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Dear Fellow Shareholders:

First, let us again express our sincere gratitude for the continued support you have given us
through the year’s}‘. 2003 represented another solid year of performance for NetEase, and continued
to underscore the stccess of our business model. We continue to develop innovative and useful
free and fee-b’a“s'edﬁ services for our users whether via the Internet on the PC or via the mobile
handset, for,,eﬁk/ar’nple, web and wireless e-mail services and matchmaking services. Furthermaore,
as ane of Chmas leading Internet portals, the NetEase Web sites continue to benefit from China’s
boomingj/'l”ln’vternet usage - with 79.5 million Internet users at the end of 2003 compared to
59 ¥ mﬂhon at the end of 2002, according to China Internet Network Information Center, China is
second only to the US in terms of total connected population. Our online games and wireless value-

ad,ded services, as well as the NetkEase Web sites whose accumulated registered accounts increased

76% to 167 million at the end of 2003, have become more popular than ever.

2003 was also another year of strong fmancnal performance for the company and marked our

second year of consecutlve net profit - a record among the major Chinese Internet portals. Net

revenue showed strong growth this year as well, |ncrea5|ng 145% over 2002 to a record

US$66 million. Financially, the company'c‘dntinges to be on a very s‘t\‘ro‘ng footing, with diversified

\"“revenue streams, a strong balance sheet and positive operating cash flow.

This year was also especially important because we solidified our position as o\ne of China’s leading
online game developers and providers. OurMS‘uc\cess in the online game sector, particularly our

proven in-house development capabilities, is a key &o[npetitive strength for NetEase.

As we look back on the year, I'd like to highlight a few tre‘nds and new initiatives from our three

main revenue lines:

Online games will continue to be a major revenue driver for NetEase going forward
The outiook for the online game sector in China is extremely posmve Accordmg to IDC’s report"’ﬂ
China Online Game Market Sizing and Forecast 2003-2008, |ssued in May 2004, China’s onhne
gaming subscriptions will increase from US$159.7 million in 2003 to UsS$822.9 mllhon ih 2008.
Our first in-house developed game, “Westward Journey Onllne Ver5|on 2.0”, which was launched in
2002, continues to rank among the most popular online games |n (;hlna and has recelyed numerous

awards, including Top 10 Most Popular Domestic Deve’l/bped Came by the “China Game Industry

: i
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Report 2003”, which was sponsored by the General Administratio"‘n of Press and Publication, a
governmental agency in China. Of further oote, at the end of the yearkWe launched a beta version
of a new in-house developed game, “Fantasy Weskfcward Journey”. Targeted aﬁ the younger generation
aged between 15 to 25 living in coastal cities, tHis\game hopes to broaden oﬁr\user demagraphic
base, and the initial results of the commercial launch*have been encouraging. O\ur\in-house game
development capabilities enable us to address the specific tastes and need‘s of Chioese users and
to upgrade our games without having to rely on a third party\/\‘l‘icensor's time-table. We believe that
these capabilities directly contributed to the success of both of our in- house developed \games
although we will continue to look for opportunities to license sultable quahty titles from thlrd .

parties. Going forward, we plan to continue to launch new games to take advantage of this fast-

\

growing sector and we expect online games to be a key growth driver for the company in 2004.

Innovation is critical in maintaining competitive advantage in the wireless vaer-added\services
market. “ | N

Turning to wireless value-added services, this area of our business faced significant challenges thi\s\
year, mainly due to increasing competition, especially in the SMS services sector toward the end of ™
the year, as well as new rules set by the Chinese mobile operators which adversely affected our
SMS revenues. However, building on our strength in innovative uses of technologies in China, we
intend to develop new higher-end wireless value-added services for our users in order to differentiate

us from the more commoditized services offered by many other service pr'oviders in China.
Additionally, given the large base of registered accounts on the NetEase Web s/i/fes and our focus on -
developing new wireless value-added services that have a tie-in wnth those sites, we beheve we
maintain some core advantages in the continued convergence of- W|re|ess and the lnternet Wh||e

we expect the wireless value added servnces market i in Chma especnally SMS, to become increasingly
competitive, we expect consumer demand to. grow overall and believe we can develop new and

innovative services tO attract users,

The outlook for our advertising business is very positive.

Our advertising services revenue showed good year-on-year growth and will continue to be an Ve
important revenue driver for NetEase in 2004. With the rapid growth of Internet usage in China, we ‘

are seeing more and more advertisers accepting the Internet as a mainstream media and essent(i{glm"'”"
promotion channel. Throughout 2003, we worked to tailor our content Iine-up_end,.othe'r"o”hﬁline

services to appeal to our users and advertisers alike. We intend to continue ouf efforts to increase

~value to our users and advertisers, through further investment in content development.

NetEase Annual Report 2003 |
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Coing forward, we are optimistic that the company’s ability to build one of China’s largest Internet
portals will position the company for long term success in online games, wireless value-added and
other fee-based p‘remiu,r’n services, and advertising. In the coming year, we will continue focusing
on our business Strategy of maintaining our diversified revenue streams and continuous product
innovation, a str"ateg‘y which has led to our proven success in the past and we believe will be key

to our future growth.

Again, I'd I,,ik"e to thank NetEase's shareholders, as well as our partners, users and employees, for
their c/on/ti,,nhed support. Together, we will strive to achieve even greater success in 2004 and the
years to come.

’
~

,,S"incerely,

Y

Ted Sun
Acting Chief Executive Officer A
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Our Business

NETEASE’S MISSION
To deliver “Power to they\;PeopIe" by using the latest Internet technologies to enhance meaningful

information sharing and exchange.

COMPANY OVERVIEW

Through our su”l':{)s;idiaries and contracts with our affiliates, NetEase operates a leading interactive
online and WIreIess community in China and is a major provider of Chinese language content and
services through our online games, wireless value-added services and Internet portal businesses.
As of l/),eéér’ﬁber 31, 2003, we had registered an accumulated total of approximately 167 million

ac;duqfé, and our average daily page views exceeded 390 million for the month ended

-

P De;,gf?f;ber 31, 2003.

We generate revenues from fees we charge users of our online games and wireless value-added

" and other fee-based premium services, as well as from selling online advertisements on the NetEase

Web sites. Basic servi

ce offerings are also available on the NetEase Web sites without charge to our

_users.

NetEase Annual Report 2003
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- Our Business

Online Games \

Our online games business focuses on offerlng massively multi- player onllne role-playing games
to the Chinese market, known as MMORPGs. ~MMORPGs are played ov‘er the Internet in “virtual
worlds” that exist on game servers to which tnbusands of players simultan\ekqusly connect and
interact. We both develop and license online games that are targeted at the Chi\nese market, and
we strive to provide the highest quality game playing experlence to our users. Our current MMORPC
titles include our in-house developed titles, “Westward Journey Online Versron 2.0” and Fantasy

Westward Journey”, and one licensed title, “PristonTale.” ; N\

~,
AN
~
~

Qur MMORPG titles can be accessed from any location with an Internéf*connecﬁon by registered .
users of the NetEase Web sites. Players of these games select a specific character to begin play.
Over the course of play, these characters build up experience and enhanced game capabllmes
wealth, weapons and other possessions, all of which may be carried over into subsequeng gaming
sessions. Players develop their characters according to choices they make within the cons?ruct of

the game and interact with computer operated characters as well as with other players that are
playing on the same network server. Players are able to communicate with each other during the ™.
game through messaging or chat, allowing them to coordinate their activities with other players to N

form groups and achieve collective objectives.

We believe providing strong, dependable customer support is a key componenr to succeeding in

the online games business. Our customer service center provides 24 hour-/a-day customer service
and technical support and can be contacted via telephone or e-mai| In addition our custome/r)y
service specialists, known as game masters, also appear as characters within the game world and

provide assistance and gurdance to players as weII as marntaln an.atmosphere of fun and fair play.

" To pay for game playing time, players use our prepaid point card system. Point card distribution
~charinels include wholesalers, Internet cafes, software stores, supermarkets, bookstores and

convenience stores.

NetEase Annual Repart 2003
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For the month of December 2003, our online games combined had an average of 171,000 concurrent
users and a total“\ of 1.7;n1illion unique paying users. The following chart sets forth the average

number of concu‘,\r“rent nfsers for each of our three MMORPG game titles as of the dates indicated:

i
i

/i

For the month ended December 31,

2002 2003
(number of average concurrent users}

Westward Journey Onlme Version 2.0 41,375 126,962

PristonTale ./ - 9,605 2,510

Fantasy Wes_tVy,a’rd Journey (1) - 41,956
S

y e

/(l')/ ,,;IF'antasy Westward Journey began beta testing in December 2003 and was commercially

~ Jaunched in January 2004.

,»’j\’l‘\lireiess Vaiue-Added Services

Tﬁrpugh arrangements with the two principal mobile phone operators in China, China Mobile and

China'Unicom, we offer a wide-range of services which allow users, for example, to receive news

“~-.and other information such as stock quotes and e-mails, ’~download ringtones and logos for their

mobile phones and participate-in matchmakmg communities and lnteractlve games. Combining

content from our Internet portal (both user-generated and from our content partners) with the

appllcatlons we have developed in-house, our W|reless busmess department strlves to offer services
that are responsive to our users “changing tastes and needs, as well as |everage the core services

of the Internet portal.

Currently, most of our wireless value-added service?a\re provided to users in the form of short
messaging services, known as SMS. At December 31, éOQ3,1NetEase had more than 33 million
registered SMS accounts. Our SMS services can be generally}cl“assiﬁed into four main categories,
namely, news and information subscription services, interactive andf’community services,
Internet-related services and media downloading services. Tne following are our more popular.

