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Why we publish a report about Tencent

C Asiais advanced?
A We have been researching advanced Asian markets for nearly 10 years.

A During that time, we found that while Western social networks were struggling
with advertising-based models, several Asian services were doing very well with
B2C models, notably personalization, avatars and games.

C Why Tencent

A In 2007, Tencent was on its way to record over 500 million USD in revenue and
over 200 million USD in profit. We thought it was a good time to get the word out
and published the first edition of this research.

A In 2008, Tencent was getting more and more attention and passed 1 billion USD
in revenue, with over 400 million in net profit.

A According to its first half 2009, Tencent might record over 1.5 billion USD in
revenue this year with and a net profit of more than 600 million USD. This is
more than the acquisition price of MySpace by News Corporation.
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How you can benefit from this report

C Whether you are a social network, a gaming company, a telecom carrier, a
media group, an investor, or simply interested in knowing more here are
some of the reasons why Tencent makes sense to look at:

A First, Tencentisthewor | ddés | ar gest doner 377imin ncontmymu n i
active I M accounts vs. Mi crosoft Wi ndow
gaming portal. Only China Mobile can claim such a large user base.

A How can you gather so many users?
A How to keep them interested?

A Second, its revenues were 1,047 min USD in 2008, much higher than Facebook
and MySpace, most of it coming from non-advertising services. More, the
company is incredibly profitable with 412 min USD in net profit!

AWhat are Tencentodos key services?
A How can they make users pay for Internet services in a low-income market?
A What are the successful business models at work to achieve such results?
A What kind of economy & ecosystem are being created around the service?
A Last, Tencent is still growing fast and there is much to learn from it.
AWhat are Tencentds recent strategic m
A What are their ambitions for overseas markets?
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Leveraging best practices

C Now the next step is to dive into this report and spread its knowledge to
your key people T a client of our previous Inside Cyworld report translated it
entirely into Chinese for his Chinese management team!

C We encourage you to look beyond numbers and focus on what are the
proven concepts and great ideas that Tencent implemented in QQ. Tencent
itself was inspired by ideas from outside such as ICQ (US IM), Cyworld
(Korean SNS) or Hangame (Korean casual game portal) and more.

C Last, we wish you to successfully ad:
business models to become i who knows i the Tencent of your own
market!

C The editors
A Benjamin Joffe | Founder & CEO | +8*
A Yiqun Bo | Consulting & Research Director | +8*

Contact us | info@plus8star.com .

080 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 6284
Innovation Arbitrage |



http://www.plus8star.com/
mailto:info@plus8star.com

They purchased the 2008 edition

C Selection of companies who purchased the previous version

A Microsoft|] Tencent is MSNés main compem d t
monetize IM and build an ecosystem with such scale.

A Nokia | AConnecting peopl ed i BcombcAng Tgo simens o I S
most of Chi na 0idutltalsb maonetizes connsctonssAs NOKIA

Nokia is evolving towards becoming a web company, benchmarking a (onnecting People
successful web and mobile service counterpart makes lots of sense.
A Harvard Business School | The centenary institution stays at the top 2D

by researching successful economic models. Tencent is an outstanding
example of how to get paid in the information goods market.

A DeNA| Operator of fAMobile Game Town D NALnés
mobile social network made about 250 min USD in 2008). Learning best
practices to improve their service.

A Mailru| Russiads leading email provi NG e Wgsl t 0P
I'ts way to become Russiabds Tencent

A Vinagame| Vi etnamdés | eading online gE‘""_: - S " mpal
the king of revenue models in the region and adding communication to \VinaGame
gaming can be a killer recipe.
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Methodology

C A company as large and complex as Tencent is unlikely to be covered in its
entirety. To make the best use of your time, we provided views from
different angles to help grasp the key elements the QQ universe.

This research, which was conducted and enriched over more than 2 years,

includes input from:

A Research in online and print media.

|l ntervi ews

A
A
A
A Interviews of users.

C We hope you
numerous proven ideas to your own context. China is now an innovation
powerhouse for IM, gaming and social networking and it is time for the rest

of us to learn from it!

Use and analysis of QQOs
Interviews and discussions with Tencent executives.

vari o

of experts involved
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Disclaimer

C Opinions
A Opinionated views are expressed in several chapters, those should be seen as
ouropinionort he i nter vi awadng ® th@gase.ni on
¢C Claims

A Due to the nature of this product, all our sales are final.

A We recommend that you study the information, table of content and sample
pages provided on our website to determine whether this report fits your needs.

C We are interested in your feedback!
A Tell us your opinion and what you would like to see in the next version.
A info@plus8star.com
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Introduction
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and Chinaos

C In China, Internet is QQ

A QQ is Chinads | argest online community
Many users connect to Internet solely for using QQ.

A QQ evolved from the initial IM into an array of services ranging from Internet
portal (#1 in China, source: Alexa.com), blogs (#1), avatars, virtual items, virtual
pets, online games (#1 casual game platform) to WAP portal (#1).

C And users pay for it

A Tencent generated 1,047 min USD in revenue and 412 min in net profit in 2008.
Close to 90% directly from users.

A All this in an environment with low GDP/capita (the average revenue of an
Internet user in China is 400 USD), low trust and moderate network speed.

C And itis not only about business, but social influence as well
A The most powerful online media in China.

A Lifestyleif or ml ns of Chinese, Al nternet i s
entertainment, communication, business, learning, etc.

A Over 3 mIn USD of donations from QQ users was collected via the QQ platform.
Even the police uses QQ to communicate with residents.

080 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 18 | 284
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Tencent 0s Dbright future

C And there is more to come

A Despite its incredible Internet influence, Tencent derives only a minor share of its
revenues from online advertising.

A Recognizing this untapped potential, Tencent is beefing up its advertising team
and working on building a higher trust in their capacity as an advertising platform.

