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COMPANY RESULTS

NetEase (9999 HK)
1Q24: Results In Line; 2Q24 Game Growth Could Be Better Than Feared

NetEase’s 1Q24 results are largely within consensus expectation. Revenue grew 7.2%
yoy to Rmb26.9b, in line with our and consensus forecasts. Net profit rose 12.5% yoy to
Rmb8.5b, 2% above consensus estimates. We believe Netease’s online games revenue
growth will be reignited in 2H24 due to the incremental grossing from upcoming game
launches and agreement renewal with Blizzard. Maintain BUY with a lower target price
of HK$180.00 (US$115.00).

1Q24 RESULTS
Year to 31 Dec (Rmbm) 1Q23  4Q23  1Qu4 QoQ YoY UOBKH Variance Cons Var
Net revenue 25,046 27,140 26,852  (1.1%) 72% 26,767 0.3% 26,737 (0.1%)
Online games 20,066 20,921 21,460 2.6% 70% 21,384 0.4%
PC games 5,558 4,875 4593  (5.8%) (17.4%) 4990  (8.0%)
Mobile games 14507 16,047 16,868 51%  163% 16,393 2.9%
Cloud Music 1,960 1,986 2,030 2.2% 3.6% 2,025 0.2%
Youdao 1,163 1,481 1392  (6.0%)  19.7% 1221 14.0%
Innovative business 1,858 2,753 1,970 (28.4%) 6.1% 2,137 (7.8%)
COGS -10,150 -10,315  -9,836  (4.6%) (3.1%) -10,238  (3.9%) -10,220  (6.7%)
Gross profit 14,897 16,825 17,016 11%  142% 16,529 2.9% 16,517 4.3%
Non-GAAP OP 8,032 7,666 8499  10.9% 5.8% 8951  (5.1%) 7,687 20.3%
Non-GAAP OPM 32.1% 28.2% 31.7% 3.4ppts -0.4ppts 33.4% -1.8 ppts
Non-GAAP NP 7,566 7,379 8,511 15.3% 12.5% 8,431 09% 8327 214%
Non-GAAP NPM 30% 27% 32% 45ppts 1.5ppts 31% 0.2 ppts
Source: NetEase, UOB Kay Hian
RESULTS

e Strong mobile game revenue growth. NetEase’'s online game revenue delivered
decelerated growth of 7% yoy (4Q23: +10%, 1Q23: +8%) to Rmb21.5b, within our
expectation, primarily dampened by: a) PC game revenue declining 17% yoy (4Q23: -24%,
1Q23: -10%) to Rmb4.6b, mainly due to the lack of blockbuster games releases and weak
seasonality of legacy games despite solid momentum from Racing Master, and b) mobile
game revenue growing 16% yoy, vs +27%/16% in 4Q23/1Q23 respectively, contributed by
strong grossing of hit games including Eggy Party, Dunk City Dynasty which underwent
overseas expansion and Identity V which achieved its record-high DAU in May. Gross
margin for online games grew 10ppt yoy to 69.5%, the highest since 1Q15. This is primarily
bolstered by increased revenue from Eggy Party. Deferred revenue jumped 14% yoy, the
strongest growth since 4Q21, indicating a solid 2Q24 game revenue growth, better than
market's bearish expectation on mobile game growth.

Improved growth in cloud music and Youdao. Cloud music revenue grew 3.6% yoy to
Rmb2b, supported by solid sales of membership subscriptions. Gross profit margin of the
cloud music segment was 38% during 1Q24 (+16ppt yoy) due to one-off adjustment of
certain copyright costs and prudent cost control. Youdao recorded an accelerated revenue
growth of 20% yoy in 1Q24 (4Q23: +2%; 1Q23: -3%) at Rmb1,392m, propelled by
monetisation from digital content services, online marketing services and Al-driven
subscription-based membership services. Gross margin of Youdao shrank 3ppt yoy to 49%,
with gross profit coming in at Rmb682m in 1Q24, due to increased revenue contribution from
online marketing services, which generates lower gross margin. Revenue of the innovative
business and others rose by 6% yoy to Rmb2b, dragged by subdued revenue from the e-
commerce business from Yanxuan amid low seasonality.

