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“At the top of its game”
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“Game changer”
Kingsoft (3888:HK)
Published 27 February 2018

The company does not hold any equities or
derivatives of the listed company
mentioned in this report (“target”), but then
we shall provide financial advisory services
subject to the relevant laws and
regulations. Any affiliates of the company
may hold equities of the target, which may
exceed 1 percent of issued shares subject
to the relevant laws and regulations. The
company may also provide investment
banking services to the target. The
Company fulfills its duty of disclosure within
its sphere of knowledge. The clients may
contact compliance@swsresearch.com for
relevant disclosure materials or log into
www.swsresearch.com under disclosure
column for further information. The clients
shall have a comprehensive understanding
of the disclosure and disclaimer upon the
last page.

Financial summary and valuation

2016 2017 2018E 2019E 2020E
Revenue (Rmbm) 3,834 5,181 6,424 7,926 9,029
YoY (%) (32.5) 35.2 24.0 234 13.9
Net income (Rmbm) -237 805 1,158 1,349 1,458
YoY (%) (164.2) (439.6) 43.8 16.5 8.1
EPS (Rmb) (0.21) 0.62 0.84 0.98 1.06
Diluted EPS (Rmb) (0.21) 0.61 0.84 0.98 1.06
ROE (%) -2.60 6.90 7.74 7.97 7.88
Debt/asset (%) 43 29 26 25 26
Dividend yield (%) 0.3 0.3 0.5 0.5 0.6
PE (x) (94.0) 31.8 23.4 20.1 18.6
PB (x) 3.2 2.2 1.9 1.6 1.5
EV/Ebitda (x) 388.5 18.3 14.5 10.7 8.7

Note: Diluted EPS is calculated as if all outstanding convertible securities, such as convertible preferred shares, convertible debentures,

stock options and warrants, were exercised.
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Margin contraction

Kingsoft reported 1Q18 revenue of Rmb1.3bn (+4% YoY) and net profit of Rmb118m (-50% YoY), lower
than market consensus and our expectation. Online gaming revenue declined 23% YoY, mainly due
to the underperformance of the revamped version of JX online Ill. The firm’s 1Q18 expense-to-
revenue ratio increased YoY, driven by games’ higher fixed costs and rising staff-related expenses.
We lower our revenue and margin forecasts and, as a result, revise down our diluted EPS forecasts
from Rmb0.87 to Rmb0.84 in 18E (+38% YoY), from Rmb1.14 to Rmb0.98 in 19E (+17% YoY), and from
Rmb1.36 to Rmb1.06 in 20E (+8% YoY). We cut our target price from HK$32.70 to HK$27.00. With
17% upside, we maintain our Outperform recommendation.

Declining gaming revenue. We note the revamped version of JX Online Il for PC, launched last
December, did not perform as well as the market expected. Based on the firm’s online gaming
revenue of Rmb632m in 1Q18 (-23% YoY), we estimate the revamped version of JX Online /Il achieved
sales of c.Rmb380m only in 1Q18 (-17% YoY), while expecting sales to decline QoQ in 2Q18E. As new
games will only come online in 2H18, we expect the firm’s margin to remain low in 2Q18E. We
forecast sales of JX Online Il for PC and total gaming revenue to decrease QoQ in 2Q18E, with single-
digit operating margin.

More to expect in 2H18E. We see the ChiNext listings of office software WPS and JX Online Il for
mobile as catalysts in 2H18, both being on track. We note YSYY is scheduled to be released in end-
June, with JX Online Il for mobile to be launched in 3Q18. Management expects these three games to
drive up the company’s full-year operating margin to 15%-plus in 2018, vs our forecast of 14.3%,
representing Rmb953m in operating profit. 1Q18 expenses rose 27% YoY, but declined 2% QoQ. We
expect the firm’s operating margin to reach 3-5% in 1H18E. We highlight operating margin will need
to reach ¢.20% in 2H18E for the company to achieve its full-year target.