A This requires notably to improve the understanding of it with advertisers, as
those are gradually shifting advertising dollars to Internet and embrace online
communities.

A Mobile is expected to grow faster than before as operators have a more open
content policy, lowered data fees and started to roll-out 3G networks.

<>80 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 19| 284
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Operating Profit Margin

Tencent vs. Foreign SNS

C Facebook, MySpace and Twitter might be the poster boys of the new wave
of Internet services but many experts have questioned their business
models and the viability of social networking as a whole.

C Though Tencent might be the most visible of all, three social networks in
Japan are not only profitable but also market-listed for hefty sums.

A Mi xi, Gree and

De NAO S

A Mo bi I3@6td&sGD% profit.o wn

A Both Gree and DeNA are mobile services.

Revenue vs. Profits
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C
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Profitable SNS in Asia

C The following table summarizes the differences between leading social

networks. Among key differences:
A The most profitable ones monetize users directly, via digital goods or games.
A The average revenue per user of those s

4 DEA mixi®> SO OGREE )
Facebook  Tencent Mixi DeNA Gree
Sale2008 (in USD) 350 (est.) 1,047 127 258 146
Operatingprofit (mMinUSD' 0 (est.) 475 40 103 88
Profit margin 0% (est.) 45% 31% 40% 60%
Registeredusers (nin) 200 377 17.4 14.5 12.6
Revenue from users 10% (est.) 88.5% 7.5% 75% 75%
ARPUl/year (USD) 1.75 2.77 7.3 17.8 11.6
Market cap pln USD) 3tol5(est) 25.1 1.0 1.5 1.9 /

Notes: 1. Numbers for Facebook are estimates. 2. Sales from Mixi and DeNA are from April 08 to March 09.
3. Sales for Gree are from July 08 to June 09. 4. Only the AMobil efGa

5. DeNAb6bs profit margin is taken as the one of the whol es&.ompany. 6
7. Market capitalization is taken as of August 5, 2009. .
<>80 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 21| 284 .
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Turning SNS into successful businesses

C Why are Western services stuck with the advertising business model?

A In most advanced Internet markets, the only way to gather revenues on the
Internet seemed to be by using online advertising, in the form of banners, paid
search or paid listings (houses, cars, personals, etc.).

C After studying dozens of leading players in advanced markets, we came to
the conclusion that the real reasons for this situation were the following:

A Online payment mechanisms are too few and inefficient to provide hassle-free
1-click macro or micro-payment.

A Young generations do not think twice about enhancing their personal image or
entertainment experience online, simila

A Measurement tools are lagging behind new usage patterns and technologies.
A Online communities need sociologists and psychologists, not only engineers.
A As technology is becoming more and more a commodity, the real issue lies
today in the assessment of trust, social links and privacy.
A Our words are poor to describe the differences between key elements.
AWhat are the differences between a fg

A best o0 f\MVhaweulddyou lend your car keys to? Who can see the
pictures from your latest cross-dressing party or fishing trip?

<)8C) Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 22| 284 ‘
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What to learn from Tencent

C Online communities, social networks, online games and virtual worlds are
converging and face very similar challenges in their development
A How to attract users and build a community? (Virality)
A How to keep them interested? (Engagement)
A What do users value? How to monetize it? (Monetization)

C As we worked closely with numerous innovative companies, we found that
A Many Western services do not work well in markets where the online advertising
market is too small, or online payment systems are not developed.

A As aresult, while the first wave of Internet services in China needed strong
execution skills, the second wave required numerous adaptations to the local
environment and improvements leveraging local characteristics and led to
Innovation in service concepts and business models.

C Chinese models offer today proven business models and services ideas
that can help develop Internet services worldwide.

A Just as the US powered the first Internet wave, Asia is now proving an innovation
powerhouse in business models and service concepts.

A This report demonstrates how QQ not only triggered a social phenomenon but
also proved numerous business models that can be adapted globally.

<>80 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 23| 284
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2. Market Overview

Full version of
this chapter
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General figures

080 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com
Innovation Arbitrage



http://www.plus8star.com/

Top 10 sites and global players

[ Where are the global players? ]
Sector Local player Global player
Portal #1, QQ #4, Yahoo
Search #1, Baidu #2, Google
E-commerce #1, Taobao #3, Ebay China
IM #1, QQ #3, MSN
Online game #1, NetEase WoW is in Top 3

in terms of PCU

G

¢

¢

Local players won the top spot in all
the main Internet sectors.

Baidu (search engine) and QQ (IM)
enjoy a strong lead in their sectors in
terms of market share.

No foreign company operates directly
in the online game sector (mostly due
to Chinese regulation).

eBay China lost its #1 position in C2C
auctions to Taobao since 2005, then
lost again its #2 position to Paipai
(Tencent), and is unlikely to bounce
back in the near future.

Sources: +8* .

o8°
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Why do global giants fail in China?
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Why do global giants fail in China?

Foreign company Local company

Resultor | m Have complicated Key Performance Indicators (KPI) to m Results-oriented.

Means? match, and a lot of rules to follow. mDecide on clear objec
m Combination of long-term and short-term objectives with for traffic, next year
close attention paid to brand image and ethics. mEAny o6not clearly iflle

the objective might|] be
s of t wa rirstélled irsbeoWsiers),
promotion in adult websites, etc.

Comment: For | ocal players Oobjective is alld and dqonod

Localize mCan care too much about us e r|=s®nlyfalomthe toeahesta and needs.n] a d
follow Western customs and tastes.

Comment: Considering the security of customer 6s prijvat
be saved on one PC, limiting the use of this function. However, Chinese users often surf in Internet Cafés
and dondét mind saving online.

