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Key data
Mar 30 price (HKS) 17.40
Shares inissue (m) 493
Major shareholder Liu Dejian 50.8%
Market cap (HKS bn) 8.58
3M avg. vol. (m) 1.10
52W high/low (HKS) 17.40/11.76

Source: Bloomberg

Greater earnings visibility needed in online education; maintain Hold
and raise TP to HK16.15

What’s new? NetDragon posted a 20% decline in non-GAAP net profit to Rmb225m in
FY14, below consensus and our estimate. We maintain Hold rating and raise our target
price.

Poor 4Q14 results The company posted a non-GAAP net loss of Rmb7m in 4Q14,
compared with profit of Rmb7m in 4Q13 and Rmb63m in 3Q14, mainly due to an increase
in R&D costs and promotion expenses for its online education products and new games.
The number of R&D staff rose by 50% to 1,850 as of end-FY14, from 1,230 one year ago.

New games to drive revenue growth 4Q14 revenue totaled Rmb283m, up 24% YoY
and 22% QoQ, mainly on the contribution from its new PC game Calibur of Spirit and new
mobile games. Its first multiplayer online battle arena (MOBA) game Calibur of Spirit was
licensed by Tencent in Jan 2015 and has seen strong growth in monthly gross revenue
from Rmb10m in Oct 2014 to Rmb21m in Feb 2015. Officially launched in Jan 2015, the
mobile game Eudemons Online Pocket Version (&3 I145kR) is expected to generate
gross revenue over Rmb10m in Mar 2015. In addition, the company indicated that there
are 3 to 5 new mobile games in the pipeline for FY15. Another big client game titled Tiger
Knight (525454%) will begin the second stage of testing in 2Q15.

Increasing investment in online education business The company has shifted the
focus of its development to the emerging online education sector following the disposal of
91 Wireless. The company is building integrated full-service online education products,
covering pre-class, in-class and after-class activities. Its key product “101 student tablet”
is expected to be launched in 3Q15. However, the focus will remain on its user base and
product improvement, rather than profit, for the next two years. The company should see
further margin pressure in FY15 given its ongoing heavy investment in new employees
and content as well as the increase in promotion expenses set for its tablet in 2H15.

Earnings forecast cut We raise our revenue forecasts by 13%/13% to Rmb1,155m and
Rmb1,271m in FY15/16 on the impressive performance of its newly-launched games, as
well as its solid game pipeline. However, we cut our FY15/16 non-GAAP net profit
forecasts by 37%/ 34% to Rmb218m/244m to reflect the financial impact from increasing
investment in online education and new games promotion.

Maintain Hold and raise TP to HK16.15 NetDragon’s shares have rebounded by over
30% MTD on significant expectation for its development in the hot online education sector.
We see online education as a long-term strategy and do not expect substantial revenue
from this business in the next two years — it is still at an early stage of improving products
and cultivating users. Based on the US$477.5m valuation given to its subsidiary Best
Assistant Education Online in Series-A funding in Feb 2015, we assume a valuation of
HK$1.56bn for NetDragon’s online education business in our sum-of-the-parts valuation,
based on a 70.16% stake and a 40% discount given its limited short-term earnings
visibility. We raise our target price from HK$15.00 to HK$16.15, based on a valuation of
10x FY15E P/E for its gaming business, HK$7.91 per share for net cash, and HK$3.02
per share for online education. We maintain our Hold rating and suggest waiting for
greater earnings visibility in online education. Key risks include the high uncertainty in
online education and lower-than-expectation performance for new games.

Stock valuation

Turnover YoY Netprofit Non-GAAP net Non-GAAPEPS YoY P/E P/B ROE ROA

(Rmbm) (%) (Rmbm) profit (Rmbm) (Rmb cents) (%) (x) (Rmb) (x) (%) (%)
2013 885 7 164 283 55 -6 257 8.9 16 3.6 3.0
2014 963 9 177 225 4  -20 322 9.1 15 3.8 3.6
2015E 1,155 20 206 218 42 -3 333 9.2 15 4.4 4.1
2016E 1,271 10 232 244 47 12 297 9.3 15 438 4.6
2017E 1,398 10 269 281 54 15 2538 9.5 15 55 5.1