Maintain Outperform. Given the timing of new game launches in 2018, we are cautious about the
company’s ability to achieve its margin guidance in the second half of the year. This will largely
depend on the performance of the firm’s three new major mobile games scheduled to be launched
from June this year. We lower our revenue and margin forecasts and, as a result, revise down our
diluted EPS forecasts from Rmb0.87 to Rmb0.84 in 18E (+38% YoY), from Rmb1.14 to Rmb0.98 in 19E
(+17% YoY), and from Rmb1.36 to Rmb1.06 in 20E (+8% YoY). We cut our target price from HK$32.70
to HKS$27.00, representing 28x 18E PE, 2.2x 18E PB, 23x 19E PE, and 1.8x 19E PB. With 17% upside,
we maintain our Outperform recommendation.
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Fig 1: SOTP valuation

(HKSm) et ooy Methodology

Gaming 14518 10.6 12x 18E PE, 95% equity stake assumed
Software 6002 4.4 Rmb8bn valuation, 61% equity stake

Cloud 8542 6.2 Recent round of financing, 52% equity stake
Cheetah 6556 4.8 Market cap, 47% equity stake

Other investments 1500 1.1 Mainly Xunlei and 21Vianet

SOTP value 27.0

Source: SWS Research

Fig 2: Kingsoft’s major games

ST Terminal Launch date Type Genre Grsatsll':cs Developer Status

Three God of War Mobile 3Q14 MMOG RPG 3D Licensed Commercialised

;cguney to the West: Conquering the Demons Mobile 3015 e Strategy Card in-house Commercialised

National God Mobile 4Q15 ACG Board & Card in-house Commercialised

Lingyu Mobile 2Q16 MMOG RPG 3D in-house Commercialised

Three Kingdoms Mobile 2Q16 MMOG RPG Card in-house Commercialised

JX Online | Mobile Mobile 3Q16 MMOG RPG in-house Commercialised

JX World Mobile Mobile 3Q16 MMOG RPG 3D in-house Commercialised

Girl Coffee Shoot Mobile 4Q16 ACG FPS in-house Commercialised

Princess Agents Mobile Mobile 2Q17 MMOG RPG 3D Co-developed Commercialised

The Ghouls Mobile 3Q17 MMOG RPG 3D Co-developed Commercialised

Eudemons Mobile Mobile 4Q17 MMOG RPG Co-developed Commercialised

Mi Shooting Mobile 4Q17 MMOG FPS in-house Commercialised

/X Online It Mobile Mobile 3Q18E MMOG RPG in-house devg;;‘::;em

JX Online 11l Mobile Mobile 4Q18E MMOG RPG in-house Under
development

YSYY Mobile 2Q18E Strategy Strategy in-house dev:Ir::)?‘r:ent

Genghis Khan Mobile izt TBC MMOG RPG 3D Co-developed Llie
development

JX World Il Mobile Mobile 1Q18 MMOG RPG 3D in-house Commercialised

PC Game Terminal Lzl;::h Type Genre Graphics style Developer Status

JX Online | Desktop PC 4Q03 MMOG RPG 2D in-house Commercialised

The First Myth Online Desktop PC 1Q05 MMOG RPG 2D in-house Commercialised

JX Online Il Desktop PC 4Q05 MMOG RPG 2D in-house Commercialised

The First Myth International ~ Desktop PC 2Q07 MMOG RPG 2D in-house Commercialised

cQ Desktop PC 3Q07 MMOG RPG 2D in-house Commercialised

JX World Online Desktop PC 4Q08 MMOG RPG 2D in-house Commercialised

JX Online Il Desktop PC 3Q09 MMOG RPG 3D in-house Commercialised

JX Online Il Anecdotes Desktop PC 3Q09 MMOG RPG 2D in-house Commercialised

Moon Shadow Legend Desktop PC 3Q12 MMOG RPG 2.5D in-house Commercialised

Mission Against Terror Desktop PC 1q15 MMOG First-person - Commercialised

shooter (FPS)

