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700 HK Outperform A defensive player amid market volatility
Price (at 13:00, 02 Jul 2018 GMT) HK$393.80
Valuation HK$ 560.00
- Sum of Parts We expect mobile game revenue to be weak in 2Q but rebound in 3Q.
12-month target HK$ 560.00 s q . its | domi .
Upside/Downside % 1422 E-Sports and game streaming to ensure its long-term dominance in game.
12-month TSR % +42.5 A hit variety show Produce 101 in 2Q should help video revenue.
Volatility Index Low
GICS sector Software & Services Conclusion
Market cap HK$bn 3,743
Market cap UsS$m 477,055 e While the stock might be range bound in the near term due to margin
30-day avg turnover uUSs$m 1,097.8 pressure, we view Tencent as the most defensive internet stock amid market
Number shares on issue m 9,504 uncertainties and deglobalization. Reiterate OP and SOTP-based TP HK$560.
Investment fundamentals Impact
Year end 31 Dec 2017A 2018E 2019E 2020E e Mobile game: weak 2Q but strong 3Q. To offset the impact from delayed
Revenue bn 237.8 3374 4495 5420 monetisation of PUBG Mobile, Tencent accelerated the launch of other titles. It
EBIT bn. 903 1063 1224 1421 launched FIFA Mobile on 24 May to ride on the FIFA tide (up to No 4 grossing
EBIT growth % 609 177 152  16.0 . - ) X ) )
Reported|profit bn 715 810 946 1107 on iOS at end-June). King of Fighters Destiny, another licensed title, ranked up
Adjusted profit bn 651 819 1032 1211 to No16 after the launch on 17 May. Crossgate Mobile, the manga RPG based
EPS rep Rmb 751 846 983 1147 on the hit PC game, has a rank of No 3 now, after the launch on 12 June and
EPS rep growth % 73.2 12.7 16.2 16.6 .
EPS ad Rmb 683 855 1073 1254 has gvertaken HoK, N_ol on 20 Jun(_a. Mu§es developed by Kingsoft and
EPS adj growth % 427 251 255 169 published by Tencent is the latest hit. It hit No7 two days after the launch on
PER rep X 443 393 338 290 27 June. We estimate Tencent’'s mobile game sales will fall 3% sequentially to
PER adj x 487 389 310 265 Rmb21bn in 2Q18, followed by a 20% rebound to Rmb25bn in 3Q18.
Total DPS Rmb 0.74 0.92 1.16 1.35
Total div yield % 02 03 03 04 e Latest regulations on game approval. On 6 June, the approval window for
ROA % 190 175 170 166 China domestic games was closed, which we believe is likely due to the
ROE %281 260 261 247 reorganization of approval entities. This should have limited impact on Tencent
EV/EBITDA X 274 242 216 191 . ) . o ) .
Net debt/equity % 35 .148 -311 -41.8 in the near term since it has obtained approval for upcoming titles such as JX
P/BV x 114 9.1 73 60 Il and JX 11l mobile, etc. In the longer term, we believe the tightening
700 HK rel HSI performance, & rec history regulations may accelerate industry consolldat.lon and bgneflt .Tencent. 'On the
— T00[LHS] — RelHSI[RHS] » Price Target other hand, PUBG recently dropped the copyright lawsuit against Fortnite
80000 Lo, 2000 producer Epic Games, which was filed this January. We deem it slightly
500.00 200.00 positive for Tencent, which operates these two hottest games in China.
400.00
0000 150.00 e eSports streaming investments to ensure the game dominance.
' 100.00 US$632m/US$462m investments in Douyu/Huya in March this year, along with
200.00 ’ q q 2 g
its in-house developed games, have secured Tencent’'s 89% share in China’s
100.00 50.00 g g g 5 q
9 Q game streaming by time spent. That, coupled with its popular tactical
u u tournament titles i.e. League of Legends, PUBG and upcoming Fortnite, has

Feb-16  Sep-16  May-17 Dec-17  Jul-13 . : : . )
made Tencent unrivaled in the global eSports space, in our view. We believe

eSports is increasingly important to Tencent's game ecosystem as eSports
now impacts 30% of game revenue in China, generating Rmb86bn value in

Note: Recommendation timeline - if not a continuous line, then there was no
Macquarie coverage at the time or there was an embargo period.

Source: FactSet, Macquarie Research, July 2018
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eSports: a critical element in Tencent’s evolving game business

According to iRsearch, eSports’ related revenue in China has doubled from Rmb31bn in 2015 to Rmb66bn
in 2017 and will expand 32% to Rmb86bn in 2018. This will include Rmb32bn from PC esports titles,
Rmb46bn from mobile esports titles and Rmb9bn from peripherals such as tournament, sponsorship and
merchandize sales etc.
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As Tencent pointed out in 2017, the user time spent within the game is becoming saturated, especially for
the PC game. Therefore, Tencent has been expending effort to increase user stickiness through the game
interest tribe in Qzone and game streaming as well as esports etc. The increasing importance of eSports is
reflected in its revenue impact in recent years. As shown below, 28% of game industry revenue was
eSports-related in 2017, and we expect this ratio will go up to 30% in 2018. In particular, major PC games
in China and globally are driven by eSports, such as LoL, PUBG and Dota 2. We are not surprised to see
esports matter more for the aging PC genre, with 43% of PC game revenue in 2017 eSports-related.

Yet, mobile esports game revenue is growing faster (170% yoy in 2017 and 50% in 2018 per iResearch).
This has been driven by titles such as HoK, PUBG mobile. We note the latest hit title Fortnite is also joining
the eSports force but as a cross-platform game.

Fig 2 esports impact on China’s game revenue (%)
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According to latest announcement from PUBG Corp, it draws 87m DAU or 227m MAU globally. Notably,
while PUBG mobile is yet to be monetised in China, the DAU and MAU of PUBG: Exciting Battlefield (the
major title out of the two PUBG mobile games in China) increased to 34m and 121m in May since its
launch in Feb 2018. Even though the matrixes show some softness in May with DAU declining to 31m in
the week of 20 May, it recovered entering June and hit an all-time high of 42m.

