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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 .
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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.
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CEO, +8*

C Yiqun BO, Consulting & Research Director
A Yigunhas been working in Chinag¢gesrs.| CT

A Before joining +8*, he was involved in research on B2B e-commerce, as
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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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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
Innovation Arbitrage |



http://www.plus8star.com/

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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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.
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2. Market Overview

Full version of
this chapter
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General figures
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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* .
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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.
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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
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Key players

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



http://www.plus8star.com/

Mobile and Internet market leaders

min USD Revenue 2008
1,200 T \ of key market players
1047 !
| |
1,000 + i :
: |
I |
800 —+ ! I
| I
| |
I |
600 7 | ! 522
i 429 452 468 439
400 + 370 |
| I
| |
200 + l l
97 i |
I
0 _— i i +8* |l www.plus8star.com
1 1
=hH i 42 W B2 werkase
ong.net  Sfna : i SeHU.com wWww-163-com
1 1
Mobile Web I IM i Portal + Online Search Online Only B2B
content Portal |1 /| Games games engine games e-commerce part | 4o

~———————

1
Source: Companies .
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