China Literature (772 HK)

M Joy of Life (JOL)’s success showed promise to IP adaptations
M Positive on Co.’s edges in IP development and market potentials
M Maintain BUY with TP at HKD38

Late comer JOL becomes the web series king in 2019

On November 26, 2019, Joy of Life (aka Qing Yu Nian & #-), a time-travel
themed drama series adapted from China Literature’s famous IP and co-
produced by Tencent Pictures and New Classics Media (NCM), was quietly
released. Despite little beforehand promotion, JOL quickly became the most-
watched drama series of the year. Both Guduo Data and Baidu Indexes
showed that the interest for JOL have surpassed all other 2019 top series. In
terms of reputation, JOL was rated 7.9/10 by over 200k users on Douban, and
outshined most of the male-oriented web series. All of these bode well for a
huge success in male-oriented literature IP adaptation space. Although JOL's
super advanced viewing option on streaming platforms caused controversy, it
was still an innovative monetization method which should be accepted by
viewers over time after proper adjustments. More monetization methods can
also be exploited to help long-form video platforms diversify from the over-
reliance on member subscription revenue, and eventually benefit both long-
form video platforms and content providers such as China Literature.

JOL shed lights on China Literature’s IP development

The success of JOL signifies a crucial milestone for China Literature and shed
lights on the Company’s endeavor on IP adaptations. We believe JOL has
exceled as a result of the following: 1) Great IP value. JOL was adapted
from a 2007 online literature blockbuster written by Company’s platinum writer
Mao Ni. Leveraging JOL novel's large and hardcore fan base, the drama
series quickly accumulated a large viewer base at initial start; 2) Reasonable
plot adaptation. The adapted series has well combined the wittiness from
online literature works with the historical sense and tactic plots in regular
drama series to expand JOL’s user base. Thanks to the close collaboration
between the IP creator and the drama producer, the show was also able to
maintain its original IP’s essences and avoid great deviation from the novel
despite under tightened regulation; 3) High standard cast. Unlike many other
top web series that have invested most of the resources in popular stars, JOL
assembled many veteran actors with strong acting capabilities, who held
accountable for the series’ overall high acting standard in addition to its
commendable costume, makeups, props and productions; and 4) China
Literature, NCM and Tencent Pictures’ deep collaboration throughout the
entire production process to ensure the all-round content quality.

Maintain BUY with TP at HKD38

We believe China Literature will continue to expand its coverage towards
entire value chain through joint IP development. Moreover, it will further tailor
successful IPs across different media, platforms and verticals to fully exploit
their value. We remain optimistic on Company’s leadership in IP development
and the great potential of IP adaptation market. We maintain BUY rating with
TP at HKD38, implying 26x FY20E P/E vs. its current P/E at 24x.

Financials

Revenue 4,095 5,038 6,849 8,483 9,778
Growth 60% 23% 36% 24% 15%
Adj. Net profit to shareholders 723 901 984 1,292 1,569
Growth 727% 25% 9% 31% 21%
Adj diluted EPS (HKD) 1.06 1.11 1.09 1.44 1.75
P/E (x) 32.3 30.9 31.3 23.8 19.6
ROE 6% 6% 5% 6% 6%

Note: Closing price as of Jan 2, 2020 Sources: Bloomberg, Company data, CMS (HK) estimates
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Joy of Life becomes the web series king in
2019
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1. China Internet - Full preparation is the best guarantee for
bright future (Dec 18, 2019)

2. China Literature (772 HK) -There’s a rainbow always after
the rain (Nov 7, 2019)
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JOL ascended to the 2019 web series throne

On November 26, 2019, Joy of Life (JOL, aka Qing Yu Nian /X %) — a time-travel themed costume drama
adapted from China Literature’s famous IP and co-produced by Tencent Pictures and New Classics Media (NCM,
China Literature’s wholly-owned subsidiary) — was quietly released on Tencent Video and iQiyi platforms. Although
the beforehand promotion and distribution efforts were close to zero due to the tightened regulations for costume
dramas, JOL quickly became the most-watched series of the year. After 30 days since launch, the daily views for
JOL on Tencent Video have already surpassed 200mn. With the inclusion of views on iQiyi platform, JOL’s total
views should certainly far surpass all the other top popular series in 2019. In comparison, the daily views for The
Untamed (% 154), a summer hit exclusive on Tencent Video platform, reached 200mn for just once, whilst another
Tencent Video exclusive hit The King’s Avatar (%% F) only peaked at 140mn views.

Figure 1: JOL daily views on Tencent Video platform
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Figure 2: The Untamed daily views on Tencent Video platform
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Figure 3: The King’s Avatar daily views on Tencent Video platform
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To access our research reports on the Bloomberg terminal, type NH CMS <GO> 2
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With a strong following for the show, public interest in JOL has also exploded. Baidu Index as a proxy showed that
interest for JOL have overtaken all other 2019 top series and ascended to the top. In the meantime, endata
Broadcast Index (integrated data such as media popularity, user popularity, user ratings and viewership) also
showed similar signs of JOL’s recent popularity. Although the negative impacts of VVIP event might have also
contributed some heats to the public interest level, overall, we believe the quality and popularity of the drama itself
still played the major roles.

