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Market Data  (NASDAQ:NTES)
	Date
	July 24, 2009

	Price ($)
	42.18

	52-week range ($)
	15.00/38.22

	P/E
	22.47

	Market Capital ($)
	5.36B

	Fiscal year end
	Dec

	Shares O/S 
	128M

	Beta
	0.98


Source: Thomson ONE; Bloomberg
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                                                      OUTPERFORM
Netease.com Inc.

Sector: Technology
Industry: Internet Information Provider
Core Business: Online Gaming

Target Price: $68.40
Key Statistics
	
	2007
	2008
	2009E
	2010E

	Revenue
	316M
	436M
	671M
	937M

	Gross margin
	77.97%
	84.84%
	75.60%
	72.78%

	EBIT margin
	52.29%
	64.33%
	51.89%
	49.07%

	Net margin
	54.82%
	53.65%
	41.89%
	39.07%

	EPS
	1.40
	1.88
	2.19
	2.85

	P/E
	13.54
	11.76
	22.00
	24.00


Source: Annual reports
Investment Highlights

Upside potential

Operating rights of WoW
Taking over the operating rights of World of Warcraft, Netease may become the No.1 player in the Chinese online gaming market
Boosting market
China’s online gaming market may boost in the future

Promising EPS
Promising EPS for the next period

Downside risks

High price
Price hit historical high recently
Unpredictable assumption
Prediction about China’s online gaming market from consulting companies may not be realized in the future

Netease will take over the operating rights of World of Warcraft
A Shanghai-based online game company, The9 officially ceased operating World of Warcraft, or WoW, in China on Sunday, June 7.

Netease will take over WoW in China. Netease CEO, William Ding and Blizzard Entertainment (WoW’s owner) CEO, Mike Morhaime, jointly announced that the game’s servers will be temporarily unavailable during the transition period, which is expected to last until late June, according to an earlier note sent to WoW players by Netease. Netease signed a 3-year contract with Blizzard Entertainment to operate the game in China.
 
World of Warcraft is a MMORPG (Massive Multiplayer Online Role-Playing Game) developed by Activision Blizzard, Inc (Ticker: ATVI). This game sat on 62.3% of the world subscription market in April, 2008.
 The market share of the game in China is much lower because most of China’s online game revenues come from premium services. However, in China, WoW has 5 million players out of the 55 million online gamers,
 holding about 6.57% of the market share.
According to China’s online game market data, Netease may take over more than half of the market share owned by The9 and become the No. 1 competitor in the industry.
China’s online game market may boost in the future

“Online gaming in China generated $2.75 billion in revenues last year, according to Niko Partners of San Jose, CA
. The research firm predicts revenue will hit $8.9 billion in 2013, a compound annual growth rate of 26.4%.”
 If the prediction is right, Netease will expect great additional income in the future.

Promising EPS for the next period
Despite the fact that Netease will gain by the operating of the new game, it had good performance and a solid EPS of $0.48 for the last quarter. According to our calculations, Netease will earn an EPS of $2.19 for the year 2009. Netease also has some new games in the pipeline, such as Fly for Fun, Westward Journey SP, The World II, Magical Musketeers Online, Crazy Basketball, The World of Three Kingdoms on Web, etc.
Price hit historical high recently

Because of the news of the contract with Blizzard Entertainment in April, Netease stock price rose from around $25 to around $35, reaching its highest historical price of $44.80 on July 23rd.

Recent news about Netease’s delaying the re-opening of WoW servers

“Netease announced on June 30 that it has encountered some unexpected circumstances in the run-up to the World of Warcraft launch that will delay its servers going online. The firm said the relaunch was subject to the receipt of necessary governmental approvals and that if the relaunch was significantly delayed, the game's popularity and profitability may be adversely affected. ”
 The delay is caused by government regulations; it will take up to 60 days for the government to approve the operation of the game. Because of this news, the price fell about 10% in the last week.
Beta test will take place on July 30 and the server is expected to be open afterwards
According to Netease.com, WoW is now being revised to meet the GAPP’s (General Administration of Press and Publication) standards. If the revised version gets approved, Netease will have the license and WoW will relaunch. There will be a beta test beginning on July 30, and hopefully the game would resume operating a week after the test.
Predictions from consulting companies may not be realized in the future