Note: There are over 100,000 Internet Cafes in China in 2006 (about 1 per 10,000 inhabitants, but
concentrated in large cities). Internet Cafes are popular with students, migrant workers and generally low-
income customers.

Design m Clean, neat, gentler, elegant, appreciated by maybe 20% of m Crowded with content, pictures and
Internet users ads, including floating flash Ads. Many
could hardly be described as beautiful.

Comment: haol123.com is the best example. Founded by a Cantonese who only completed junior high
school, it is just a website navigator targeting people with little Internet and PC experience. Hundreds of
links are collected in the home page. It spent a grand total of US$0 on promotion, but kept ahead of Yahoo
China in terms of PV and unique visitors.

080 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com
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Comments from Industry Insiders

Compared to Google, Baidu has no advantage in
capital, brand or technology, even for Chinese language.
Despite these disadvantages, Baidu matches better

\I ocal peopleds needs.
The performance of Google, Amazon, Microsoft in
China depends totally on their localization work.
ZHOU Hongyi
Angel Investor
Former CEO of Yahoo! China
080 m(ﬁgczti#nmﬁ;ge © Copyrights 2009. All rights reserved. www.plus8star.com 29 | 284 .
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Dispelling Misconceptions: Internet & Media Censorship
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Media and Internet censorship in China

C China has the worl doés arge popul at a t

similar in size to the United States. Unlike its Western O [

counterpart, China has extreme gaps between haves U
and have-nots, East and West, cities and countryside o

C Within this context, the key objectives of the Chinese
Government is stability and A% &S558 %) ¥8haoso wt

the cost. The consequence on the Internet is that Eﬁﬁ;
websites are required to get a license (Internet | Google % || FEAHE | =

E

Content Provider or fl CPOgpkprC®E®irdae Jupddmt obBumd i t
politically-sensitive and illegal keywords 1CP license of ]

A Sensitive issues: Falung Gong, Tibet Independence, Google China

Tiandanmen, Taiwan democracy Sitbl - Gonnle £4 - Good A
A . £t - - .
A lllegal content: Adult, Drug and Gambling s fedE Sode.com N SR
A Those issues are treated more or less like Nazi groups or ¥ Google i858

pedophilia in Western countries

o007 Gnn

C Intimidation power?

A The Shenzhen Public Security Bureau created two anime-
style "Internet Police" characters named "Jingjing" and
"Chachan (AJingchao means fipc«
cybercop has a blog and a chat window where Chinese
citizens can talk to them.

A The main function of Jingjing and Chacha is to intimidate
all Netizens to be consciousofisaf e and heal't
the Internet, self-regulate their online behavior and help
support a healthy I nternet.n

A That being said, Western media are much more aware Jingjing
than local netizens of the existence of those mascots.

each
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Comments from Industry Insiders

| don't want to call it censorship, each country has its
own bias. There are taboos you can't talk about in the
US, and everyone knows it.

o

Charles Chao
CEO of Sina
#1 Internet and news portal

We don't want to annoy the government so anything that is\
illegal in China, it's not going to be on our search engine.
After all, we are a business and our shareholders want to
make money.

This goes with making the customer happy, not with doing

this or that political thing. /
Jack Ma
Founder of Alibaba
Al i baba operates Chinab6s #1 B2B website a®mi

Alibaba also runs Yahoo! China

<)80 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 32| 284
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Key players
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Mobile and Internet market leaders

min USD Revenue 2008
1,200 + T \ of key market players
! 1047 !
| I
1,000 + i :
| |
| I
800 + i :
. I
1 |
: :
600 -+ ! ! 522
i | 429 452 468 439
400 -+ 370 i i
l I
| I
200 + | i
o7 ; :
I
0 — i i +8* | www.plus8star.com
I I
i 138 W B Nere A Alibaba.com
0?93:& s na i @ : S8HU.com www-16E3T- ::5: Bal@ EE m ~ Global trade starts here.™
) 1
1 1
Mobile Web I IM i Portal + Online Search Online Only B2B
content Portal |1 /| Games games engine games e-commerce part | o

~———————

1
Source: Companies .
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Market trends
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Internet sector outgrows most others

C Online population reached 298 min
at the end of 2008 and is still

Internet Sector:

growing fast (42% YoY in 2008). Fastest-Growing Sector in China
C As of the end of 2008, Chinese 0%
internet users outpaced US ones. 050, '2°~3:° o
China is still at the beginning of the = -
~ ~ O, . 0,
iS00 curve of adopdgi®dniia idod ar from
saturation, as barely 1/4 of its % 2 15%
population is online, vs. 60~70% in Ef-’; ~10%
US, Japan, and Korea. g 1% ™
' <5%
5%
C Overall Chinese online industry 0% 3 B N W %%
sales should grow 20-30% YoY in P N N I PR
: ¢ Q o &
2009, exceeding other sectors. & N &E C @ o
DS 90@ o“@
& R

Source: Morgan Stanley Research '
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Online gaming, secure and prosperous under crisis

C Ch an g ylBQuiHjsst the beginning
A Reflecting on the countryods |l evel of develop
400 USD per Internet user, most of them find that online gaming is a very attractive value
proposition for entertainment, especially under the current economic conditions.
C Why is there no strong online gaming market in the West yet?
A Legacy of packaged software.
A Focus on low-hanging fruits (advertising).
A It took time to understand the human motivations behind the success of digital goods (we
st i | lwhyhweudranylfiody pay for something that does not exist?0 ) .
C What are the next steps for Chinese hugely profitable gaming champions?
A Buy licenses? Fledgling foreign companies?

A Chinese companies might shop for foreign brands and licenses in US, Europe and Japan
within the next few years. It would be similar to what Lenovo did with IBM laptops, with the
difference that there are much less difficulties with distribution.

