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Unfavorable margins expected by the
management

HONG KONG | SOFTWARE | COMPANY UPDATES

« Kingsoft's 2Q14 revenue resumed growth that increased 51% yoy and
11% qgoq. Gross profit rose 47% yoy but operating profit dropped 22.3%
yoy.

e Operating profit margin further dropped to the new low 16.5%, indicated
continuous increase in cost and expenses. Without the gain on
disposal in the last quarter, profit attributable to parent slumped 52%
goq.

e« The company will focus on the mobile business in the near future,
including mobile games, Android WPS mobile office, enterprise WPS
and Kingsoft cloud.

« We maintain the rating of Kingsoft as “Neutral” with slightly upgraded
target price HK$ 23.17 to reflect increased cash in hand.

Financial Highlights

Kingsoft announced its 2Q14 results yesterday with total revenue increased
51% yoy and 11% qoq to RMB 750.5 millions. Although the gross profit
increased 47% yoy to RMB 634 millions, the gross profit margin dropped
2.2 percentage points to 84.5% compared to last year. Operating profit
amounted to RMB 124 millions, decreased 22.3% yoy and 4.8% qoq due to
continuously increases in R&D and selling expenses, with EBIT margin
further dropped to 16.5% from 19.25% in 1Q, as the lowest in these years.
Profit attributable to parent amounted to RMB 118 millions, sharply slumped
18.7% yoy and 52% qog since the missing of the gain on disposal of
investment last quarter.

How we view this

The result figures are quite unfavorable that although the revenue is still on
growth, cost and expenses soar at a higher speed which sharply lowers the
margins. Management explains that 2014 is a year of investment and
development, so that they do expect the margins to drop, around 10% to
20% due to heavy R&D and promotion expenses on mobile business. They
believe the contribution now will play out in the future and they tend to focus
on several areas including the Cheetah mobile, mobile games, mobile WPS
office applications faced to enterprises and the Kingsoft cloud.

Investment Action

The revenue in 2Q resumed growth and we therefore adjusted upward the
estimates in all the three areas. However, profit margin was harmed by the
further increasing cost and expenses and EPS is expected to be lowered.
Although the management is keen on developing the mobile business and
confident about the potential growth, we are looking forward to see any
actual figure coming out in the future. Thus, we maintain our rating of
Kingsoft as “Neutral” with slightly upgraded target price to HK$ 23.17 to
reflect increased cash in hand, equivalent to 29.4x/27.6x of 2014 and 2015
forecasted EPS.

Key Financial Summary

FYE Dec FY12 FY13  FY14E  FY15E  FY16E
Revenue (RMB mn) 1,411 2,173 3,215 4,180 4,807
Net Profit (RMB mn) 432 670 806 858 985
EPS (HKD) 0.47 0.72 0.79 0.84 0.96
P/E (X) 51.6 33.6 30.7 28.8 25.1
BVPS (HKD) 2.90 4.12 4.54 5.38 6.34
P/B (X) 8.3 5.9 53 4.5 3.8
DPS (HKD) 0.11 0.12 0.13 0.14 0.15
Div. Yield (%) 0.5% 0.5% 0.5% 0.6% 0.6%

Source: PSR est.
*All multiples & yields based on current market price
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Company Description

Kingsoft is a leading Internet-based software companies in China. It
provides online games, Internet security software, office software and
cloud services. Products are mainly sold in the mainland China, but
also exported to Hong Kong, Macao, Taiwan and Southeast Asian
countries.

Company Data

Raw Beta (Past 2yrs weekly data) N/A
Market Cap. (HKD bn) 28,657
Enterprise Value (HKD mn) 24,666.00
52 week range (HKD) 14.28-33.50
Closing Price in 52 week range 0.00
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Revenue on growth but cost and expenses rise at a higher speed

The 2Q14 revenue from online games obtained stable growth of 13.7% yoy
and 4.3% qoq, mainly come from the flagship game JX Online 1ll, which
accounted for 54% of the online game revenue in the first half. Revenue
from Cheetah mobile recorded growth of 145.7% yoy and 20.7% goq, and
the office software business resumed growth as expected of 8.9% yoy and
1.7% qoq.

We expect the quarterly growth on online games will speed up in 3Q & 4Q
since there are 4 mobile games which will progress to beta testing in the 3Q,
for a total of 12 games in pipeline. The growth in Cheetah mobile is
expected to continue at a diminishing rate, while the revenue from WPS is
forecasted to bottom up. The management has mentioned about the new
round of 3-year government software purchase starts in 2Q and they are
confident to grab a bigger slice than ever.

Table 1 Revenue estimates

RMB '000 4013 1Q14 2014 3Ql4E  4QI14E
Online games 287,724 294,911 307,537 325,989 352,068
Cheetah mobile 249,833 292,847 353,595 413,700 475,760

Office software & others 131,195 87,867 89,374 102,788,197
Source: PSR, Company report

Fig 1 Revenue estimates
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However, the cost and expenses also go up, at a higher speed. Cost rose
76% yoy and 9.1% qgoq, while R&D and selling & distribution expenses rose
63.5% and 131.6% yearly, lead to a significant drop on the operating profit
margin.

Fig 2 Quarterly margins summary
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Fig 3 Quarterly costs as percentage of revenue
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The future focus

Management explains the heavy R&D expense is due to the increase in
headcount. They have specially recruited professionals and talents from
large companies such as Microsoft, to join the mobile development team. In
the near future, Kingsoft will focus in several areas:

1. Online game is still a main revenue contributor. The management
forecasts the annual growth on revenue from JX Online will be 16% to
17% in 2014.

