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1. RECOMMENDATION  
I  recommend longing NetEase,  Inc.  (NTES) ,
a leading internet technology company
dedicated to providing premium onl ine
services centered around innovat ive and
diverse content ,  community ,
communicat ion,  and commerce.  NetEase
develops and operates some of China's
most popular mobi le and PC-cl ient games.
In my v iew,  the stock is  at  least
37.4%-55.6% undervalued.  NetEase last
traded at  about $91.99 per share.
Catalysts to increase the company’s  share
price include internat ional  expansion,  the
growth of  China ’s  e- learning industry and
NetEase’s  e- learning platform, and the
industr ia l ,  manufacturing,  and middle
class boom in China.

2. COMPANY BACKGROUND
NetEase is  a Chinese internet technology
company providing onl ine services
centered on content ,  community ,
communicat ions,  and commerce.  The
company was founded in 1997 by Ding 
 Lei .  NetEase develops and operates
onl ine PC and mobi le games,  advert is ing
services,  emai l  services,  and e-commerce
platforms in China.  I t  is  one of  the largest
Internet and v ideo game companies in the
world.  A few of  NetEase's PC games are
the Westward Journey ser ies (Fantasy
Westward Journey,  Westward Journey
Onl ine I I ,  Fantasy Westward Journey I I ,
and New Westward Journey Onl ine I I ) ,
T ianxia I I I ,  Heroes of  Tang Dynasty Zero,
and Ghost I I .  NetEase also has a
partnership with Bl izzard Entertainment
to run local  versions of  i ts  most popular 

games.  The company is  in the process of
developing i ts  f i rst  sel f -developed VR
mult iplayer onl ine game, Nostos,  with an
open world sett ing.  Besides onl ine games,
NetEase provides services l ike c loud
music ,  media,  advert is ing,  emai l ,  and e-
commerce.

In the most recent f iscal  year ,  NetEase
generated $9.2 bi l l ion of  revenue,  $2.5
bi l l ion of  EBITDA,  and Cash from
Operat ions of  $2.9 bi l l ion.  I ts  current
market cap is  $63.6 bi l l ion,  and i ts
Enterprise Value is  $52.32 bi l l ion.
NetEase’s  P/E,  EV/Revenue,  and EV/EBITDA
rat ios are as fol lows:  28.6x,  5.6x,  and
20.6x,  respect ively ,  a l l  expressed in terms
of LTM results .

We are project ing a conservat ive 15%
annual  revenue growth over the next f ive
years and expect NetEase to improve
sl ight ly  on i ts  current EBITDA margins.  We  
assume an average EBITDA margin of  27%
(based on TTM data) .

3.  INVESTMENT THESIS
My investment thesis derives from two
main assumptions.  The f irst  assumption is
that China ’s  economy is  st i l l  scal ing
rapidly and that the Chinese companies
l isted in the stock exchange have accurate
accounting.  The second assumption is  that
the c loud computing sector ,  speci f ical ly
onl ine and mobi le games,  is  a lso growing
rapidly with no s igns of  s lowing down.
Thus,  we considered two popular ETFs -
SKYY (c loud computing space)  and CHIK  
 ( large Chinese companies)
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Since March,  g lobal  stock markets have
seen what could be descr ibed as a K-
shaped recovery,  whereby some parts of
the economy have benef i tted from the
COVID-19 pandemic,  whi le others have
been badly affected.  Given record low
interest rates and unprecedented
government st imulus,  r isk assets have
become the only game in town. The end
result  is  that large growth,  pr imari ly
technology companies,  have benef i tted
and become overpriced by some
measures relat ive to fundamentals ,  whi le
on the other s ide of  the market ,
especial ly  tourism and companies whose
business models rely  on conf ined spaces
(restaurants,  c inemas,  gyms,  and air l ines) ,
have become very cheap and are faced
with existent ia l  r isk.  As a result ,  my
attent ion gravitated towards non-FAANG
technology companies that are posit ioned
to take advantage of  the pandemic and
the secular trend in c loud computing.
Cloud-based appl icat ions and hardware
have seen very strong growth over the
past few years,  and I  expect this growth
to continue given trends in other areas
l ike the Internet-of-  Things and Art i f ic ia l
Intel l igence.