Figure 4: Baidu search index of JOL compared with other top 2019 web series
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Figure 5: Baidu information index of JOL compared with other top 2019 web series
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Figure 6: Endata Broadcast Index of JOL
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Moreover, in terms of reputation, JOL achieved a 7.9 rating aggregated from 200k users on Douban, which is quite
a solid score for a web series adapted from a male-oriented online literature IP. In the past, male-oriented IP
adapted series used to be seen as a collective failure, with most of the adaptations received terrible ratings. On one
hand, the lack of literature platform/original authors’ direct involvements in the production processes, and over-
reliance on popular stars led to generally unsatisfactory content quality. On the other hand, unlike many female-
oriented IP adaptations that can receive many high ratings from star fans despite with mediocre quality, male-
oriented adaptations’ viewers are usually much pickier on the stories and content quality.
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Although the adoption of super advanced viewing through the VVIP format for JOL on Tencent Video and iQiyi
(VVIP members can pay RMB 50 yuan to consecutively watch 6 episodes ahead of ordinary members, or pay RMB
3 yuan per episode to watch ahead of ordinary members; the 50 yuan plan was subsequently removed in
December 17, 2019 whilst the 3 yuan plan remained intact) caused controversy and even drew criticism from the
People’s Daily, we believe this is still a correct direction forward for long-form video platforms to continue bringing
forth more fine-tuned and differentiated payment formats. Conceptually, the super advanced viewing is no different
from the generally accepted fast pass concept in theme parks. As long-form video platforms gradually learn better
about users’ differentiated paying willingness and nurture users’ acceptances through better set-up payment
options, we believe the controversy should eventually fade away. Apart from the super advanced viewing option,
monetization opportunities can also come from payment for more ending choices, more membership tiers, sale of
drama & game bundles and offline derivative activities etc., to diversify from the over-reliance on member
subscription revenue. As monetization opportunities appear in more scenarios and content costs rationalize,
profitability for long-form video platforms will become more visible whilst content producers will also be able to enjoy
more revenue sharing in the future.
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JOL’s IP development exemplifies the right approach for China Literature

In our opinion, the successes in both viewership and reputation of JOL signifies a crucial milestone for China
Literature and illustrates the company’s important attempt to cover the entire value chain in the developments of IP
adaptations. We believe JOL has exceled as a result of the following:

1) A great IP value. JOL is adapted from a 2007 online literature work written by China Literature’s platinum writer
Mao Ni. On the ranking of “Mopian Hurun Creative Works IP With Greatest Potential 2018”, JOL received 21°* place,
and Mao Ni was ranked as the top 1 author with largest number of valuable IPs. For years, JOL novel has
accumulated a large and hardcore fan base. Therefore, even if the beforehand promotion and distribution efforts
were close to zero because of regulation policies, the drama still has the capability and foundation to kick start the
very first viewer base;

2) Reasonable plot adaptation. The adapted series has well combined the wittiness from online literature works and
the historical sense and tactic plots in regular series to expand JOL’s user base outside of the original fans.
Moreover, although the show has dampened the original time-travelling concept to satisfy the regulatory
requirements, it has respectfully followed the core essences and sci-fi setting of the original literature work. This is
highly attributable to a well-established collaboration channel between the IP creator (China Literature and Mao Ni)
and the content producer (NCM and Tencent Pictures) to ensure minimal deviation from the original work for the
show, which has helped the show to win double supports from both book and drama fans;
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3) High standard cast. Unlike many other top web dramas that invested most of the resources in popular stars, JOL
did not fully rely on bankable stars to attract star fans and viewership, but instead assembled many veteran actors
with strong acting capabilities such as Chen Daoming, Yu Rongguang etc. Driven by this excellent actor lineup, the
series has maintained an overall high acting standard in addition to its commendable costume, makeup, props and
productions, almost with no obvious shortcomings; and

4) The deep collaboration among parties within Tencent’s ecosystem. China Literature, NCM and Tencent Pictures
have deeply collaborated with each other in the whole process of the IP joint development, linking the original writer,
producers and platforms all together to ensure the all-round quality. During the production phase, China Literature
organized many early screening for book fans to receive valuable feedbacks, and also linked the original writer with
the production team to ensure the full integration of original core values in the show. During the promotion &
distribution phase, China Literature utilized multi-marketing scenarios in order to simultaneously promote the
popularity of the literature and the show, and expand the IP impacts to cover larger viewer bases. Moreover, a
series of social media interactions and well-made antique online poster spreads also contributed to the further heat-
up of the series.
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China Literature enters a new phase for future IP development