SMS services in our four major service categories:



News and Information

Interactive and -

Internet-related -

Media Downloading

Subscription Services Community Services Services Services

Current news Matchmaking E-mail-related Ringtones
Financial news SMS girlfriend E-card notification \ ‘Logos

Sports news SMS pet Instant messaging Strgensavers

TV guide N \

Weather forecast : .

MMS, WAP and Other Emerging Mobile Phone Technologies N

In addition to our SMS offerings, a small but increasing portion of our wi\"reless value-added services

are from emerging wireless technology standards, including multi-media‘messaging services, or
MMS, interactive voice response services, or IVRS, and wireless application pfétpcol, br\WAR Users
can access these advanced services with mobile phones that utilize the new GPRS o\f*(\ZDMA 1X
technology standards. We intend to continue to develop and introduce highér-end al;id more
sophisticated wireless value-added services as these new technologies become more widely availab\l\e

and accepted.

internet Portal
The NetEase Web sites provide Internet users with Chinese language online services/'centered around

three core services-content, community and communication, and commerce.

Content , ’

The NetEase content channels provide news, information and onyline"é‘ntertainment to‘ﬂthe-Chﬂi”rviese
public. The NetEase Web sites consolidate and distribu,te'”'c'bvrv_\’tent from more t’hévri“one hundred
international and domestic co'n'téﬁtEerb\/idénrs.“'Q,ohtéj‘ri'tﬂ'fAs"dﬂistributed through 21 channels, including
.,._.v"c"’ﬁ;ﬁ'nels focusing on news, e_nyte,r,tainmeh't', ;ports, finance, information technology, automobiles,

_.astrology and cartoons, as well as regional sites aimed at users in Guangdong and Shanghai.

Community and Communication

The NetEase Web sites also provide a broad array of free and fee-based community and

communication services, including e-mail, instant messaging, personal advertisements, .-~

matchmaking, alumni directories, personal homepages, clubs, e-cards, chat rooms and_commuﬂnity

forums.

NetCase Annual Report 2003 |
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Commerce ‘

We also offer an thine sh’opping mall, providing Internet users in China an online location at which
they can shop from the’convenience of their homes and offices or in Internet cafes and thereby
access products and |nformat|on which might otherwise not be conveniently available. In turn, our
technology platform allows e-commerce and traditional businesses {o establish or expand their

retail networks,wa the NetEase Web sites.

Effective Md';fk'eting Platform
The Net‘E/ase Web sites provide an established marketing platform for advertisers, whereby they

can reach NetEase’s large registered user base to conduct integrated marketing campaigns by

- means of a full range of advertising formats and techniques. These include banner advertising,

dl_rect e-mail, interactive media-rich sites, sponsored special events, games and contests and other

,,a'ctivities.

Other

The NetEase Web 5|tes also prov1de useful resources.to our users, including a Web directory, Web

search service and c|a55|f|ed ads. Of note, our Web dlrectory is based on an open architecture

“sites.

10
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The following discussion of our financial condition and results of operations is based upon and should be read in
conjunction with our consolidated financial statements and their related notes included in this annual report. This
report contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and

Section 21E of the Securities Exchange Act of 1934, including, without limitation, statements regarding our expectations,

non nou

beliefs, intentions or future strategies that are signified by the words "expect", "anticipate”, "intend", "believe", or
similar language.” All forward-looking statements included in this annual report are based on information available to
us on the date hereof, and we assume no obligation to update any such forward-looking statements. Actual results
could differ m'clvﬁte}’ially from those projected in the forward-looking statements. We caution you that our businesses and

financiaj,/perfbrmance are subject to substantial risks and uncertainties.
S

e e

OPERATING RESULTS

Overview

" NetEase is a leading Internet technology company in China. Our innovative online communities

and personalized premium services, which allow registered users to interact with other community

members, have established a large and stable user base for the NetEase Web sites which are operated

by our affiliate. As of December 31, 2003, we had registered an accumulated total of approximately
167 million accounts, and our average daily page views exceeded 39\0 million for the month ended

December 31, 2003.

During 2003, we continued to devkerlo'p our online games, ‘wireless value-added services and other
fee-based premium services. We also believe t‘h'at advertising will continue to be bne of our significant
revenue sources for the foreseeable future, but we\dnt\icipatek that the revenue generated by these
fee-based premium services and online entertainment sér\/_ices will continue to'constitute the major

portion of our future revenue.

We achieved a net profit of RMB322.9 million (US$39.0 miIIio‘n}) for 2003 and generated positive
operating cash flows of RMB373.7 million (US$45.2 miliion) durmg the year. Our accumulated “ ’
deficit was reduced from RMB454.1 million as of December 31 2001 to RMB437 8 million as of’/
December 31, 2002 and to RMB148.7 million (US$18.0 miIIion) as of*December 31, 2003. 'Fhese
accumulated losses have been funded principally with proceeds from the issuance of our Amencan
Depositary Shares at our initial public offering, the proceeds of our issuance of Zero Coupon

Convertible Subordinated Notes due July 15, 2023 and cgsh flow from our operatlons.

12
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QOur Corporate Structure ‘

NetEase.com, Inc. was incorporated in the Cayman iIsfands on July 6, 19\9\9kas an Internet technology
company in China. As of December 31, 2003, We\\had four major directly wHolly owned subsidiaries,
NetEase Information Technology (Beijing) Co.\,“Lfcd., or NetEase Beijing, \Ne(tEase Information
Technology (Shanghai) Co., Ltd., or NetEase Shanghai, and NetEase Interactive Entertainment Limited,
or NetEase Interactive, which has a direct wholly owned sub§idiary, Guangzhou NetEésg Interactive
Entertainment Limited, or Guangzhou Interactive. As of Dé‘eember 31, 2003, we also \had two
wholly owned subsidiaries, NetEase (U.S.) Inc., or NetEasé\US, and Guangzhou Bog\pan

N,

Telecommunication Technology Limited, or Boguan, which were inaétive during 2003.

NetEase Beijing, NetEase Shanghai and Boguan were established in Chin‘\a;on August 30, 1999,
May 14, 2000 and December 8, 2003, respectively. NetEase US was establis,hed inthe U.S. on
September 10, 1999. NetEase Interactive was established in the British Virgin ié‘lands on
April 12, 2002, and Guangzhou Interactive was established in China on October 15, 2002:“ “

N
Under current Chinese regulations, there are limitations on the percentage interest foreign companies
may have in value-added telecommunications businesses in China, which include the operation of
Internet content provision businesses and the provision of online games and wireless value-added
services such as short messaging services, or SMS. in addition, the operation by foreign or foreign-
invested companies of advertising businesses in China is subject to governmer!,t'approval. Because
of these restrictions, NetEase.com is not permitted directly to wholly ovyn’ ‘an Internet content .~
provider, wireless value-added services provider or advertising business;’We conduct our business )
in China solely through our wholly owned subsidiaries, NetEase Beijihg, NetEase Shanghai, N‘étEase

Interactive and Guangzhou Interactive.

'NetEase Beijing provides technical con’sulfiﬁg and related services to Guangzhou NetEase Computer
System Co., Ltd., or Guangzhou NetEase, Beijing Guangyitong Advertising Co., Ltd., or Guangyitong
Advertising, and Guangzhou Ling Yi Electronics Technology Limited, or Ling Yi; NetEase Shanghai
provides technical consulting for advertising services offered by our affiliates; and Guangzhou /

Interactive mainly provides services for online games offered by Guangzhou NetEase.

Guangzhou NetEase is a limited liability company organized under the laws of China and is owned

by our principal shareholder. Guangzhou NetEase has been approved by thé‘Chinese authorities to

g3 eERsefnnus
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operate as an Internet content provider and operates the NetEase Web sites. Guangzhou NetEase's
80% owned subsidiary, Cuangyltong Advertising, is licensed by the Chinese authorities to operate
an advertising busrnees and engages in Internet-related advertising design, production and
dissemination. ng Yr which was formed in October 2003, is also a limited liability company
organized under the laws of China and owned by our principal shareholder. Ling Yi has also been
approved to operate as an Internet content provider, and during 2003, this company earned revenue
relating to W|reless application protocol, or WAP, services, which represented an insignificant portion
of our wrreless value-added services revenue.

v ’,
We have entered into a series of contractual arrangements with Guangzhou NetEase, Guangyitong
Advertlsmg and Ling Yi with respect to the operation of the NetEase Web sites and the provision of

advertlsmg services. Qur services to Cuangyitong Advertising constitute the majority of our

/,advertrsmg related operations.

The revenue earned by Guangzhou NetEase Guangyitong Advertising and Ling Yi largely flows

i _ through to us pursuant to our contracts W|th them. We currently derive all our onlme games and

NetEase Annual Report 2003
A

wrreless value-added and other fee-based premium services revenues from fees earned pursuant

to our agreements with Guangzhou NetEase and ng Yi, on the one’ hand and NetEase.com and

\‘"‘NetEase Beijing, on the other hand. We provide Internet portal and e- commerce technologies and

technical services to each of. Guangzhou NetEase and ng Yi and pay certaln operating costs they
incur in operating their busmesses in exchange for service fees. The service fee that we charge
Guangzhou NetEase includes substantially all ofxthe online games, wireless vaIue-added and other
fee-based premium services revenue recognized h\y\\(‘]uangzhou NetEase, net of a 3.3% or 5.5%
business tax and certain surcharges that apply to these‘revenues. The service fee that we charge
Ling Yi includes substantially all of the wireless value-added services revenue recognized by Ling

Yi, net of a 3.3% business tax and certain surcharges that apply to these revenue.