2. There are 12 mobile games under development which 4 of them will
have close beta testing in the 3Q. The company will actively collaborate
with Tencent and Xiaomi in the launching and distribution of its games.

3. The company has launched the WPS mobile office in Android OS, while
the WPS will be developed to face more to the enterprise market.

4. The Kingsoft cloud is still at the investment stage but it will be a future
storage and entertainment platform.

Valuation

We have adjusted upward the 2014 revenue forecasts as well as the cost
and expenses. It turns out to have a lower EPS. However, we agree with the
management that the investment and development is necessary in
transforming its business model towards the mobile based. Thus, compared
to 1Q, we tend to give a higher valuation on its business as HK$ 16.55,
which equals to 21x of its 2014 forecasted EPS and net cash in hand of HK$
6.62.

Potential Risks
Growth on mobile business does not meet expectation;
Cost and expenses continue to increase.
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FY12 FY13 FY14E FY15E FY16E
Valuation Ratios
P/E (X) 51.6 33.6 30.7 28.8 25.1
P/B (X) 8.3 5.9 5.3 45 3.8
EV/EBITDA (X) 59.6 36.2 334 25.7 22.3
Dividend Yield (%) 0.5% 0.5% 0.5% 0.6% 0.6%
Per share data (HKD)
EPS 0.469 0.720 0.788 0.839 0.963
DPS 0.110 0.120 0.130 0.140 0.150
BVPS 2.902 4.116 4.535 5.375 6.338
Outstanding Shares (mn) 1,142.83 1,154.13 1,267.68 1,267.68 1,267.68
Growth & Margins (%)
Growth
Revenue 38.3% 54.0% 48.0% 30.0% 15.0%
EBIT 24.8% 64.7% 8.4% 30.1% 14.9%
Margins
Gross profit margin 86.8% 86.3% 84.5% 84.5% 84.5%
EBITDA margin 29.3% 31.4% 23.0% 23.0% 23.0%
EBT margin 37.4% 38.0% 31.1% 27.0% 26.8%
Net Profit Margin 30.6% 30.9% 25.1% 20.5% 20.5%
Income Statement (RMB mn) FY12 FY13 FY14E FY15E FY16E
Revenue 1,411 2,173 3,215 4,180 4,807
Cost of revenue (187) (297) (498) (648) (745)
Gross profit 1,224 1,876 2,717 3,532 4,062
Selling & Marketing expenses (234) (383) (707) (920) (1,058)
Administrative expenses (148) (192) (289) (376) (433)
R & D expenses (385) (596) (932) (1,212) (1,394)
Other income 29 46 32 35 40
Other expense (71) (69) (81) (98) (113)
Operating profit 414 682 739 961 1,105
Non operating income (expense) 16 37 123 10 10
Net finance income (expense) 98 106 137 156 172
Profit Before Tax 528 825 999 1,127 1,287
Taxation (61) (71) (94) (120) (139)
Profit After Tax 466 754 905 1,007 1,148
Minority interest (34) (83) (99) (149) (163)
Net Profit 432 670 806 858 985
EPS 0.378 0.581 0.636 0.677 0.777

Source: Company, PSR
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PHILLIP RESEARCH STOCK SELECTION SYSTEMS

Total Return Recommendation Rating Remarks
>+20% Buy 1 >20% upside from the current price
+5% to +20% Accumulate 2 +5% to +20%upside from the current price
-5% to +5% Neutral 3 Trade within + 5% from the current price
-5% to -20% Reduce 4 -5% to -20% downside from the current price
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider qualitative factors like (but not limited
to) a stock's risk reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and
speculative undertones surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER
This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the
terms and limitations set out below.

This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct
or consequential loss arising from any use of material contained in this publication.

The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any
analysis, forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are
expressions of belief only. Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such
information or Research is accurate, complete or verified or should be relied upon as such. Any such information or Research contained in this publication is
subject to change, and Phillip Securities shall not have any responsibility to maintain the information or Research made available or to supply any
corrections, updates or releases in connection therewith. In no event will Phillip Securities be liable for any special, indirect, incidental or consequential
damages which may be incurred from the use of the information or Research made available, even if it has been advised of the possibility of such damages.

Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at
any time without prior notice.

This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs
of any particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should
seek advice from a financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or
particular needs of that person, before making a commitment to invest in any of such products.

This publication should not be relied upon as authoritative without further being subject to the recipient's own independent verification and exercise of
judgment. The fact that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a
representation that any product described in this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products
which may be described in this publication involve significant risks and may not be suitable for all investors, and that any decision to enter into transactions
involving such products should not be made unless all such risks are understood and an independent determination has been made that such transactions
would be appropriate. Any discussion of the risks contained herein with respect to any product should not be considered to be a disclosure of all risks or a
complete discussion of such risks.

Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in
this research should take into account existing public information, including any registered prospectus in respect of such security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation
covered in this report.

Firm’s Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial
interest of 1% or more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed
corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country
where such distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any
registration or licensing or other requirement, or penalty for contravention of such requirements within such jurisdiction.

Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear
responsibility for any loss occasioned by reliance placed upon the contents hereof. PSHK (or its affiliates or employees) may have positions in relevant

investment products. For details of different product's risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.
© 2014 Phillip Securities (Hong Kong) Limited
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