New JX Online Il Desktop PC 4Q16 MMOG RPG 2.5D in-house Commercialised

JX Online Ill revamped Desktop PC 4Q17 MMOG RPG 3D in-house Commercialised

Extopia Desktop PC TBC MMOG FPS in-house Under development

Hunting Legion Desktop PC TBC MMOG RPG 2.5D in-house Under development

Source: Kingsoft website, SWS Research
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Consolidated Income Statement
Rmbm 2016 2017 2018E 2019E 2020E
Revenue 3,834 5,181 6,424 7,926 9,029
Cost of Sales -1,292 -2,169 -2,698 -3,329 -3,792
Gross Profit 2,541 3,012 3,726 4,597 5,237
Other Income 51 294 257 317 361
Distribution expenses -323 -545 -674 -832 -948
Administrative expenses -197 -257 -289 -357 -406
EBITDA 51 1,029 1,301 1,547 1,733
EBIT 26 1,025 1,301 1,547 1,733
Finance Costs -107 -112 -56 -55 -76
Profit before tax -82 912 1,245 1,493 1,656
Income tax expense -177 -134 -187 -224 -248
Minority interests -22 -22 -100 -80 -50
Profit attributable -237 805 1,158 1,349 1,458
Source: SWS Research
Consolidated Cash Flow Statement
Rmbm 2016 2017 2018E 2019E 2020E
Profit before taxation -96 3,432 1,245 1,493 1,656
Plus: Depr. and amortisation 451 468 332 349 362
Finance cost -107 -112 -56 -55 -76
Losses from investments 1,160 2,185 -66 -83 -100
Change in working capital -321 49 143 163 119
Others 307 -4,131 64 92 161
CF from operating activities 1,393 1,890 1,661 1,959 2,122
CAPEX -683 -692 -400 -400 -400
Other CF from investing activities -2,445 -3,416 0 0 0
CF from investing activities -3,128 -4,108 -400 -400 -400
Equity financing 0 -10 0 0 0
Net change in liabilities 923 1,628 500 500 500
Dividend and interest paid -169 -335 -29 -78 -129
Other CF from financing activities -153 -1,549 0 0 0
601 -266 471 422 371
-1,134 -2,484 1,732 1,981 2,093

CF from financing activities

Net cash flow
Source : SWS Research

Please refer to the last page for important disclosures Page 2
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Consolidated Balance Sheet

Rmbm 2017 2018E 2019E 2020E
Current Assets 13,105 10,545 12,720 15,236 17,723
Bank balances and cash 9,825 8,506 10,238 12,219 14,312
Trade and other receivables 2,896 1,847 2,290 2,826 3,219
Inventories 11 10 10 10 10
Other current assets 373 181 181 181 181
Long-term investment 572 4,056 4,122 4,205 4,305
PP&E 1,098 1,329 1,397 1,448 1,486
Intangible and other assets 2,804 1,833 1,833 1,833 1,833
Total Assets 17,579 17,762 20,072 22,722 25,346
Current Liabilities 3,731 3,854 3,919 5,116 6,127
Borrowings 380 374 686 1,185 1,684
Trade and other payables 2,684 1,792 2,229 2,750 3,133
Other current liabilities 667 1,688 1,004 1,181 1,311
Long-term liabilities 3,846 1,355 1,377 557 558
Total Liabilities 7,577 5,209 5,295 5,672 6,685
Minority Interests 2,115 464 364 284 234
Shareholder Equity 7,887 12,089 14,412 16,765 18,427
Share Capital 5 5 5 5 5
Reserves 7,835 12,098 14,422 16,775 18,437
Equity attributable 7,887 12,089 14,412 16,765 18,427
Total Liabilities and equity 17,579 17,762 20,072 22,722 25,346

Source: SWS Research

Key Financial Ratios

2016 2017 2018E 2019E 2020E
Ratios per share (Rmb)
Earnings per share (0.21) 0.62 0.84 0.98 1.06
Diluted earnings per share (0.21) 0.61 0.84 0.98 1.06
Operating CF per share 1.08 1.38 1.21 1.42 1.54
Dividend per share 0.09 0.09 0.13 0.15 0.16
Net assets per share 6.11 8.85 10.48 12.19 13.40
Key Operating Ratios (%)
ROIC 0.60 6.17 7.14 7.42 7.45
ROE (2.60) 6.90 7.74 7.97 7.88
Gross profit margin 66.29 58.14 58.00 58.00 58.00
Ebitda margin 1.32 19.86 20.25 19.52 19.19
Ebit margin 0.67 19.77 20.25 19.52 19.19
Growth rate of Revenue(YoY) (32.46) 35.16 23.98 23.38 13.91
Growth rate of Profit(YoY) (164.24) (439.57) 43.79 16.47 8.09
Debt-to-asset ratio 43.10 29.33 26.38 24.96 26.37
Turnover rate of net assets 0.38 0.41 0.43 0.46 0.48
Turnover rate of total assets 0.22 0.29 0.32 0.35 0.36
Effective tax rate (%) (217.22) 15.00 15.00 15.00 15.00
Dividend yield (%) 0.33 0.33 0.47 0.54 0.59
Valuation Ratios (x)
P/E (94.02) 31.84 23.41 20.13 18.62
P/B 3.23 2.23 1.88 1.62 1.47
EV/Sale 5.13 3.63 2.93 2.09 1.66
EV/Ebitda 388.51 18.26 14.50 10.72 8.66