The number provided by the company Niko Partners may be too aggressive. The revenues in 2013 they gave tripled the amount in 2008.
EPS Analysis

Earnings call for the first quarter 2009

Total revenues for the first quarter of 2009 were $114.4 million, compared to $95.4 million for the first quarter of 2008. Revenues from online games were $106.0 million for the first quarter of 2009, compared to $81.4 million for the first quarter of 2008. Revenues from advertising services were $6.0 million for the first quarter of 2009, compared to $11.3 million for the first quarter of 2008. Revenues from wireless value-added services and others (“WVAS and others”) were $2.4 million for the first quarter of 2009, compared to $2.8 million for the first quarter of 2008.
Net profit for the first quarter of 2009 totaled $61.0 million, compared to $39.4 million for the fourth and first quarters of 2008. The company reported basic and diluted earnings per American depositary share (“ADS”) of $0.48 and $0.47 for the first quarter of 2009, respectively. The company reported basic and diluted earnings per ADS of $0.32 and $0.30 for the first quarter of 2008, respectively. 
Analysis and estimates
The total revenue increased greatly due in large part to the enormous increase in revenues of online games. The advertising services decreased due to the bad economy. Online game services, on the other hand, are not affected much by the macro economy. 
Fundamental Analysis
Ratio analysis
Exhibit 1: Vertical ratio analysis shows the ratios of the company for the last five years.

	
	2004
	2005
	2006
	2007
	2008

	Overview data

	Price
	13.23
	14.04
	18.69
	18.96
	22.1

	P/E
	7.78
	3.92
	15.20
	13.54
	11.76

	Dividends per share
	-
	-
	-
	-
	-

	Activity ratios

	Receivables turnover
	N/A
	48.67
	22.28
	15.91
	15.38

	Assets turnover
	0.45
	0.56
	0.56
	0.53
	0.55

	Liquidity ratios

	Current ratio
	4.60
	8.42
	6.13
	3.47
	7.21

	Quick ratio
	8.25
	4.22
	1.99
	2.08
	1.24

	Profitability ratios

	Gross profit margin
	75.11%
	78.91%
	80.42%
	77.97%
	84.84%

	EBIT margin
	46.70%
	57.65%
	57.72%
	52.29%
	64.33%

	Net profit margin
	46.06%
	55.00%
	56.05%
	54.82%
	53.65%

	Return on assets
	18.02%
	25.71%
	28.44%
	26.98%
	25.16%

	Return on equity
	32.62%
	38.98%
	42.77%
	37.20%
	28.94%

	Earnings per share (ADS)
	1.70
	3.58
	1.23

	1.40
	1.88

	Payout ratio
	-
	-
	-
	-
	-

	Coverage ratios

	Debt to total assets
	0.34
	0.23
	0.18
	-
	-

	Times interest earned
	N/A
	N/A
	13.56
	10.71
	N/A

	Book value per share
	5.18
	9.19
	2.88
	3.77
	6.48

	Growth ratios

	Revenue
	76.77%
	81.33%
	35.32%
	11.25%
	38.01%

	Gross profit margin
	-10.83%
	5.06%
	1.91%
	-3.04%
	8.81%

	EBIT margin
	-22.53%
	23.45%
	0.13%
	-9.42%
	23.03%

	Net income
	36.72%
	116.53%
	37.89%
	8.82%
	35.05%

	Earnings per share(basic)
	36.00%
	110.59%
	-65.64%
	13.82%
	34.29%

	P/E
	5.39%
	-49.61%
	287.45%
	-10.87%
	-13.20%


Exhibit 2: Horizontal ratio analysis shows the ratios compared to six other major China online game companies