We currently derive all our advertising services revenue from fees we earn from Guangyltong
Advertising. We have entered into an agreement with Guangyltong Advertlsmg under which we are
the exclusive provider of advertising-related technical consultmg servrces to it and under whrch we
receive a service fee. The service fee that we charge includes substantlally all of the advertlsmg
revenue of Guangyitong Advertising less all of the accrued expenses incurred by Guangyitong
Advertising, and net of a 5.5% business tax, a 3% cultural development fee and certaln surcharges

that apply to these revenues.
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Basis of Presentation ‘ :

On January 17, 2003, the Financial Accounfirrg Standards Board issued\'FA‘SB Interpretation No. 46:
Consolidation of Variable Interest Entities, ‘\é{n\ interpretation of ARB 51 ("FIN 46"), which was
subsequently amended by a revised interpretafio\n ("FIN 46-R"). These inté‘rpretations address
financial reporting for entities over which control is achieved through a rn“eans Bther than voting
rights. See "Recent Accounting Pronouncements.” Acco"rd\i\ng to the requirements\\of\FlN 46 and
FIN 46-R, we have evaluated our relationships with our previorj\é‘ly unconsolidated related écmpanies,

Guangzhou NetEase, Guangyitong Advertising and Ling Yi. Altﬁough we do'not have any\/‘di\rect

ownership interest in those related companies, due to the degree of control we exercise over them
.

pursuant to our contractual relationships with them, and to the underlyirrg corﬁrnercial realities,
our management has determined that consolidating these companies' re‘S‘uIts int‘k‘o‘ our accounts
better reflects our company's actual economic condition. Accordingly, effecﬁ've Jami‘ary 1, 2004,
we adopted the provisions of FIN 46 and began consolidating Guangzhou NetEase, Ctr‘angyitong
Advertising and Ling Yi on a prospective basis in our consolidated financial statements gtarting
with the first quarter of 2004, Our financial statements for all prior periods do not consolidatg

those entities.

Revenue

Our revenues were RMB28.3 million, RMB232.6 million and RMB569.1 million (U$$68.8 million) in
2001, 2002 and 2003, respectively. We generate our revenue from provisiqn"of online games,
wireless value-added and other fee-based premium services, and advertisirié services. Through
our predecessor company, in mid-1998, we changed our business model from a software developer
to an Internet technology company. In July 1999, we began to offer e-commerce platforms and to
provide online auction services |n Chma through Guangzhou NetEase; a related party Thereafter,
we/gperated a co-branded auctron Web site with EachNet which was ultimately terminated in July
2‘002, at which time we restarted-our 6Wn”online auction platform providing free auction services
to our registeréd Qsers until June 2003. In 2001, we also began focusing on fee-based premium
services and online entertainment services, including online games, wireless value-added services,
premium e-mail services and other subscription-type services. Other than revenue from our related
parties, Guangzhou NetEase and Guangyitong Advertising, no customer individually accounted for

greater than 10% of our total revenue for 2001, 2002 and 2003.

15
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Online Games

Guangzhou NetEaSe receives all of its online games revenue from customers through the sale of
prepaid point cards. Customers can purchase physical prepaid point cards in different locations in
China, including Internet cafes, software stores, convenience stores and bookstores, or can purchase
prepaid points from vendors who register the points in our system. A small portion of our customers
also purchase V|rtual“ prepaid cards online via credit cards or bank transfers, and receive the
prepaid p0|n/tf lnformatlon over the Internet. Customers can use the points to play our online
games and,Ulsé/our other fee-based services. We recognize revenue from the sale of prepaid points

as the /po_i,nt's are used by customers.

We dé(/elop our own proprietary online games, as well as license games from third party developers.

~

We""expect that we will face increasing competition as online game providers in China and abroad

,,('Fnainly from South Korea and, to a lesser extent, from the United States) expand their presence in

" the Chinese market or enter it for the first time.

ereless Value Added and Other Fee based Premmm Serwces
Cuangzhou NetEase and toa much lesser extent, Ling Y| recelve wireless value-added services

revenue which is currently predommantly ‘derived from providing to\our customers value-added

‘services through SMS. These SMS services include de‘livery of news and ofher requested information

such as stock quotes and e-mails, the ability to download rmgtones and Iogos to customers' mobile
phones, participation in matchmaklng and fnend fmdlng communltles and various other related
services that the mobile phone customers of Chlna Moblle and China Umcom can access. We
experienced increasing competition in the SMS market in 2003 and the first half of 2004, which
contributed in part to the overall decline in our wireless ‘value-‘added servicesjrevenues starting in
the third quarter of 2003. To combat this intensifying cor\n.pefition and groW our position in the
wireless value-added services market, we intend to continue |mprovmg our existing services and
developing new ones, but these efforts may not be successful

We are also focusing on developing services which utilize emergmg W|reless technologles For/
example, in April 2003, we started to offer multimedia messagmg ‘services, or MMS, under a
cooperative agreement with China Mobile. We also provide WAP servnces to China Moblle s and
China Unicom's users. Furthermore, we have recently developed wnreless interactive v0|ce response

services, or IVRS, which are a new category of wireless value-added services that allow users to

access prerecorded infarmation from their mobile phonés and “td*"interact with other users through




Management’s Discussion and Analysis

voice chat simply by dialing specially désignated IVRS phone num‘bekrs and responding to menu
options. We expect that our revenue derived from new services we develop that are compatible
with these and new wireless technologies w’ill‘represent a larger portidn\of our wireless value-
added services revenue in the future as these t‘é\chnologies becomes more Widely available and
adopted. However, we cannot be certain that these technologies or the servicé's\yve develop for

them will be successful, and we expect to see increasing competition in this area.

Other premium services include online fee-based premium serv\ices and post-contract cuksto\mer
support and corporate solution services Our online fee-based p‘r‘emium services, supplied\to\
registered users of the NetEase Web sites, includes premium e-mail, pfemium matchmaking and
dating services and premium personal homepage hosting. We also receive a ;Small amount of revenue
from provision of post-contract customer support, provision of corporate solutions to customers
in connection with their purchase of servers and computer equipment, development of software
and custody and maintenance of servers. This type of corporate solutions revenue constitu\t\e‘d only
0.1%, 0.4% and 0.03% of our net revenues in 2001, 2002 and 2003, respectively, and we expect

this category of revenue to remain immaterial to our business in the future.

Advertising Services
We derive virtually all our advertising services revenue from fees we earn from advertisements
placed on the NetEase Web sites by Guangyitong Advertising. Revenues from advertising services

constituted 50.0%, 14.7% and 15.1% of net revenues in 2001, 2002 and 2Q03, respectively. 7

We expect that the online advertising market in China will continue to grow as Internet usage in
China increases and as more companies, in particular«China-based companies in a variety of

industries, accept the Internet as an effective advertising medium.

Seasonality of revenues

Historically, advertising revenues have followed the same general seasonal trend throughout each

year with the first quarter of the year being the weakest quarter due to the Chinese New Year /’/
holiday and the traditional close of advertisers' annual budgets and the fourth quarter as the

strongest. Usage of our wireless value-added services and online games has generally increased -

around the Chinese New Year holiday and other Chinese holidays, in particular winter and summer

school holidays.
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Cost of Revenues

Online Games ‘

Cost of revenues for our online games consist primarily of staff costs (in particular remuneration to
employees known as the "Game Masters" who are responsible for the daily co-ordination and
regulation of the activities inside our games' virtual worlds), monthly franchise fees paid to a
Korean licensor for one of qur online games (calculated hased on the net amount of revenue we
earned from ,o‘;‘)erating the game according to a licensing agreement), advertising fees paid to
celebri/ty/spbkespersons and revenue sharing expenses paid to third party promoters of our online

game tit‘lyes.

in addition, cost of revenues for our online games also inciudes that portion of bandwidth and
server custody fees and depreciation and amortization of computers and software, attributable to
our online games business. Our subsidiaries and affiliated companies have network servers co-

located in facilities owned by China Telecom's and China Netcom's affiliates, for which we pay

~ custody fees to CHina Telecom and China Netcom.

Wireless Value-Added and Other Fee-based Premium Service.;;\ "

" Cost of revenues related to our wireless value-added and other fee-based premium services consists

primarily of staff costs (principally compensation expenses for our e-commerce and editorial
professionals) and content fees, as well as that portion of bandwidth and server custody fees,
depreciation and amortization of computers kéhd software attributable to the provision of wireless
value-added and other fee-based premium services.\ We pay content fees to third party partners for
the right to use proprietary content developed by them; such as ringtones and logos. We also pay
content fees to newspaper and magazine publishers for thké,right to use their proprietary content,

such as headline news and articles.

In 2003, cost of revenues for these services also included referral fees pajd to third party Web sites. A
This referral program, under which we shared a portion of the revenue generated from new customers
of our wireless value-added services with the third party Wéb si’t,es that referred them to us
commenced to operate at the beginning df 2003 and ended at th‘/e end of the second qu’é/rter of
2003 pursuant to a new policy instituted by China Mobile. Thé/amount paid to the third"‘;’)arty Web
sites in 2003 totaled approximately RMB7.4 million (US$‘O.‘§ million).
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Advertising Services

Cost of revenues refated to our advertising services consists primarilg)‘\of staff costs and content
fees paid to content providers for the NetEasé‘Web sites as well as that p\brtion of bandwidth and
server custody fees, depreciation and amortizatfon\ of computers and softwe\ire\attributable to the
provision of advertising services. | \

Operating Expenses )
Operating expenses primarily include selling, general and admihistrative expenses and r;esegxrch

and development expenses.