A E.g. Shanda has become #1 shareholder of Actoz (game developer in Korea) by
acquiring its 29% shares with 91.7 min USD in 2004. In fact, Legend Il, game which
helped Shanda get the dominant position, was licensed by Actoz.

Online games (e.g., those from Shanda and NetEase) offer cheap and yet

A

A Astickyo entertainment options, whilch ex
companies saw accelerated growth in the last Asian financial crisis.

Richard Ji
Analyst, Morgan Stanley

<>8(:) Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com 37| 284 '

Innovation Arbitrage



http://www.plus8star.com/

Social commerce: convergence of SNS and shopping

g PeOp|e put more WEIght on 13, yodacement? [IB11] B0am FEL pE: BUE SRBAE GRNPC ANES |
recommendations as they %) 52 P4 ;0% | R KX RmME R
are increasingly olacement (voladement) i 5o

R . REBENEREESH L 7 R x
disenchanted with e F\'
advertising. R "=ere =

C New service concepts and NJiFavor it eistdokeyipdinistofefaopanghu
business models are e representing online shopping guide features

. . 1 o \ M=o fo -0 SR -
emerging from this et 'f“‘f”‘f‘m_ o
situation. e o e

A Alimama | regular Jwo applications with strong gz_iming featuresto

internet users can accelerate popularity and stickiness

RRER N ERGRMWE N SR AWR) , AYBIR)
promote Taobao 3 =t
Chinads fneBayo el | e i

.( : : y o) 'Faouanghu: éN% within Taobao.com

in their own websites

and get a commission. C Beta launch: Mar 31, 2009 \
ATaobaoSNS|OnIine o SNS Wit.h regul ar features for

. (about 100 min in total)

shopplng-based SNS. o Upgraded from community service inside Taobao.com
A NicoNico Video | o Two strong shopping guide features:

U f this J Favorites: Aimy favoriteso &

SEI?S 0 1S apaqgse A Votes: online survey system.

service can add affiliate \A Gaming applications /
links to shopping sites.
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Internet heroes and social trends
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Digital natives have their stars and trends

C In China, there are limited alternatives for affordable entertainment
A The media/music/cinema industries are still in their infancy and tightly controlled.
A Internet is thus filling a gap.

C Consequences
A Social networks, digital creations, interactive TV are all booming in China.
A Online advertising is also taking off.
A Digital music sells more than fAofflined musi

C The following cases provide a glimpse of the current Chinese Internet pop culture. All
are whetfyemeiiwsedo or Ainteractiveo cont e

MSN Rainbow | Viral support for the Sichuan earthquake victims by adding a rainbow
Little Fatty | Successfromuser-modi fi ed Content / Chinabds nSt

A Mice Love Rice | Internet-originated national hit song

A Backdorm Boys | Lip-synch artists

A Furong Jiejie | Self-proclaimed Internet beauty

A SuperGirls| Chinadés fAAmerican | dol o | everages mob
A fiHear t 0| Viahphenamenon on MSN to support China pre-Olympics

A OnlineOlympics| The most fAweb 2.00 event in histor
A

A

C The public relates strongly to net stars, who can generate direct and indirect revenue
while costing a fraction of mainstream celebrities.
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MSN rainbow signature

C On May 12, 2008, a massive earthquake hit
Wenchuan, Sichuan Province, killing at least an
estimated 68,000.

C Following this, Toyota and MSN jointly launched a

Arainbowo signature i ni | oxmal e -
A For each fArainbowd si gnafcil N
name, MSN and Toyota each donated 0.1 RMB to o E R -
support the relief efforts 8 =55 &
,,” U EH 43 ABEOEE.
-y~ X - IS
. = 2, e - .
C Results of the campaign (ended on June 2) AR
4 .. S Faw . “al
A 6,216,469 MSN users participated. xgz fa s ~... yre
A 1,243,293.80 RMB (182,000 USD) were raised for (@ & & oo
the earthquake victims. 2 St ¥
= o R e
fe—
e T
/\ | xS Aamerien. we
R
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Internet and Sichuan earthquake relief

G

Online third-party payment platform has been an important donation
channel for internet users, within 10 days, 19.4 min RMB (2.84 min USD)
from Alipay (Alibaba Group) platform, 21.9 min (3.2 min USD) from Tenpay
(Tencent).

The symbol of online donation launched by QQ,
32,754,656 QQ users participated in the campaign.

QO2008- 8000805 w'-q}»jfﬁ- 3 3% )11k R 8 R MR R R ) R wazieemxes
o : _.,_.‘.n' ¥ "i? L.’[ 20.CONT RES MR SmmAm B TASE  IHNG s
@I@-Emmw WP aenmzr: . e ——————
1 O A _ LAl MERR | saei xi En RS AA AT SR AL 6 S8 %C Awm
20 SIS . | 2L BT maws mave ) O F guve
1008

—' OEMERGzs) A promotlng the donatlon
AL ERY
@‘ﬂ Poey | 2oy —— & TEre-cxnee S
WSk '.',ilyl:'.|.’l‘-’?lzl'ilfl ,\ \ Pl shm ., a :\. 4 =

": AR AR N0~ RPS - : e YR SROoR  BEEN  SCHeN
- \9&5&1 - Besa | sine — INWAY RO BEIN SN

) (1 @ '& 5 ' na FNENE CETRNE A ) RHEN > A " 1
S:/ yomes) jaREsn B SER! wiakAN :

=7 ’ " - s mr PR Ry e - co i -
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Mourning online in black & white

C May 19~21, 2008 were declared
Mourning Days for the earthquake.

C Online media mourned by removing
commercial ads from the sites and
changing the colors to black & white.