	Overview data
	Netease (NTES)
	Tencent (0700.HK)
	SHANDA (SNDA)
	Sohu (SOHU)
	Perfect world (PWRD)
	The9 ltd. (NCTY)
	Giant Interactive (GA)

	Price (July 24, 2009)
	42.18
	13.41
	57.00
	63.63
	34.95
	8.98
	8.17

	Market capital
	5.36B
	23.78B
	3.51B
	2.22B
	1.75B
	231.70M
	1.83B

	Net debt
	5.25M
	-
	-
	8.08M
	-
	-
	-

	EV
	5.37B
	23.73B
	3.41B
	2.04B
	1.63B
	240.82M
	1.67B

	EV/EBITDA
	19.12
	50.01
	16.14
	12.46
	16.42
	0.52
	11.82

	P/E
	22.47
	58.46
	22.31
	15.31
	20.74
	4.87
	12.01

	Dividends per share
	-
	0.05
	-
	-
	-
	-
	2.00

	Activity ratios

	Receivables turnover
	15.38
	9.42
	108.68
	13.42
	52.71
	67.77
	N/A

	Inventory turnover
	N/A
	0.60
	368.42
	N/A
	N/A
	N/A
	240.20

	Assets turnover
	0.55
	0.85
	0.65
	1.06
	0.70
	0.55
	0.24

	Liquidity ratios

	Current ratio
	7.21
	3.11
	3.57
	1.20
	3.58
	4.64
	9.04

	Quick ratio
	1.24
	1.94
	2.75
	1.15
	3.05
	3.98
	2.70

	Profitability ratios

	Net profit margin
	53.65%
	39.35%
	34.99%
	36.97%
	44.98%
	19.33%
	62.59%

	Return on assets
	25.16%
	28.57%
	19.31%
	30.40%
	25.23%
	9.90%
	16.63%

	Return on equity
	28.94%
	39.55%
	34.36%
	41.10%
	31.50%
	11.73%
	18.58%

	Earnings per share
	1.88
	0.23
	2.56
	4.16
	1.69
	1.85
	0.68

	Payout ratio
	-
	0.20
	-
	-
	-
	-
	3.11

	Coverage ratios

	Debt to total assets
	-
	0.06
	0.02
	-
	0.01
	-
	-

	Times interest earned
	N/A
	23,064.93
	N/A
	N/A
	N/A
	N/A
	N/A

	Book value per share
	6.48
	0.58
	7.44
	10.11
	5.35
	15.74
	3.46

	Growth ratios

	Sales
	38.01%
	87.25%
	54.39%
	127.09%
	122.98%
	42.74%
	11.42%

	Net income
	35.05%
	79.57%
	-4.54%
	354.14%
	90.96%
	54.61%
	-1.76%

	Earnings per share
	34.29%
	76.36%
	-4.48%
	342.55%
	41.67%
	54.17%
	-8.11%

	P/E/G
	66.64
	76.01
	-517.58
	4.48
	49.64
	9.15
	-152.85


Sensitivity analysis
Exhibit 3: The table shows the impact of EPS and P/E ratio on the stock price