Another popular global battle royal game Fortnite announced 125m registered users in less than a year. It
announced a US$100m prize pool for the esports tournament during the 2018-2019 season.

Fig 3 Twitch average viewers, PUBG vs Fortnite Fig 4 Fortnite global revenue across all platforms
Average viewers (thousand) Fortnite global revenue (US$m)
250 + 318
296
200 -
150 A 223
164
100 |
50 A
a8 126
0 e
O O O O I I I I (I I I
S S S S S S S S S S S S S
R e N U N RO LU U L e e
FF FF P F P L E
N N N N N N N N N N N NY N N N N

Average Viewers (Left) Average Viewers (Left)

Feb-18 Mar-18 Apr-18 Mav-18

Source: .Sullygnome, July 2018 Source: SuperData, July 2018

PUBG recently dropped the copyright lawsuit against Fortnite producer Epic Games, which was filed this
January. We deem it slightly positive for Tencent, who operates both PUBG and Fortnite in China.

Tencent is now penetrating further into tier2/3 cities, by holding eSports events, building a stadium and
cultivating talent with local governments. In 1H18, fifteen cities collaborated with Tencent on eSports.
Tencent will host esports events for LoL in ZhuHai, Cross Fire in ChangSha and HoK in Xi’An. Notably, the
esports sponsorship revenue under Tencent surged 197% in 2017, with the sponsor number increasing
171%. Tencent, at the June eSports Conference in China, also announced its sponsor tiering. The first
batch of its top-tier sponsors include Vivo and Mercedes Benz.
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Tencent video: gaining momentum through Produce 101 China (£1i&101)

e Produce 101 China attracted a total of 4.8bn viewership. Tencent video rolled out the idol
competition reality show Produce 101 China on 21 Apr 2018. It consists of 10 episodes with the
average length per episode at 159 min. It attracted total viewership of 4.8bn and average viewership of
483m per episodes, 47% and 77% higher than that of iQiyi’s Idol Producer (11445 >J%E) in Q1, which
achieved a total viewership of 3.3bn with 12 episodes and average viewership per episodes at 273m.
The final episode of Produce 101 China season 1 aired on 23 Jun 2018, the top 11 young women
chosen from among 101 female competitors will go on to form the new girl group Rocket Girls.

Fig 5 Total viewership comparison (m) Fig 6 Average viewership per episodes comparison (m)
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e Narrowing the gap with iQiyi. Tencent video is gaining momentum through its blockbuster variety
show Produce 101 China. According Questmobile, Tencent video achieved 109m DAU in May 2018,
narrowing the gap with iQiyi from -16m in Q1 to -13m in May. In terms of total monthly mobile time
spent, Tencent video reached 3.7bn hours and the gap between Tencent video and iQiyi also declined
from 1.0bn hours in Q1 to 0.8bn hours in May.

Fig 7 Mobile video DAU comparison Fig 8 Mobile video time spent comparison
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With the increasing ad load for Wechat Moment and improving quality of in-house produced content such
as Produce 101, we estimate Tencent’s ad revenue to increase 35% qoq or 42% yoy to Rmb14bn in 2Q18.
On the other hand, we believe the intensifying competition for 3rd party content will keep its advertising
margins low for the near term. We also believe Tencent will benefit from an ad budget shift from Toutiao in
the near term. After Toutiao’s several products being regulated in the past six month, its fastest growing
product Douyin (Tik Tok) has also recently been banned from advertising in late June.
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2Q18 results due in mid-August

Fig 9 Tencent 2Q18 results preview

(RMB mn) 2Q17A 1Q18A 2Q18E QoQ YoY Consensus Vs consensus

Revenue 56,606 73,528 79,622 8% 41% 79,762 0%

Social networking 12,943 18,099 18,703 3% 44%

Online games 23,861 28,778 27,359 -5% 15%

Online ads 10,148 10,689 14,407 35% 42%

Others 9,654 15,962 19,154 20% 98%

Cost of sales -28,300 -36,486 -41,068 13% 45%

Gross profit 28,306 37,042 38,555 4% 36% 37,594 3%

Operating expenses -11,830 -15,000 -16,620 11% 40%

S&M -3,660 -5,570 -5,944 7% 62%

G&A -3,929 -4,424 -5,255 19% 34%

R&D -4,241 -5,006 -5,421 8% 28%

Operating profit 22,560 30,692 23,934 -22% 6% 25,692 -7%

Non-GAAP OP 20,720 21,614 25,271 17% 22% NA NA

Net income 18,231 23,290 17,847 -23% -2% 19,603 -9%

Non-GAAP net income 16,391 18,313 19,527 7% 19% 19,981 -2%

Diluted EPS (RMB) 191 2.44 1.86 -23% -3% 2.01 -7%

Non-GAAP diluted EPS (RMB) 1.72 191 2.04 7% 19% 2.10 -3%

GPM 50.0% 50.4% 48.4% (196 bps) (158 bps) 47.0% 146 bps

GAAP OPM 39.9% 41.7% 30.1% (1168 bps) (980 bps) 32.2% (215 bps)

Non-GAAP OPM 36.6% 35.0% 32.2% (280 bps) (443 bps)

Source: Bloomberg, Macquarie Research, July 2018

Fig 10 Estimates revision

New estimates

(RMB mn) 2Q18E 2018E 2019E 2020E

Revenue 79,622 337,426 449,518 541,952
Social networking 18,703 79,997 105,897 121,305
Online games 27,359 119,514 145,839 165,377
Online advertising 14,407 58,552 76,517 99,178
Others 19,154 79,363 121,265 156,093