Sources: Company data, GF Securities (HK)
Note: calculated based on diluted shares
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Figure 1: FY14 Results summary

Rmbm 4Q13 1Q14 2Q14 3Q14 4Q14 YoY (%) QoQ(%) Rmb m FY13 FY14 YoY (%)

Turnover 229 217 230 233 283 24% 22% Turnover 885 963 9%

Cost of sales -23 -21 -22 -24 -36 Cost of sales -81 | -103

Gross profit 206 196 208 209 247 20% 18% Gross profit 803 860 7%

Gross margin (%) 90 90 90 90 87 -2.8 -2.7 Gross margin (%) 91 89 -1.5

Other income 15 47 41 36 32 Other income 45 157

Selling&marketing exp. -32 -29 -34 -39 -51 Selling&marketing exp. -106 | -152

Admin exp. -141 -57 -72 -78 -121 Admin exp. -366 = -327

R&D costs -44 -41 -52 -67 -89 R&D costs -163 | -249

Operating profit -2 114 76 58 4 nfa  -93% Operating profit 203 252 24%

Op. margin (%) -1 53 33 25 1 21 -234 Op. margin (%) 23 26 3.2

Pre-tax profit 14 116 76 57 -13 -191%  -122% Pre-tax profit 217 236 9%

Taxation -17 -38 -13 -4 -9 Taxation -50 -64

Effective tax (%) 119 33 16 7 -74 Effective tax (%) 23 27

Net profit -5 80 64 53 -19 nfa -137% Net profit 164 177 8%

Net margin (%) -2 37 28 23 -7 -4.8 -29.5 Net margin (%) 19 18 -0.2
Non-GAAP net profit 283 225 -20%
Non-GAAP net margin (%) 32 23 -8.6

Sources: Company data, GF Securities (HK)

Figure 2: Quarterly revenue and gross margin trend Figure 3: Quarterly net profit and net margin
300 100 - - 40
- 35
250 80 1 - 30
60 - - 25
200
40 - 20
150 - 15
20 + L 10
100 o -5
1Q13 2Q13 3Q13 -0
50
_20 4
- (5)
0 -40 - - (10)
1Q13 2Q13 3Q13 4Q13 1Q14 2Q14 3Q14 4Ql4
B Quarterly revenue (Rmb m) Gross margin (%) mm Quarterly net profit (Rmb m) Quarterly net margin (%)
Sources: Company data, GF Securities (HK) Sources: Company data, GF Securities (HK)
Figure 4: Forecast adjustments Figure 5: Sum-of-the-parts valuation
Rmb m FY15E FY16E
Revenue (new) 1,155 1,271 Sum-of-the-parts  Value attributable to Value per Percentage
Revenue (previous) 1,022 1,124 | valuation  NetDragon (HK$ m) share (HKS) (%)
.. i i 2, .22 29
Revision 13% 13% On !ne gamlng 695 5 32%
: Online education 1,558 3.02 19%
Non-GAAP net profit (new) 218 244 Cash 4,083 7.01 49%
Non-GAAP net profit (previous) 344 371 Total 8,336 16.15
Revision -37% -34%

Sources: Company data, GF Securities (HK) Sources: Company data, GF Securities (HK)
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Figure 6: Revenue and gross margin forecasts Figure 7: Non-GAAP net profit and net margin forecasts
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Figure 8: Financial statements