	    P/E
EPS
	16
	18
	20
	22
	24
	26
	28
	30
	32

	1.5 
	24.0 
	27.0 
	30.0 
	33.0 
	36.0 
	39.0 
	42.0 
	45.0 
	48.0 

	1.7 
	27.2 
	30.6 
	34.0 
	37.4 
	40.8 
	44.2 
	47.6 
	51.0 
	54.4 

	1.9 
	30.4 
	34.2 
	38.0 
	41.8 
	45.6 
	49.4 
	53.2 
	57.0 
	60.8 

	2.1 
	33.6 
	37.8 
	42.0 
	46.2 
	50.4 
	54.6 
	58.8 
	63.0 
	67.2 

	2.3 
	36.8 
	41.4 
	46.0 
	50.6 
	55.2 
	59.8 
	64.4 
	69.0 
	73.6 

	2.5 
	40.0 
	45.0 
	50.0 
	55.0 
	60.0 
	65.0 
	70.0 
	75.0 
	80.0 

	2.7 
	43.2 
	48.6 
	54.0 
	59.4 
	64.8 
	70.2 
	75.6 
	81.0 
	86.4 

	2.9 
	46.4 
	52.2 
	58.0 
	63.8 
	69.6 
	75.4 
	81.2 
	87.0 
	92.8 

	3.1 
	49.6 
	55.8 
	62.0 
	68.2 
	74.4 
	80.6 
	86.8 
	93.0 
	99.2 

	3.3 
	52.8 
	59.4 
	66.0 
	72.6 
	79.2 
	85.8 
	92.4 
	99.0 
	105.6 

	3.5 
	56.0 
	63.0 
	70.0 
	77.0 
	84.0 
	91.0 
	98.0 
	105.0 
	112.0 

	3.7 
	59.2 
	66.6 
	74.0 
	81.4 
	88.8 
	96.2 
	103.6 
	111.0 
	118.4 


Pro forma Assumptions
The revenues’ geometric average growth rate of the past five years was 46.11%. Cost of revenues, operating expenses, and interest expenses remain flat; the average rates of the past five years were 17.89%, 23.71% and 0.34%, respectively.
We assume four different scenarios for future revenues, in the situations listed below:
Scenario 1: Netease’s regular revenues grow at the industry’s growth rate of 26.4%, while they renew the contract with Blizzard Entertainment in April 2012 when the current one expires.
Scenario 2: Netease’s regular revenues grow at 26.4%, and they don’t get the contract renewed.

Scenario 3: Netease’s regular revenues grow at 10%, which is much lower than the market average rate, while they still get to renew the contract.
Scenario 4: Netease’s regular revenues grow at 10%, and they don’t get the contract renewed.

We assume the revenues from WoW to be $240 million
 for the first whole year ($120 million for 2009, which is currently only half a year), and increase by 26.4% afterwards in the first two scenarios (10% in the last two scenarios). Costs are 17.89% of regular revenues and 54.31% for WoW
, operating expenses are 23.71% of the total revenues. Interest expenses are assumed to be zero. According to the 2009 Q1 Conference Call, we expect the tax rate to remain at 15%. However, because the company has $3.7 million deferred tax assets in 2008, we use the tax rate of 10%.
For the pro forma income statements we attached in the appendix, we choose scenario 2.
 The number of shares outstanding we used is 128.31 million from Q1 2009.
Below are the estimated future market shares and EPS of the four scenarios
:

Exhibit 4: The estimated market shares of the assumed scenarios

	Market share
	2008
	2009E
	2010E
	2011E
	2012E
	2013E

	Scenario 1
	13.17%
	17.38%
	19.19%
	19.19%
	19.19%
	19.19%

	Scenario 2
	13.17%
	17.38%
	19.19%
	19.19%
	16.73%
	14.28%

	Scenario 3
	13.17%
	15.53%
	15.73%
	13.69%
	11.91%
	10.37%

	Scenario 4
	13.17%
	15.53%
	15.73%
	13.69%
	10.05%
	7.13%


Exhibit 5: The estimated EPS of the assumed scenarios

	EPS
	2008
	2009E
	2010E
	2011E
	2012E
	2013E

	Scenario 1
	1.88
	2.19
	2.85
	3.61
	4.56
	5.76

	Scenario 2
	1.88
	2.19
	2.85
	3.61
	4.38
	5.31

	Scenario 3
	1.88
	2.22
	2.82
	3.10
	3.41
	3.75

	Scenario 4
	1.88
	2.22
	2.82
	3.10
	2.91
	2.65


Cash Flow Analysis
Assumptions: the free cash flow to firm from 2004 to 2008 grew at a geometric average rate of 43.78%. We use the same growth rate of net income from the pro forma income statement. For the fiscal year 2009, the growth rate is 20.17%, 30.16% for 2010, 26.40% for 2011, 21.44% for 2012, 21.23% for 2013, and 3% for the years after 2014. The WACC (weighted average cost of capital) we use is 10.35%.