Operating profit 23,934 106,253 122,447 142,058

Net profit 17,847 81,028 94,558 110,707

Non-GAAP net profit 19,527 81,893 103,178 121,052

Non-GAAP EPS (RMB) 2.04 8.55 10.73 12.54

Old estimates

(RMB mn) 2Q18E 2018E 2019E 2020E

Revenue 81,985 339,934 449,637 544,471
Social networking 19,482 80,825 105,936 122,136
Online games 28,941 121,194 145,919 167,064
Online advertising 14,407 58,552 76,517 99,178
Others 19,154 79,363 121,265 156,093

Operating profit 24,924 107,301 122,490 143,085

Net profit 18,639 81,864 94,604 111,542

Non-GAAP net profit 20,319 82,729 103,224 121,887

Non-GAAP EPS (RMB) 2.12 8.64 10.73 12.62

Estimate revision

(RMB mn) 2Q18E 2018E 2019E 2020E

Revenue -3% -1% 0% 0%
Social networking -4% -1% 0% -1%
Online games -5% -1% 0% -1%
Online advertising 0% 0% 0% 0%
Others 0% 0% 0% 0%

Operating profit -4% -1% 0% -1%

Net profit -4% -1% 0% -1%

Non-GAAP net profit -4% -1% 0% -1%

Non-GAAP EPS -4% -1% 0% -1%

Source: Macquarie Research, July 2018
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Fig 11 China’s top grossing mobile games
Grossing rank Grossing rank
Jun-29 May-25 Chinese name English name Publisher IP__IPtype May-25  Apr-27  Mar-30 Feb-23 Jan-26 Dec-29 Nov-24
1 = FEFER Honour of Kings Tencent Y Game 1 1 1 1 1 1 1
2 = B4 Fantasy Westward Journey ~NetEase Y  Game, Chinese literature 2 3 3 3 3 3 2
3 New BHENFHAR Crossgate Mobile Tencent Y Game - - - - - - -
4 AB ALHEE King of the times Tencent N 10 5 10 22 7 17 8
5 A4 KiETEHE Westward Journey NetEase Y Game 9 7 8 10 9 6 6
6 A10 HEIR3 Beng Huai 3 MiHoYo Y Game 16 9 7 16 24 10 3
7 New =R Muses Tencent N - - -
8 v5 QQI%EE QQ Dancers Tencent Y Game 3 18 4
9 v5 FIFARBKIHR FIFA World Tencent Y Game 4 - - - - - -
10 A3 (SR Ghost NetEase Y Game 13 12 11 13 11 8 9
11 New HMIME Wulin Mobile Perfect World Y Game - - B R R . B
12 A2 I/ \EZBFhE TLBB Mobile Tencent Y Game, Chinese literature 14 13 9 21 17 7 12
13 A27 ES=R 1PN We Fly Tencent N 40 35 20 59 36 17
14 A64 RE% | R Onmyoji Arena NetEase Y Game 78 - 59 - 82 - -
15 A5 iz =l Oonmyoji NetEase Y  Japanese novel 20 4 23 18 23 12 10
Source: AppAnnie, Macquarie Research, July 2018
Fig 12 Key assumptions
2015A 2016A 2017A 2018E 2019E 2020E
Revenue (RMB mn) 102,863 151,938 237,760 337,426 449,518 541,952
Social Networking 24,082 36,966 56,100 79,997 105,897 121,305
Online games 56,587 70,844 97,883 119,514 145,839 165,377
Online ads 17,468 26,970 40,439 58,552 76,517 99,178
e-Commerce 645 0 0 0 0 0
Others 4,081 17,158 43,338 79,363 121,265 156,093
% of total revenue
Social Networking 23% 24% 24% 24% 24% 22%
Online games 55% 47% 41% 35% 32% 31%
Online ads 17% 18% 17% 17% 17% 18%
e-Commerce 1% 0% 0% 0% 0% 0%
Others 1% 11% 18% 24% 27% 29%
YoY growth
Net revenue 30% 48% 56% 42% 33% 21%
Social Networking 30% 54% 52% 43% 32% 15%
Online games 26% 25% 38% 22% 22% 13%
Online ads 110% 54% 50% 45% 31% 30%
e-Commerce -86% 0% 0% 0% 0% 0%
Others 59% 320% 153% 83% 53% 29%
Key metrics
QQ active user account (m) 847 880 834 806 797 789
QQ paying account (m) 87 107 124 159 188 194
VAS ARPU (RMB/month) e 84 103 104 112 123
Weixin/WeChat MAU (m) 624 826 967 1056 1099 1143
Source: Company data, Macquarie Research, July 2018
Fig 13 New SOTP valuation (2019)
2019E non-GAAP Valuation Est. fair value Fair value Fair value/ share
(RMB mn) 2019E revenue earnings (2019) (RMB bn) (US$ bn) (HK$)
Social networking (QQ + Wexin VAS) 105,897 40,513 30x PE 1,215 187 151
Online game (PC + Mobile game) 145,839 55,793 18x PE 1,004 155 125
g(;wsll)ne ads (Portal + Video + Social 76,517 8702 30x PE 261 20 33
Payment + Cloud 121,265 15x PS 1,819 280 227
Total EV 4,300 661 536
2019E cash per share (HK$) 29 24
Target price (HK$) 560
Source: Macquarie Research, July 2018
3 July 2018 6
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Fig 14 Old SOTP valuation (2019)