A QQ.com homepage.
A #16 on Alexa.com worldwide

A #2in China
A Ad replaced by mourning words.
ﬁﬁ#ﬁ?f&m@ : CREETHT S ER g TR - - R —
g Lt S Rl T elam
EETE ME SRiiiiiiis
TANS I KBERREARE o
Baich5E
ﬂiili.'l"l:
l“ﬂ' 5!19“21 Enm i | £ 0 e mmﬂxmt«.nnl—f":'l’:m M MW WE AN wmP3 ES
ae-T | & ﬂ,
‘ngg 5;& REB MBHR /B cHanA ——
oirml  YAEQO! tom.com e
— Google
N A Y
Q5 wmm &) fEAM  PLAYOFFS , -
G e . NBARX B A & Google VR | FNGTE ’f’;"‘;‘
USEnglish D-LEAGUE WNBA CHAAX CEXMN CRGEINN CPROAK
080 m(ﬁgczti#nmﬁ;ge © Copyrights 2009. All rights reserved. www.plus8star.com 47| 284



http://www.plus8star.com/

62 Masrrc do Veniw

MEATM Lu ODOER JAME GYLLENMAAL
ANNE HATHAWAY MIOHELLE WILLI

THE

DAVINCI
CODFE 8 v

p;-‘;ﬂ IfS © C‘*mﬁmﬁh
: ?}‘Lt(!l K@’!\m RZ !' "

' d oI OTHAG O b LD LN _" l . = \';’; 0"--3‘;’_‘;
AL ‘ '/W ‘ ’J.‘B* Fq —— i:. M*ﬁ . : .:’. : - g ’!.' ———
i - i hy ; '. il .

‘e
W xlaopa %0 | [ 8 T B



http://www.plus8star.com/

Full version of
this chapter

= 28 pages

3. QQ Facts and Figures
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General figures
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What is QQ?

C QQ is the main service brand of Tencent, founded in November 1998 and located in
Shenzhen (South of China, near Hong Kong).

A Tencent is the #1 Instant Messaging (IM) service provider in China, and a leading provider
for Internet and mobile value-added services.

A Tencentos | M c o mnBd7nilnagtiveascaountssandads\saidrto be covering
95% of Chinese Internetusersand7 8 . 5% o f Chinadébs I M mar ket
C Tencentos is operating 3 main |ines of bu
Internet value-added service Individual users
Mobile and telecommunications value-added service Individual users
Advertising service Corporate

C The first two represent about 90% of Tenc

C Core services

A Its IM tools include Tencent QQ, Tencent Messenger and RTX. Though these services are
free, they are the core of Tencentds busines:

A Tencent is reinforcing its portal QQ.com to activate its huge IM user base and introduces alll

kinds of WVAS and IVAS. ®
A QQ uses a penguin as its brand mascot. The brand commands @QQ
very strong awareness thanks to N 4 Www.GQ.com
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Key services and figures

Internet Portal (QQ.com) Search engine (S0s0) 1SNS w/ real ID (Xiaoyou)!

1! " 1
I 1 1 . . | 1
: : H | | CETE—ID) !
! Alexa ranking i Alexa ranking ! E 20 min subscribers | | g‘:‘:;"‘ : IM (QQ) E
| #16global, #2in China, after |, #75global, #3 search ! (launched in 2009.01) | | [e== |AlinChina
: Baidu.com (2009.04) | E enginein China 1] LR  Bo2 min reg. !

1 11 M
E o R B E L ¥ Sosomm Ei, " —s ﬁ accounts !
! || e B e ¥ — | B A77 min active E
| ¥ H - D accounts :
! ¥ ¥ * - — A9.7min PCU !
: 1! . : : . [ |
| i i | |
] ¥ X | |

Music Portal: 5 mIn daily

C2C platform: #2 in terms of. Game Portal: 4.7 min PCU, SNS nicknam -z

| 1 ¥ |
1 1 11 " 1
1 . 1 ! - - . e —— T A
' GMV after Taobao (Allbaba) 117.4 min USD in 2008 1} unique visitors |1 based (Qzone): " ihiai st |
1 —_—
P —— X 11 200 min subs,_ M = :.5%
- - - e - - . . fe oL
! ¥ > -\ 11 including 150 & & R
TT = Lz i ' - = veew
RV S mall »% H 1 minactive P .
' H X users & W[ |
IQA Jnll 1 ’ o4 1
Lo w@ ! ! X S, |
1 1 | L] 1
l ¥ | !
! - sesnaan ! 1 11 PR ST G Py 1
! —— [ 1 . -
X M i 1
1 - 1 1 1
R o a
1
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1 paying account for 10 active = 1 billion USD

892 min registered IM accounts (2008).

298 min Internet users in China.
Avg. 3 QQ accounts per Internet user.

Revenue 147 min paying mobile users

]

314 min paying web users

About 8% of QQO0s active

1
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Revenue and profitability of game companies

C Giant recorded 70% in net profit margin, with 90% of revenue from a single game.
C Tencent game is #3 in terms of revenue, catching up fast (+90% y.o.y.).

[ Comparison of leading game companies ]
80%
A GIANT
o
g o e 077
g FEIT ikl
:-E: 50% NetDragon PERFECT woRke e —
§ . ‘
% 40%
2 SnDQ
@ 30%
(¢B)
Q- .
©  20% ‘th: BT
10%
0% +8* | www.plus8star.com
0 T T T T |
0 50 100 150 200 250

Net profit (mln USD)

Note: The net margin/profit value used for Tencent game and NetEase is the one of the whole company.
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Why is QQ so successful in China?

C Limited competition
A Initial competition gave up on IM as they could not get revenue.

A When QQ started to grow strongly, the three biggest Chinese Internet portals
(Sina, Sohu and NetEase) didno6ét pay att

A Western giants (Microsoft, Yahoo) were more focused on a global strategy.
C High conversion cost and network effects of IM service
A The connections on an IM service generally makes switching a painful exercise.