Source: SWS Research

Please refer to the last page for important disclosures Page 3
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Information Disclosure:

The views expressed in this report accurately reflect the personal views of the analyst. The analyst declares that neither he/she nor his/her associate serves
as an officer of nor has any financial interests in relation to the listed corporation reviewed by the analyst. None of the listed corporations reviewed or any
third party has provided or agreed to provide any compensation or other benefits in connection with this report to any of the analyst, the Company or the
group company(ies). A group company(ies) of the Company confirm that they, whether individually or as a group (i) are not involved in any market making
activities for any of the listed corporation reviewed; or (ii) do not have any individual employed by or associated with any group company(ies) of the
Company serving as an officer of any of the listed corporation reviewed; or (iii) do not have any financial interest in relation to the listed corporation
reviewed or (iv) do not, presently or within the last 12 months, have any investment banking relationship with the listed corporation reviewed.

Undertakings of the Analyst

I (We) am (are) conferred the Professional Quality of Securities Investment Consulting Industry by the Securities Association of China and have registered
as the Securities Analyst. [ hereby issue this report independently and objectively with due diligence, professional and prudent research methods and only
legitimate information is used in this report. I am also responsible for the content and opinions of this report. I have never been, am not, and will not be
compensated directly or indirectly in any form for the specific recommendations or opinions herein.

Disclosure with respect to the Company

The company is a subsidiary of Shenwan Hongyuan Securities. The company is a qualified securities investment consulting institute approved by China
Securities Regulatory Commission with the code number ZX0065.

Releasing securities research reports is the basic form of the securities investment consulting services. The company may analyze the values or market
trends of securities and related products or other relevant affecting factors, provide investment analysis advice on securities valuation/ investment rating,
etc. by issuing securities research reports solely to its clients.

The Company fulfills its duty of disclosure within its sphere of knowledge. The clients may contact compliance@swsresearch.com for the relevant disclosure
materials or log into www.swsresearch.com for the analysts' qualifications, the arrangement of the quiet period and the affiliates’ shareholdings.

Introduction of Share Investment Rating

Security Investment Rating:

When measuring the difference between the markup of the security and that of the market’s benchmark within six months after the release of this report,
we define the terms as follows:

Trading BUY: Share price performance is expected to generate more than 20% upside over a 6-month period.

BUY: Share price performance is expected to generate more than 20% upside over a 12-month period.

Outperform: Share price performance is expected to generate between 10-20% upside over a 12-month period.

Hold: Share price performance is expected to generate between 10% downside to 10% upside over a 12-month period.

Underperform: Share price performance is expected to generate between 10-20% downside over a 12-month period.

SELL: Share price performance is expected to generate more than 20% downside over a 12-month period.

Industry Investment Rating:

When measuring the difference between the markup of the industry index and that of the market’s benchmark within six months after the release of the
report, we define the terms as follows:

Overweight: Industry performs better than that of the whole market;

Equal weight: Industry performs about the same as that of the whole market;

Underweight: Industry performs worse than that of the whole market.

We would like to remind you that different security research institutions adopt different rating terminologies and rating standards. We adopt the relative
rating method to recommend the relative weightings of investment. The clients’ decisions to buy or sell securities shall be based on their actual situation,
such as their portfolio structures and other necessary factors. The clients shall read through the whole report so as to obtain the complete opinions and
information and shall not rely solely on the investment ratings to reach a conclusion. The Company employs its own industry classification system. The
industry classification is available at our sales personnel if you are interested.

HSCEI is the benchmark employed in this report.

