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Tencent (700 HK)

Eye-catching 1Q20 with strong game & social ads

A Wholly Owned Subsidiary Of China Merchants Bank

Target Price HK$500
(Previous TP HK$440)
Up/Downside +16.3%
Tencent delivered strong 1Q20 results, with revenue/adj. net profit +26% Current Price HK$430

YoY/+29% YoY, +7%/+10% above consensus. We are more bullish on its game
momentum with globalization and positive COVID-19 impact, and strong social
ads also impressed us. 2Q20E could be another solid quarter, and we suggest
keeping eyes on upcoming DNF Mobile. We raised its EPS by 2%/9%/10% in
FY20/21/22E, and lifted our TP to HK$500 from HK$440. Maintain BUY.

China Internet Sector

Sophie Huang
(852) 3900 0889
sophiehuang@cmbi.com.hk

B 1Q20 all-round beat. 1Q20 revenue was RMB108.1bn, up 26% YoY,
7%/2% above consensus/our estimate, mainly on strong games and social
ads. Non-GAAP net profit grew 29% YoY to RMB27.1bn, 9%/0% above Stock Data
consensus/our estimate. We are impressed by its game momentum (+31% MKkt Cap (HKS mn) e e
YoY) and social ads performance (+47% YoY), and keep confident on its /5\;\?\,?4:3;?5:\3 ((SKK:)mn) 44273?2
growth in next few quarters. We believe this eye-catching result would drive Total Issued Shares (mn) 9,553
its price up, coupled with better outlook and multiple catalysts. Source: Bloomberg
m  Strong game to continue in 2Q20E. Game surged 31% YoY in 1Q20 (vs. Shareholding Structure
+25% in 4Q19), in which mobile game +64% YoY (higher than consensus of Naspers 31.0%
~40% YoY), mainly driven by strong key titles (e.g. HoK, PUBG Mobile) and Ma Huateng 8-52/0
increasing overseas contribution. We keep positive on its game momentum élzu'r\:l:g-r%?(?zx 4.4%
in 2Q20E, considering 1) overseas contribution with strong PUBG Mobile
and Clash of Clans, under global COVID-19; 2) deferred revenue from solid Share Performance
key titles (deferred revenue +63% YoY in 1Q20); and 3) new game titles (e.g. — Atfglfs/e ngaﬂ\;
DNF Mobile) to bring further upside. bt 4:9%‘: 20:3%‘;
B Better-than-expected ads recovery. Ads grew 32% YoY in 1Q20 (vs. 19% ERR 30.5% 45.7%
in 4Q19, higher than market expectation of +20% YoY), mainly driven by SO Nt 29
increased ads inventories & impressions and 4th Wechat momentum ads 12-mth Price Performance
rollout. By segment, social ads/ media ads +47%/-10% YoY (vs. +37% YoY/- (HK$)  ——700HK —— HSI (rebased)
24% YoY in 4Q19). We view the ads growth much better than street 480
estimates, and we believe Tencent ads would be more resilient to COVID- 430
19 than other players. With continued share gain, we expect its ads to grow 380
23% YoY in FY20E (vs. previous 18%). 330
B Maintain BUY. We raised its EPS by 296/9%/10% in FY20/21/22E, and lifted o

our SOTP-based TP from HK$440 to HK$500. Our new TP is equivalent to
29x FY21E P/E. Tencent could be more defensive under COVID-19 impact,
and we suggest investors to watch its 2Q20E performance on strong mobile
games, overseas expansion and solid social ads. Maintain BUY.
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Revenue (RMB mn) 312,694 377,289 470,520 577,506 703,947 1.  Solid 4Q19 with game acceleration
YoY arowth (% 315 20.7 24.7 22.7 21.9 —19 Mar 2020