2019E 2019E non-GAAP Valuation Est. fair value Fair value Fair value/ share
(RMB mn) revenue earnings (2019) (RMB bn) (US$ bn) (HK$)
Social networking (QQ + Wexin VAS) 105,936 40,528 30x PE 1,216 187 152
Online game (PC + Mobile game) 145,919 55,824 18x PE 1,005 155 125
;)gsll)ne ads (Portal + Video + Social 76517 8.703 30x PE 261 10 33
Payment + Cloud 121,265 15x PS 1,819 280 227
Total EV 4,301 662 536
2019E cash per share (HK$) 29 24
Target price (HK$) 560
Source: Macquarie Research, July 2018
Fig 15 Ratio summary
YE 31 December 2015 2016 2017 2018E 2019E 2020E 17-18E 18E-19E 18E-21E
Key ratios
EPS (Non-GAAP diluted) (HK$) 4.13 5.38 8.16 10.61 13.31 15.55 30% 25% 20%
EPS (diluted) (HK$) 3.67 4.87 8.96 10.49 12.20 14.22 17% 16% 16%
DPS (HK$) 0.47 0.61 0.88 1.14 1.44 1.68 30% 25% 20%
BVPS (HK$) 15.55 22.08 34.72 45.61 56.64 69.36 31% 24% 23%
Cash per share (HK$) 9.90 2.65 0.31 10.78 24.40 38.03 3353% 126% 70%
Diluted share - year end (mn) 9,430 9,484 9,528 9,578 9,617 9,655 1% 0% 0%
Per Share
EPS (non-GAAP diluted) (RMB) 3.44 4.79 6.84 8.55 10.73 12.54 25% 25% 20%
EPS (diluted) (RMB) 3.05 4.33 7.51 8.46 9.83 11.47 13% 16% 16%
DPS (RMB) 0.39 0.54 0.74 0.92 1.16 1.35 25% 25% 20%
BVPS (RMB) 12.95 19.64 29.08 36.77 45.66 55.92 26% 24% 23%
Cash per share (RMB) 8.24 2.36 0.26 8.69 19.67 30.66 3223% 126% 70%
Value
EV/Revenue X 29.5x 21.3x 12.8 x 8.7x 6.5 x 5.4 x - -- -
EV/EBITDA X 64.2 x 47.1 x 26.8 x 22.5x 20.0 x 17.5x - - -
EV/IFCF X 65.9x 5600.5x 312.0x 30.1x 23.7 x 23.2x - - -
P/E (non-GAAP) X 95.4 x 73.1x 48.3 x 37.1x 29.6 x 25.3 x - - -
P/E (non-GAAP), ex cash X 93.0 x 72.6 x 48.2 x 36.3 x 27.9x 23.0 x - - -
Price/ Sales X 29.8 x 21.6 x 13.0 x 8.8 x 6.6 X 55x -- -- --
Price/ Book X 25.3 x 17.8 x 11.3x 8.6 X 7.0x 5.7 x - - -
Key forecasts
Revenue (RMB mn) 102,863 151,938 237,760 337,426 449,518 541,952 42% 33% 23%
EBITDA (RMB mn) 47,256 68,746 113,775 130,325 147,119 167,330 15% 13% 13%
Operating Profit (RMB mn) 40,627 56,117 90,303 106,253 122,447 142,058 18% 15% 16%
Net Income (RMB mn) 28,806 41,095 71,511 81,028 94,558 110,707 13% 17% 17%
Profitability
EBITDA Margin % 46% 45% 48% 39% 33% 31% (923 bps) (590 bps) (821 bps)
Operating Margin % 39% 37% 38% 31% 27% 26% (649 bps) (425 bps) (521 bps)
Net Margin % 28% 27% 30% 24% 21% 20% (606 bps) (298 bps) (342 bps)
Cash Flow
Operating Cash Flow (RMB mn) 92,732 67,259 130,963 127,448 161,248 170,909 -3% 27% 13%
Free Cash Flow : (RMB mn) 46,286 578 9,839 98,184 124,570 127,530 898% 27% 12%
+EBIT*(1-t) (RMB mn) 32,653 45,040 74,186 86,533 99,579 115,489 17% 15% 16%
+D&A (RMB mn) 6,629 12,629 23,472 24,072 24,672 25,272 3% 2% 2%
+Capex & Investments (RMB mn) -51,912 -72,581 -126,707 -37,854 -44,513 -50,682 -70% 18% 15%
+Change in NWC (RMB mn) 58,915 15,490 38,888 25,433 44,833 37,451 -35% 76% 10%
Yield
Dividend Yield % 0.12% 0.15% 0.22% 0.29% 0.36% 0.43% 7 bps 7bps  21bps
FCF Yield % 1.5% 0.0% 0.3% 3.2% 4.1% 4.1% 290 bps  85bps 121 bps
Earnings Yield % 0.8% 1.1% 1.9% 2.1% 2.5% 2.9% 24 bps 35bps 124 bps
Balance Sheet
Net debt (cash) (RMB mn) -77,731  -22,356 -2,492  -83,258 -189,141 -295,986 3241% 127% 70%
Net debt/ equity (RMB mn) cash cash cash cash cash cash -- -- --
Shareholders Equity (RMB mn) 122,100 186,247 277,093 352,208 439,099 539,903 27% 25% 23%
Efficiency
ROE (average) % 28% 27% 31% 26% 24% 23% (512 bps) (185 bps) (421 bps)
ROA (average) % 12% 12% 15% 13% 13% 13% (167 bps) (25 bps) (59 bps)
ROIC (average) % 27% 24% 26% 24% 24% 24% (162 bps) (23 bps) (95 bps)

*Assume RMB: HKD = 0.81 in this table; Source: Company data, Macquarie Research, July 2018

3 July 2018



Macquarie Research Tencent
Fig 16 Financial statements
YE 31 December (RMB mn) 2015 2016 2017 2018E 2019E 2020E 17-18E 18E-19E 18E-21E
Consolidated Income