The approach I  took was to f i l ter  the l ist
of  securit ies in each of  these ETFs and
then pick a stock,  pr imari ly  based on
valuat ion metr ics.  However,  I  started by
focusing on metr ics related to Qual i ty .
Speci f ical ly ,  Return on Capital ,  Gross
Margin,  Leverage,  and composite
measures of  f inancial  health including the
Piotroski  F-Score and Altman’s Z-Score.

After el iminat ing some of the companies
from the universe,  I  turned to growth
metr ics to remove companies that have
sub-par recent growth.  Speci f ical ly ,  I
focused on 3-year Sales CAGR. F inal ly ,  I
turned to valuat ion metr ics.  Whi le most
metr ics focus on earnings or free cash
f low,  I  need to be aware that high-growth
companies may not have posit ive earnings
or any free cash f low. Therefore my
preferred approach was to f i l ter
companies based on price-to-sales
(trai l ing twelve month sales) .  After having
appl ied these f i l ters ,  I  was left  with 16
stocks,  including NetEase,  Cisco,  JD.com,
and Citr ix ,  among others.

I  now turned to two important aspects of
stock select ion:  competit iveness in the
form of margin pressure and management
eff icacy in the form of return on capital
employed.  Addit ional ly ,  investors prefer
companies that are able to both maintain
or grow their  margins ( indicat ing pr ic ing
power)  and reinvest capital  intel l igent ly
(s ince this eventual ly  leads to the
compounding of  investment returns) .

I  f inal ly  turned to technical  patterns,
including momentum. Momentum is an
important quantitat ive considerat ion:  I
speci f ical ly  prefered companies with
posit ive s ix-month momentum and
negat ive one-month momentum. This
pattern is  useful  for t iming an entry point ,
especial ly  when the prevai l ing investment
paradigm is ‘buy the dip ’ .  NetEase
current ly  has both the strongest
momentum and the strongest reversal
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signal ,  which made i t  one of  my top
picks.

4. CATALYSTS
4.1.  GROWTH OF CHINESE ONLINE
EDUCATION & E-LEARNING SECTOR
Frost & Sul l ivan projects China's e-
learning market wi l l  reach 696 bi l l ion
yuan ($99.3 bi l l ion)  in 2023,
approximately a 53% increase in market
size from 2020 end project  totals of
453.8 bi l l ion yuan ($64.1 bi l l ion) .  Further,
surveys by the Chinese Academy of
Science show that 61% of fami l ies are
wi l l ing to spend at  least  10,000 yuan a
year on their  chi ldren's K12 e- learning.
Due to the pandemic,  the model  of
educat ion has changed indef initely .  I t
has shi fted from physical ly  studying to a
learn-from-home environment.  With the
learn-from-home model  s lowly becoming
the new norm and Chinese famil ies
wi l l ing to purchase onl ine learning for
their  chi ldren,  NetEase's e- learning
branch,  Youdao,  should rapidly grow.

Through Crunchbase,  I  was able to bui ld
a query of  a l l  the major e- learning,
EdTech,  and educat ion companies in
China.  After f inding 1612 companies,  we
then f i l tered by company s ize and
est imated annual  revenue.  The data
showed that though NetEase does not
have the highest market share in the
Chinese e- learning industry (TAL,  GSX,
New Oriental ,  VIPKid comprise most of
the E-Learning market) ,  NetEase is  by far
the largest and most cash-r ich company.
Thus,  NetEase can scale Youdao at  wi l l  