Exhibit 6: Table of FCFF

	Actual
	2004
	2005
	2006
	2007
	2008

	CFO
	74.20M 
	   136.90M 
	204.52M 
	 189.17M 
	    295.76M 

	CAPEX
	7.27M 
	  11.48M 
	18.26M 
	9.80M 
	    19.54M 

	Interest
	2.23M
	7.15M
	-12.09M
	-15.44M
	21.22M

	Tax rate

	2.98%
	5.60%
	5.98%
	0.12%
	10.10%

	FCFF
	69.10M 
	 132.17M 
	    174.90M 
	163.95M 
	    295.30M 

	Estimates
	2009E
	2010E
	2011E
	2012E
	2013E

	FCFF
	354.85M
	461.88M
	583.81M
	708.96M
	859.51M


Exhibit 7: Valuation and target price

	Terminal Value
	9,499.75M

	Shares outstanding (Q1 2009)
	128.31M

	Target price
	74.04


Industry Background
Netease is in the Internet Information Providing Industry, but according to the annual report and earnings call of the company, more than 90% of the total revenues come from online game services. In this case, we chose seven major companies in the business for comparison. 
The total revenue of China’s online game market was US$2.75 billion in the year 2008
, and $0.81 billion in Q1 2009
. “The research firm predicts revenue will hit $8.9 billion in 2013, a compound annual growth rate of 26.4%.”

Market shares of China online game

Exhibit 8: China’s Online Game Market for the year 2008
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For the year 2008, Netease sat on 13.63% of the total market share, second to SHANDA. 

For Q1 2009, SHANDA and Tencent were the top two players. The9 limited took 7.30% of the total market share. However, the most important product of The9, World of Warcraft, which counted for nearly 90% of the company’s total revenue, was taken over by Netease. In this case, we can expect Netease to become the No.1 player in the China online game market.

Exhibit 9: China Online Game Market for Q1 2009
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Revenues and P/E analysis

Exhibit 10: Total revenue and net income of the seven major companies in 2007 and 2008
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Revenue breakdown

Exhibit 11:
	
	Online game revenues
	Other revenues

	Netease (NTES)
	92.62%
	7.38%

	Tencent (0700.HK)
	42.35%
	57.65%

	SHANDA (SNDA)
	95.93%
	4.07%

	Sohu (SOHU)
	48.28%
	51.72%

	Perfect world (PWRD)
	88.72%
	11.28%

	The9 ltd. (NCTY)
	99.68%
	0.32%

	Giant Interactive (GA)
	99.20%
	0.80%


Netease’s revenues and net income are growing steadily. The revenue breakdown indicates that Netease’s revenues basically come from online game services, which may bring the effects of the bad economy to the minimum. 
Exhibit 12: Historical P/E ratio analysis
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The chart shows the P/E ratios of the time period between 2000 and 2009.

Appendices
Appendix A: Company profile
“Netease.com, Inc., through its subsidiaries, operates an online community in China. It operates in three segments: Online Game Services, Advertising Services, and Wireless Value-added Services and Others. The Online Game Services segment develops and operates MMORPGs, the massively multi-player online role-playing games that are played on the Internet in virtual worlds; online casual game platforms with various multi-player games; and Tianxia II, an item-based online game. It distributes its point cards to gamers through wholesalers, Internet cafes, software stores, supermarkets, bookstores, newspaper stands, and convenience stores. This segment’s Web portals/Websites provide Internet users with Chinese language online services related to content, including information and online entertainment through various channels focusing on news, entertainment, sports, finance, information technology, and automobiles; and community and communication services, including e-mail, blogging, photos, instant messaging, matchmaking, alumni directories, clubs, e-cards, chat rooms, and community forums. Its websites also provide a website directory; web pages search service; and an Internet search engine, Yodao. The Advertising Services segment engages in animated and interactive banner advertising, channel sponsorships, direct e-mail, floating buttons, text-links, interactive media-rich sites, sponsored special events, games, contests, and other activities to conduct integrated marketing campaigns. It provides services for advertisers on its websites. The Wireless Value-added Services and Others segment allow users to receive news and other information, such as stock quotes and e-mails, download ringtones and logos for their mobile phones, and participate in matchmaking communities and interactive games. Netease.com, Inc. has a strategic partnership agreement with On2 Technologies Inc. The company was founded in 1997 and is based in Beijing, the People’s Republic of China.”