Income Statement Balance Sheet

Year end Dec (Rmb m) 2013 2014 2015E 2016E 2017E Year end Dec (Rmb m) 2013 2014 2015E 2016E  2017E
Turnover 885 963 1,155 1,271 1,398 Cash/ST deposits 4,463 3,296 3,308 3,282 3,435
YoY (%) 7 9 20 10 10 Trade and otherreceivables 111 166 167 199 204
Held for trading investments 21 186 186 186 186
Cost of sales (81) (103) (139) (159) (200) Other Current Assets 8 8 8 8 8
Gross profit 803 860 1,017 1,112 1,198 Total current assets 4,603 3,656 3,669 3,676 3,833
Otherincome and gains 35 123 173 191 210 Property, plant & equipment 533 702 729 747 753
Selling & marketing exp. (106) (152) (196) (216) (224) Intangible assets - 139 163 179 188
Admin exp. (366) (327) (381) (407) (419) Prepaid lease payments 186 379 379 379 379
R&D costs (163) (249) (324)  (356) (391) Other LT Assets 121 95 100 100 100
Share of profit of associates (0) (2) 2) (2) (2) Total non-current assents 839 1,315 1,370 1,405 1,420
Operating profit 203 252 286 322 371 Total Assets 5,442 4,971 5,039 5,081 5,253
Interestincome 5 3 3 3 3 Accounts and other payables 153 150 213 186 253
Finance costs (5) (3) 3) (3) (3) ST debts 105 - - - -
Others 14 (16) (10) (10) (10) Deferred revenue 27 25 37 31 44
Pre-tax income 217 236 276 311 360 Income tax payable 540 100 50 50 50
Taxation (50) (64) (69) (78) (90) Other Current Liabilities 3 1 1 1 1
MI 2 (5) 1 1 1 Total current liabilities 827 276 301 268 348
Net profit 164 177 206 232 269
YoY (%) (42) 8 17 13 16 Total non-current liablities - 3 3 3 3
Non-GAAP net profit 283 225 218 244 281
YoY (%) (6) (20) 3) 12 15 Minority Interests 8 5 6 7 8
Shareholders' Equity 4,607 4,687 4,729 4,803 4,895
Diluted EPS (Rmb cents) 32 34 40 45 52 Total equity 4,615 4,692 4,735 4,810 4,902
YoY (%) (42) 8 17 13 16 Total Equity & liabilities 5442 4971 5039 5081 5,253
Non-GAAP diluted EPS (Rmb cents) 55 44 42 47 54
YoY (%) (6) (20) (3) 12 15 BPS (Rmb) 8.9 9.1 9.2 9.3 9.5
YoY (%) 234
Year end Dec (Rmb m) 2013 2014 2015E 2016E  2017E Year end Dec 2013 2014 2015E 2016E  2017E
Margins
Profit for the year 6,222 259 207 233 270 Gross margin (%) 90.8 89.3 88.0 87.5 85.7
Taxiation 654 66 69 78 90 EBITDA margin (%) 285 342 339 348 36.2
Depr/Amort 50 77 105 120 135 Operating margin (%) 229 26.2 24.8 253 26.5
Change in working capital 110 (61) 74 (65) 75 Non-GAAP operating margin (%) 36.3 29.6 24.8 253 26.5
Income tax paid (90) (506) (119) (78) (90) Net margin (%) 18.6 18.4 17.8 18.3 19.2
Others (6,226) (7) 0 0 0 Non-GAAP net margin (%) 320 23.4 18.8 19.2 20.1
Operational cash flow 721 (173) 336 288 481
Returns and profitability
Purchase of PP&E (245) (235) (105)  (105)  (100) ROE (%) 3.6 3.8 4.4 4.8 5.5
Purchase of intangible assets - (150) (50) (50) (50) Assets/equity (x) 1.2 1.1 1.1 1.1 1.1
Assoc, MI, Invsmt 5,546 (325) (5) - - ROA (%) 3.0 36 41 46 5.1
Investment cash flow 5,300 (710) (160) (155)  (150) Sales/assets (x) 0.2 0.2 0.2 0.3 0.3
Net Change in Debt 40 (105) - - - Working capital
New Capital/share repurchase (50) (20) (20) (20) (20) Receivables (days) 50.6 52.6 52.6 52.6 52.6
Dividend (3,294) (162) (144)  (138)  (157) Payable (days) 77.4 57.4 57.4 57.4 57.4
Others (0) 2 (0) (0) (0) Defered revenue ratio (%) 2.9 2.7 2.7 2.7 2.7
Financing cash flow (3,304) (284) (165) (159)  (178)
Financial health
FXand others 15 - - - - Currentratio (x) 5.6 13.3 12.2 13.7 11.0
Chg in Cash 2,717  (1,167) 12 (26) 153 Quick ratio (x) 5.6 13.3 12.2 13.7 11.0
Beginning cash 1,731 4,463 3,296 3,308 3,282 Gearing ratio (%) cash cash cash cash cash
Ending cash 4,463 3,296 3,308 3,282 3,435
Per share data
DPS (Rmb) 0.3 0.3 03 0.3 0.3
Net cash/share (Rmb) 8.4 6.4 6.4 6.4 6.7
Others
Dividend payout (%) 57.0 711 60.0 60.0 60.0
Effective tax ratio(%) 23.2 27.2 25.0 25.0 25.0