KEY FINANCIALS

Consensus net profit
UOBKH/Consensus (x)

Source: NetEase, Bloomberg, UOB Kay Hian

Year to 31 Dec (Rmbm) 2022 2023 2024F 2025F 2026F
Net turnover 96,496 103,885 113,228 124,693 137,321
EBITDA 30,137 36,700 40,307 43,956 43,121
Operating profit 27,328 33,890 36,842 41,148 40,375
Net profit (rep./act.) 27,412 35,597 36,231 39,569 36,014
Net profit (adj.) 22,808 32,608 34,993 37,836 40,555
EPS (Fen) 692.0 1,002.7 1,074.2 1,158.6 1,241.8
PE (x) 19.0 13.1 12.2 11.3 10.6
P/B (x) 4.1 34 2.9 24 2.1
EV/EBITDA (x) 13.1 10.8 9.8 9.0 9.2
Dividend yield (%) 1.4 2.8 2.2 24 2.5
Net margin (%) 284 34.3 32.0 31.7 26.2
Net debt/(cash) to equity (%) (3.5) (4.0) (21.3) (33.0) (41.9)

31.1 26.7 24.8 19.3

ROE (%) 27.4
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BUY

(Maintained)

Share Price HK$141.50
Target Price HK$180.00
Upside +27.2%
(Previous TP HK$202.00)

COMPANY DESCRIPTION

NetEase, Inc. is a Chinese Internet technology
company providing online services centered on
content, community, communications, and
commerce.
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STOCK IMPACT

o Margin overview. Gross margin edged up 3ppt to 69.5%. Adjusted operating profit surged
6% yoy to Rmb8.5b, while non-GAAP operating margin remained flattish yoy at 31.7%,
pressured by higher S&M expenses especially for Eggy Party due to competition with
Tencent’s Dream Star launch. S&M spending expanded 3ppt yoy to 15% and R&D expenses
rose 11% yoy, attributed to higher staff-related costs. Non-GAAP net profit grew 12.5% yoy
to Rmb8.5b, resulting in net margin edging up 1.5ppt yoy to 32%.

¢ Progress updates on key game titles: a) Netease plans to publish Raid Shadow Legends
in China, a widely popular Western fantasy themed card game and one of the best-selling
RPG games in the US; b) Netease is also excited about the potential domestic or overseas
launch of Once Human in 3Q24; c) Where Winds Meet, Netease's first AAA-grade, open-
world Chinese martial arts game, is set to begin a new round of testing on 31 May and is
slated for launch in 3Q24; d) Naraka: Bladepoint mobile has attracted over 30m pre-
registrations and accumulated 40m users on the PC version; and e) solid progress of Justice
Mobile with planned introductions in more regions.

¢ To address the disappointing results delivered by Condor Heroes, Netease is working
on modifications by enhancing the fun factor, improving social interactions, and refining the
art style. With this, Netease is confident about the release of the updated version during
summer vacation.

¢ Renewal of agreement with Blizzard. On 10 April, NetEase announced the renewal of its
agreement to bring Blizzard titles back to China and expand its collaboration with Microsoft
Gaming. By returning to the market during summer 2024, we expect NetEase’s PC game
revenue growth will be revitalised starting 3Q24. However, we reckon that the online games
gross margin will be dragged by increased revenue contribution from Blizzard’s game titles.

o Further monetisation by leveraging the ongoing popularity of Eggy Party. After two
years of operation, Eggy Party achieved over 40m daily active users and continues to
enhance its content offerings and strengthen its user-generated content (UGC) ecosystem. In
1Q24, Eggy Party expanded its thematic diversity by integrating the grandeur of the
Forbidden City into the game and has been well accepted by users. To further support
creativity and enrich its UGC ecosystem, NetEase launched an app known as Learn
Programming with Eggy Party, which offers engaging and practical coding tutorials within the
game, making it easier and enjoyable for players to create content. Meanwhile, NetEase will
soon introduce Danzai Huahua, a match-free casual game based on the Eggy Party IP,
which has been in development for some time.

o Constant return to shareholders. The board of directors has approved a dividend of
US$0.0990 per share or US$0.4950 per American Depositary Share (ADS) for 1Q24 to
shareholders. As of 31 Mar 24, NetEase has repurchased shares amounting to US$811m.

EARNINGS REVISION/RISK

o We keep our 2Q24 revenue estimate unchanged but trimmed 2024 revenue estimate by 1%
which implies revenue growth of 10%/9%, respectively. We lower our 2Q24 earnings forecast
by 2% on softer margin expectations. For 2Q24/2024, we forecast non-GAAP net profit at
Rmb8b/Rmb35b, translating to net margin of 30%/31% respectively.

¢ Risks include weaker-than-expected performance from new games, and lack of new game
approvals for NetEase.