Selling, General and Administrative Expenses
Selling, general and administrative expenses consist primarily of marketing and advertising; salary
and welfare expenses and compensation costs; office rental; legal, professional and cd‘nsultancy

fees; bad debt expenses; recruiting expenses; travel expenses and depreciation charges. N

Research and Development Expenses
Research and development expenses consist principally of compensation for our research and
development professionals. In 2003, such expenses also included licensing fees paid to a third

party developer of a 3-D game engine to be used in our future online games.

Share Compensation Cost

In December 1999, we adopted a stock incentive plan, called the 199,9«Siock Option Plan, for our

employees, senior management and advisory board. In 2000, we réplaced the 199'9,Stock Option
Plan with a new stock option plan, called the 2000 Stoﬁck'Obvf’ion Plan. The 2000 Sfock Option Pian
was subsequentiy'amehdéd andw restated in May 200] During 2000, 2001, 2002 and 2003, we
granted options to our employees, diré'i:'tors, consultants, a member of our advisory board and
certain members of oﬁr senior management under the 2000 Stock Option Plan. The vesting periods
for these options generally range from two years to four years. In addition, certain of the options

granted were cancelled as a result of the resignation of these personnel.

e

For 2003, we recorded share compensation cost of approximately RMB0.2 million (US$0.03 million). . - .

This cost has been allocated to (i) selling, general and administrative expenses and (ii) research
and development expenses, depending on the functions for which these personnel and employees

~are responsible. The significant reduction in the share compensation costs recorded for 2003 as
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compared to 2002 was due to the fact that substantially all of the deferred compensation costs
arising from the share grants to certain members of senior management of our company and the
share transfers from the principal shareholder to certain members of senior management and
employees of our company during the years 1999 and 2000 were already amortized in accordance

with the related vesting periods of the share grants and share transfers by the end of 2002.

As of December 31, 2003, deferred compensation cost relating to share option grants in 2003 or
prior years,a‘:r‘ncunted to RMB69,175 (US$8,358), which is to be amortized and charged to expense
in sub/s/ed}ué‘nt periods. We may also incur additional share compensation cost in 2004 as a result
of,thef pbssible recruitment of additional management personnel and the granting of new share

”opt‘io"ns to these personnel and other members of our staff.

,mcome Taxes
Under the current laws of the Cayman Islands, we are not subject to tax on income or capital gain.
However, our revenues are primarily derived from our Chinese subsidiaries. Chinese companies
are gene-rally subject to a 30% nationél enterprise income tax, or EIT, and a 3% local income tax.
Our subsidiary, NetEase Beijing, received the relevant apprdval to be recognized as a "New and
High Technology Enterprise." According to the approval granted by fh‘e Haidian State Tax Bureau in
" November 2000, NetEase Beijing is entitled to a reduce\d EIT rate of 15% cbmmencing from the year
2000. In addition, the approval also granted NetEase Beijing with a full exemption from EIT from
2000 to 2002, a 50% reduction in EIT (i.e. an EIT rate of 7.5%) from 2003 to 2005, and a full
exemption from the local tax from 2000 onwardsr However, such preferential tax treatment may
be subject to review by higher authorities. If such kp\referential tax treatment was not available to

NetEase Beijing, it would be subject to the normal tax f\ate of 30% EIT and a 3% local tax.
NetEase Shanghai is subject to EIT at the rate of 30% plus a local tax of 3%.

Guangzhou Interactive received the relevant approval to be recognized as a "New and High
Technology Enterprise." According to the approval granted by the Guangzhou State Tax Bureau in
December 2003, Guangzhou Interactive is fully exempted from EIT in/2003 and 2004. We intend/to
apply for continued preferential tax treatment which would allow auangzhou Interactivg.ta pay a

reduced EIT rate of 15% for future periods, but we cannot be certain whether we will obtain such

NetEase Annual Report 2003 20



Management’s Discussion and Analysis

approval. If we do not receive any additional preferential tax treatment, Guangzhou Interactive

would be subject to the normal tax rate of 30% EIT and a 3% local tax beginning in 2005.

Guangzhou NetEase and Guangyitong Advertising are Chinese domestic enterpr‘ise.s and are generally

subject to EIT at the rate of 30% plus a local tax of 3%.

Ling Yi is a Chinese domestic enterprise and is generally subjéc; to a 33% EIT. However, Ling Yi was

categorized as a tax payer under the telecommunication business sector by the local tax bureau of

Guangzhou. According to the relevant tax circulars issued by the local tax bureau of Guangzhou,

Ling Yi is subject to a business tax on revenues derived from services\, which is generally 3%. in
addition, Ling Yi is subject to educational surcharges of 3% on the business tax so paid. In addition,

Ling Yi is subject to a cultural development fee of 7% on the business tax so paid.

If the activities of NetEase.com, Inc. constitute a permanent establishment in China, the in\\co.me it
earns in China would also be subject to a 30% EIT and 3% local income tax. income of our company
that is not connected to a permanent establishment in China would be subject to a 10% withholding
tax on gross receipt from profit, interest, rentals, royalties and other income earned in China.

Dividends from NetEase Beijing to our company are exempt from Chinese withholding tax.

We are subject to a business tax on our revenues derived from services which:is generally 5%. In

addition, until June 30, 2003, we were subject to a value-added tax rangiﬁn(j‘ from 6% to 17% for -

revenues we earned from the sale of computer hardware purchased Qn/behalf of our customers.

Cuangzhou NetEase and Cuangyitong Advertising are also subject to a business tax at 3.3% and
5.5% on their revenues, respectively. In addition, Guangyitbng Advertising is subject to a cultural
development fee at 3% on its Internet advertising fees. These taxes effectively reduce the revenues

we derive from Guangzhou NetEase and Guangyitong Advertising.

Subject to the approval of the relevant tax authorities, NetEase Shanghai had total tax loss
carryforwards of approximately RMB29.3 million (US$3.5 million) as of December 31, 2003 for EIT
purposes. Approximately RMB17.2 million (US$2.1 million) and RMB12.1 million (US$1.5 million)

of such losses will expire in 2006 and 2007, respectively.

The above tax loss carryforwards give rise to potential deferred tax assets totaling RMB9.7 million

(US$1.2 million) as of December 31, 2003.

Netkase Annual Report 2003
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Critical Accounting Policies and Estimates

The preparation of financial statements often requires the selection of specific accounting methods
and policies from several acceptable alternatives. Further, significant estimates and judgments
may be required ’in selecting and applying those methods and policies in the recognition of the
assets and liabilities in our consolidated balance sheet, the revenues and expenses in our
consolidated s“tét’éﬁqent of operations and the information that is contained in our significant
accounting p,orllic‘ies and notes to the consolidated financial statements. Management bases its
estimates/ahyrcv;l jﬁdgments on historical experience and various other assumptions that are believed
1o be /r/ea{'/s,o'rrmable under the circumstances. Actual results may differ from these estimates and

judgments under different assumptions or conditions.

We believe that the following are some of the more critical judgment areas in the application of our

‘a’ccounting policies that affect our financial condition and results of operation.

Ciitical Accounting Policies and Estimates Regarding Revenue
Recognition "

Online Games
We recognize revenue at the time when the points\‘on\ our prepaid point cards are consumed and

services are provided.”

Wireless Value-Added Services ‘ :

Wireless value-added services revenue, which repre\sents Guakngzhou NetEase's and Ling Yi's share
of the revenues under their cooperative arrangements vs;ith China's two mobile phone operators, is
recognized by us primarily based on monthly statements recéiyed from those oberators. The revenue
is recognized net of the mobile phone operators' share ofb‘r‘e‘venue and u’hcollectible amounts
because we consider those operators to be the primary obligors in the information transmission
and delivery process which is a critical and integral part of oulr“ wireles_s’(value-adQJed services. In
addition, this revenue recognition approach is supported by the fact that the mobile phone operator,s"’/
must approve all services pricing and they have significant inffuence oVér other terms under <;ur
cooperative arrangements with them, Uncoliectible amounts maiﬁl,y represent the mobli,lé/ phone
operators' billing and transmission failures which means that(the éervices were undeI'iVerabIe to
the user because the user's phone was turned off for an g)&tend‘ed’period of time, theyruser ceased

to subscribe to the mobile network or his or her prepai,d"phone card ran out of valu,e‘, or the mobile
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phone operators' networks or our system experienced technical problems. We are unable to estimate
or separately confirm the amount of uncollectibles which is reflected in any particular monthly
statement and are totally reliant on the |nformat|on provided by the moblle phone operators in

their monthly statements for purposes of our record keeping.

Other Fee-Based Premium Services \ \

We recognize revenue for these services ratably over the p‘e\i“\riod when the services are provided,

except in the case of our prior online auction services. Prior to October 2000, Guangzhou NetkEase

earned revenues from services to online auction sellers, whether bQSinesses or consumers, which ‘
Guangzhou NetEase recognized ratably over the relevant period. In Octbber 2000, we established

a co-branded online trading and auction channel in partnership with EaChNet. In June 2002, we

entered into an agreement with EachNet to terminate our strategic cooperation agreement and the

co-branded Web site. We earned both fixed upfront fees and referral fees from EachNet ‘\du\ring the

period of cooperation. [n july 2002, we re-started our own online auction platform provid‘i\ng free

services to our registered users after the termination of the co-branded Web site with EachNet, but

we discontinued such services in june 2003.

Advertising Services Revenue

Since December 1999, we have recognized advertising services revenue that we earn through our
arrangement with Guangyitong Advertising as services are rendered and the service revenues are
earned under the advertising agreements, which is the same time Gugnéyitong Advertising

recognizes such revenue.