with no issues at  a l l .  Even bul ly ing smal ler
e- learning companies to sel l  themselves
to NetEase is  a legit imate tact ic .  NetEase
could use some of the cash at  hand to
market Youdao to i ts  massive onl ine and
mobi le game user base.  NetEase already
sees s igns of  platform growth through
releases of  new intel l igent learning
devices such as Dict ionary Pen 2.0 pro
and more premium educat ional  content ,
and also through expansion
internat ional ly .  Along with this ,  NetEase is
in a new year- long process of  rol l ing out
more interact ive extensive c lass features
to more subjects and higher grades.
NetEase is  undervalued due to the sheer
size of  the Chinese Onl ine Learning
market and has a strong possibi l i ty  of
becoming China's number one educat ional
platform.

4.2 INTERNATIONAL EXPANSION
4.2.1 NETEASE ONLINE EDUCATION
EXPANSION TO JAPAN
NetEase is  start ing to expand i ts  e-
learning platform internat ional ly  to Japan
with new Japanese language support .
Japanese students can now prepare for
their  exams and take courses on
NetEase's educat ional  platform whi le their
publ ic  schools are c losed indef initely .

Current ly ,  in Japan,  there is  a st igma
behind onl ine learning and educat ion.
Only 5% of local  government bodies in
Japan have launched onl ine c lasses for
publ ic  schools that have shut down, and
many col leges and universit ies do not
count onl ine courses towards graduation.  
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Furthermore,  no onl ine learning programs
for K-12 students are planned or
executed in Tokyo's 23 wards and 12
prefectural  capitals  and large c i t ies.
Hence,  publ ic  school  students in Japan
current ly  do not have a proper learning
environment due to COVID and have no
choice but to wait  for schools to reopen.
With no s izable onl ine learning platform
in Japan and NetEase's current mobi le &
onl ine game expansion in Japan,  NetEase
can quickly  become the leader in the
onl ine learning industry in Japan due to
the amount of  cash at  hand.  Further,  once
NetEase expands i ts  onl ine gaming sector
to Japan ful ly ,  i t  wi l l  then become a much
simpler task to expand i ts  educat ional
platform there as NetEase wi l l  a lready
have a large and loyal  customer base i t
can market too.

4.2.2 NETEASE OVERSEAS GAMING
GROWTH & EXPANSION 
Overseas gaming contr ibut ions have been
ris ing,  reaching more than 10% of total
onl ine gaming revenue in 2Q.
Encouragingly ,  management plans to bui ld
on the 2Q strength with one or two new
launches of  blockbuster t i t les in markets
l ike the US and Japan going forward.  To
faci l i tate these launches,  the company wi l l
boost i ts  in-house development
capabi l i t ies ,  whi le also dr iv ing increased
col laborat ion with global  game developers
and IP holders such as Marvel  and
Pokémon. 

4.3 Industrial  and Middle Class
Boom in China
4.3.1 CHINA'S INVESTMENT IN
FRONTIER RESEARCH AND TECHNOLOGY
Owing to s igni f icant economic reforms,
China's middle c lass has witnessed an
incredible r ise in the past decades.  Today,
nearly  hal f  of  i ts  1.4 bi l l ion populat ion
comprises the country 's  middle c lass with
an income bracket of  between $3,660 to
$36,600.  China is  expected to grow rapidly
as economic pol ic ies such as tax cuts and
'Made in China 2025'  are being
implemented to grow the middle c lass by
moderniz ing i ts  manufacturing and
technology sectors to increase
product iv i ty  and create mi l l ions of  jobs.
By 2025,  McKinsey est imates the middle-
c lass populat ion could reach 70%. As the
middle c lass grows,  China's purchasing
power increases,  which leads to higher
retai l  act iv i ty  and consumption.
Addit ional ly ,  with COVID creat ing a whole
new learn-from-home environment,  
 onl ine learning platforms such as
NetEase are poised to scale rapidly as
purchasing power from the middle c lass in
the upcoming years wi l l  be at  an al l - t ime
high.  