VALUATION/RECOMMENDATION

¢ Maintain BUY with a lower target price of HK$180.00 (US$115.00), in view of the weaker-
than-expected top-line growth. Our target price implies 15.4x 2024F PE. The company is
currently trading at 12.8x 2024F PE, lower than its historical mean of 15x.

SHARE PRICE CATALYST

¢ a) Strong performance of game pipeline, and b) improving profitability of NetEase Cloud
Music.

SOTP VALUATION
FY2024E  Valuation  Est fair Fair Fair value
FY2024E Net non-GAAP (2024) value values  per share
revenue (Rmbb) margin  earnings PEPS(X) (Rmbb) (HK$) (HK$)
Online games 95 23% 21 16 343 373 115
Cloud music 8 3 25 27 8
Youdao 7 3 12 13 4
Innovative and others 10 1 10 11 3
Total EV 390 424 130
Net Cash 148 162 50
Target price (HK$) 180.00

Source: UOB Kay Hian
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PROFIT & LOSS
Year to 31 Dec (Rmbm)

Net turnover

EBITDA

Deprec. & amort.

EBIT

Total other non-operating income
Associate contributions

Net interest income/(expense)
Pre-tax profit

Tax

Minorities

Net profit

Net profit (adj.)

CASH FLOW
Year to 31 Dec (Rmbm)

Operating

Pre-tax profit

Tax

Deprec. & amort.
Working capital changes
Other operating cashflows
Investing

Capex (growth)

Others

Financing

Dividend payments
Issue of shares

Loan repayment
Others/interest paid

Net cash inflow (outflow)

Beginning cash & cash equivalent

Changes due to forex impact

Ending cash & cash equivalent

2023
103,885
36,700
2,810
33,890
921
1,307
4,120
40,238
(4,700)
59
35,597
32,608

2023
35331
40,238
(4,700)

2,810
(100)
(2,917)
1,356
(1,489)
2,845

(17,544)

(8,841)
8,833
(1,628)

(15,908)
19,143
27,588

(203)
24,206

2024F
113,228
40,307
3,465
36,842
641
1,224
4,622
43328
(6,712)
(385)
36,231
34,993

2024F
37,456
43328
(6,712)
3,465
2,380
(5,005)
(2,265)
(2,265)
0
(8,841)
(8,841)

0
0
0
26,351
24,206

0
50,557

2025F
124,693
43,956
2,808
41,148
400
1,224
4,622
47393
(7.477)
(348)
39,569
37,836

2025F
36,972
47,393
(7.477)
2,808
104
(5,857
(2,494
(2,494

= =

o =

(8,841
(8,841

=

o O =

25,638
50,557

0
76,195

2026F
137,321
43,121
2,746
40,375
400
1,224
4,642
46,641
(10,261)
(366)
36,014
40,555

2026F
38,379
46,641
(10,261)
2,746
(747)
0
(2,746)
(2,746)
0
(8,841)
(8,841)
0

0

26,791
76,195
0
102,987

BALANCE SHEET
Year to 31 Dec (Rmbm)

Fixed assets

Other LT assets

LT debt

Cash/ST investment
Other current assets
Total assets

ST debt

Other current liabilities
Other LT liabilities
Shareholders' equity
Minority interest

Total liabilities & equity

KEY METRICS
Year to 31 Dec (%)

Profitability
EBITDA margin
Pre-tax margin
Net margin
ROA

ROE

Growth
Turnover
EBITDA
Pre-tax profit
Net profit

Net profit (adj.)
EPS

Leverage

Debt to total capital
Debt to equity

Net debt/(cash) to equity

2023
8,075
35,157
n.a.
24,206
118,486
185,925
19,240
34,602
3,998
124,402
3,683
185,925

2023

35.3
38.7
34.3
19.8
311

7.7
21.8
25.9
29.9
43.0
44.9

13.1
155
(4.0)

2024F
6,875
35,157
n.a.
50,557
118,012
210,601
19,240
36,508
3,998
147,172
3,683
210,601

2024F

35.6
38.3
32.0
183
26.7

9.0
9.8
1.7
18
7.3
7.1

113
131
(21.3)

2025F
6,560
35,157
n.a.
76,195
119,566
237,479
19,240
38,166
3,998
172,392
3,683
237,479

2025F

353
38.0
317
17.7
24.8

10.1
9.1
94
9.2
8.1
7.9

9.9
112
(33.0)

2026F
6,561
35,157
n.a.
102,987
122,277
266,982
19,240
40,130
3,998
199,931
3,683
266,982

2026F

314
34.0
26.2
143
193

101
(1.9)
(1.6)
(9.0)
72
72

8.6
96
(41.9)
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Disclosures/Disclaimers

This report is prepared by UOB Kay Hian Private Limited (‘UOBKH”), which is a holder of a capital markets services licence and an
exempt financial adviser in Singapore.