Appendix B: Netease’s release about the partnership with Blizzard

“BLIZZARD ENTERTAINMENT® TO PARTNER WITH NETEASE IN MAINLAND CHINA ON WORLD OF WARCRAFT®

New license agreement lays groundwork for continued operation of world’s most popular online game in mainland China following expiration of the current license agreement

Shanghai, China - April 16, 2009- Blizzard Entertainment, Inc. and Netease.com, Inc. (NASDAQ: NTES) today announced that Blizzard Entertainment®’s World of Warcraft® will be licensed to an affiliated company of Netease.com, Inc. in mainland China for a term of 3 years following the expiration of the current license agreement.

Both companies announced a partnership on Blizzard Entertainment’s Warcraft® III, StarCraft® II, and Battle.net® gaming platform last summer. Today’s announcement further enhances the partnership between Blizzard Entertainment and Netease and promotes a consistent level of quality and service in mainland China for all Blizzard Entertainment games involved in the partnership.”

The game will be charged by playing time instead of by the most popular virtual goods selling mode in China. Although neither Netease nor WoW’s former operator The9 limited mentioned revenue distribution of the game, it is estimated that “with The9, Activision Blizzard collected a 22 percent royalty rate that translates into $50-$55 million annually based on recent subscriber figures.”
 The revenue generated by the game may go to Activision Blizzard by 22% or more. 
The subscription fee of WoW is RMB30/4000 minutes (one point card), which is about $4.39/66.67 hours. $0.066 per hour of playing WoW is much cheaper compared to watching movies at a cinema. With 5 million players in China, a typical player would pay for one point card per month, resulting an annual revenue of $263.40 million. The price in the US is $14.99 per month ($13.99/month for three months and $12.99/month for six months).

Appendix C: About Niko Partners

Niko Partners is a market research company focusing on video and PC games. Since 2003 Niko has provided critical information to the world’s leading game publishers, developers, hardware makers and game service providers. Renowned trade associations, policy makers, and hedge fund managers turn to Niko for key data on China’s video game market. Niko’s staff in Shanghai and Silicon Valley is dedicated to client service in China’s challenging market. They collect data in 20 Chinese cities in 4 city tiers via thousands of face-to-face and online surveys per year, plus hundreds of interviews with key companies and government agencies. 
Appendix D: Projected China online gaming industry

According to the news released by Chinaview.cn, there are 338 million Internet users in China now, 40 million more than half a year ago. The number of online game players is estimated to be 64.9 million
 or 19.20% of the total Internet users,compared to 52.5 million in 2008. We assumed that Internet users would increase at a rate of 15% in 2009 and 2010, and 10% in 2011,2012 and 2013. We also assumed that the percentage of online gamers would grow at the rate of 1.50%.
	Year
	2009E
	2010E
	2011E
	2012E
	2013E

	Internet users growth rate
	15.00%
	15.00%
	10.00%
	10.00%
	10.00%

	Internet users
	338.00M
	388.70M
	427.57M
	470.33M
	517.36M

	Percentage of online game players
	19.20%
	20.70%
	22.20%
	23.70%
	25.20%

	Online game players
	64.90M
	80.46M
	94.92M
	111.47M
	130.37M

	CAGR
	
	23.98%
	17.97%
	17.43%
	16.96%


We project the total online game players will grow at 23.98%, 17.97%, 17.43% and 16.96% from 2010, and will reach 130.37 million in 2013.
Appendix E: Income tax 