In October,  China is  releasing i ts  14th
f ive-year plan ( 'Made in China 2025' ) .
According to UBS Chief  China economist
Wang Tao,  technology,  innovat ion,  and
digit izat ion are cr i t ical  areas that China is
focusing on in this f ive-year plan.With
more resources being al located to chips &
semiconductors,  software,  precis ion
machinery,  f ine chemicals ,  advanced
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robotics ,  new materia ls ,  aerospace,  and
aviat ion technology,  data centers,  5G
networks,  internet ,  and machine learning
innovat ions wi l l  lead the way to an
improved onl ine and mobi le gaming,
educat ional ,  and e-commerce experience.
The impact is  as fol lows:

Mobile Phone Growth  –  Technological
and manufacturing innovat ion wi l l
inevitably cheapen the smartphone's cost ,
making i t  af fordable to mi l l ions of  people
who could not afford i t  previously .
Addit ional ly ,  China has already proven
how eff ic ient they are at  bui lding and
rol l ing out cel lular networks,  as almost
98% of internet users are current ly  from
mobi le phones.  Thus,  innovat ions and
advancements in cel lular networks wi l l
a lso al low China to rol l  out cel lular
networks even in the most rural  areas of
China.  With the inevitable decl ine in
smartphone prices and cel lular network
advancements,  I  bel ieve that China's 61%
mobi le phone penetrat ion rate wi l l
snowbal l  a l lowing NetEase to unlock
mil l ions of  new customers that i t  could
not reach before.  

Internet Growth  –  According to Stat ista ,
only 64.5% of China's populat ion
(approximately 802 mi l l ion)  are act ively
using the internet.  With a total  populat ion
of about 1.4 bi l l ion people,  this  leaves an
enormous untapped market .The
technological  innovat ions stated in (b)  wi l l
a l low for people in China who were not
connected to the internet before to be
onl ine f inal ly .  This creates a massive new
opportunity for NetEase as i t  unlocks 

mil l ions of  new customers for al l  i ts
di f ferent ventures.

4.3.2 FAST-GROWING ONLINE MUSIC
PLATFORM, POSITIONED FOR FUTURE
GROWTH AND PROFITABILITY
NetEase Cloud Music growth is  essentia l
as i t  is  increasingly becoming a larger and
larger port ion of  NetEase's revenue every
quarter.  For instance,  in 1Q 2020,  c loud
music made up around 17.6% of NetEase's
revenue,  whereas in 2Q 2020,  c loud music
made up 20.5% of NetEase's revenue.  I ts
rapidly-growing onl ine music venture is
already the number one platform in China
and with the growth of  China's middle
class and the subsequent consequence of
an increase in purchasing power,
NetEase's onl ine music platform looks
wel l -posit ioned for ser ious revenue
growth down the road.Upcoming quarters
could even see an accelerat ion as NetEase
just  s igned a mult i -year l icensing
agreement with Universal  Music Group
and is  act ively  explor ing excit ing and
innovat ive monetizat ion methods beyond
subscript ions and l ive streaming.  In the
longer term, this wi l l  lead to a healthier
user 6 experience on the platform,
result ing in a much healthier f inancial
prof i le for NetEase Cloud Music.

