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4Q17 top-line miss on game seasonality and gamer shift
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Top line missed on game revenue; bottom line beat on lower G&A expenses. Total
revenue was RMB66.4bn, up 51% YoY/ 2% QoQ but 3% lower than our estimate.
Non-GAAP diluted EPS was RMB1.83, beating our estimate by 10%. Non-GAAP net
profit margin was 26%, flat QoQ/ down 2ppts YoY.

Digital content platforms led; games under seasonal pressure; advertising
supported by Weixin platform. Game revenue was down 9% QoQ, due to
seasonality of PC games, the timing of new games releases, and user time shifting
from existing games to new PUBG mobile games, while the latter has not started
monetization. The broadcast of hot drama series and self-produced content on
Tencent Video (DAU: 137m, subscribers: 62m) drove the growth in media ad and
subscription revenue. The growth of social ad was driven by increased ad impression
in Weixin Moments and Official Accounts, considering higher ad demand benefiting
from enhanced ad targeting capability. Offline payment transaction volume more
than doubled YoY.

2018 outlook: In our view, the lack of monetization of PUBG games and relatively
stable performance of Honor of Kings may not contribute much incremental revenue
in 2018, while the mobile versions of hot IP games, i.e. QQ Speed (DAU: 20m) and JX
series, may provide additional revenue. Moreover, we believe the 170m mini-
program DAU and various Weixin ads will be the major driver for ad revenue.
Offering retail solutions to supermarkets, FMCG and department stores leveraging
big data and sale channels, will in turn drive the growth of payment, in our view.

Valuation. Given the continuous investment in video content, innovated business
model, as well as payment, we expect the margin will see 2-3ppt decrease from 2017
for the coming years. Although the pressure exists, we are positive on Tencent’s
continuous monetization on its leading platforms and new initiatives, i.e. cloud,
financial services (RMB300bn AUM/ RMB 100bn loans), and new retail ecosystem.
Maintain Buy and TP at HK$535, implying 53x/42x 2018/19E P/E.

Financial highlights

YIE 31 Dec 2016 2017 2018E 2019E 2020E
Revenue (RMB m) 151,938 237,760 332,841 436,116 535,349

YoY growth (%) 48 56 40 3 23
Net profit (RMB m)* 45,420 65,126 83,887 104,584 122,797
EPS (RMB) * 479 6.83 8.77 10.92 12.79

YoY growth (%) 40 43 29 25 17
Previous EPS (RMB) 8.83 10.87 -

Change (%) 0.7% 0.4% -
P/E (x) 83 58 45 36 30
BVPS (RMB) 20 26 38 53 69
P/B (x) 29 22 15 11 8

Source: Company data, BOCOM Int’l estimates “non-GAAP basis
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Figure 1: 4Q17 results summary
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(RMB m) QoQ YoY BOCOM
Year end 31 Dec 4Q16 3Q17 4Q17 (%) (%) forecasts Difference Comments
Revenue
QoQ down due to seasonality of PC
games, and the timing of new games
VAS 29191 42124 39,947 -5 37 44,140 9.5 releases
Driven by Video, Weixin Moments and
Online advertising 8,288 11,042 12,361 12 49 11,861 4.2 Official Accounts
Others 6,385 12,044 14,084 17 121 12,545 12.3  Paymentand cloud grew rapidly
Total revenue 43,864 65210 66,392 2 51 68,546 -34
- - - Increased investment in video content
Cost of revenue 20,238 33,529 34,897 4 72 -34,765 0.4 andcloud
Gross profit 23,626 31,681 31,495 -1 33 33,780 6.8
Gross margin (%) 54 49 47 49
Including disposal gains of investee
companies, excluded from non-GAAP
Other operating (exp)/inc 1,675 4,935 9,062 84 441 965 839.5 adjustments
Selling and marketing expenses -4,462 -4,812 -6,022 25 35 -6,169 24
QoQ down reflecting true-up of bonus
General and administrative expenses -6,909 -9,058 -8,811 -3 28 -10,105 -12.8  forecast
Profit from operations 13,930 22,746 25,724 13 85 18,471 39.3
Finance (expenses)/income -483 -524 -859 64 78 737 16.6
Equity investment/share of loss of
associates -522 818 -120 -115 -77 -450 -73.3
Equity investment/share of loss of JV 0 0 0 30 -100.0
Operating margin (%) 32 35 39 27
Profit before taxation 12925 23,040 24,745 7 91 17,314 429
Taxation 2,402 4993  -3123 -37 30 -3,449 9.4
Net profit 10,523 18,047 21,622 20 105 13,866 55.9
Minority interests 6 -41 -825 1912 -13,850 -120
Net profit attributable to shareholders
of company 10,529 18,006 20,797 16 98 13,746 513
Net margin (%) 24 28 31 20
Non-GAAP net profit 12,332 17,070 17,454 2 42 15,742 10.9
Non-GAAP net margin (%) 28 26 26 23
Diluted EPS (RMB) 1.1 1.89 2.18 15 96 1.44 511
Non-GAAP dil. EPS (RMB) 1.30 1.79 1.83 2 41 1.65 108