This report is provided for information only and is not an offer or a solicitation to deal in securities or to enter into any legal relations, nor an
advice or a recommendation with respect to such securities.

This report is prepared for general circulation. It does not have regard to the specific investment objectives, financial situation and the
particular needs of any recipient hereof. Advice should be sought from a financial adviser regarding the suitability of the investment
product, taking into account the specific investment objectives, financial situation or particular needs of any person in receipt of the
recommendation, before the person makes a commitment to purchase the investment product.

This report is confidential. This report may not be published, circulated, reproduced or distributed in whole or in part by any recipient of this
report to any other person without the prior written consent of UOBKH. This report is not directed to or intended for distribution to or use by
any person or any entity who is a citizen or resident of or located in any locality, state, country or any other jurisdiction as UOBKH may
determine in its absolute discretion, where the distribution, publication, availability or use of this report would be contrary to applicable law
or would subject UOBKH and its connected persons (as defined in the Financial Advisers Act, Chapter 110 of Singapore) to any
registration, licensing or other requirements within such jurisdiction.

The information or views in the report (“Information”) has been obtained or derived from sources believed by UOBKH to be reliable.
However, UOBKH makes no representation as to the accuracy or completeness of such sources or the Information and UOBKH accepts
no liability whatsoever for any loss or damage arising from the use of or reliance on the Information. UOBKH and its connected persons
may have issued other reports expressing views different from the Information and all views expressed in all reports of UOBKH and its
connected persons are subject to change without notice. UOBKH reserves the right to act upon or use the Information at any time,
including before its publication herein.

Except as otherwise indicated below, (1) UOBKH, its connected persons and its officers, employees and representatives may, to the
extent permitted by law, transact with, perform or provide broking, underwriting, corporate finance-related or other services for or solicit
business from, the subject corporation(s) referred to in this report; (2) UOBKH, its connected persons and its officers, employees and
representatives may also, to the extent permitted by law, transact with, perform or provide broking or other services for or solicit business
from, other persons in respect of dealings in the securities referred to in this report or other investments related thereto; (3) the officers,
employees and representatives of UOBKH may also serve on the board of directors or in trustee positions with the subject corporation(s)
referred to in this report. (All of the foregoing is hereafter referred to as the “Subject Business”); and (4) UOBKH may otherwise have an
interest (including a proprietary interest) in the subject corporation(s) referred to in this report.

As of the date of this report, no analyst responsible for any of the content in this report has any proprietary position or material interest in
the securities of the corporation(s) which are referred to in the content they respectively author or are otherwise responsible for.

IMPORTANT DISCLOSURES FOR U.S. PERSONS

This research report was prepared by UOBKH, a company authorized, as noted above, to engage in securities activities in Singapore.
UOBKH is not a registered broker-dealer in the United States and, therefore, is not subject to U.S. rules regarding the preparation of
research reports and the independence of research analysts. This research report is provided for distribution by UOBKH (whether directly
or through its US registered broker dealer affiliate named below) to “major U.S. institutional investors” in reliance on the exemption from
registration provided by Rule 15a-6 of the U.S. Securities Exchange Act of 1934, as amended (the “Exchange Act”). All US persons that
receive this document by way of distribution from or which they regard as being from UOBKH by their acceptance thereof represent and
agree that they are a major institutional investor and understand the risks involved in executing transactions in securities.

Any U.S. recipient of this research report wishing to effect any transaction to buy or sell securities or related financial instruments based on
the information provided in this research report should do so only through UOB Kay Hian (U.S.) Inc (“UOBKHUS"), a registered broker-
dealer in the United States. Under no circumstances should any recipient of this research report effect any transaction to buy or sell
securities or related financial instruments through UOBKH.

UOBKHUS accepts responsibility for the contents of this research report, subject to the terms set out below, to the extent that it is
delivered to and intended to be received by a U.S. person other than a major U.S. institutional investor.