5. VALUATION
Over the past f ive years,  NetEase revenue
has been growing at  an average of  38.3%.
However,  I  do not bel ieve that NetEase
can sustain this revenue growth for the
next f ive years.  I  take a conservat ive
number for i ts  average revenue growth for 
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the next f ive years at  15%. Based on TTM
data,  EBDITA margin is  chosen to be an
average of  27% for the next f ive years.  My
base case assumes a discount rate of  9%
(NetEase’s  beta is  0.807) .  Under this
scenario,  the DCF est imates NetEase’s
intr insic value to be around $123.71,  or
37.4% above the current share pr ice.  As
mentioned before,  these revenue growth
assumptions are conservat ive.  For a
nonconservat ive approach,  I  chose
revenue growth for the next f ive years to
be,  on average,  18%. With a discount rate
of 9% and an EBITDA margin of  27%,
NetEase’s  intr insic value is  est imated to
be around $140.07,  or 55.6% above the
current share pr ice.  Hence,  I  bel ieve the
intr insic value of  NetEase is  between
$123.72 and $140.07.  In terms of
forward- looking PE rat io,  i t  ranks 93rd out
of the 268 companies in i ts  industry (with
a PE rat io of  21.8) .  The price for a
tangible book value stands at  4.85.  By way
of comparison,  Amazon has a forward-
looking PE rat io of  75.4 and a pr ice-to-
tangible book rat io of  26.29.  These
growth and valuat ion metr ics together
place the company in the ‘growth at  a
reasonable pr ice ’  category.  24 brokers
current ly  rate i t  a ‘buy ’  or a strong ‘buy ’ .

6. RISKS AND HOW TO
MITIGATE:
6.1 QUALITY OF FINANCIAL
REPORTING
Over recent years,  Chinese companies,
though being "audited,"  have been caught
in numerous accounting frauds where
they have been manipulat ing their  

f inancial  data to increase their  earnings
drast ical ly .  The biggest one to date has
been the Luckin Coffee,  i t  reported over
$309M worth of  fake sales last  year.  These
past fraudulent act iv i t ies have increased
investor concerns about the amount of
trust  they can place in China's audited
f inancial  results .  To make matters worse,
Bei j ing does not al low U.S.  regulators to
inspect audits of  Chinese companies that
are l isted on the U.S.  stock exchanges.
These r isks wi l l  a lways be present unless
China opens up to al low U.S.  regulators to
inspect audits .  However,  to mit igate these
risks,  I  took a conservat ive number when
project ing revenue growth.

6.2 TRUMP RE-ELECTION AND POSSIBLE
DELISTING OF NETEASE
Due to the long-running inabi l i ty  of  U.S.
regulators to inspect Chinese companies'
audits ,  Trump outl ined a plan that would
increase investor protect ion and level  the
playing f ie ld for a l l  companies l isted on
the U.S.  exchange.  However,  the U.S.  and
China are st i l l  negotiat ing these plans.  I f
Trump gets re-elected and there is  no
agreement between the countr ies and
Chinese companies do not fol low the
outl ine,  there is  a high possibi l i ty  that
these companies wi l l  get  del isted from the
stock exchange,  which could lead to their
stock dropping and companies going
private at  a lower pr ice.  NetEase has
already mit igated the r isks by recently
launching an IPO and l ist ing on the Hong
Kong Stock Exchange;  thus,  i f  NetEase
ends up gett ing del isted on NASDAQ, i t  is
st i l l  a  publ ic  company l isted on the HKSE.
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6.3 INCREASING CENSORSHIP IN
CHINA
According to FreedomHouse,  a nonprof i t
organizat ion that focuses on democrat ic
issues,  internet freedom in China is  at  an
al l - t ime low,  and censorship is  at  an al l -
t ime high.  Even accessing websites that
antagonize China or spreading rumors
can lead to prosecution and extended ja i l
t ime.  Furthermore,  China wi l l  require al l
te lecommunicat ions companies to obtain
facial  scans of  new internet or mobi le
phone users as part  of  the real-name
registrat ion process.  Internet censorship
has also translated into China's v ideo
game industry.  China recently  made i t  so
that 7 v ideo game makers such as
NetEase have to get ful l  approval  from the
Chinese government before releasing i t .
With the current trends of  censorship in
China,  I  bel ieve that v ideo game approval
might get much harder in the near future.
However,  NetEase is  mit igat ing these r isks
by expanding i ts  v ideo game business
internat ional ly  and diversi fy ing i ts
portfol io by focusing on other ventures
such as e- learning (YouDao) and i ts  c loud
music business.  