Netease and its subsidiaries have different tax rates in different regions. For Cayman Islands and British Virgin Islands, the company is exempted from taxes on income or capital gain. For mainland China, Netease was subject to enterprise income tax (“EIT”) at a rate of 30% (25% after Jan 1, 2008) plus a local income tax of 3%. “Netease Beijing, being a foreign invested enterprise and located in the New Technology Industrial Development Experimental Zone in Beijing, has been recognized as a “New and High Technology Enterprise”. According to an approval granted by the Haidian State Tax Bureau in November 2000, Netease Beijing is entitled to a reduced EIT rate of 15% commencing from the year 2000. In addition, the approval also granted Netease Beijing with a full exemption from EIT from 2000 to 2002, a 50% reduction in EIT from 2003 to 2005, and a full exemption from the local income tax from 2000 onwards. Consequently, Netease Beijing was exempted from EIT and local income tax for each of the years ending December 31, 2001 and 2002, and enjoyed a 50% reduction in EIT for each of the years ending December 31, 2003, 2004 and 2005. According to the approval granted by the Haidian State Tax Bureau on April 14, 2006, Netease Beijing has been recognized as an “Advanced Technology Enterprise” and, as a result, is entitled to a reduced EIT rate of 10% from 2006 to 2008 and a full exemption from the local income tax from 2006 onwards.”

In this case, the actual tax rate imposed on Netease for the last few years was very low. In the year 2008, the tax rate was about 10%, which is higher than usual and may indicate future rates to be determined.

Appendix F: Balance sheet on Dec 2008 and Mar 2009 
	
	Dec-08
	Mar-09

	Cash and cash equivalents
	116.29M
	115.94 M

	Accounts receivable
	33.86 M
	16.54 M

	Prepayments and other assets
	15.26 M
	20.15 M

	Deferred tax assets
	3.70 M
	6.20 M

	Total current assets
	875.60 M
	925.46 M

	Property, equipment, and software, net
	37.93 M
	38.06 M

	Total assets
	930.14 M
	991.52 M

	Accounts payable
	17.56 M
	14.71 M

	Other current liabilities
	103.95 M
	106.48 M

	Total current liabilities
	121.52 M
	121.19 M

	Long term debt
	0.03 M
	0.03 M

	Total liabilities
	121.55 M
	121.22 M

	Total shareholders' equity
	808.57 M
	870.30 M

	Total liabilities and equity
	930.14 M
	991.52 M

	
	
	

	ADS outstanding (basic)
	124.68 M
	128.31 M

	ADS outstanding (diluted)
	129.37 M
	128.98 M


Appendix G: The9’s 2008 Income Statement

	
	Dec-08
	Common size

	Online game services 
	263.35M
	105.19%

	Game operating support, websit solutions and advertisement
	0.09M
	0.04%

	Other revenues 
	0.76M
	0.31%

	Sales Taxes 
	-13.84M
	-5.53%

	Net Revenues 
	250.36M
	100.00%

	Cost of Services 
	-135.98M
	-54.31%

	Gross Profit 
	114.38M
	45.69%

	Operating Expenses: 
	　
	

	   Product development 
	-10.82M
	-4.32%

	   Sales and marketing 
	-15.20M
	-6.07%

	   General and administrative 
	-35.10M
	-14.02%

	   Impairment of intangible asset 
	0.00M
	0.00%

	Total operating expenses: 
	-61.12M
	-24.41%

	　
	　
	

	Profit from operations 
	53.26M
	21.27%

	Interest income 
	8.31M
	3.32%

	Other (expenses) income, net 
	-2.78M
	-1.11%

	Income before income tax benefit (expense), impairment loss on investment, share of loss in equity investments and minority interests
	58.79M
	23.48%

	Income tax benefit (expense) 
	-3.70M
	-1.48%

	Income before impairment loss on investment, share of loss in equity investments and minority interests 
	55.09M
	22.00%

	Impairment loss on investment 
	-3.80M
	-1.52%

	Share of loss in equity investments, net of taxes 
	-0.33M
	-0.13%

	Minority interests 
	0.10M
	0.04%

	　
	　
	