Net iﬁcome ((R,\;B mn) 77,296 93,637 115,112 146,309 176,681 2. S:::j%iﬁggf’l";g tﬁo‘\‘/‘?zlogl'g
Adj. EPS (RMB) 8.1 9.8 12.0 15.3 18.4 3. 3Q19 Preview: solid game with
YoY growth (%) 18.7 211 229 271 20.8 ads headwinds — 21 Oct 2019
Consensus EPS (RMB) NA NA 11.8 14.5 17.5 4.  Moving into 2H19E game

P/E (x) 47.7 395 32.1 25.3 21.0 performance — 15 Aug 2019
P/B (x) 11.3 9.4 7.6 6.3 5.2

Yield (%) 0.0 0.0 0.0 0.0 0.0

ROE (%) 25.4 23.9 23.8 23.8 24.8

Net gearing (%) Net cash Net cash Net cash Net cash Net cash

Source: Company data, Bloomberg, CMBIS estimates
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Figure 1: 1Q20 financial review

RMB mn 4Q18 1Q19 2Q19 3Q19 4Q19 1Q20 QoQ YoY Consensus Diff % CMBI Diff %
Revenue 84,896 85,465 88,821 96,830 105,767 108,065 2.2% 26.4% 101,060 7% 105,922 2%
Operating Profit 17,288 36,742 27,521 29,110 28,604 37,260 30.3% 1.4% 30,576 22% 37,652 -1%
Net profit 14,229 27,210 24,136 23,004 21,582 28,896 33.9% 6.2% 23,768 22% 27,917 4%
Adj. net profit 19,730 20,930 23,525 24,898 25,484 27,079 6.3% 29.4% 24,738 9% 27,094 0%
Adj. EPS 2.07 2.19 2.46 2.62 2.64 2.82 6.6% 28.6% 2.56 10% 2.83 0%
Margin (%)

Gross Margin 41.4% 46.6% 44.1% 46.0% 45.0% 48.9% 45.1% 47.7%

Operating Margin

Adj. net margin

Growth (%)
Revenue (YoY)
Revenue (QoQ)
Operating Profit
Adj. net Profit

20.4%
23.2%

27.9%
5.3%
-32.8%
13.0%

43.0%
24.5%

16.2%

0.7%
19.7%
14.3%

31.0%
26.5%

20.6%

3.9%
26.2%
19.3%

30.1%
25.7%

20.1%

26.3%

28.3%
25.2%

24.6%
9.2%
65.5%

9.0%
4.5%
29.2%

34.5%
25.1%

26.4%
2.2%
1.4%

29.4%

30.3%
24.5%

18.2%
-4.5%
-16.8%
18.2%

35.5%
25.6%

23.9%
0.1%
2.5%

29.5%

Source: Company data, Bloomberg, CMBIS estimates

Figure 2: Revenue breakdown
RMB mn 1Q18 2Q18 3Q18 4Q18 1Q19 2Q19 3019 4Q19 1Q20 QoQ YoY

Total revenue 73528 73675 80595 84,896 85465 88,821 96830 105767 108,065 2% 26%
VAS 46,877 42,069 44,049 43,651 48,974 48,080 50,629 52,308 62,429 19% 27%
- Online games 28,778 25202 25813 24,199 28,513 27,307 28,604 30,286 37,298 23% 31%
- Social netw ork 18,099 16,867 18,236 19,452 20461 20,773 22,025 22022 25131 14% 23%
Online advertising 10,689 14,110 16,247 17,033 13,377 16409 18366 20,225 17,713 -12% 32%
Others 15962 17,496 20,299 24212 23114 24332 28241 33234 27,923 -16% 21%

