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NetEase Inc. (NTES US)

Looking into strong pipeline ahead

NetEase delivered a solid 4Q21 result, with inline rev (+23% YoY) and upbeat
profit (+3x YoY, 86% above consensus). Game rev +30% YoY, beating our
estimate. We view this result as positive and impressive among peers, coupled
with its high dividend. Near-term concern might lie in deferred rev decline (-11%
QoQ, due to seasonality and one-off copy sales from Naraka), suggesting a
slowing 1Q22E. We suggest investors to look into its strong pipeline in 2Q22 and
2H22E, which might drive positive deferred rev growth ahead. We remain bullish
on its FY22E momentum, backed by the release of major titles (e.g. Diablo: Immortal,
Harry Potter (overseas version), console and mobile versions of Naraka: Bladepoint).
We keep its earnings barely changed, with SOTP-based TP at US$132.

B 4Q21 beat on profit. 4Q21 rev was RMB24.4bn, up 23.3% YoY, 0%/-1% vs.
consensus/our estimate, in which game beat while Youdao & others missed.
Non-GAAP net profit surged 3x YoY to RMB6.7bn, 86%/27% above
consensus/our estimate. Excluding the FV changes of equity investments,
bottom line still beat our estimate. We view this result as positive, coupled with
its high dividend. Near-term concern might lie in deferred rev decline (-11%
QoQ, due to seasonality and one-off copy sales from Naraka), suggesting a
slowing 1Q22E. We suggest investors to look into its strong pipeline in 2Q22
and 2H22E, supporting deferred rev to resume positive growth.

B Strong game pipeline ahead despite license headwinds. Games +30%
YoY in 4Q21 (vs. +15% YoY in 3Q21), PC game +35% YoY (3% above our
estimate) and mobile games +22% YoY. Such upbeat performance was
mainly driven by steady legacy games and strong key titles. License approvals
suspension hurt sector sentiment, but NetEase showed its strong resilience
backed by its strong pipeline (with licenses or overseas version). We remain

bullish on its FY22E momentum, backed by the potential release of major titles:

1) Diablo: Immortal in 1H22E, 2) Harry Potter (overseas version) in this
summer, in which Japan version will be published by NetEase and America/Europe
by Warner Bros; 3) console and mobile versions of Naraka: Bladepoint in 22E/23E,
and 4) Lord of the Rings in HK, Macau and Taiwan in 2Q22E.

B Maintain BUY. We slightly trimmed its topline forecast but barely changed our
earnings estimates, with SOTP-based TP remained at US$132 (implying
27.6x/24.2x FY22/23E PE). Further catalysts: 1) upcoming launch of key titles
and overseas expansion; and 2) game license resumption.

Earnings Summary

(YE 31 Dec) FY20A FY21A FY22E FY23E FY24E
Revenue (RMB mn) 73,667 87,607 99,064 109,911 121,829
YoY growth (%) 24.4 18.9 13.1 10.9 10.8
Adj. net income (RMB mn) 14,706 19,979 20,625 23,620 26,692
EPS (RMB) 22.0 29.7 30.4 345 38.5
YoY growth (%) (8.9) 35.1 2.5 13.4 11.7
Consensus EPS (RMB) NA 26.0 28.6 34.3 40.0
P/E (x) 29.4 21.7 21.2 18.7 16.7
P/S (x) 5.9 5.0 4.4 4.0 3.7
Yield (%) 5.3 15 7.1 1.3 1.4
ROE (%) 15.7 18.8 17.9 17.7 17.4

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

Source: Company data, CMBIGM estimates, Bloomberg. EPS, ROE refers to adj. net income.
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Figure 1: 4Q21 financial review

RMB mn, Dec-YE 2Q20 3Q20 40Q20 1Q21 2Q21 3021 4021 QoQ YoY Consensus Diff %
Revenue 18,185 18,658 19,762 20,517 20,525 22,191 24,374 9.8%  23.3% 24,273 0%
Operating Profit 4,170 2,870 3,012 4,276 3,758 3,775 4,608 22.1%  53.0% 4,247 9%
Net profit 4,538 2,998 976 4,439 3,542 3,182 5,694 79.0% 483.6% 4,465 28%
Adj. net profit 5,226 3,669 1,598 5,081 4,242 3,870 6,697 73.1% 319.1% 3,605 86%
Adj. EPS (RMB) 7.96 5.35 2.34 7.47 6.26 5.76 10.08 75.1% 330.2% 5.79 74%

Margin (%)