Statement

Revenue 102,863 151,938 237,760 337,426 449,518 541,952 42% 33% 23%
Social Network 24,082 36,966 56,100 79,997 105,897 121,305 43% 32% 20%
Online Game 56,587 70,844 97,883 119,514 145,839 165,377 22% 22% 15%
Online Ads 17,468 26,970 40,439 58,552 76,517 99,178 45% 31% 29%
e-commerce 645 0 0 0 0 0 - -- --
Others 4,081 17,158 43,338 79,363 121,265 156,093 83% 53% 31%
Gross Profit 61,232 84,499 116,926 163,413 208,856 247,761 40% 28% 21%
GPM 60% 56% 49% 48% 46% 46% (75 bps) (197 bps) (259 bps)
SG&A 24,818 34,595 50,703 71,811 94,409 113,703 42% 31% 22%
Operating Profit 40,627 56,117 90,303 106,253 122,447 142,058 18% 15% 16%
OPM 39% 37% 38% 31% 27% 26% (649 bps) (425 bps) (521 bps)
PBT 36,216 51,640 88,216 102,848 119,632 139,537 17% 16% 16%
Income Taxes (Credit) 7,108 10,193 15,744 19,088 22,343 26,097 21% 17% 17%
Net Income 28,806 41,095 71,511 81,028 94,558 110,707 13% 17% 17%
Non-GAAP net income 32,410 45,420 65,127 81,893 103,178 121,052 26% 26% 20%
NPM 28% 27% 30% 24% 21% 20% (606 bps) (298 bps) (342 bps)
Non-GAAP NPM 32% 30% 27% 24% 23% 22% (312 bps) (132 bps) (169 bps)
EBITDA 47,256 68,746 113,775 130,325 147,119 167,330 15% 13% 13%
EBITDA Margin 45.9% 45.2% 47.9% 38.6% 33% 31% (923 bps) (590 bps) (821 bps)
Consolidated Balance Sheet

Current Assets 155,378 149,154 178,446 260,922 361,728 475,862 46% 39% 32%
Cash + 135,500 122,972 144,027 217,904 308,974 414,547 51% 42% 34%
Receivables 7,061 10,152 16,549 23,486 31,288 37,722 42% 33% 23%
Inventories 222 263 295 200 200 200 -32% 0% 0%
Other 12,595 15,767 17,575 19,333 21,266 23,392 10% 10% 10%
Non-current Assets 151,440 246,745 376,226 396,008 421,849 453,259 5% 7% 7%
PP&E 14,513 19,428 27,560 35,116 46,460 60,839 27% 32% 30%
Intangibles 15,732 41,641 45,377 32,655 19,833 6,911 -28% -39% -
Available-for-sale financial assets 44,339 83,806 127,218 133,579 140,258 147,271 5% 5% 5%
Deferred Taxes 757 7,033 9,793 11,752 14,102 16,922 20% 20% 20%
Term deposits 3,674 5,415 5,365 5,902 6,492 7,141 10% 10% 10%
Others (incl investment) 72,425 89,422 160,913 177,004 194,705 214,175 10% 10% 10%
Total Assets 306,818 395,899 554,672 656,930 783,577 929,121 18% 19% 18%
Current Liabilities 124,406 101,197 151,740 184,203 237,359 282,099 21% 29% 21%
Deferred revenue 21,122 31,203 42,132 59,793 79,656 96,036 42% 33% 23%
Payables 15,700 27,413 50,085 70,935 93,258 112,317 42% 31% 22%
ST debt 11,429 12,278 15,696 14,126 12,714 11,442 -10% -10% -10%
Others 76,155 30,303 43,827 39,348 51,731 62,303 -10% 31% 22%
LT Liabilities 60,312 108,455 125,839 120,519 107,119 107,119 -4% -11% -4%
Total Liabilities 184,718 209,652 277,579 304,722 344,478 389,218 10% 13% 12%
Shareholders Equity 122,100 186,247 277,093 352,208 439,099 539,903 27% 25% 23%
Common Stock 0.2 0.2 0.2 0.2 0.2 0.2 0% 0% 0%
Surplus 12,167 17,324 22,204 23,314 24,480 25,704 5% 5% 5%
Retained Earnings 101,503 138,908 205,274 279,278 365,004 464,583 36% 31% 28%
Others 8,430 30,015 49,615 49,615 49,615 49,615 0% 0% 0%
Total Sh. Equity + Liabilities 306,818 395,899 554,672 656,930 783,577 929,121 18% 19% 18%
Consolidated Cash Flow

Net Income 28,806 41,095 71,511 81,028 94,558 110,707 13% 17% 17%
+ Depreciation and amortization 6,629 12,629 23,472 24,072 24,672 25,272 3% 2% 2%
+ Interest (Income)/Expense -1,618 -1,955 -2,908 -3,085 -2,815 -2,521 6% -9% -6%
+/- Change in NWC 58,915 15,490 38,888 25,433 44,833 37,451 -35% 76% 10%
Operating Cash Flow 92,732 67,259 130,963 127,448 161,248 170,909 -3% 27% 13%
Capex -4,491 -8,100 -9,094  -12,906  -17,194  -20,729 42% 33% 23%
Intangibles -3,218 -4,000 -4,491 -6,000 -6,000 -6,000 34% 0% 0%
Other investment -47,421  -64,481 -117,613  -24,947  -27,320  -29,953 -79% 10% 10%
Investing Cash Flow -55,130  -76,581 -131,198 -43,854 -50,513 -56,682 -67% 15% 13%
Shares issued (redeemed) 13,813 26,742 24,481 1,110 1,166 1,224 -95% 5% 5%
Cash Dividends -2,643 -3,690 -5,145 -7,024 -8,832  -11,128 37% 26% 23%
Debt increase (decrease) 29,519 48,992 20,802 -6,890  -14,813 -1,271 -- 115% -45%
Interest Income/(Expense) 1,618 1,955 2,908 3,085 2,815 2,521 6% -9% -6%
Others (7,094) (77,205) (21,755) 0 0 0 - - -
Financing Cash Flow 35,213 -3,206 21,290 -9,718 -19,664 -8,654 - 102% 2%
Net Change in Cash 72,815  -12,528 21,055 73,877 91,070 105,574 251% 23% 15%
Cash at beginning of period 62,685 135500 122,972 144,027 217,904 308,974 17% 51% 42%
Cash at end of period 135,500 122,972 144,027 217,904 308,974 414,547 51% 42% 34%
Source: Company data, Macquarie Research, July 2018
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Macquarie Quant View