Guangyitong Advertising derives its advertising feg_s;prih‘cipally from short‘-tyerm advertising

contracts, though in 2002 and 2003 we have seen an increasing number of advertisers which are

willing to enter into long-term cont'racté. Revenues from advertising contracts are generally

recognized ratably over the period in which the advertisement is displayed and collection of the

resulting receivables is probahble. Guangyitong Advertising's obligations to the advertisers have

traditionally also included guarantees of a minimum number of impressions or times that an /’,
advertisement appears in pages viewed by users. These types of advertising contracts are known )

as CPM contracts. As a result, to the extent that minimum guaranteed impressions were not met.

within the contractual time period, Guangyitong Advertising deferred recognition of .the

corresponding revenues until the remaining guaranteed impression levels weré achieved. In 2002,

we began focusing on entering into advertising contracts which fees are based on the actual time

NetEase Annual Repert 2003

/

EEE——————,——— ]




Management’s Discussion and Analysis

N

period that the advertisements appear on the NetEase Web sites rather than based on guaranteed
minimum impressions. Guangyitong Advertising currently has only a few CPM contracts in effect,
but it is possible that Guangyitong Advertising may have to enter into more CPM contracts in the
future due to chahges in advertisers' demands. Guangyitong Advertising has also entered into
several "cost per‘action" advertising contracts (known as CPA contracts) whereby revenue is received
by Guangyitong Advertising when an online user performs a specific action such as purchasing a
product from’orv registering with the advertiser. Revenue for CPA contracts is recognized when the
specific ac,tiehx is completed. In 2003, CPA contracts represented only a small portion of our

advertisihg”revenue, and we expect that this will continue in the near-term.

6nlihe Mall Revenue

Guéhgzhou NetEase originally launched our online shopping mall platform in July 2000. As of
D:ecember 31, 2003, this online shopping mall had 9 "online storefronts” with stores being operated
by the merchant tenants themselves. From the fourth quarter of 2001, most merchants pay
Guangzhou NetEase flxed service fees, which Guangzhou NetEase recognizes ratably over the
period of the contracts. Additionally, a small portion of the merchants pay Guangzhou NetEase
commissions based on that merchant's revenues which are reCog~nized on a monthly basis. Prior to

2002, we also received referral fees from online shopping mall part‘ners of the NetEase Web sites

" which Guangzhou NetEase recognized when serv‘i‘c‘es were rendered. As .of December 31, 2003,

there were no active referral arrangements for whrch we were recognlzmg revenue, but we are
currently seeking to enter into new referral arrangements

~

Barter Transactions N
Revenue from barter transactions primarily relate to ad\\/ertisih‘g and decreased in 2001, 2002 and
2003 as a result of the development of our business. As ou\r;business grew and our cash resources
improved, we were able to enter into more cash transactiohs and became ‘Iess reliant on barter
transactions in providing or receiving services. Prior to January 20, 2000, b'arter transactions were
recorded at the estimated fair market value of the services recei\/ed or estimated fair market value
of the services provided, whichever was more readlly determlnable Effective from"/
January 20, 2000, we adopted the consensus reached in Emerglng Issue Task Force, or EITF lssue
No. 99-17, to account for barter transactions. According to EITF Issue No. 99-17, revenue and
expense should be recognized at fair value from an advertlsmg barter transaction onIy if the fair

value of the advertising surrendered in the transaction is. determmable based on the entity's own

historical practice of receiving cash, marketable securltles or other con5|derat|on that is readily
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convertible to a known amount of cash for similar advertising from buyers unrelated to the
counterparty in the barter transaction. in 2001, the recognized reveh"u,es and expenses derived
from barter transactions were RMB0.7 million (US$0.1 million). There waskno‘ revenue and expense
derived from barter transactions in 2002 and 2003. We also engaged in sorﬁek\advertising barter
transactions in 2001, 2002 and 2003 for which the fair value is not determinable within the limits
of EITF Issue No. 99-17, and therefore no revenues or expenses derived from these bartérfc\ransactions
were recognized. These transactions primarily involved exch‘é‘nges of advertising services rendered

by us for advertising, promotional benefits and information content provided by the counterparties.
Other Critical Accounting Policies and Estimates

Deferred Tax Valuation Allowance

Management judgment is required in determining our provision for income taxes, deferred tax
assets and liabilities and the extent to which deferred tax assets can be recognized. We con‘Sider all
relevant factors that are material to our business, including positive indicators (such as an improved
profitability outlook, an indication of market acceptance of our services, and industry statistics
signaling continued growth in the market for our services) and certain negative indicators (such as
an increase in competition and industry risk such as our dependency on relationships with the
mobile operators in China). A valuation allowance is provided to reduce the amount of deferred

tax assets if it is considered more likely than not that some portion of, or all of, the deferred tax

assets will not be realized. There can be no assurance that NetEase Shanghai‘WilI be able to utilize

all the net operating loss carryforwards before their expiration.

Depreciation )

We depreciate our corhputer equipment,,softw'are and other assets (other than leasehold
ffmprovement) on a straight-line basis over their estimated useful lives, which range from one to
five years. We depréciate leasehold improvements, which are included in our operating expenses,

on a straight-line basis over the lesser of the relevant lease term or their estimated useful lives.

Allowances for Doubtful Accounts

We maintain allowances for doubtful accounts receivable based on various information, including
aging analysis of accounts receivable balances, historical bad debt rates, repayment patterns and
credit worthiness of customers and industry trend analysis. We also make specific provisions for

bad debts if there is strong evidence showing that the debts are likely to be irrecoverable. We have
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adopted a general provisioning policy for doubtful debts for our trade receivable balances. We
provide for 80%, in the case of direct customers, and 50% in the case of advertising agents, of the
outstanding trade receivable balances overdue for more than 6 months. We provide for 100% in
the case of all parties for outstanding trade receivable balances overdue for more than a year. in
addition to the gveneral provisions for trade receivables, we also make specific bad debt provisions

for problem account receivable balances.

Litigation Reserve
No majce/rivalr litigation reserve existed as of December 31, 2003 because management believed,

and‘continues to believe, that the ultimate resolution of the claims to which it is presently subject

: /will,f‘hot result in any material financial impact on ocur company.

Repurchase of Shares

On July 4, 2003, we entered into an agreement with affiliates of The News Corporation Limited
("Néwscorp") to repurchase 27,142,000 of our ordinary shares held by one of Newscorp's affiliates.
The transaction was completed in July 2003."Under the agreement, we paid Newscorp a net
aggregated amount of approximately US$4.6 million, and the right of Newscorp and its affiliates to

a certain amount of advertising on NetEase's Web sites which had bé‘ep granted under a strategic

" cooperation agreement between the parties was wa{i‘ved. In accordance with the agreement, we are

entitled to use US$2 million worth of advertising on Asi‘an television propekties of Newscorp at no
additional cost until March 28, 2004 or such other date as the parties shall agree. On July 28, 2003,
the parties agreed to extend the date from Méfch@& 2004 to June 30, 2004. We did not recognize

this amount of unused advertising as an asset.
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Consolidated Resuits of Operations :
The following table sets forth a summary of our audited consolidated statements of operations for

the periods indicated both in Renminbi and as a percentage of total reveknue:

" For the year ended December 31;.

2001 N 2002 2003
RMB % “.RMB % RMB. %
Statement of Operations Data: ’
Revenues: .
Online game services - 37,053,414 159 203,246,114 35.7
Wireless value-added and other ) )
fee-based premium services 14,136,369 50.0 161,305,678 . 69.4 279,659,170

Advertising services 14,163,952 50.0 34,209,376 .14.7 86,183,733

Total revenues 28,300,321 100.0 232,568,468 100'.0 569,089,017 100.0
Business tax (2,274,784)  (8.0) (11,627,216)  (5.0) (26,954,502) (4.7)
Net revenues 26,025,537 92.0 220,941,252  95.0 542,1'34,515 95.3
Cost of revenues: s

Online game services (15,530,501) (6.7) (20,873,502) (3.7)

Wireless value-added and other N

fee-based premium services (29,524,647) (12.7) (36,965,777)  (6.5)

Advertising services (26,622,426) (11.4) (27,623,438) (4.9)

Total cost of revenues (60,058,488) (212.2) (71,677,574) (30.8) (85,462,717) (15.1)
Gross profit (foss on revenues) (34,032,951) (120.2) 149,263,678 64.2 456,671,798  80.2
Operating expenses:

Selling, general and administrative

expenses (181,765,047) (642.3) (94,307,613) (40.6) (110,770,403) (19.5)

Asset impairment loss (2,766,543)  (9.8) (746,857)  (0.3) -

Research and development expenses  (13,322,789) (47.1) (14,184,724) (6.1) . (19,120,827) (3.4)

Class action settlement - (36,005,385) (15.4) - -

Total operating expenses (197,854,379) (699.2) (145,244,579) (62.4). (129,891,230) (22.9) .
Operating profit (loss) (231,887,330) (819.4) 4,019,099’_,/"'1.8 326,780,568 57.3
Other income (expenses): L i

Investments impairment loss (8,924,381) (31.5) ~ _

Investment income : - ’ - 538,278 0.1

Interest income 17,571,187 621 7,562,322 3.3 11,273,685 2.0

Interest expenses (9,882,874) (35.0) (1,401,041) (0.6) -

Other, net (40,516)  (0.1) 3,725,370 1.6 5,410,171 1.0
Income (loss) before tax (233,163,914) (823.9) 13,905,750 6.1 344,002,702 60.4
Income tax benefit (expenses) - 2,395,888 1.0 (21,129,978} (3.7)
Net income (loss) (233,163,914) (823.9) 16,301,638 7.1 322,872,724 56.7
Share compensation cost included in:

Cost of revenues - (1,908,125) (0.8) - ;

Selling, general and administrative o

expenses (204,423) (0.7 (1,522,369) (0.6) (151,166)"  (0.0)

Research and development expenses (2,153,335) (7.6) (376,364)  (0.2). (88,236) (0.0)

(2,357,758)  (8.3) (3,806,858) (1.6) (239,402) (0.0)
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Year Ended December 31, 2003 Compared to Year Ended December 31, 2002

Revenues

Total revenues increased by 144.7% to RMB569.1 million (US$68.8 million) in 2003 from
RMB232.6 million in 2002. Revenue from online games, wireless value-added and other fee-based
premium services, and advertising services constituted 35.7%, 49.1% and 15.2%, respectively, of
our total revenue in 2003. This compares with 15.9%, 69.4% and 14.7%, respectively, of our total
revenue in 2002.