	Net income 
	51.06M
	20.39%

	Other comprehensive income 
	0.00M
	0.00%

	Comprehensive Income  
	51.06M
	20.39%

	Earnings per share 
	　
	

	- Basic
	1.85                
	

	- Diluted
	1.84                
	

	Weighted average shares outstanding 
	　
	

	- Basic 
	27.66M
	

	- Diluted 
	27.70M
	


Appendix H: Pro forma income statements

	
	2008
	2009E
	2010E
	2011E
	2012E
	2013E

	Regular revenues
	436.22M
	551.38M
	696.95M
	880.94M
	1,113.51M
	1,407.48M

	Revenues from WoW
	0.00M
	120.00M
	240.00M
	303.36M
	191.72M
	0.00M

	Total revenues
	436.22M
	671.38M
	936.95M
	1,184.30M
	1,305.24M
	1,407.48M

	Cost of regular revenues
	-82.02M
	-98.63M
	-124.67M
	-157.59M
	-199.19M
	-251.78M

	Cost of WoW
	0.00M
	-65.17M
	-130.34M
	-164.75M
	-104.13M
	0.00M

	Gross profit
	370.10M
	507.58M
	681.93M
	861.96M
	1,001.92M
	1,155.70M

	Operating expenses
	-89.47M
	-159.21M
	-222.18M
	-280.84M
	-309.52M
	-333.76M

	EBIT
	280.62M
	348.37M
	459.75M
	581.12M
	692.40M
	821.94M

	Interest expense (income)
	21.22M
	0.00M
	0.00M
	0.00M
	0.00M
	0.00M

	Taxes
	-44.07M
	-67.14M
	-93.70M
	-118.43M
	-130.52M
	-140.75M

	Net Income
	234.03M
	281.23M
	366.05M
	462.69M
	561.88M
	681.19M

	EPS
	1.88
	2.19
	2.85
	3.61
	4.38
	5.31


Disclosures
While we attempt to include all relevant and public information as of the date published, material information might be excluded from this report. Once the report is complete, new information might have either a positive or negative impact on the value of the stock and would not be included in this report. This report is made available electronically for educational purposes and does not constitute a solicitation for any of the referenced securities. We buy and sell securities and may occasionally make purchased decisions that are inconsistent with this research. 

This report is part of a summer internship program in partnership with Clark University. Summer analysts are not licensed and recommendations are made for educational purposes. No part of this report may be reproduced without prior written consent from Prof. Wendy Jeffus (wjeffus@clarku.edu).
� Source: The Wall Street Journal, for further details, see Appendix B


� Source: http://www.mmogchart.com/


� Source: http://www.chinatechnews.com/


� Introduction of Niko Partners is in Appendix C


� Source: The Wall Street Journal


� We projected the China online gaming industry in Appendix D


� Source: www.reuters.com/


� Source: http://corp.163.com/


� Source: Annual reports, O Capital research


� The company had a four-for-one stock split on March 27, 2006


� Source: Ratio data from 2008 annual reports of the companies; overview data from Yahoo! Finance on July 24, 2009 , O Capital research


� Light shaded prices are where investors can make a profit if they invest now; dark shaded prices are our target prices in 2009 and 2010.


� Data from estimates of The9’s revenues from WoW in Appendix B


� The cost of WoW is calculated according to The9’s financial statements, see Appendix G


� Pro forma statements are in Appendix H


� Percentage of online game revenues is 83% of the total revenue in 2008, and 90% afterwards.


� Source: Bloomberg


� Source: Annual reports, O Capital research


� Tax rate details are shown in Appendix E


� Date of valuation: July 27, 2009


� Source: http://www.hktdc.com/


� Source: http://www.chinatechnews.com/


� Source: Yahoo! Finance


� Source: Annual reports of the companies, O Capital research


� Source: Annual reports of the companies, O Capital research


� Data from 2009 Q1


� Source: EPS data from annual reports, price data from Yahoo! Finance, O Capital research


� Source: Yahoo! Finance


� Source: http://corp.163.com/


� Source: http://www.gamasutra.com/


� Source: http://games.venturebeat.com/


� Source: Annual reports of Netease, O Capital research
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