The guant model currently holds a reasonably positive view on Tencent. The A Attractive "
’ AR . . . Displays where the
strongest style exposure is Profitability, indicating this stock is efficiently )
P ) . o company’s ranked based on
converting investments to earnings; proxied by ratios like ROE or ROA. The “ * th
) - S ) ) i r e fundamental consensus
weakest style exposure is Valuations, indicating this stock is over-priced in £ - Price Target and
the market relative to its peers. g=_: Macquarie’s Quantitative
185/818 § Alpha model.
. S Two rankings: Local market
Global ran_k n w (Hong Kong) and Global
Software & Services > sector (Software & Services)
% of BUY recommendations 96% (46/48) Quant
. ¢ Local market rank @ Global sector rank
Number of Price Target downgrades 0
Number of Price Target upgrades 7
Macquarie Alpha Model ranking Factors driving the Alpha Model
A list of comparable companies and their Macquarie Alpha model score  For the comparable firms this chart shows the key underlying styles and their
(higher is better). contribution to the current overall Alpha score.
Tencent Tencent
Alphabet Alphabet -
Baidu Baidu
230 220 .10 o[o 10 20 30 -100% -80% -60% -40% -20% OL/o 20% 40% 60% 80% 100%
M vaiations M Growth M Profitability | Earnings Price | Quality
Momentum Momentum
Macquarie Earnings Sentiment Indicator Drivers of Stock Return

The Macquarie Sentiment Indicator is an enhanced earnings revisions Breakdown of 1 year total return (local currency) into returns from dividends, changes
signal that favours analysts who have more timely and higher conviction in forward earnings estimates and the resulting change in earnings multiple.

revisions. Current score shown below.

Tencent
Tencent 02
Alphabet 00 Alphabet
Baidu Baidu
30 20 10 olo 10 20 30 -70% -50% -30% 0% | 10% 30% 50% 70%
M Dividend Return [l Multiple Return [l Earnings Outlook [ 1Yr Total Return
What drove this Company in the last 5 years How it looks on the Alpha model

Which factor score has had the greatest correlation with the company’s A more granular view of the underlying style scores that drive the alpha (higher is
returns over the last 5 years. better) and the percentile rank relative to the sector and market.

< Negatives Positives =
Normalized Percentile relative Percentile relative
Sales to EV NTM Score to sector(/818) to market(/586)
i Alpha Model Score 0.75 | |
Price to Sales NTM Valuation 065 — —
Price to Cash FYL Growth 049 —
i Profitability 061 | I
Price to Sales FY1 .
Earnings Momentum 021 1 ]
Turnover (USD) 20 Day Price Momentum 0.18 | |
Profit Margin FY1 ) Quality -018 [ ]
) Capital & Funding 0.18 ] ]
Net Income Margin Y0 liquidity 143 I I
Consensus Recommendation Risk -0.09 ] [ ]
. Technicals & Trading 0.26 | ] | |
-40% -20% 0% 20% 40% 0 50 100 0 50 100