The analyst whose name appears in this research report is not registered or qualified as a research analyst with the Financial Industry
Regulatory Authority (“FINRA”) and may not be an associated person of UOBKHUS and, therefore, may not be subject to applicable
restrictions under FINRA Rules on communications with a subject company, public appearances and trading securities held by a research
analyst account.
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Analyst Certification/Regulation AC

Each research analyst of UOBKH who produced this report hereby certifies that (1) the views expressed in this report accurately reflect
his/her personal views about all of the subject corporation(s) and securities in this report; (2) the report was produced independently by
him/her; (3) he/she does not carry out, whether for himself/herself or on behalf of UOBKH or any other person, any of the Subject Business
involving any of the subject corporation(s) or securities referred to in this report; and (4) he/she has not received and will not receive any
compensation that is directly or indirectly related or linked to the recommendations or views expressed in this report or to any sales,
trading, dealing or corporate finance advisory services or transaction in respect of the securities in this report. However, the compensation
received by each such research analyst is based upon various factors, including UOBKH'’s total revenues, a portion of which are
generated from UOBKH'’s business of dealing in securities.

Reports are distributed in the respective countries by the respective entities and are subject to the additional restrictions listed in the
following table.

General This report is not intended for distribution, publication to or use by any person or entity who is a citizen or resident of or
located in any country or jurisdiction where the distribution, publication or use of this report would be contrary to
applicable law or regulation.

Hong Kong | This report is distributed in Hong Kong by UOB Kay Hian (Hong Kong) Limited ("UOBKHHK"), which is regulated by the
Securities and Futures Commission of Hong Kong. Neither the analyst(s) preparing this report nor his associate, has
trading and financial interest and relevant relationship specified under Para. 16.4 of Code of Conduct in the listed
corporation covered in this report. UOBKHHK does not have financial interests and business relationship specified under
Para. 16.5 of Code of Conduct with the listed corporation covered in this report. Where the report is distributed in Hong
Kong and contains research analyses or reports from a foreign research house, please note:

(i) recipients of the analyses or reports are to contact UOBKHHK (and not the relevant foreign research house) in Hong
Kong in respect of any matters arising from, or in connection with, the analysis or report; and

(ii) to the extent that the analyses or reports are delivered to and intended to be received by any person in Hong Kong
who is not a professional investor, or institutional investor, UOBKHHK accepts legal responsibility for the contents of the
analyses or reports only to the extent required by law.

Indonesia This report is distributed in Indonesia by PT UOB Kay Hian Sekuritas, which is regulated by Financial Services Authority
of Indonesia (“OJK”). Where the report is distributed in Indonesia and contains research analyses or reports from a
foreign research house, please note recipients of the analyses or reports are to contact PT UOBKH (and not the relevant
foreign research house) in Indonesia in respect of any matters arising from, or in connection with, the analysis or report.
Malaysia Where the report is distributed in Malaysia and contains research analyses or reports from a foreign research house, the
recipients of the analyses or reports are to contact UOBKHM (and not the relevant foreign research house) in Malaysia,
at +603-21471988, in respect of any matters arising from, or in connection with, the analysis or report as UOBKHM is the
registered person under CMSA to distribute any research analyses in Malaysia.

Singapore This report is distributed in Singapore by UOB Kay Hian Private Limited ("UOBKH"), which is a holder of a capital
markets services licence and an exempt financial adviser regulated by the Monetary Authority of Singapore.Where the
report is distributed in Singapore and contains research analyses or reports from a foreign research house, please note:
(i) recipients of the analyses or reports are to contact UOBKH (and not the relevant foreign research house) in Singapore
in respect of any matters arising from, or in connection with, the analysis or report; and

(i) to the extent that the analyses or reports are delivered to and intended to be received by any person in Singapore
who is not an accredited investor, expert investor or institutional investor, UOBKH accepts legal responsibility for the
contents of the analyses or reports only to the extent required by law.

Thailand This report is distributed in Thailand by UOB Kay Hian Securities (Thailand) Public Company Limited, which is regulated
by the Securities and Exchange Commission of Thailand.

United This report is being distributed in the UK by UOB Kay Hian (U.K.) Limited, which is an authorised person in the meaning

Kingdom of the Financial Services and Markets Act and is regulated by The Financial Conduct Authority. Research distributed in
the UK is intended only for institutional clients.

United This report cannot be distributed into the U.S. or to any U.S. person or entity except in compliance with applicable U.S.

States of laws and regulations. It is being distributed in the U.S. by UOB Kay Hian (US) Inc, which accepts responsibility for its

America contents. Any U.S. person or entity receiving this report and wishing to effect transactions in any securities referred to in

(‘U.S.) the report should contact UOB Kay Hian (US) Inc. directly.
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