Please refer to the last page for important disclosures Page 4
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Disclaimer:

This report is to be used solely by the clients of SWS Research Co., Ltd. ( subsidiary of Shenwan Hongyuan Securities, hereinafter referred to as the
“Company”). The Company will not deem any other person as its client notwithstanding his receipt of this report.

This report is based on public information, however, the authenticity, accuracy or completeness of such information is not warranted by the Company. The
materials, tools, opinions and speculations contained herein are for the clients’ reference only, and are not to be regarded or deemed as an invitation for the
sale or purchase of any security or other investment instruments.

The clients understand that the text message reminder and telephone recommendation are no more than a brief communication of the research opinions,
which are subject to the complete report released on the Company’s website (http: //www.swsresearch.com). The clients may ask for follow-up explanations
if they so wish.

The materials, opinions and estimates contained herein only reflect the judgment of the Company on the day this report is released. The prices, values and
investment returns of the securities or investment instruments referred to herein may fluctuate. At different periods, the Company may release reports
which are inconsistent with the materials, opinions and estimates contained herein.

Save and except as otherwise stipulated in this report, the contactor upon the first page of the report only acts as the liaison who shall not provide any
consulting services.

The clients shall consider the Company’s possible conflict of interests which may affect the objectivity of this report, and shall not base their investment
decisions solely on this report. The clients should make investment decisions independently and solely at your own risk. Please be reminded that in any
event, the company will not share gains or losses of any securities investment with the clients. Whether written or oral, any commitment to share gains or
losses of securities investment is invalid. The investment and services referred to herein may not be suitable for certain clients and shall not constitute
personal advice for individual clients. The Company does not ensure that this report fully takes into consideration of the particular investment objectives,
financial situations or needs of individual clients. The Company strongly suggests the clients to consider themselves whether the opinions or suggestions
herein are suitable for the clients’ particular situations; and to consult an independent investment consultant if necessary.

Under no circumstances shall the information contained herein or the opinions expressed herein forms an investment recommendation to anyone. Under
no circumstances shall the Company be held responsible for any loss caused by the use of any contents herein by anyone. Please be particularly cautious to
the risks and exposures of the market via investment.

Independent investment consultant should be consulted before any investment decision is rendered based on this report or at any request of explanation
for this report where the receiver of this report is not a client of the Company.

The Company possesses all copyrights of this report which shall be treated as non-public information. The Company reserves all rights related to this report.
Unless otherwise indicated in writing, all the copyrights of all the materials herein belong to the Company. In the absence of any prior authorization by the
Company in writing, no part of this report shall be copied, photocopied, replicated or redistributed to any other person in any form by any means, or be used
in any other ways which will infringe upon the copyrights of the Company. All the trademarks, service marks and marks used herein are trademarks, service
marks or marks of the Company, and no one shall have the right to use them at any circumstances without the prior consent of the Company.

This report may be translated into different languages. The Company does not warrant that the translations are free from errors or discrepancies.

This report is for distribution in Hong Kong only to persons who fall within the definition of professional investors whether under the Securities and Futures
Ordinance (Chapter 571 of the laws of Hong Kong) (the “SFO”) or the Securities and Futures (Professional Investor) Rules (Chapter 571D of the laws of the
Hong Kong under the SFO).

This report is for distribution in the United Kingdom only to persons who (i) have professional experience in matters relating to investments falling within
Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) order 2001 (as amended) (the “Order”) or (ii) are persons falling within
Article 49(2)(a) to (d) (“High Net Worth Companies, Unincorporated Associations, etc”) of the Order (All such persons together being referred to as “Relevant
Persons”). This document is directed only at Relevant Persons. Other Persons who are not Relevant Persons must not act or rely upon this document or
any of its contents.

Distribution in Singapore

If distributed in Singapore, this report is meant only for Accredited Investors and Institutional Investors as defined under Section 4A of the Securities and
Futures Act of Singapore. If you are not an Accredited Investor or an Institutional Investor, you shall ignore the report and its contents. The Singapore
recipients of the report are to contact the Singapore office of Shenwan Hongyuan Singapore Private Limited. at 65-6323-5208, or 65-6323-5209 in respect
of any matters arising from, or in connection with, the report.

Please refer to the last page for important disclosures Page 5



