We believe investors will continue to reward strong operating momentum at Weixin and shrewd
investments and alliances by management. Thus, instead of setting our target price at the mid-point of the
range, we set it at the high end of HKD145.

Under our research model, for stocks without a volatility indicator, the Neutral band is 5Sppt above and
below the hurdle rate for Chinese stocks of 9.0%. Our target price of HKD145 implies a potential return
of 7.0% (including a 0.3% prospective dividend yield), within the Neutral band; therefore, we keep our
Neutral rating on the stock. Potential return equals the percentage difference between the current share

price and the target price, including the forecast dividend yield when indicated.
Risks

Our Neutral rating is subject to upside and downside risks. These include:

» Tencent’s ability or failure to continue to offer expansion packs and features that lead to higher

monetisation of games.

» Ifnew licensed games — in particular Blade & Soul and Call of Duty — exceed or miss expectations,

Tencent’s performance could be affected.
» Tencent’s ability to generate revenue from Weixin that is above or below our forecast.

» Online advertising ahead or below expectations.



Sum of the parts valuation

2015
Adjusted Range Value Per share % total value
RMBm Revenue  Gross Profit ~ Operating Profit* NOPAT Methodology Low High Low High Low High Low  High usb usD
VAS ex-WeChat 74,954 50,543 16,943 13,555  Multiple of NOPAT 25 30 338,863 406,635 46 56 35%  38% 54,655 65,586
memo: margin 67.4% 41.5%
WeChat DCF 339,017 339,017 46 46 35%  32% 55,577 55,577
memo: margin
E-commerce 750 337 -52 -42  Multiple of revenues 2 25 1,500 1,875 0.2 0.3 0% 0% 242 302
memo: margin 45.0% -1.0%
Online Advertising 16,006 7,147 6,402 5122 Multiple of NOPAT 40 45 204,875 230,484 28 32 21%  22% 33,044 37,175
memo: margin 45.7% 31.7%
Others 2,561 1,414 768 615  Multiple of NOPAT 5 10 3,073 6,146 04 0.8 0% 1% 496 991
Investments in associates 51,131 51,131 8,247 8,247
Market value of listed securities & available for sale 13,277 13,277 2,141 2,141
Total investments 64,408 64,408
Investment portfolio 64,408 64,408 9 9 % 6%
Sub-Total 884,255 978,012 HKD 130 HKD 144 99%  99%
Add net cash per share™* HKD 1 HKD 1 1% 1%
Total value per share HKD 132 HKD 145 100% 100%
HSBC target HKD 145

Notes: *Estimate for Dec 2015

Source: Corporate files, Bloomberg, Reuters, HSBC estimates
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Analyst Certification

The following analyst(s), economist(s), and/or strategist(s) who is(are) primarily responsible for this report, certifies(y) that the
opinion(s) on the subject security(ies) or issuer(s) and/or any other views or forecasts expressed herein accurately reflect their
personal view(s) and that no part of their compensation was, is or will be directly or indirectly related to the specific
recommendation(s) or views contained in this research report: Chi Tsang and Alice Cai

Important disclosures

Equities: Stock ratings and basis for financial analysis

HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which
depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other considerations.
Given these differences, HSBC has two principal aims in its equity research: 1) to identify long-term investment opportunities
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 12 month time horizon;
and 2) from time to time to identify short-term investment opportunities that are derived from fundamental, quantitative,
technical or event-driven techniques on a 0-3 month time horizon and which may differ from our long-term investment rating.
HSBC has assigned ratings for its long-term investment opportunities as described below.

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when
HSBC publishes a short-term trading idea the stocks to which these relate are identified on the website at
www.hsbcenet.com/research. Details of these short-term investment opportunities can be found under the Reports section of this
website.

HSBC believes an investor's decision to buy or sell a stock should depend on individual circumstances such as the investor's
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research
report. In addition, because research reports contain more complete information concerning the analysts' views, investors
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not
be used or relied on in isolation as investment advice.