Gross margin 53.8% 53.0% 50.2% 53.9% 54.5% 53.2% 53.0% 51.9%
Operating margin 229% 154% 152% 20.8% 18.3% 17.0% 18.9% 17.5%
Adj. net margin 28.7%  19.7% 8.1% 248% 20.7% 17.4% 27.5% 14.9%

Growth (%)

Revenue (YoY) 25.9% 275% 25.6% 20.2% 12.9% 18.9%  23.3% 22.8%
Revenue (QoQ) 6.6% 2.6% 5.9% 3.8% 0.0% 8.1% 9.8% 27.0%
Operating Profit 12.0% -13.9% 1.2% -4.7% -9.9% 31.5% 53.0% 41.0%
Adj. net profit 33.3% -22.4% -56.4% 20.6% -18.8% 5.5% 319.1% 125.6%

Source: Company data, Bloomberg

Figure 2: 4Q21 revenue breakdown

RMB mn, Dec-YE 2020 3Q20 4Q20 1Q21 2Q21  3Q21  4Q21] QoQ YoY
Total revenue 18,185 18,658 19,762 20,517 20,525 22,191 24,374  10% 23%
Online game 13,828 13,862 13,400 14,982 14,528 15899 17,398 9% 30%
Youdao 623 896 1,107 1,340 1,293 1,387 1,334 -4% 21%
Others 3733 3,900 5255 4196 4703 4904 5642 15% 7%

Source: Company data

Figure 3. CMBIGM estimates vs consensus
CMBIGM Consensus Diff (%)

RMB mn, Dec-YE FY22E FY23E FY24E FY22E FY23E FY24E FY22E FY23E FY24E
-2.5% -5.0% -3.1%

Revenue 99,064 109,911 121,829 101,603 115,637 125,776

Gross Profit 51,908 58,593 65,612 53,646 61,204 67,469 -3.2% -4.3% -2.8%
Operating Profit 18,326 21,334 24,313 20,123 24,269 27,639 -8.9% -12.1% -12.0%
Adj. net profit 20,625 23,620 26,692 20,220 23,629 28,385 2.0% 0.0% -6.0%
EPS (RMB) 30.41 34.48 34.48 28.57 34.28 40.04 6.5% 0.6% -13.9%
Gross Margin 52.4% 53.3% 53.9% 52.8% 52.9% 53.6% -0.40ppts  +0.38ppts  +0.21ppts
Operating Margin 18.5% 19.4% 20.0% 19.8% 21.0% 22.0% -1.31ppts  -1.58ppts  -2.02ppts
Net Margin 20.8% 21.5% 21.9% 19.9% 20.4% 22.6% +0.92ppts  +1.06ppts  -0.66ppts

Source: Company data, Bloomberg, CMBIGM estimates

Figure 4: Earnings revision

New Oold Diff (%)
RMB mn, Dec-YE FY22E FY23E FY24E FY22E FY23E FY24E FY22E FY23E FY24E
Revenue 99,064 109,911 121,829 103,336 118,561 NA -4.1% -7.3% NA
Gross Profit 51,908 58,593 65,612 54,971 63,278 NA -5.6% -7.4% NA
Operating Profit 18,326 21,334 24,313 19,925 23,069 NA -8.0% -7.5% NA
Adj. net profit 20,625 23,620 26,692 20,945 24,173 NA -1.5% -2.3% NA
EPS (RMB) 30.41 34.48 34.48 30.80 35.17 NA -1.3% -2.0% NA
Gross Margin 52.4% 53.3% 53.9% 53.2% 53.4% NA | -0.80ppts  -0.09ppts NA
Operating Margin 18.5% 19.4% 20.0% 19.3% 19.5% NA | -0.80ppts  -0.09ppts NA
Net Margin 20.8% 21.5% 21.9% 20.3% 20.4% NA | +0.52ppts  +1.09ppts NA

