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China’s internet opportunity 

In the midst of China’s furiously fast economic growth 
and development over the last decade, its internet 
sector has developed particularly rapidly. This growth 
has presented large returns to date for investors 
with foresight.
 
Chinese internet businesses have a number of unique 
advantages over their western peers, which, when 
coupled with China’s expected material growth in 
household incomes and continued rapid urbanisation, 
present a potentially lucrative investment opportunity 
for the future.



JSE-listed Naspers offers significant exposure to one of China’s 

top internet companies, Tencent, at a very attractive price.

Internet companies

Following the  dotcom bubble bursting in 2001, the internet 

sector has matured. Many internet businesses struggle to 

monetise their large user bases, but, when they do, they can 

produce very high margins and high returns on capital. 

There are huge advantages to being the number one player in 

an internet niche. This is due to the strong network effect of 

having so many others on the site, the costs of users moving 

their content elsewhere and the resources available to plough 

into continued technology development to keep abreast of 

trends and changes.

Rapid growth is possible due to scalability of the platform, 

negligible costs of distribution and the global reach of the 

internet. Traditionally, the internet has been led by the US, 

whose internet businesses tend to dominate the English-

speaking world. 

China’s internet landscape

China currently represents the largest internet population in 

the world at 457 million people (34% of population) in 2010, 

who spend 18.3 hours online per week on average1. Some 

analysts project this will grow to 675 million people by 2014 

(51%)2. US penetration is 78%, Japan is 78%, South Korea is 81% 

and Europe is 67%.  

China’s internet market has followed a similar pattern of 

evolution to that of the West, with some important differences. 

Broadband access is reasonable and relatively inexpensive, but 

significant telecommunication company investment still lies 

ahead. This will see wider broadband access at greater speeds 

and, importantly, a massive increase in mobile internet usage. 

Mobile internet adoption has been slower than in the West 

(921 million mobile subscribers, with only 81 million on 3G3).

The main internet companies in China are:

Alibaba: leader in B2B and B2C ecommerce

Baidu: leader in search (Google)

Youku: leader in video online advertising (YouTube)

Sohu: a portal offering search, online gaming, online video

Sina: leading media portal that has, to date, the most successful 

microblogging platform, Weibo (Twitter with a little Facebook)

NetEase: #2 online gaming operator

Renren: social network platform (Facebook)

Tencent: see below

China’s internet market is different to the West in some 

respects. Online gaming consumes a particularly high portion 

of user time relative to other markets in the West; there is a 

large disparity between online usage and advertising spend 

relative to the West and there is still limited adoption of online 

retail. Growth in online advertising and the development of 

the e-commerce market still lies ahead.

While government control over the internet is present to some 

degree in all countries (eg making unsuitable content illegal), 

the Chinese government’s control and regulation of the 

internet is particularly strong. Certain Western websites, such 

as Facebook and Twitter, are blocked, certain content is 

censored and there are extensive regulations governing 

companies operating on the web.

China’s unique advantages

Chinese internet companies have certain unique advantages, 

some of which cause their market to be particularly attractive 

and some of which protect them against foreign competition.

China’s internet market attractiveness stems from, amongst 

other things: less availability of alternative entertainment 

media than in the West; the ‘one child’ policy causing kids to 

socialize more on the web; high literacy and education 

standards causing a high affinity for internet usage and wide 

availability in the cities of broadband and internet cafes at an 

inexpensive price.

China’s prevalent languages are not spoken much outside of 

the country and English (the traditional language of the 

internet) is very little understood. This language barrier, the use 

of Chinese written characters and the government intervention 

in the internet make it difficult for foreign internet companies 

to succeed in China.

1 CNNIC  2 Barclays Capital  3 MIIT, June 2011
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Tencent

Tencent, based in Shenzhen, 45 minutes by car from Hong 

Kong, is one of China’s largest and most successful internet 

companies. Known for its penguin logo, it was founded in 1998, 

launched QQ instant messaging in February 1999 and listed in 

Hong Kong in 2004. Its growth has been huge as China’s 

internet market has exploded (see chart below).  It also just 

happens to have a 34.3% shareholder in JSE-listed Naspers, one 

of South Africa’s oldest media companies.