Source (all charts): FactSet, Thomson Reuters, and Macquarie Research. For more details on the Macquarie Alpha model or for more customised analysis and
screens, please contact the Macquarie Global Quantitative/Custom Products Group (cpg@macguarie.com)
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Tencent (700 HK, Outperform, Target Price: HK$560.00)
Quarterly Results 1Q/18A 2Q/18E 3Q/18E 4Q/18E Profit & Loss 2017A 2018E 2019E 2020E
Revenue m 73,528 79,622 88,465 95,810 Revenue m 237,760 337,426 449,518 541,952
Gross Profit m 37,042 38,555 42,235 45,581 Gross Profit m 116,926 163,413 208,856 247,761
Cost of Goods Sold m 36,486 41,068 46,230 50,229 Cost of Goods Sold m 120,834 174,012 240,662 294,192
EBITDA m 36,560 29,802 30,929 32,433 EBITDA m 113,775 129,725 145,919 165,530
Depreciation m 5,868 5,868 5,868 5,868 Depreciation m 23,472 23,472 23,472 23,472
Amortisation of Goodwill m 0 0 0 0 Amortisation of Goodwill m 0 0 0 0
Other Amortisation m 0 0 0 0 Other Amortisation m 0 0 0 0
EBIT m 30,692 23,934 25,061 26,565 EBIT m 90,303 106,253 122,447 142,058
Net Interest Income m -973 =771 =771 -889 Net Interest Income m -2,087 -3,404 -2,815 -2,521
Associates m 0 0 0 0 Associates m 0 0 0 0
Exceptionals m 4,977 -1,680 -1,781 -2,381 Exceptionals m 6,384 -865 -8,620 -10,344
Forex Gains / Losses m 0 0 0 0 Forex Gains / Losses m 0 0 0 0
Other Pre-Tax Income m -4,977 1,680 1,781 2,381 Other Pre-Tax Income m -6,384 865 8,620 10,344
Pre-Tax Profit m 29,719 23,163 24,290 25,676 Pre-Tax Profit m 88,216 102,848 119,632 139,537
Tax Expense m -6,429 -5,316 -5,541 -4,534 Tax Expense m -16,705 -21,820 -25,075 -28,829
Net Profit m 23,290 17,847 18,749 21,142 Net Profit m 71,511 81,028 94,558 110,707
Minority Interests m 0 0 0 0 Minority Interests m 0 0 0 0
Reported Earnings m 23,290 17,847 18,749 21,142 Reported Earnings m 71,511 81,028 94,558 110,707
Adjusted Earnings m 18,313 19,527 20,530 23,523 Adjusted Earnings m 65,127 81,893 103,178 121,052
EPS (rep) 2.44 1.86 1.96 2.20 EPS (rep) 7.51 8.46 9.83 11.47
EPS (adj) 191 2.04 2.14 245 EPS (adj) 6.83 8.55 10.73 12.54
EPS Growth yoy (adj) % 28.2 185 19.7 34.0 EPS Growth (adj) % 42.7 25.1 255 16.9
PE (rep) X 44.3 39.3 33.8 29.0
PE (adj) X 48.7 38.9 31.0 26.5
EBITDA Margin % 49.7 37.4 35.0 33.9 Total DPS 0.74 0.92 1.16 1.35
EBIT Margin % 41.7 30.1 28.3 27.7 Total Div Yield % 0.2 0.3 0.3 0.4
Earnings Split % 22.4 23.8 25.1 28.7 Basic Shares Outstanding m 9,536 9,593 9,631 9,670
Revenue Growth % 48.4 40.7 35.7 44.3 Diluted Shares Outstanding m 9,528 9,578 9,617 9,655
EBIT Growth % 59.3 6.1 10.2 3.3
Profit and Loss Ratios 2017A 2018E 2019E 2020E Cashflow Analysis 2017A 2018E 2019E 2020E
Revenue Growth % 56.5 41.9 33.2 20.6 EBITDA m 113,775 129,725 145,919 165,530
EBITDA Growth % 65.5 14.0 12,5 13.4 Tax Paid m 0 0 0 0
EBIT Growth % 60.9 17.7 15.2 16.0 Chgs in Working Cap m -38,888 -25,433 -44,833 -37,451
Gross Profit Margin % 49.2 48.4 46.5 45.7 Net Interest Paid m 0 0 0 0
EBITDA Margin % 47.9 38.4 325 30.5 Other m 56,076 23,156 60,162 42,831
EBIT Margin % 38.0 315 27.2 26.2 Operating Cashflow m 130,963 127,448 161,248 170,909
Net Profit Margin % 27.4 243 23.0 223 Acquisitions m 0 0 0 0
Payout Ratio % 10.8 10.8 10.8 10.8 Capex m -9,094 -12,906 -17,194 -20,729
EV/EBITDA X 274 24.2 21.6 19.1 Asset Sales m 0 0 0 0
EV/EBIT X 345 295 25.7 223 Other m -122,104 -30,947 -33,320 -35,953
Investing Cashflow m -131,198 -43,854 -50,513 -56,682
Balance Sheet Ratios Dividend (Ordinary) m 0 0 0 0
ROE % 28.1 26.0 26.1 24.7 Equity Raised m 24,481 1,110 1,166 1,224
ROA % 19.0 17.5 17.0 16.6 Debt Movements m 20,802 -6,890 -14,813 -1,271
ROIC % 38.9 29.2 32.2 37.3 Other m -23,992 -3,938 -6,017 -8,606
Net Debt/Equity % 35 -14.8 -31.1 -41.8 Financing Cashflow m 21,290 -9,718 -19,664 -8,654
Interest Cover X 43.3 31.2 435 56.3
Price/Book X 11.4 9.1 7.3 6.0 Net Chg in Cash/Debt m 21,055 73,877 91,070 105,574
Book Value per Share 29.1 36.7 45.6 55.8
Free Cashflow m 121,869 114,542 144,054 150,180
Balance Sheet 2017A 2018E 2019E 2020E
Cash m 144,027 217,904 308,974 414,547
Receivables m 16,549 23,486 31,288 37,722
Inventories m 295 200 200 200
Investments m 0 0 0 0
Fixed Assets m 27,560 35,116 46,460 60,839
Intangibles m 55,170 44,407 33,935 23,833
Other Assets m 311,071 335,817 362,720 391,979
Total Assets m 554,672 656,930 783,577 929,121
Payables m 50,085 70,935 93,258 112,317
Short Term Debt m 42,132 59,793 79,656 96,036
Long Term Debt m 111,457 106,137 92,737 92,737
Provisions m 15,696 14,126 12,714 11,442
Other Liabilities m 58,209 53,730 66,113 76,685
Total Liabilities m 277,579 304,722 344,478 389,218
Shareholders' Funds m 277,093 352,208 439,099 539,903
Minority Interests m 0 0 0 0
Other m 0 0 0 0
Total S/H Equity m 277,093 352,208 439,099 539,903
Total Liab & S/H Funds m 554,672 656,930 783,577 929,121
All figures in Rmb unless noted.
Source: Company data, Macquarie Research, July 2018
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Important disclosures:

Recommendation definitions

Macquarie - Australia/New Zealand

Outperform — return >3% in excess of benchmark return
Neutral — return within 3% of benchmark return
Underperform — return >3% below benchmark return

Benchmark return is determined by long term nominal
GDP growth plus 12 month forward market dividend
yield

Macquarie — Asia/Europe

Outperform — expected return >+10%

Neutral — expected return from -10% to +10%
Underperform — expected return <-10%

Macquarie — South Africa

Outperform — expected return >+10%

Neutral — expected return from -10% to +10%
Underperform — expected return <-10%

Macquarie - Canada

Outperform — return >5% in excess of benchmark return
Neutral — return within 5% of benchmark return
Underperform — return >5% below benchmark return

Macquarie - USA

Outperform (Buy) — return >5% in excess of Russell
3000 index return

Neutral (Hold) — return within 5% of Russell 3000 index
return

Underperform (Sell)— return >5% below Russell 3000
index return

Volatility index definition*

This is calculated from the volatility of historical
price movements.

Very high—highest risk — Stock should be
expected to move up or down 60—-100% in a year
— investors should be aware this stock is highly
speculative.

High — stock should be expected to move up or
down at least 40-60% in a year — investors should
be aware this stock could be speculative.

Medium — stock should be expected to move up
or down at least 30—40% in a year.

Low—medium — stock should be expected to
move up or down at least 25—-30% in a year.

Low — stock should be expected to move up or
down at least 15-25% in a year.