A Network effect based on the huge user base of 377 min makes it easy to
promote any service.

C Learning from successful foreign services such as ICQ (US), Cyworld
(South Korea) and Korean online game companies

C Matching the needs of Chinese users: Entertainment!

In China, the #1 priority for Internet users is entertainment
while in the US, I tos i nformat.i
That is why Google leads in the US and Tencent rules China.

Richard Ji
Analyst, Morgan Stanley
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Key milestones and results
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A Largely inspired by ICQ, Tencent launched OICQ in China in 1999.

A Ol CQ means: fAOh, |1 seek you!o
A Tencent launched many other services such as O
A Paipai: online shopping Sosome mo—

Y1848

FETRIET R385

A Soso: search
A Xiaoyou: SNS

*

Jan. 2009
Mar. 2006

Al =

s * Sep. 2005

Na® QQ.COM .
RTXOV 87 \’ *
S004 e tfoent GAME.QQ. COM
Ll Mar. 2005

un. 2004
&? Dec. 2003
Sep. 2003
Jun. 2001
Company founded in Aug. 2000
Shenzhen
Feb. 1999
Nov. 1998 :
Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com
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http://rtx.tencent.com/
http://www.qq.com/
http://www.paipai.com/?ADTAG=3.1.1
http://invest.jrj.com.cn/news/2007-03-21/000002077220.html
http://qqshow.qq.com/?cid=SHC2002&sid=SHS100040&wid=SHW100003
http://qqshow.qq.com/?cid=SHC2002&sid=SHS100040&wid=SHW100003
http://qqshow.qq.com/?cid=SHC2002&sid=SHS100040&wid=SHW100003

Business results

1200 T

Stock Exchange Information 1000 1 Revenue Breakdown (min USD)
800 +
A HKSE code: 700 jgg
A Total number of shares: 1,797 million 200 4
A Main shareholders: 0 - = E__E_j_i
A MIH (3507%) 2001 [ 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
A Ma Huateng, CEO (11.71%) Oothers 03| 05| 06| 12| 13] 1.0 09] 21
A Zhang Zhidong (4.28%) Bonline Ad| 1.0 | 2.4 | 42 | 7.1 [ 145 34.1| 67.5]|120.9
A Market Cap: 26 billion USD (August 2009) OWVAS | 4.9 [ 255)59.9 82.2| 66.3 | 89.7|110.6| 204.7
BiVAS 0.1 5.1 | 29.5| 56.3]100.9]|234.0|344.1] 719.1
1 Total 6.3 33.7 94 147 183 359 523.1 1047
1,047 mln USD in revenue
412 miIn USD in net profit G003 proreeeeee Revenue Breakdown (%)
80.0% T-w===7g -
g c 5 70.0% ==
Comparison between the 3 main services 60.0% \'\\\ /M
50.0%
40.0%
A Total revenues were 1,047 min USD, an 30.0% \\_\'_'
increase of 87.2% over 2007. iggj 4 -
A IVAS grew steadily as far as 68.7% in 2006 but 0.0% o —
due to new regulations for mobile content in 2001] 2002 2003] 2004] 2005] 2006 2007 2008
China, the share of WVAS dropped significantly RS | 2.0% 11529 31,3} 36.4%) 55,201 65.206] 65,836} 65,19
over the years WVAS % 77.6%)| 75.7%| 63.5%| 56.1%)| 36.3%| 25.0%]| 21.1%| 19.6%)
. .. . . Online Ad % |16.3%| 7.2% | 4.5% | 4.8%| 7.9% | 9.5% | 12.9%] 11.5%
A Online advertising remains a minor share of oers % | 219 | 2596 | 079 | 0.8% | 0.7% | 039% | 0.29% | 0.29%

revenue at 11.5% in 2008.

Source: Company Annual Reports .
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Business models

Free services to attract user to come and to keep them stay in the community
(QQ I M, QQ.com, WAP portal,

Personalization, value-added

:

Fee-based revenue

Interactivity

:

Traffic-based revenue

Fee-based IM Fee-based IM IM Client-end
Online identities : Content-based SMS QQ.com
QQ Games 25 G Search
Others Mobile Voice VAS SNS
o8O v g memet © Copyrights 2009, Allrights reserved wnplusgstar.com 59| 284 :
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Full version of
this chapter

= 113 pages

4. Key services

From Instant Messaging to instant noodles
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QQ service map
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QQ service map

= ISR 3>

<o

B A e |
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}
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in M

. “ tv.qg.com

-y Internet services Wireless services

® Q Zone SO& Og& @ igLFE
\
fea - S lpam
Internet Portal m QQ Search Super QQ QQ Notice
Pet
S &) FillpEiA
"é_.’ 8 ¥ v 4 3G.QQ.com
w e /) . $B¢ROO
| S o QQ Online Storage S oo _
= QQ Mobile WAP Mobile
' AR
QQ Emaill .3_ Q0 fﬁf%
S8 Cows
QQ Games QQ Album
) J’/l‘; é QQ% ﬁ jj 107 léj Tenpay
VIP.QQ.com EXIZITER
QQ Dating QQ Membership
C2C service | < 1 Lﬂ m m

_,; J QQLiVe OOEE: R RIE T s

\é MUSIC.QQ.COM

QQ Live QQ Music

In addition to mass market services, QQ activities cover online advertising

o8°
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QB: Tencent os Virtual currency
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What is QB?

C QQO6 s waddédwsevices belong to two groups: Internet VAS and
mobile/telecom VAS.

Aln 2008, |l nt er net VAS generated 719 mil
A The whole amount was paid using QB, Ten

C With QB, QQ users can buy virtual items to personalize their avatar or
homepage, pay for online anti-virus software, download films, play online
games, etc.

A Though not authorized by Tencent, QB became so popular that it can be used to

pay the services or products offered by other providers, for example game points
of World Of Warcratft.