//'

Online Games

' 'Reve'ﬁue from online games increased by 448.5% to RMB203.2 million (US$24.6 million) in 2003

from RMB37.1 million in 2002. This increase was mainly due to the increase in popularity of
"WestwardJourney Online Version 2.0", our in-house developed massively multi-player online role-
playing game (known as MMORPGs). The number of average concurrent players for this game
increased to approximately 127,000 in December 2003 from approximately 41,000 in
December 2002. This increase was partially offset by a decrease in popularity of PristonTale, the
MMORPG we license from a Korean developer and that we commercially launched in August 2002.
Revenue generated from PristonTale accounted for only approximétely 5.7% of our total revenue

from online games in 2003.

Wireless Value-Added and Other Fee-based Premium Services

Revenue from wireless value-added and other fee-based premium services increased by 73.4% to
RMB279.7 million (US$33.8 miilion) from RMB1 61\.\3 million in 2002. This increase was primarily
due to the increase in paying customers for our SMS s\‘er‘vices in 2003. The number of monthly
active users for SMS services increased to approximately 3.9 million in December 2003 from
approximately 2.6 million in December 2002. This increase was consistent with the increase in
overall popularity of SMS among the expanding population of mobile phone users in China This

market is, however, increasingly shifting towards next generation technologies, with mobile

operators upgrading their networks to general packet-switched radio service, or GPRS, and code'

division multiple access 1X RTT, or CDMA 1X RTT, systems and users upgradlng to next generatlon

handsets that can operate with technologies such as MMS and WAP. .
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Advertising services »

Our advertising services revenues increased by 151.9% to RMB86.2 r\ni‘llion (US$10.4 million) in
2003 from RMB34.2 million in 2002, primarily du‘e to the increase in average spending by traditional
advertisers (i.e., customers which do not adverti'se Vthrough our search and cklias‘sified ad services).
Average net revenue per traditional advertiser increased to approximately RMB239,000
(US$29,000) in 2003 from RMB122,000 in 2002. The num\ber of traditional adverti‘s\er‘s using the
NetEase Web sites increased to 337 in 2003 from 280 in 2002, with revenues from our top ten
advertisers comprising 27.4% of our total advertising services revenues in 2003 as compﬁred to

23.2% in 2002.

N

Cost of Revenues

Our cost of revenues increased by 19.2% to RMB85.5 million (US$10.3 million) in‘k2003 from
RMB71.7 million in 2002 due primarily to increased cost of revenues for online games and wireless
value-added and other fee-based premium services. In 2003, costs relating to online games, Wireless
value-added and other fee-based premium services and advertising services represented 24.4%,
43.3% and 32.3% of total cost of revenue, respectively. This compares with 21.7%, 41.2% and

37.1%, respectively, in 2002.

Online Games
Cost of revenues from our online games increased 34.4% to RMB20.9 million (US$2.5 million) in
2003 from RMB15.5 million in 2002. This increase in cost of revenues in 2003 was primarily due to

a combination of the following factors:

» Payments to the celebrity acting as our spokesperson for our online game "Westward Journey
Online” (Versions 1.0 and 2.0) increased RMB4.4 million. These payments are caiculated on
the basis of a percentage of revenues we earn from the game, and the increase in payments
in 2003 was directly related to the increase in revenue from the game due to its increased

popularity in 2003; and

= Production costs for printing prepaid point cards, which are sold to end-customers who use
the point cards to pay for our online games and other fee-based premium services, increased
RMB3.5 million to RMB4.8 million (US$0.6 million) in 2003 from RMB1.3 million in 2002 due

to increased production of cards in 2003.
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These increases were partially offset by a decrease in bandwidth and server custody fees of

RMB2.1 million to RMB2.7 million (US$0.3 million) in 2003 from RMB4.8 million in 2002.

Wireless Value-added and Other Fee-based Premium Services

Cost of revenues from our wireless value-added and other fee-based premium services increased
25.2% to RMB37.0 million (US$4.5 million) in 2003 from RMB29.5 million in 2002. This increase in
cost of revenues in 2003 consisted primarily of RMB7.4 million (US$0.9 million) in referral fees
paid to thi‘rrd;party Web sites for introducing new wireless value-added services customers to us.
The re/fer/r/al' Vprogram pursuant to which these payments were made commenced at the beginning

of,2003;’and no such referral payments were made in 2002. The program ended in July 2003. This

- increase was also due, in part, to increased SMS network transmission fees of RMB3.4 million due

to.the temporary provision of free SMS messaging through our instant messaging service, POPO, in

late 2003. These increases were partially offset by a decrease in depreciation and amortization of

' computers and software attributable to our wireless value-added and other fee-based premium

services of RMB2.4 million (US$0.3 million) to RMB6.3 million (US$0.8 million) in 2003 from
RMB8.7 million in 2002.

Advertising Services ) ‘

Cost of revenues from our advertising services inékeased 3.8% to RMBZ7\.\6‘ million (US$3.3 million)
in 2003 from RMB26.6 million in 2002 due primarily tcs\an increase in staff and staff-related costs.
Staff and staff-related costs increased RMB2.9 million to RMB9.9 million (US$1.2 million) in 2003 as
compared to RMB7.0 million in 2002 as a res'u‘lt..o\f the expansion of our sales staff from 41 as of
December 31, 2002 to 89 as of December 31, 2003‘.\ This increase was partially offset by a decrease
of RMB1.3 million in depreciation and amortization of c\Omput‘ers and software attributable to our
advertising services to RMB5.7 million (US$0.7 million) in F\I‘ZQO3 from RMB7.0‘miIIion in 2002 as a

result of the full depreciation of certain computer equipmenf in 2003,

Gross Profit | .
As a result of the strong revenue growth in 2003, our gross profit i‘ncre'a'sed by 205.9% to
RMB456.7 million (US$55.2 million) in 2003 from RMB149.3 rfj\illion»inéOOZ. Our gross marg;ns
increased to 80.2% in 2003 from 64.2% in the 2002. :

The significant improvement in gross margins was primarily*'driven by economies of scalé as revenues

continued to increase while cost of revenues increased-at a slower rate.
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Operating Expenses ,

Total operating expenses decreased by 1 0.6% to RMB129.9 million (US$~LS.7 million) in 2003 from
RMB145.2 million in 2002. The decrease in 2kk0()‘3 was mainly due to a on‘e:time provision for the
class action settlement of RMB36.0 million in V20‘02. Excluding such one-fime provision, total
operating expenses were 18.9% higher in 2003 than in 2002. Operating expense\s\ as a percentage

of total revenue decreased from 62.4% in 2002 to 22.9% in 2003.

Selling, general and administrative expenses increase by 17.5% to RMB110.8 million

(US$13.4 million) in 2003 from RMB94.3 million in 2002 primarily due to the following reasong: -

» Increase in staff costs of approximately RMB8.9 million (US$1.1 miIIioh)_as a result of increase
in salaries and commissions paid to our advertising sales team. Such increase was consistent
with the increase in advertising revenue in 2003 when compared to 2002; and ’

N

= Additional marketing and promotional events in 2003 when compared to 2002. This resulted

in an increase in marketing spending of approximately RMB5.5 million (US$0.7 million). We

anticipate that our marketing expenses will continue to increase in 2004 as a result of our
new marketing campaign we intend to launch later in 2004 which will focus on increasing
brand awareness of our company and specific product driven advertisements, through
television advertisements and off-line media, such as newspapers, outdoor billboards and

advertisements on buses and bus stops.

Research and development expenses increased 34.8% to RMB19.1 million (US$2.3 million) in 2003

from RMB14.2 million in 2002. This increase was due to the following reasons:
= Increase in research and development staff-related costs of RMB2.4 million (US$0.3 million)
stemming largely from the recruitment of programmers and technicians to assist our online

games business; and

=  Approximately RMB2.2 million (US$0.3 million) in license fees in 2003 paid to a third-party

vendor to license a 3-D game engine for the development of further online games. We did.

not incur such license fees in 2002.
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Allowances for Doubtful Accounts

As of December 31, 2003, our receivable balances were due from CGuangzhou NetEase and
Guangyitong Advgrtising because they have historically not been consolidated into NetEase.com.
NetEase.com makes corresponding bad debt provisions when those affiliated companies do so in
their books of accounts. Since NetEase.com relies on Guangzhou NetEase and Guangyitong
Advertising to collect monies from their customers to realize its revenue earned from providing
consulting services, NetEase.com also assists these two affiliates, which were unconsolidated prior

to 2004, to'manage their receivable balances.