Source: Company data, CMBIGM 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) FY20A FY21A FY22E FY23E FY24E YE 31Dec (RMB mn) FY20A FY21A FY22E FY23E FY24E
Revenues 73,667 87,607 99,064 109,911 121,829 Netincome 12,330 16,946 17,158 19,773 22,428
Online game 54,609 62,806 71,999 80,801 90,659 D&A 3,458 2,628 3,369 4,663 5,209
Youdao 3,168 5,355 5,451 5,355 5,445 Change in WC 4,771 491 2,307 (138) 2,381
Others 15,891 19,445 21,614 23,755 25,725 Others 4,329 3,033 3,467 3,847 4,264
Operating CF 24,888 23,099 26,302 28,146 34,281
COGS (34,684) (40,635) (47,157) (51,318) (56,216)
Gross profit 38,983 46,972 51,908 58,593 65,612 CAPEX (3,290) (1,836) (4,492) (4,663) (5,001)
Others (25,902) (7,108) 0O 0 0
S&M (10,704) (12,214) (13,219) (14,666) (16,256) Investing cash flow (29,192) (8,944) (4,492) (4,663) (5,001)
R&D (10,369) (14,076) (15,632) (17,344) (19,224)
G&A (3,372) (4,264) (4,731) (5,249) (5,818) Repurchase (11,491) (6,671) (6,671) O 0
Operating profit 14,538 16,418 18,326 21,334 24,313 Dividends (4,280) (1,003) (4,849) (5,530) (6,273)
Others 25,685 1,950 2,146 2,360 2,596
Other income 834 4,776 3,981 4,378 4,854 Financing cash flow 9,913 (5,724) (9,375) (3,170) (3,677)
Pre-tax Income 15,372 21,194 22,307 25,712 29,168
Income Tax (3,042) (4,128) (5,173) (5,962) (6,764) Netchangeincash 5609 8430 12,435 20,313 25,604
Net income after tax 12,330 17,066 17,134 19,750 22,404 Cash & res cash 6,398 12,169 20,599 33,033 53,346
Deemed dividends (787) (537) (400) (400) (400) Fx effect 162 0 0 0 0
Loss to NCI 520 418 424 424 424 Cash & res cash 12,169 20,599 33,033 53,346 78,950
Net income 12,063 16,946 17,158 19,773 22,428 Restrict cash 3,051 3,051 3,051 3,051 3,051
Adj. net profit 14706 19,979 20,625 23,620 26,692 CaSh and cashg .7 417547 29982 50295 78,950
equivalents
Balance sheet Key ratios
YE 31 Dec (RMB mn) FY20A FY21A FY22E FY23E FY24E YE 31 Dec FY20A FY21A FY22E FY23E FY24E
Non-current assets 34,044 33,251 34,375 34,375 34,166 Sales mix (%)
PP&E 4555 3763 4,886 4,886 4,678  Online game 74.1 71.7 72.7 735 74.4
Land use right, net 4,178 4,178 4,178 4,178 4,178 Youdao 4.3 6.1 55 4.9 4.5
Time deposits 6,630 6,630 6,630 6,630 6,630 Others 21.6 22.2 21.8 21.6 211
Others 18,680 18,680 18,680 18,680 18,680 Total 100.0 100.0 100.0 100.0 100.0
Current assets 107,831 122,069 135,115 158,889 185,281 Growth rate (%)
Cash and cash eq. 9,117 17,547 29,982 50,295 75,899 Revenue 24.4 18.9 131 10.9 10.8
Time deposits 71,079 78,187 78,187 78,187 78,187 Gross profit 23.6 20.5 10.5 12.9 12.0
Short-term investments 13,273 13,273 13,273 13,273 13,273 EBIT 5.4 12.9 11.6 16.4 14.0
Other current asset 14,361 13,062 13,673 17,134 17,922 Adj. net profit (6.1) 35.9 3.2 14.5 13.0
Current liabilities 46,743 47,886 52,950 58,633 64,398 P&L ratios (%)
AP & accrued liabilities 1,134 1,245 1,407 1,561 1,731 Operating margin 19.7 18.7 18.5 19.4 20.0
Salary payables 3,539 3,184 3,601 3,995 4,428 Pre-tax margin 20.9 24.2 22.5 23.4 23.9
Short-term loan 19,505 21,455 23,601 25,961 28,557 Adj. net margin 20.0 22.8 20.8 21.5 21.9
Others 22,566 22,002 24,341 27,116 29,682  Effective tax rate (19.8) (19.5) (23.2) (23.2) (23.2)
Non-current liabilities 1,337 1,337 1,337 1,337 1,337 Returns (%)
Other long-term payable 624 624 624 624 624 ROE 15.7 18.8 17.9 17.7 17.4
Deferred tax liabilities 713 713 713 713 713  ROA 10.4 12.9 12.2 12.2 12.2
Shareholders' equity 93,794 106,098 115,203 133,293 153,712 Per share
EPS (RMB) 22.0 29.7 30.4 345 38.5
DPS (RMB) 5.3 15 7.1 1.3 1.4
BVPS (RMB) 28.0 315 34.0 38.9 44.4

Source: Company data, CMBIGM estimates
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