A The official rate between QB and RMB defined by Tencent is 1:1.

C In China, all major Internet companies have their own virtual currency
system: Tencent, Baidu, Sina, NetEase, Shanda, etc.

1 QB =1RMB =0.146 USD
7QB=7RMB=1USD
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Instant Messaging
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Typical QQ IM interface

Online disk
Wireless service

Mini portal
Music

Game
Interaction

Panel admin
Making friends
E-magazine
Online video
Stock info

Address list
Group list
Last contacts

SMS
Main menu

Search

M8
ASHEE

=0 netc‘:rdgﬂﬁ
3, HEHISOPEE 2,

g
FEzEmREe

HEIES
©r one world,onedrea |

AR

e

Entertainment

Multi-person chat
SMS/MMS
File transfer ‘ -

Voice chat ==
Video chat-] D) )

O THPENBEICR. PRER , MRB MR RIE.
Ad
Chatting with friend +—»
friendsos TOQQ—Show
Take a group photo with
friendds| QQ Show
Friendo6s—OQZonme
Background
Screen shoot
Send pic J
AC¥Qg Jd 70 TR R R
Font—+*
Smiley-
Animated smiley -
Input area—> 2
BHIBST, LA TS [ %m0 |[ 226 || o3

My QQ Show

History:
Tencent browser IPTV
QQ Pet .
Find friend QQ Music
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QQ Show
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QQ Show avatars

C Largely inspired by Koreads Cyworld, QQ S
A Users can buy various items (clothes, backgr
currency called O0Q@Bhoowodo. c[rleaQB =t hleiRMB QQ 0. 114
A This 6QQ Showd is used within the I M client,
A Most items can only be rented. Duration depends on the item itself.
A Items can be offered as gifts to other users.

C Users have various ways to obtain a QQ Show
A Buyin QQ Show Mall.
A Buy in C2C e-market.
A Gift from friend.

B TEER AT
Mz, —F @ bopeig | HE | (B3R i) RE
FaEnBImE

=

i
&

Simple QQ Shows Richer QQ Shows ‘;4 L
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Qzone
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f
.

Qzoneds bl oglik&se@Wigevor | d ,1,2‘7, QQ =&

QZONE.QQ.COM

C Qzone is a nickname-based blog servicewith strong inspiration from
Cyworld (Koreads | eading SNS) -roomst h
and Amoimeipageo styl e.

C Main features:

A Photo album.

Blog: customize with music streaming, background, lay-out, decorations.

Music box (music player).

Message board (fnAwall o).

Mini-home: personal space decorated through furniture and decorative items.

Reaction between blogger and visitors.

> > D> D> D

T L s sy o0 Ay S ]

Mannmin & 2ns <3 S ) £t | 5f
by !

.

TMeiee ‘
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»
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QQ Games
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Examples of QQ games

Billiard hall

Billiard with video chat

QQ Speed | car decoration

e e A

o8°

Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com

Innovation Arbitrage

72| 284



http://www.plus8star.com/

QQ Pet
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QQ Pet vs. Club Penguin

A The penguin has been QQ6s mascot

since
are striking, service details vary widely.
Launch June 2005 October 2005
Target 10-40y.o. 6-14 y.o.
Business model Monthly membership and digital goods
User base by 2007 36 min 12 min

Revenue in 2008 40 min USD (estimate)

#5 revenue source for Tencent Internet services
after games, Premium QQ, Qzone, and QQ Show

50~150 min USD

Source: +8*

0 S 06O
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Online Advertising

080 Mobile & Internet © Copyrights 2009. All rights reserved. www.plus8star.com
Innovation Arbitrage



http://www.plus8star.com/

Tencent MIND: QQ Skin

in-IM advertising cases: Nissan TIIDA

C Combination between online advertising and QQ product/service
A Nissan pays a fee to QQ who designs a customized QQ Skin.
A These attractive skins are used by QQ members who like them.
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Full version of
this chapter
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5. Strengths & Weaknesses
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6. Users Interviews

Full version of
this chapter

= 8 pages
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Experts interviewed in this research

2009

Olivier GLAUSER Gang LU Xing WANG Dirk HE Zili REN Gang WANG

Managing Director Founder Founder Senior Manager Founder Founder
Steamboat Ventures Mobinode Xiaonei, Hainei, Fanfou Huawei Appleap Mobile 2.0 Forum
O
QQ.com
Former Project Manager
Tencent
PE B
— CHINA MOBILE
Leo WANG Jim LEE Brian RU Leon HUANG Yong LV Project Manager
Founder General Manager Senior Analyst Product Manager |nvestment Director China Mobile
2 O O 8 Mobile 2.0 Forum EA Mobile Matrix Partners Jiapu.com SK Telecom, China

\S

Catherine CHAN  Tangos CHAN Kaiser KUO Alex LIANG Dr. Song LI Buddy YE Wayne SHIONG y

IR General Manager Editor Digital Strategy Director CEO CEO CEO Partner ]
Tencent China Web 2.0 Review  Ogilvy China Pica.com Digu, Zhenai Wangyou Media WI Harper .
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Does QQ compete with Facebook and MySpace?

A Note: MySpace opened an office and launched its service in China in April 2007.
Facebook translated its service in June 2008 but does not have a local office.