As of Dééember 31, 2003, the gross accounts receivable balance before any allowance for bad and

- doubtful accounts was RMB82.0 million. After providing for doubtful accounts in the amount of

RMB10.2 million, the net balance of accounts receivable was RMB71.8 million as of December 31, 2003.
Among the RMB10.2 million allowance for doubtful accounts, RMB4.7 million and
RMB5.5 million represented general and specific provisions, respectively.

We periodically review our general provisioning policy for doubtful accounts. In assessing the
adequacy and reasonableness of the policy, we consider the aging analysis of accounts receivable
balances, historical bad debt rates, repayment patterns and credit‘ worthiness of customers and
industry trend analysis. S ‘
The amount of additional provision made for bad and doubtful debts amounted to RMB3.6 million
for fiscal year 2003. The additional provision mainly comprised specific provisions on specific

debtors and, to a lesser extent, the increase in the balance of general provisions.

As of December 31, 2003, Guangzhou NetEase and Guané'yitong Advertising had two customers
with receivable balances exceeding 10% of the total accounts receivable balance, namely China
Mobile and China Unicom which owed Guangzhou NetEase approximately RMB28.5 million and
RMB11.7 million, respectively, representing 34.7% and 14.3% of the total outstanding accounts
receivable balance then outstanding. No provision for such accounts re_ceivables balances was“/‘

| ) e
made because of the current nature of such balances. o y

Other income {(Expenses)
Other income and expenses in 2003 mainly consisted of intérest income. Interest incofne increased

to RMB11.3 million (US$1.4 million) in 2003 from RMB7.6 4mil|ion in 2002, mainly due to the increase
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in short-term bank deposits in China and abroad. The cash for such deposits was generated largely
from our operations as well as from the proceeds of our US$100 millio\n convertible notes issue in
July 2003. Interest expense decreased to zero‘in‘2003 from RMB1.4 milliori”in 2002, as all our bank

loans were repaid during 2002.

We recognized other net income of RMB5.4 million (US$0.7 million) in 2003. This incbme primarily
consisted of the write back of provisions for certain suB‘scription receivable balances. The

subscription receivable balances were related to certain loans to related parties under the family

and friends program during our initial public offering in 1999. Full\‘p\rovision was made for such

loans in 20017, but a portion of the loans were subsequently repaid in 2003 As a result, a portion

of the provisions made in 2001 were reversed and recognized as other income in 2003.

Deferred Tax Valuation Allowance \
For the year ended December 31, 2003, we considered all relevant factors that are material to our

business, including positive indicators (such as improved profitability outlook, an indication of

market acceptance of our services, and industry statistics signaling continued strong growth in the °

market for a portion of our services) and certain negative indicators (such as an increase in
competition and industry risk such as our dependency on relationships with the mobile operators
in China), and determined that it was more likely than not that we would be able to take advantage

of all of our tax loss carryforwards from the prior fiscal years before their expiration. Accordingly,

we decreased our deferred tax valuation allowance from RMB16.7 m/il’l'ion to RMBnil as of |

December 31, 2003.

income Tax o

Income tax increased to RMB21.1 million (US$2.6 'rhillion) in 2003 from a credit of RMB2.4 million
in 2002. The increase in 2003. was mainlyldue to an increase in revenues and taxable income in
2003, partially offset by an increase in deferred tax assets recognized in 2003 as compared to

2002. Our effective tax rate in 2003 was 6.1%.

Net Profit

As a result of the foregoing, net profit increased by 1,880.6% to RMB322.9 million (US$39.0 million). -

in 2003 from RMB16.3 million in 2002.

3
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Year Ended December 31, 2002 Compared to Year Ended December 31, 2001

Revenues

Total revenues inéreased by 721.8% to RMB232.6 million in 2002 from RMB28.3 million in 2001. in
2002, revenue’fyrom online games, wireless value-added and other fee-based premium services
and advertising services constituted 15.9%, 69.4% and 14.7%, respectively, of our total revenue.
This compare’s' with nil, 50.0% and 50.0%, respectively, of our total revenue in 2001. Our revenue
from online éatrhes rose in 2002 as that business was commercially launched in the beginning of
that ygarﬁ'/obr revenue from wireless value-added and other fee-based premium services increased

signiﬁcaihtly during 2002 mainly as a result of the substantial increase in revenue generated from

- ‘our Wireless value-added services. Our advertising services revenue also increased during 2002

due' to the expansion of our sales team and a general increase in demand for online advertising in

China during 2002.

Oﬁling Games
Revenue from online games increased to RMB37.1 million in 2002 from nil in 2001 as we
commercially launched our first online game in the beginning of 2002. At the beginning of 2001,

we acquired all the assets of a China-based online game software development company and

“started the development of an MMORPG. We Iaunché‘d our first MMORPG, ';Westward Journey Online",

for beta testing in December 2001, and started charging*our users for theirk.playing time in January
2002. Subsequently, we launched ;'Westward Journey Online Version 2.0" and "PristonTale”, an
MMORPG licensed from a Korean company, ih"August 2002. |

Wireless Value-Added and Other Fee-based Premium Services

Revenues from wireless value-added and other fee-based ﬁremfum services increased by 1,041.1%
to RMB161.3 million in 2002 from RMB14.1 million in 2001 ;‘n"lainly as a reéult of the substantial
increase in revenue generated from our wireless value-added ;;ervices and ‘to a lesser extent from
increased revenues from our other fee-based services, including datin_cj and friends m‘zi"tching, ‘

e-mail services and other premium services.

Ve

The substantial increase in revenue generated from our wireless value-added services was pfimarily
due to the increase in the overall popularity of SMS in China and in the range and popuylérity of our

proprietary services among the expanding population of‘,ny"lobile phone users in China.
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The increase in revenue in 2002 from our other fee-based premiurﬁ;ervices, including premium
e-mail, dating and friends matching and personal homepage hosting‘;,was primarily due to the
commercialization of our dating and friends fﬁatching services at the begfnning of the year (these
services were provided to our users free of chérge in 2001 and prior peri\\c‘)ds), and to a lesser
extent, due to the increase in the number of paying subscribers of our other fee;bqsed services in

2002. N

AN
N

Advertising Services . ) .
Advertising services revenues increased by 141.5% to RMB34}.2 million in 2002 fr‘am‘
RMB14.2 million in 2001, primarily as a result of the expansion of our sales team from 27 employees
to 41 employees and a general increase in demand for online advertising in-China during 2002. In
particular, we gained several new China-based advertising clients, including l\éa‘ding mobile phone
and car manufacturers, and were able to increase the number of advertising cdntracts\“w\hich are
long-term (one year or more) in 2002. Average revenue per advertiser increased from approii‘mately
RMB36,000 in the first quarter to RMB63,000 in the fourth quarter of 2002. The number oftraditiona\l
advertisers using the NetEase Web sites increased to 280 in 2002 from 174 in 2001, with revenues ™

from our top ten advertisers comprising 23.2% of our total advertising services revenues in 2002

as compared to 40.3% in 2001.

Cost of Reveniues )

Our cost of revenues increased by 19.3% to RMB71.7 million in 2002 frqm' RMB60.1 million in
2001, primarily due to the expansion of our online games business in 2002. A substantial portior’\')'

of this increase was due to franchise and revenue share fees related to the "PristonTale” and "Westward
Journey Online” games and, to a lesser extent,'increased"lst'aff costs of our onlihe games team.
Please note thatas a result of the manner in which 'We recorded our cost of revenues in 2001, we

are not able to reasonably allocate'th‘o’své “costs among online games, wireless value-added and
other fee-based premium services and advertising services and thus cannot compare cost of revenues

for the years 2001 and 2002 according to those categories.

As a result of the strong revenue growth in 2002, we achieved a gross profit of RMB149.3 million

in 2002 as compared to a loss on revenues of RMB34.0 million in 2001. Our gross margins increased -~ v
from 30.8% in the first quarter of 2002 to 72.7% in the fourth quarter of 2002. The gross margin‘for

the year ended December 31, 2002 was 64.2%.
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The significant.improvement in gross margins was driven by economies of scales as revenue
continued to increase wi’tvh a relatively stable cost of revenues. In 2001, bandwidth costs increased
due to an increasg in our purchases of bandwidth in order to support higher Internet traffic during
that year. Severalifactors contributed to the decrease in bandwidth costs in 2002 despite the fact
that the volume of our communication traffic increased during the same period. The decrease was
due to cheaper location facilities for our servers and a general decline in average annual bandwidth
costs per unit from RMB19,500 per megabit per second in 2000 to RMB18,400 per megabit per
second in/20;01 to RMB7,500 per megabit per second in 2002, accompanied by an increase in the
total a/ve/ragv/e bandwidth capacity from 800 megabits per second in 2000 to 1000 megabits per

second»iﬁ 2001 to 1700 megabits per second in 2002.

Staff costs consisted primarily of compensation expenses for our online game and other e-commerce

ahd editorial professionals and comprised 27.8% of our total cost of revenues in 2002, compared

" with 15.2% in 2001. The increase was mainly due to the increase in the number of employees

dufing 2002, in particular for the inine games business department, which increased from 62

employees to 95 émployees.

Depreciation and amortization of computers and software comprised 24.9% of our total cost of
revenues in 2002, compared with 22.6% in 2001 ."‘Thke increase was mainl_y due to the increase in
the number of servers from 486 servers to 663 serv\er.s and to a lesser extent the increase in

persanal computer equipment during 2002.

Operating Expenses S

Total operating expenses decreased by 26.6% to RMB1 4\5\.,2 million in 2002 from RMB197.9 million
in 2001, Operating expenses as a percentage of total revehues decreased from 699.1% in 2001 to
62.5% in 2002. The decrease in 2002 was mainly due to the fact that the substantial fees charged

by third parties in 2001 as discussed in the next paragraph did not recur in 2002.