Source: Company data, BOCOM Int’|
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Figure 2: P&L forecasts

(RMB m) 4Q16 1Q17 4Q17E 1Q18E 2017 2018E 2019E 2020E
Total revenue 43,864 49,552 66,392 71,290 237,760 332,841 436,116 535,349
YoY (%) 44 55 51 44 56 40 31 23
Gross profit 23,626 25,443 31,495 33,537 116,925 153,244 198,666 238,303
YoY (%) 33 37 33 32 38 31 30 20
Gross margin (%) 54 51 47 47 49 46 46 45
Operating profit 13,930 19,272 25,724 22,561 90,302 97,853 122,640 144,616
YoY (%) 28 44 85 17 61 8 25 18
Operating margin (%) 32 39 39 32 38 29 28 27
Non-GAAP net profit 12,332 14,211 17,454 19,366 65,126 83,887 104,584 122,797
YoY (%) 38 42 42 36 43 29 25 17
Non-GAAP net margin (%) 28 29 26 27 27 25 24 23
Dilluted EPS (RMB) 1.11 1.52 2.18 1.78 7.50 7.77 9.87 11.71
Non-GAAP Diluted EPS (RMB) 1.30 1.49 1.83 2.03 6.83 8.77 10.92 12.79
Non-GAAP Diluted EPS (HK$) 1.45 1.68 218 2.37 791 10.29 13.02 15.25
YoY (%) 28 32 50 41 43 30 26 17

Source: Company data, BOCOM Int’l estimates
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Rating System

Analyst Stock Ratings:

Analyst Industry Views:

Buy: The stock's total return is expected to exceed that of the
corresponding industry over the next 12 months.

Neutral: The stock's total return is expected to be in line with
that of the corresponding industry over the next 12 months.

Sell: The stock's total return is expected to be below that of the
corresponding industry over the next 12 months.

Not-Rated: The analyst does not have conviction regarding the
outlook of the stock's total return relative to that of the
corresponding industry over the next 12 months.

Outperform: The analyst expects the industry coverage
universe to be attractive relative to the relevant broad market
benchmark over the next 12 months.

Market perform: The analyst expects the industry coverage
universe to be in line with the relevant broad market
benchmark over the next 12 months.

Underperform: The analyst expects the industry coverage
universe to be unattractive relative to the relevant broad
market benchmark over the next 12 months.

Broad market benchmark for Hong Kong is the Hang Seng
Composite Index, for China A-shares is the MSCI China A Index,
for US-listed Chinese companies is S&P US Listed China 50
(USD) Index.
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Analyst certification

The authors of this report, hereby declare that: (i) all of the views expressed in this report accurately reflect their personal views about any and all of the subject
securities or issuers; and (ii) no part of any of their compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed
in this report; (iii) no insider information/ non-public price-sensitive information in relation to the subject securities or issuers which may influence the
recommendations were being received by the authors.

The authors of this report further confirm that (i) neither they nor their respective associates (as defined in the Code of Conduct issued by the Hong Kong Securities
and Futures Commission) have dealt in or traded in the stock(s) covered in this research report within 30 calendar days prior to the date of issue of the report; (ii))
neither they nor their respective associates serve as an officer of any of the Hong Kong listed companies covered in this report; and (iii) neither they nor their
respective associates have any financial interests in the stock(s) covered in this report except for one coverage analyst who is holding shares of Shimao Property
Holdings Limited.