Tencent offers the following:

Mobile services: instant messaging, bundled SMS packages 

and mobile games, books and music services. This is its earliest 

platform and is still a large revenue generator, but is likely to 

decline in significance with the rise of social networking and 

smart phones.

Internet services: exposure to almost all sub-sectors of the 

Chinese internet industry: social media and social networking 

services, microblogging, portal, instant messaging, e-commerce, 

online payment, online gaming, video, wireless portal

Online advertising: mostly display and search advertising

The scale of Tencent’s user base is staggering:

 Tencent QQ, the instant messaging system, has over 710

 million active registered user accounts (72.7% market share).

 QQ.com is the number one portal (by traffic) with 147

 million daily unique visitors in September 2011.

 Tencent is the largest social networking services provider

 by monthly time spent (see chart on the opposite page).

This scale of highly engaged users provides a number of 

advantages, namely:

 a strong network effect and user ‘stickiness’

 a strong ability to cross-sell new products

 the resources to maintain a base of over 8 000 engineers

 for research and development and one of the largest server

 farms in the world and 

 a highly appealing distribution platform for third party

 software developers

Perhaps Tencent’s biggest attraction is that it has very 

successfully monetised its significant user base from an early 

stage - it has delivered positive operating cash flows since 2001.  

For its mobile services, it receives revenue from subscription 

fees or item sales - paid to it via telephone companies, who 

perform the collection function for a fee.

It offers its internet services on a prepaid basis (Q-Coin cards 

are sold at retailers and its e-sales system wholesales to 

internet cafes and retailers), which produces a very positive 

working capital cycle. These services are mostly provided free, 

China’s internet opportunity

Tencent grows with China’s internet 

Source: Tencent, CNNIC, DCO, Kagiso Asset Management research

China’s population internet  penetration rate
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but they charge for the sale of virtual items (eg virtual gifts 

and accessories) and subscriptions (special privileges, premium 

features, discounts on in-game items).

Online advertising is sold directly to its corporate clients.

Online gaming - Tencent is China’s largest operator and 

leading developer - currently represents over 50% of revenues. 

Game software, with names such as Dungeon and Fighter, 

Crossfire and League of Legends, is generally free for download. 

Revenue is then generated either by charging for time hooked 

into the main servers, which host the game content and the 

links to other players, or users are charged for virtual items 

bought in the game. Online gaming has proved to be very 

defensive to economic slowdowns, partly because it is such 

inexpensive entertainment and partly because its users are 

students or scholars, who are not generally employed.

The risks

Given the growth opportunities for Tencent from a continued 

rising internet user base and increased online spend per user, 

there are significant risks from competition. Since the internet 

and technology is evolving so rapidly, Tencent needs to invest 

continuously to defend its user base against competitors. 

Currently, it is investing heavily in microblog and online video, 

in actively migrating its Qzone users to Pengyou (its real-name  

social networking service), in building its e-commerce platform 

and in enhancing security software.

Growth rates in revenue are unlikely to be as high as in the 

recent past and margins are likely to be lower due to this need 

for ongoing defensive investment spend.

Appealing investment

Given its growth prospects and strong market position in China, 

we see Tencent as a very attractive investment for our clients’ 

portfolios. It trades on a historic price:earnings (PE) ratio of 21x 

and has almost 10% of its market cap in cash on its balance 

sheet as at 30 September 2011. Contrast this with PE ratios of 

26x and 42x for South Africa’s Shoprite and Massmart 

respectively, which have significantly lower growth prospects 

and are looking very fully priced.

Tencent is available to South African investors via Naspers 

(73% of the market cap of Naspers). If one subtracts the 

Tencent investment from Naspers’ market cap, the remaining 

excellent businesses of Naspers, such as pay TV and other 

emerging market internet companies, are trading on a PE ratio 

of just 4.3x. Alternatively, when we value the other Naspers 

businesses at our estimate of their intrinsic value, Naspers 

investors are receiving Tencent at a 35% discount to its Hong 

Kong market price.

Tencent: monthly unique visitors 
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