We believe in the future, the coverage of entire value chain through joint IP development will become a standard
model for China Literature to follow. Vertically within the IP development value chain, the emphasis on multilateral
collaboration will start from the very beginning of the chain — IP creation — and extend to the very end of the chain —
promotion and distribution. This is also the core reason why China Literature acquired New Classics Media in the
first place, designing to speed up its downstream IP development capability and to earlier ensure the high quality of
IP adaptations. Horizontally across different adaptation areas, a successful IP can be further tailored into a super IP
across different media, platforms and verticals. For example, plans to publish JOL related derivative products such
as anime and mobile game are also in China Literature’s pipeline, to fully leverage the drama enlarged IP value.
We continue to remain optimistic on China Literature’s leadership in IP development and the great potential of IP
adaptation market. We maintain BUY rating for China Literature with TP at HKD38, implying 26x FY20E P/E vs.
Company’s current P/E at 24x.
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Total net revenues 4,095 5,038 6,849 8,483 9,778 Cash & cash equivalents 7,502 8,342 4,872 4,468 4,663
Cost of revenues (2.020)  (2480) (3.260) (4,060) (4615  Yermdeposits 1,104 482 839 839 839
. Trade and note receivables 760 1,830 1,712 2,121 2,445
Gross profit 2075 2558 3589 4423 5163  prepayment, deposits and
S&M expenses (965)  (1,293) (2,063) (2,375) (2,640)  Other assets 319 757 979 979 979
Inventories 222 130 875 875 875
G&A expenses (684) (726) (997)  (1,203) (1415  Television series and film
Other gains, net 111 339 399 280 100 rghts 0 2857 2502 2502 2502
Deferred income tax assets 20 96 96 96 96
Interest Income 104 201 167 127 124 N -
. . Financial assets at FV 0 471 471 471 471
Net reversal of impair.
losses on financial assets (26) 37 2 0 0o PPE 36 48 58 69 78
Operating profit 615 1115 1,097 1,251 1,332 Intangible as;ets : 4,501 12,141 12,176 12,240 12,353
Investments in associates
Finance costs (35) (148) (123) (11) 0 and JV 342 681 869 869 869
Share of profit of Other assets 330 0 0 0 0
investments using equity
method 66 11 165 165 165 Total assets 15,137 27,835 25,450 25,529 26,170
Income before tax 646 1,078 1,139 1,405 1,497
Trade payable 657 1,131 1,304 1,624 1,846
83 165 229 281 299
Income tax expense (83) (165) (229) (281) (299) Other payable and accrual 720 1,818 1,118 1,118 1,118
Non-controlling interest @ @ © 0 0 Deferred revenue 394 1045 1045 1045 1045
NI attrib. to shareholders 556 911 909 1,124 1,198 Tax liabilities 229 515 515 515 515
Adj. NI attrib. to ;
shareholders 723 901 984 1202 1569  Borrowings 475 1,765 460 0 0
Financial liabilities at FV 0 3,145 1,684 779 0
Others liabilities 0 0 0 0 0
Total liabilities 2,475 9,420 6,126 5,080 4,524
yoy growth Total equity 12,663 18415 19,324 20,448 21,646
Online business 7% 10% -10% 12% 8%
IP operations 56% 160% 222% 38% 22%
Others -35% -6% -9% 2% 2%
Revenue 60% 23% 36% 24% 15% Operating cashflow 886 918 509 1,077 1,317
. . Net income 63 912 909 1,124 1,198
Adj. net income 727% 25% 9% 31% 21% S
L Income taxes paid 78 130, 0 0 0
Profitability B (78) (130)
. ) Depreciation & amortization 176 164 195 222 220
Adj. OP margin 21% 21% 17% 17% 17%
Adj. net margin attrib. to Others 85 (126) (273) (180) 0
shareholders 18%  18%  14%  15%  16%  \yoring capital chg 140 97 (322) 89)  (102)
ROE 6% 6% 5% 6% 6%  CFfrom IA (433) (177)  (1,973)  (1,023)  (1,121)
ROA s an 30w sw o oo o eash
Per share ratios (RMB) acquired (8) (518)  (1,188) (726) (779)
Diluted EPS 0.72 1.00 0.90 1.11 119  Purchase PPE (18) (29) (34) (42) (49)
Adj. Diluted EPS 0.94 0.99 0.97 1.28 1.55 Purchase intangible assets (116) (154) (205) (254) (293)
Adj. Diluted EPS (HKD) 1.06 111 1.09 1.44 175 Others (292) 525  (546) 0 0
- CF from FA 6,725 (180)  (2,006) (460) 0
Valuation
P/IE 32.3 30.9 31.3 23.8 196 Note: Closing price as of Jan 2, 2020

Sources: Bloomberg, Company, CMS (HK) estimates
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Investment Ratings

Industry Rating Definition
OVERWEIGHT Expect sector to outperform the market over the next 12 months
NEUTRAL Expect sector to perform in-line with the market over the next 12 months

UNDERWEIGHT Expect sector to underperform the market over the next 12 months

Company Rating Definition

BUY Expect stock to generate 10%-+ return over the next 12 months
NEUTRAL Expect stock to generate +10% to -10% over the next 12 months
SELL Expect stock to generate loss of 10%+ over the next 12 months
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