Sources: Company data, GF Securities (HK)



-_—
O Company report Mar 30, 2015

Rating definitions

Benchmark: Hong Kong Hang Seng Index
Time horizon: 12 months

Company ratings

Buy Stock expected to outperform benchmark by more than 15%
Accumulate Stock expected to outperform benchmark by more than 5% but not more than 15%
Hold Expected stock relative performance ranges between -5% and 5%

Underperform  Stock expected to underperform benchmark by more than 5%

Sector ratings

Positive Sector expected to outperform benchmark by more than 10%
Neutral Expected sector relative performance ranges between -10% and 10%
Cautious Sector expected to underperform benchmark by more than 10%

Analyst Certification

The research analyst(s) primarily responsible for the content of this research report, in whole or in part, certifies that with respect to the company or relevant
securities that the analyst(s) covered in this report: (1) all of the views expressed accurately reflect his or her personal views on the company or relevant
securities mentioned herein; and (2) no part of his or her remuneration was, is, or will be, directly or indirectly, in connection with his or her specific
recommendations or views expressed in this research report.

Disclosure of Interests

(1) The proprietary trading division of GF Securities (Hong Kong) Brokerage Limited (“GF Securities (Hong Kong)”)and/or its affiliated or associated
companies do not hold any shares of the securities mentioned in this research report.

(2)GF Securities (Hong Kong) and/or its affiliated or associated companies did not have any investment banking relationships with the companies
mentioned in this research report in the past 12 months.

(3)All of the views expressed in this research report accurately reflect the independent views of the analyst(s). Neither the analyst(s) preparing this report
nor his/her associate(s) serves as an officer of the companies mentioned in this report,or has any financial interests in or holds any shares of the securities
mentioned in this report.

Disclaimer

This report is prepared by GF Securities (Hong Kong). It is published solely for information purpose and does not constitute an offer to buy or sell any
securities or a solicitation of an offer to buy, or a recommendation for investing in, any securities. This research report is intended solely for use by the
clients of GF Securities (Hong Kong). The securities mentioned in this research report may not be allowed to be sold in certain jurisdictions. No action has
been taken to permit the distribution of this research report to any persons in any jurisdictions that the circulation or distribution of such research report is
unlawful. The information contained in this research report has been compiled or arrived at from publically available sources believed to be reliable in good
faith, and no representation or warranty, either express or implied, is made by GF Securities (Hong Kong) as to their accuracy and completeness. GF
Securities (Hong Kong) accepts no liability for any losses arising from the use of the materials presented in this research report, unless otherwise required
by applicable laws or regulations. Please be aware of the fact that investments involve risks and that the prices of securities may fluctuate and therefore
returns may vary. Past results do not guarantee future performance. Any recommendations contained in this research report do not have regard to the
specific investment objectives, financial situation and the particular needs of any individuals. This report is not to be taken in substitution for the exercise
of judgment by the respective recipients of this report. Where necessary, the recipients should obtain professional advice before making investment
decisions.

GF Securities (Hong Kong) may have issued, and may in the future issue, other communications that are inconsistent with, and reach different conclusions
from, the information presented in this research report. The points of view, opinions and analytical methods adopted in this research report are solely
expressed by the analyst(s) but not GF Securities (Hong Kong) or its subsidiaries. The information, opinions and forecasts presented in this research
report are the current opinions of the analyst(s) as of the date appearing on this material and are subject to changes at any time without notice. The
salespersons, dealers or other professionals of GF Securities (Hong Kong) may deliver opposite points of view to their clients and the proprietary trading
division with respect to market commentaries and dealing strategies either in writing or verbally. The proprietary trading division of GF Securities (Hong
Kong) may have investment decisions which are contrary to the opinions expressed in this research report. GF Securities (Hong Kong) or its affiliates or
respective directors, officers, analysts and employees may have rights and interests in the securities mentioned in this research report. The recipients
should be aware of relevant disclosures of interests (if any) when reading this report.
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