\ /AQQ follows what Facebook\

AForeign SNS have a hard time in China.
AMySpace was doing ok in terms of registered and others are doing.
users, but again like many other foreigners in AQzone launched social
China, it wanted to re-use its global strategy to apps based on what is
conquer China which obviously is wrong. successful elsewhere.
Al t 6s t oFaceboakas its topycats are Aqutao by QQ competes
Gang LU already very strong. Fp| WwithTwiterandcould b o
Counder strategy is not well adapted to entertainment. reach quickly a mass
Mobinode ATWitter is too much “information" and not audience if usage grows. j
entertalnmento ei the I ~Hi +ion, QQ
aS|Iy create a Twitter-like feature. / .\ ﬁglﬂ@
Na® QQ.COM

Former Project Manager
Tencent

It is hard for any SNS to succeed\
across cultures in markets when
there is strong local competition.
China is possibly the most

G:acebook and MySpace
are weak in China due to
the difficulty in localization
of product design and
\promotlon.
competitive market in the world

Leo WANG Xing WANG
Founder Founder now for foreign SNS. )

Mobile 2.0 Forum Xiaonei, Hainei, Fanfou '
i . i . . .
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Could foreign companies use virtual goods ideas from QQ?

Yes, people need
differentiation and self-
expression. It is the

same in China and the
g L‘" \ West.

[Pretty sure it works.
Virtual goods already
started with Playfish,
Zynga, etc. Habbo in
Finland uses the same

\avatar model.

Leon HUANG Zili REN
Product Manager Founder, Appleap

Olivier GLAUSER Jiapu.com
Managing Director ) )
Steamboat Ventures | The virtual goods model responds to users' psychological
[needs such as showing off.
.S gglﬂ)@ For sure in Asia, and the gap is not so large with the West. Offer something\
Internatlonal Employee appealing and people are always willing to pay small amounts for it.
Tencent Western SNS are already learning but not fully exploiting the potential. )

ﬁis not new in Asia. Korea and
Japan are earlier than QQ. The
concept is even more
advanced in mobile than in
Internet. Ring Back Tone (RBT)
can be regarded as a

Y It is not an invention of QQ. QQ
Aot

is inspired by Netmarble in Korea |

The idea comes
from Korea so

Gang WANG not entirely
precursor for the avatar on Yong LV VP, Sina

. Chinese.And
Internet, as the fundamental is Investment Director yes, | believe it
. _ M ' . - )
Qe same: self-expression! j SK Telecom, China \ il spread.
EA Mobile O
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Exclusive interview with Catherine Chan

General Manager for IR at Tencent

A Q. How would you define Tencent/QQ's core competence?
A Large user base and sticky community experiences.

A Better understanding of user needs, continual innovation
and focus on R&D and long term development.

A Ability to develop diversified products based on core IM platform to cater to user
needs.

A Q. What were the strategies to reach the "tipping point"?

A We launched QQ in February 1999 for users to free download on the website, it
gained popularity soon and registered users grew to millions quickly. In April
2000, QQ registered user accounts reached 5 million.

A By July 2007, QQ peak simultaneous online user accounts reached 30 million
A Q. How would you describe the QQ6&6s i

A As of July, 2007, Tencentodés active | M u
covering most of Chinese internet users.

Aln June 2007, Tencent was awarded the
shows QQ has become a part of peopl ebs
pl atforms, Tencent fulfills the useraos
information, entertainment and e-Commerce on the Internet. ®
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How woul d you define the

Internet industry?

AThe Chinese Internet industry is by and large an online media industry at
the moment, online commerce (which generates transaction-based
revenues) for real goods is not here yet

AOnline commerce for virtual goods, on the other hand, is well proven
(QQZone, or those online games that are free to pay but sell virtual items).
AC2C ecommerce sites for real goods are essentially free thanks to
Taobao.com and B2B sites for real goods do not really exist (Alibaba,

despite its marketing itself as a B2B ecommerce site, is really a B2B online Song Li
media for classifieds because it does not generate revenues from CEO, SinoFriends
transactions)

AB2C sites are in a very tough business in general because margin is
usually very low after taking care of warehousing and delivery logistics.

Focused on young people and entertainment. Few business models and still in
a growing stage, and having huge potential.

_ AEarly stage with an entertainment focus
Alex Liang A ALow monetization
CEO, Pica 0 Al see a future in user behavior-based
lead generation, RIA, AJAX and
Itis large but in ubiquitous video services :
a chaotic state. Buddy Ye \ Wayne Shiong
Wangyou Media WI Harper
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8. Appendix
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Glossary and Links

Services and technologies Tencent www.tencent.com

2G services SMS, IVR, CRBT and others QQ www.qgq.com

2.5G services WAP, MMS and Java/Brew

3G W-CDMA, CDMA 2000, TD-SCDMA Telecom operators

Cp Content Provider China Mobile www.chinamobilehk.com
SP Service Provider China Unicom www.chinaunicom.com.hk
SMS Short Message Service China Telecom www.chinatelecom.com.cn
MMS Multimedia Message Service China Netcom www.china-netcom.com
IVR Interactive Voice Response

RBT/CRBT Ring Back Tone / Color Ring Back Tone

: : N Internet and mobile companies
Monternet China Mobilebébs WAP pott

uni China Unicomdés WAP poi t Albaba www.alibaba.com

MMORPG  Massively Multiplayer Online RPG Baidu www.baidu.cn

PCU Peak Concurrent User Changyou www.changyou.com

PHS Personal Handyphone System KongZhong www.kongzhong.com

VAS Value Added Services Netease www.163.com

WVAS Wireless Value Added Services Pica www.pica.com

WAP Wireless Application Protocol Shanda www.snda.com

ucc User-Created Content Sina www.sina.com

UGC User-Generated Content Sohu www.sohu.com
WangYou www.wangyou.com

Operators and Authorities o
Government and Associations

CMCC China Mobile B
CuU China Unicom MIIT www.miit.gov.cn
CT China Telecom VASC www.vaschina.org
) i MCSC WWW.Mmcsc.com.cn
CNNIC Chlna Internet Netv\_/ork Information Center Mobile Monday Beijing www.mobilemondaybeijing.com
Mil Ministry of Information Industry
MCSC Music Copyright Society of China
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