Disclosure of relevant business relationships

BOCOM International Securities Limited, and/or its associated companies, has investment banking relationship with Bank of Communications, Guolian Securities
Co. Ltd., Bank of Zhengzhou Co. Ltd., Human Health Holdings Limited, COFCO Meat Holdings Limited, Hebei Yichen Industrial Group Corporation Limited, China
Aircraft Leasing Group Holdings Limited, Orient Securities Company Limited, Wuxi Construction and Development Investment Co.China Development Bank Financial
Leasing Co., Ltd, Phoenix Healthcare Group ,Co. Ltd, Everbright Securities Company Limited, China First Capital Group Limited, Jiayuan International Group Limited,
Luzhou Xinglu Water (Group) Co., Ltd., Postal Savings Bank of China Co., Ltd., China Merchants Securities Co., Limited, Shandong International Trust Co., Ltd,
Guangdong Kanghua Healthcare Co., Ltd CSC Financial Co., Ltd, BOCOM International Holdings Company Limited, HPC Holdings Limited, Guotai Junan Securities Co.,
Ltd, Zhongyuan Bank Co., Ltd, Sichuan Energy Investment Development Co., Ltd and Light Year Holdings Limited within the preceding 12 months.

BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Orient Securities Company Limited.
BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Everbright Securities Company Limited.
BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Guolian Securities Co., Ltd.

BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Guotai Junan Securities Co., Ltd.

BOCOM International Prosperity Investment Limited currently holds more than 1% of the equity securities of China YuHua Education Corporation Ltd.

Disclaimer

By accepting this report (which includes any attachment hereto), the recipient hereof represents and warrants that he is entitled to receive such report in
accordance with the restrictions set forth below and agrees to be bound by the limitations contained herein. Any failure to comply with these limitations may
constitute a violation of law.

This report is strictly confidential and is for private circulation only to clients of BOCOM International Securities Ltd. This report is being supplied to you strictly on
the basis that it will remain confidential. No part of this report may be (i) copied, photocopied, duplicated, stored or reproduced in any form by any means or (ii)
redistributed or passed on, directly or indirectly, to any other person in whole or in part, for any purpose without the prior written consent of BOCOM International
Securities Ltd.

BOCOM International Securities Ltd, its affiliates and related companies, their directors, associates, connected parties and/or employees may own or have positions in
securities of the company(ies) covered in this report or any securities related thereto and may from time to time add to or dispose of, or may be interested in, any such
securities. Further, BOCOM International Securities Ltd, its affiliates and its related companies may do and seek to do business with the company(ies) covered in this
report and may from time to time act as market maker or have assumed an underwriting commitment in securities of such company(ies), may sell them to or buy them
from customers on a principal basis and may also perform or seek to perform investment banking, advisory, underwriting, financing or other services for or relating to
such company(ies) as well as solicit such investment, advisory, financing or other services from any entity mentioned in this report. In reviewing this report, an investor
should be aware that any or all of the foregoing, among other things, may give rise to real or potential conflicts of interest.

The information contained in this report is prepared from data and sources believed to be correct and reliable at the time of issue of this report. This report does
not purport to contain all the information that a prospective investor may require and may be subject to late delivery, interruption and interception. BOCOM
International Securities Ltd does not make any guarantee, representation or warranty, express or implied, as to the adequacy, accuracy, completeness, reliability
or fairness of any such information and opinion contained in this report and accordingly, neither BOCOM International Securities Ltd nor any of its affiliates nor its
related persons shall be liable in any manner whatsoever for any consequences (including but not limited to any direct, indirect or consequential losses, loss of
profits and damages) of any reliance thereon or usage thereof.

This report is general in nature and has been prepared for information purposes only. It is intended for circulation amongst BOCOM International Securities Ltd’s
clients generally and does not have regard to the specific investment objectives, financial situation and the particular needs of any specific person who may receive
this report. The information and opinions in this report are not and should not be construed or considered as an offer, recommendation or solicitation to buy or
sell the subject securities, related investments or other financial instruments thereof.

The views, recommendations, advice and opinions in this report may not necessarily reflect those of BOCOM International Securities Ltd or any of its affiliates, and
are subject to change without notice. BOCOM International Securities Ltd has no obligation to update its opinion or the information in this report.

Investors are advised to make their own independent evaluation of the information contained in this research report, consider their own individual investment
objectives, financial situation and particular needs and consult their own professional and financial advisers as to the legal, business, financial, tax and other aspects
before participating in any transaction in respect of the securities of company(ies) covered in this report. The securities of such company(ies) may not be eligible
for sale in all jurisdictions or to all categories of investors.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, country
or other jurisdiction where such distribution, publication, availability or use would be contrary to any law, regulation, rule or other registration or licensing
requirement.

BOCOM International Securities Ltd is a subsidiary of Bank of Communications Co Ltd.
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