Rating definitions for long-term investment opportunities

Stock ratings
HSBC assigns ratings to its stocks in this sector on the following basis:

For each stock we set a required rate of return calculated from the cost of equity for that stock’s domestic or, as appropriate,
regional market established by our strategy team. The price target for a stock represents the value the analyst expects the stock
to reach over our performance horizon. The performance horizon is 12 months. For a stock to be classified as Overweight, the
potential return, which equals the percentage difference between the current share price and the target price, including the
forecast dividend yield when indicated, must exceed the required return by at least 5 percentage points over the next 12 months
(or 10 percentage points for a stock classified as Volatile*). For a stock to be classified as Underweight, the stock must be
expected to underperform its required return by at least 5 percentage points over the next 12 months (or 10 percentage points
for a stock classified as Volatile*). Stocks between these bands are classified as Neutral.

Our ratings are re-calibrated against these bands at the time of any 'material change' (initiation of coverage, change of volatility
status or change in price target). Notwithstanding this, and although ratings are subject to ongoing management review,
expected returns will be permitted to move outside the bands as a result of normal share price fluctuations without necessarily
triggering a rating change.
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*A stock will be classified as volatile if its historical volatility has exceeded 40%, if the stock has been listed for less than 12
months (unless it is in an industry or sector where volatility is low) or if the analyst expects significant volatility. However,
stocks which we do not consider volatile may in fact also behave in such a way. Historical volatility is defined as the past
month's average of the daily 365-day moving average volatilities. In order to avoid misleadingly frequent changes in rating,
however, volatility has to move 2.5 percentage points past the 40% benchmark in either direction for a stock's status to change.

Rating distribution for long-term investment opportunities
As of 18 March 2015, the distribution of all ratings published is as follows:

Overweight (Buy) 41% (30% of these provided with Investment Banking Services)
Neutral (Hold) 39% (28% of these provided with Investment Banking Services)
Underweight (Sell) 20% (20% of these provided with Investment Banking Services)

Share price and rating changes for long-term investment opportunities

Tencent Holdings Ltd. (0700.HK) Share Price performance HKD Vs HSBC Recommendation & price target history
rating history From To Date
N/A Underweight 10 July 2012
Underweight Neutral 28 May 2013
¢, ® * Neutral Overweight 14 May 2014
127 - Overweight Neutral 13 August 2014
107 WN Target Price Value Date
Price 1 43.34 10 July 2012
87 4 Price 2 4414 17 August 2012
67 Price 3 43.74 21 January 2013
Price 4 44.54 17 April 2013
47 Y Price 5 63.91 28 May 2013
Price 6 79.09 14 August 2013
27 Price 7 81.29 13 November 2013
7 Price 8 138.41 11 March 2014
o - ~ s < ' Price 9 124.83 20 March 2014
; g g g g g Price 10 132.02 14 May 2014
= = = = = = Price 11 141.00 13 August 2014
Source: HSBC Price 12 134.00 12 November 2014
Price 13 145.00 28 January 2015

Source: HSBC
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Disclosure checklist

Company Ticker Recent price Price Date Disclosure

TENCENT HOLDINGS LTD. 0700.HK 135.90 18-Mar-2015 1,4,5,6, 11

Source: HSBC

1 HSBC has managed or co-managed a public offering of securities for this company within the past 12 months.

2 HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next
3 months.

3 At the time of publication of this report, HSBC Securities (USA) Inc. is a Market Maker in securities issued by this
company.

4  As of 28 February 2015 HSBC beneficially owned 1% or more of a class of common equity securities of this company.

5  Asof 31 January 2015, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of investment banking services.

6  Asof 31 January 2015, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of non-investment banking securities-related services.

7  As of 31 January 2015, this company was a client of HSBC or had during the preceding 12 month period been a client of

and/or paid compensation to HSBC in respect of non-securities services.

A covering analyst/s has received compensation from this company in the past 12 months.

9 A covering analyst/s or a member of his/her household has a financial interest in the securities of this company, as
detailed below.

10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of this
company, as detailed below.

11 At the time of publication of this report, HSBC is a non-US Market Maker in securities issued by this company and/or in
securities in respect of this company

o]

HSBC and its affiliates will from time to time sell to and buy from customers the securities/instruments (including derivatives)
of companies covered in HSBC Research on a principal or agency basis.

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment
banking revenues.

Whether, or in what time frame, an update of this analysis will be published is not determined in advance.

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that
company available at www.hsbcnet.com/research.

Additional disclosures

1 This report is dated as at 19 March 2015.

2 All market data included in this report are dated as at close 18 March 2015, unless otherwise indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research
operate and have a management reporting line independent of HSBC's Investment Banking business. Information Barrier
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or
price sensitive information is handled in an appropriate manner.
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