Source: Company data

Figure 3. CMBIS estimates vs consensus

RMB mn, Dec-YE

FY20E

CMBIS

FY21E

FY22E

Consensus

FY20E

FY21E

FY22E

FY20E

Diff (%)
FY21E

FY22E

Revenue 470,520 577,506 703,947 464,776 566,716 675,058 1.2% 1.9% 4.3%
Gross Profit 211,104 254,922 306,173 205,578 250,588 297,865 2.7% 1.7% 2.8%
Operating Profit 148,669 181,379 215,959 134,868 164,743 200,039 10.2% 10.1% 8.0%
Net profit 115,112 146,309 176,681 113,782 141,828 169,755 1.2% 3.2% 4.1%
Adj. EPS (RMB) 12.01 15.26 18.38 11.80 14.51 17.53 1.7% 5.2% 4.9%
Gross Margin 44.9% 44.1% 43.5% 44.2% 44.2% 44.1% @ +0.6ppts  +0.0ppts  -0.6ppts
Operating Margin 31.6% 31.4% 30.7% 29.0% 29.1% 29.6% +2.6ppts +2.3ppts +1.0ppts
Net Margin 24.5% 25.3% 25.1% 24.5% 25.0% 25.1% | +0.0ppts  +0.3ppts  +0.0ppts

Source: CMBIS estimates, Bloomberg

Figure 4. Earnings revision

RMB mn, Dec-YE

FY20E

New
FY21E

FY22E

FY20E

Old
FY21E

FY22E

FY20E

Diff (%)
FY21E

FY22E

Revenue 470,520 577,506 703,947 463,886 555,764 673,147 1.4% 3.9% 4.6%
Gross Profit 211,104 254,922 306,173 207,876 241,739 287,298 1.6% 5.5% 6.6%
Operating Profit 148,669 181,379 215,959 148,943 173,400 203,924 -0.2% 4.6% 5.9%
Net profit 115,112 146,309 176,681 112,807 134,360 160,997 2.0% 8.9% 9.7%
Adj. EPS (RMB) 12.01 15.26 18.38 11.77 14.01 16.75 2.0% 8.9% 9.7%
Gross Margin 44.9% 44.1% 43.5% 44.8% 43.5% 42.7% +0.1ppts +0.6ppts +0.8ppts
Operating Margin 31.6% 31.4% 30.7% 32.1% 31.2% 30.3% -0.5ppts +0.2ppts +0.4ppts
Net Margin 24.5% 25.3% 25.1% 24.3% 24.2% 23.9% +0.1ppts +1.2ppts +1.2ppts

Source: Company data, CMBIS estimates

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE
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Figure 5: SOTP Valuation

SOTP Valuation (HK$ bn) HK$/Share Implied FY21 P/E
Core business 4,403 460 28x
Unlisted associates 100 10
JD 128 13
58.com 20 2
Meituan 133 14
Total Valuation 4,785 500 29x

Source: CMBIS estimates, Bloomberg, CMBIS estimates

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE
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Financial Summary