* Applicable to Asia/Australian/NZ/Canada stocks
only

Recommendations — 12 months

Note: Quant recommendations may differ from
Fundamental Analyst recommendations

Recommendation proportions — For quarter ending 30 June 2018

AUINZ Asia RSA
Outperform 52.87%  61.26%  48.86%
Neutral 34.10% 27.25% 36.36%
Underperform 13.03% 11.49% 14.77%
700 HK vs HSI, & rec history
— 700 [LHS] Rel H5I [RHE] Price Target
600.00 250.00
500.00
200.00
400.00 ! H“"M‘-\.r-'“
1 W Y
150.00
300.00
200.00 "‘\ﬁ/ 100.00
100.00 50,00
0 0
N N
u

u
Feb-16 Sep-16 May-17 Dec-17  Jul-13
(all figures in HKD currency unless noted)

USA CA EUR
47.54%  69.86%  46.61%
46.72%  21.92%  43.22%
5.74% 8.22% 10.17%

Financial definitions

All "Adjusted" data items have had the following
adjustments made:

Added back: goodwill amortisation, provision for
catastrophe reserves, IFRS derivatives & hedging,
IFRS impairments & IFRS interest expense
Excluded: non recurring items, asset revals, property
revals, appraisal value uplift, preference dividends &
minority interests

EPS = adjusted net profit / efpowa*

ROA = adjusted ebit / average total assets

ROA Banks/Insurance = adjusted net profit /average
total assets

ROE = adjusted net profit / average shareholders funds
Gross cashflow = adjusted net profit + depreciation
*equivalent fully paid ordinary weighted average
number of shares

All Reported numbers for Australian/NZ listed stocks
are modelled under IFRS (International Financial
Reporting Standards).

(for global coverage by Macquarie, 3.51% of stocks followed are investment banking clients)
(for global coverage by Macquarie, 2.10% of stocks followed are investment banking clients)
(for global coverage by Macquarie, 0.00% of stocks followed are investment banking clients)

Note: Recommendation timeline — if not a continuous line, then there was no Macquarie coverage at the time or there was an embargo period.

Source: FactSet, Macquarie Research, June 2018

12-month target price methodology

700 HK: HK$560.00 based on a Sum of Parts methodology

Company-specific disclosures:

700 HK: Macquarie Capital Limited makes a market in the securities of Tencent Holdings Ltd.
Important disclosure information regarding the subject companies covered in this report is available at www.macguarie.com/research/disclosures.

Date Stock Code (BBG code)
17-May-2018 700 HK
08-May-2018 700 HK
22-Mar-2018 700 HK
16-Nov-2017 700 HK
17-Aug-2017 700 HK
18-May-2017 700 HK
11-May-2017 700 HK
23-Mar-2017 700 HK
17-Nov-2016 700 HK
15-Aug-2016 700 HK
19-May-2016 700 HK
18-Mar-2016 700 HK
11-Nov-2015 700 HK
13-Aug-2015 700 HK

Target price risk disclosures:

Recommendation Target Price
Outperform HK$560.00
Outperform HK$550.00
Outperform HK$555.00
Outperform HK$450.00
Qutperform HK$378.00
Outperform HK$304.00
Outperform HK$293.00
Qutperform HK$265.00
Outperform HK$240.00
Outperform HK$241.00
Qutperform HK$204.00
Outperform HK$196.00
Outperform HK$198.00
Qutperform HK$197.00

700 HK: Any inability to compete successfully in their markets may harm the business. This could be a result of many factors which may include
geographic mix and introduction of improved products or service offerings by competitors. The results of operations may be materially affected by global
economic conditions generally, including conditions in financial markets. The company is exposed to market risks, such as changes in interest rates,
foreign exchange rates and input prices. From time to time, the company will enter into transactions, including transactions in derivative instruments, to

manage certain of these exposures.
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Analyst certification:

We hereby certify that all of the views expressed in this report accurately reflect our personal views about the subject company or companies and its or
their securities. We also certify that no part of our compensation was, is or will be, directly or indirectly, related to the specific recommendations or
views expressed in this report. The Analysts responsible for preparing this report receive compensation from Macquarie that is based upon various
factors including Macquarie Group Ltd total revenues, a portion of which are generated by Macquarie Group’s Investment Banking activities.

General disclaimers:

Macquarie Securities (Australia) Ltd; Macquarie Capital (Europe) Ltd; Macquarie Capital Markets Canada Ltd; Macquarie Capital Markets North America
Ltd; Macquarie Capital (USA) Inc; Macquarie Capital Limited, Taiwan Securities Branch; Macquarie Capital Securities (Singapore) Pte Ltd; Macquarie
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to change without notice. No member of the Macquarie Group accepts any liability whatsoever for any direct, indirect, consequential or other loss arising
from any use of this research and/or further communication in relation to this research. Clients should contact analysts at, and execute transactions
through, a Macquarie Group entity in their home jurisdiction unless governing law permits otherwise. The date and timestamp for above share price and
market cap is the closed price of the price date. #CLOSE is the final price at which the security is traded in the relevant exchange on the date indicated.
Members of the Macro Strategy team are Sales & Trading personnel who provide desk commentary that is not a product of the Macquarie Research
department or subject to FINRA Rule 2241 or any other regulation regarding independence in the provision of equity research.

Country-specific disclaimers:

Australia: In Australia, research is issued and distributed by Macquarie Securities (Australia) Ltd (AFSL No. 238947), a participating organisation of the
Australian Securities Exchange. New Zealand: In New Zealand, research is issued and distributed by Macquarie Securities (NZ) Ltd, a NZX Firm.
Canada: In Canada, research is prepared, approved and distributed by Macquarie Capital Markets Canada Ltd., a (i) member of the Investment Industry
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Canada Ltd. in the United States and sent to US persons. Any US person wishing to effect transactions in the securities described in the reports issued
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