Income statement

Cash flow summary

YE 31 Dec (RMB mn) FY18A  FY19A FY20E  FY21E FY22E YE 31 Dec (RMB mn) FY18A  FY19A FY20E FY21E FY22E
Revenue 312,694 377,289 470,520 577,506 703,947 Netincome 78,719 93,310 120,285 147,671 176,651
VAS 176,646 199,991 244,734 283,032 332,464 D&A 34,248 13,539 16,888 20,942 25,426
Ads 58,079 68,377 84,339 104,796 125,228 Change in WC 4,687 11,746 20,382 23,339 27,446
E-commerce - - - - - Income tax paid (58) (2,942) 7,824 4,063 4,202
Others 77,969 108,921 141,446 189,678 246,255 Others (11,153) 25,767 28,892 33,543 39,086
COGS (170,574) (209,756) (259,417) (322,584) (397,775) Operating CF 106,443 141,420 194,271 229,558 272,811
Gross profit 142,120 167,533 211,104 254,922 306,173
Capex (22,151) (32,369) (42,070) (51,636) (61,368)
S&M (24,233) (21,396) (26,631) (29,745) (35,352) Associates (39,699) (43,669) (48,036) (52,839) (63,407)
Admin.Exp. (41,522) (53,446) (64,677) (75,558) (89,799) Others (90,063) (14,514) (13,792) (13,088) (12,314)
Interest income 4,569 6,314 7,036 7,740 8,514 Investing CF (151,913) (90,552) (103,898) (117,564) (137,090)
Others 16,714 19,689 21,837 24,021 26,423
Operating profit 97,648 118,694 148,669 181,379 215,959 Equity raised 525 0 0 0 0
Change of Debts 37,842 40,800 0 0 0
Financial cost (4,669) (7,613) (6,736) (6,736)  (6,736) Others (2,987) (10,912) (13,953) (19,300) (25,306)
Associates (1,265) (2,578) - - - Financing CF 35,380 29,888 (13,953) (19,300) (25,306)
Pre-tax Income 94,466 109,400 145,402 178,667 213,730
Net change in cash (10,090) 80,756 76,419 92,695 110,416
Income Tax (14,482) (13,512) (24,610) (30,373) (36,334) Cash (beg of yr) 105,697 97,814 178,570 254,990 347,685
MI (1,265) (2,578) - - - FX 2,207 0 0 0 0
Net profit 78,719 93,310 120,285 147,671 176,651 Cash (end of yr) 97,814 178,570 254,990 347,685 458,100
Adj. net profit 77,296 93,637 115,112 146,309 176,681
Balance sheet Key ratios
YE 31 Dec (RMB mn) FY18A  FY19A FY20E  FY2lE FY22E YE 31 Dec FY18A  FY19A FY20E  FY21E  FY22E
Non-current assets 506,441 543,193 591,204 657,090 736,049 Sales mix (%)
Fixed asset 47,076 67,188 93,702 129,748 171,042 VAS 56.5 53.0 52.0 49.0 47.2
Associates 219,215 213,614 213,614 213,614 213,614 Ads 18.6 18.1 17.9 18.1 17.8
Intangible assets 56,650 50,237 39,533 28,829 18,125 E-commerce 0.0 0.0 0.0 0.0 0.0
Others 183,500 212,154 244,355 284,899 333,268 Others 24.9 28.9 30.1 32.8 35.0
Total 100.0 100.0 100.0 100.0 100.0
Current assets 217,080 293,262 384,742 494,492 625,065
Cash 97,814 178,373 254,990 347,685 458,100 Growth rate (%)
Deposit over 3 months 62,918 46,911 46,911 46,911 46,911 Revenue 31.5 20.7 24.7 22.7 219
Account receivable 28,427 34,299 42,775 52,501 63,996 Gross profit 215 17.9 26.0 20.8 20.1
Others 27,921 33,679 40,066 47,396 56,058 EBIT 8.1 21.6 25.3 22.0 19.1
Net profit 18.7 21.1 22.9 27.1 20.8
Current liabilities 202,435 183,187 216,914 270,072 338,219
Borrowings 26,834 22,695 22,695 22,695 22,695 P&L ratios (%)
Account payable 73,735 90,672 112,139 139,445 171,948 Operating margin 31.2 315 31.6 31.4 30.7
Tax payable 11,259 10,771 18,595 22,659 26,861 Pre-tax margin 30.2 29.0 30.9 30.9 304
Other 90,607 59,048 63,484 85,273 116,715 Adj. net margin 24.7 24.8 24.5 25.3 25.1
Effective tax rate -4.6 -3.6 -5.2 -5.3 -5.2
Non-current liabilities 164,879 219,404 226,270 231,149 236,038
Borrowings 87,437 104,257 104,257 104,257 104,257 Returns (%)
Deferred taxation 10,964 10,230 18,632 22,995 27,508 ROE 25.4 23.9 23.8 23.8 24.8
Others 66,478 104,918 103,381 103,897 104,274 ROA 11.7 10.7 11.2 11.8 12.7
MI 32,697 39,825 48,903 59,698 72,227 Per share
Total net assets 356,207 433,865 532,762 650,361 786,857 EPS (RMB) 8.1 9.8 12.0 15.3 18.4
Shareholders' equity 323,510 394,039 483,859 590,663 714,629 DPS (RMB) 11 1.4 1.9 24 3.1
BVPS (RMB) 34.0 41.2 50.5 61.6 74.5

Source: Company data, CMBIS estimates
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