Selling, general and administrative expenses decreased by 48.1% to RM394.3 million in 2002 from"’
RMB181.8 million in 2001, primarily due to expenses of more t‘hanARMBISO.O million for legal and
professional fees and consultancy fees in 2001 which substantiaily decreased in 2002, and to a

lesser extent due to our cost control measures in 2002.
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In 2002, we incurred a significantly lower amount of legal and professional fees of about
RMB17.8 million because the matters listed in the following sentence wefe:gither resolved or required
significantly less attention, resulting in a lower consumption of legal and‘professional services. [n
20071, we incurred approximately RMB42.5 millidn\in legal and professiona|\fees in relation to an
inquiry by the U.S. Securities and Exchange Commission, the class action Iitigation‘wg were involved
in, the appeal of a delisting action initiated by Nasdaq and the investigation in the sefor}d and third

guarters of 2001 into the circumstances that led us to restafépur 2000 financial statements.

In 2001, we also incurred approximately RMB21.7 million of consult‘at\ion fees on matters relating

to potential acquisitions of our business by interested parties, public relations, tax issues and
business strategy and management matters. The total amount of conéu_ltation fees incurred

decreased to RMBO.8 million in 2002 as we ceased to engage in those discussions in June 2001.

The decrease in other selling, general and administrative expenses in 2002 was a result of a

combination of factors, including (a) a one-time bad debt charge in 2001 for two non-recurring

items amounting to RMB8.4 million, (b) a one-time charge of compensation expenses in the form of ™~

severance paid to certain executive officers and a senior employee who were separated from us
prior to the expiration of their employment contracts, amounting to RMB7.4 million and (c) the

implementation of the following cost control measures:

= In 2001, we recorded bad debt expenses for a RMB6.4 million byafd'/debt provision for

subscription receivables and RMB2.0 million provision for amoqnt'due from a related party;"

Ding Bo.

= [n 20071, we incurred a one-time charge of RM87.4 million in compensation expenses in the
form of severance paid to three executive officers and one senior manager who separated

from us prior to the expiration of their employment contracts; and

» Implementation of certain cost control measures also contributed to lower selling, general
and administrative expenses in 2002, including: (i) strict monitoring of expenditures generally,
as a result of which marketing spending decreased from RMB26.0 million in 2001 to
RMB6.8 million in 2002, and certain business expenses, such as expenses for overseas

traveling and local transportation, recruitment and training, business conferences and
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entertainn'rent, decreased by RMB4.4 million from RMB9.3 million in 2001 to RMB4.9 million
in 2002; and (ii) commencing periodic review of loan aging analysis with respect to loans
made to thi‘rd parties and following up with targeted efforts to seek payment by our customers
and debtors which resulted in the required provision for bad debt decreasing from

RMB5.1 m’illion in 2001 to RMB3.3 million in 2002.

In 2002, we also paid RMB36.0 million into an escrow account for the settlement of all claims
brought in connection with the class action lawsuit in the United States initiated against our company
and cer,tain"bther parties. This amount was released from escrow and paid to the plaintiffs at the

time the court declared the settlement final.

The asset impairment loss in 2002 represented the unamortized portion of the costs incurred in

v,the acquisition of an electronic payment gateway system which we ceased using.

Reé‘earch and development expenses increased by 6.5% to RMB14.2 million in 2002 from
RMB13.3 million in 2001, primarily due to an increase-in the number of programmers and technicians

recruited-in 2002 to assist our online games business.

Other income {Expenses) .
Other income and expenses-in 2002 mainly consisted of. mterest income and expenses. We repaid
RMB84.0 million in short-term bank borrowings during 2002, and as a result, both our interest
income and interest expenses dropped signiriieant‘l\y in 2002 as compared to 2001. The decrease in
the net interest income in 2002 as compared with\Z\OOl wasalso due to the reduction of interest
rates during 2002. Other net income of RMB3.7 m|II|on in 2002 represented the write-back of

certain provisions for expenses and claims payable for certam arbitration.

income Tax

Income tax decreased to a credit of RMB2.4 million in 2002 from zero. The decrease in2002 was

mainly due to the ability to recognize deferred tax assets relatlng to losses |ncurred in prior perlods ’
Such deferred tax assets were not recognizable in 2001 due to the uncertarnty of our maklng a

profit at that time. Recognition of deferred tax assets was partially ‘offset by an increase |n_revenues

and taxable income in 2002 as compared with 2001.
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Net Profit (Loss) ‘
As a result of the foregoing, net profit increased by 107.0% to RMB16.3 million in 2002 from a net
loss of RMB233.2 million in 2001. ' '

Quarterly Results of Operations Data \
The following table sets forth selected unaudited quarterly\\consolidated statementé‘of operations
data for each of the four fiscal quarters for the year ended D‘ekcember 31, 2003 in Renminbi. Our

management believes this data has been prepared substantially on fhe same basis as the consolidated

audited financial statements, including all necessary adjustments, conéis;ing only of normal recurring

adjustments, necessary for a fair presentation of such data. Operating results for any quarter are \

not necessarily indicative of results for any future quarter. You should read the quarterly data for
the four quarters set forth below for the year ended December 31, 2003 in c"on_iunc.tipn with our

consolidated financial statements and the related notes included elsewhere in this annual report.
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Quarter Ended

March 31, June 30, September 30, December 31,
2003 2003 2003 2003
(Unaudited) (Unaudited) (Unaudited) (Unaudited)
RMB RMB RMB RMB
Revenues: R
Online game services ; 36,081,633 36,233,479 56,484,513 74,446,489
Wireless value-added and other
fee-based premium services 69,851,133 79,109,673 62,712,103 67,986,261
Advertising services 11,997,296 20,823,784 27,065,846 26,296,807
117,930,062 136,166,936 146,262,462 168,729,557
Business tax - (5,896,988) (6,807,862) (7,313,123) (6,936,529)
e
Net rev/enués 112,033,074 129,359,074 138,949,339 161,793,028
) Cost of«/'r‘evenues:
Online game services (4,470,702) (4,012,240) {4,693,865) (7,696,695)
Wireless value-added and other
¢ fee-based premium services (10,329,604) (11,837,810) (5,797,489) (9,000,874)
K ‘Advertising services (5,416,645} (6,037,053) (7,286,807) (8,882,933)
" Total cost of revenues (20,216,951) (21,887,103) (17,778,161) (25,580,502)
Gros\S‘profit 91,816,123 107,471,971 121,171,178 136,212,526
Operating expenses:
Selling, general and T
administrative expenses ) (24,006,515) (25,460,237)-..  (30,012,933) (31,290,718)
Research and development
expenses (4,248,003). (4,126,390) ~(4,095,277) (6,651,157)
Total operating expenses (28,254,518) \ ~(29,586,627) (34‘\,1‘08,210) (37,941,875)
Operating profit el . 63,561,605 775885,344 87,062,968 98,270,651
Other income (expenses): '
Investment income = - - 538,278
Interest income 1,738,018 ™ 1,908,473 3,640,487 3,986,707
Interest expenses - N Lo [ -
Other, net 5,518,548 . 154,828 (121,222) (141,983)
Profit before tax 70,818,171 79,948,645 80,582,233 102,653,653
Income tax expenses (1,802,670) (4,161,744) (6,492,105) (8,573,459)
Net profit 68,915,501 75,786,901 84,090,128 94,080,194
=
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LIQUIDITY AND CAPITAL RESOURCES

Our capital requirements relate primarily to financing:

= our working capital requirements, such as bandwidth and server custody fees, staff costs,

sales and marketing expenses and research and development, and

N

= costs associated with the expansion of our business, \s\‘ugh as the purchase of servers.
N .

Operating Activities A \
Cash provided by operating activities was RMB373.7 million (US$45.2 meipn) and RMB26.8 million
for the years ended December 31, 2003 and 2002, respectively. Cash use.d in operating activities
was RMB185.7 million for the year ended December 31, 2001. Fé‘r the year ended
December 31, 2003, cash provided by operating activities consisted primarily of our”operating
profit of RMB322.9 million (US$39.0 million) adjusted for depreciation and amortization chérges of
RMB20.9 million (US$2.5 million), and an increase in provisions for doubtful debts o\f
RMB3.6 million (US$0.4 million), a decrease in the net amount due from related parties of ~
RMB25.7 million {US$3.1 million), and an increase in accounts payable and other liabilities totaling
RMB13.5 million (US$1.6 million), offset in part by an increase in prepayments and other current
assets of RMB5.8 million (US$0.7 million) and an increase in deferred tax assets of RMB7.3 million
(US$0.9 million). For the year ended December 31, 2002, cash used in operating activities consisted ,
primarily of operating profit of RMB16.3 million adjusted for dep/re"ciation charges of |
RMB21.8 million, share compensation cost of RMB3.8 million and writg,dbwn of software costs of"
RMBO.7 million, and an increase in provision for doubtful debts, taxes payable and other payables

totaling RMB16.0 million, and a decrease in prepaym,ent’s/ and other assets of RMB3.8 million,

offset in part by a decrease in accounts payable and éccrued liabilities totaling RMB9.8 million, and

an increase in net amounts due frOmﬁ related parties and deferred tax assets totaling

RMB25.8 million. For the year ended December 31, 2001, cash used in operating activities consisted

primarily of our operating loss of RMB233.2 million, adjusted for a decrease in accrued liabilities of

RMB7.8 million and amount due to related parties of RMB1.3 million and an increase in due from /"
related parties of RMB3.5 million, offset in part by an increase in accounts payable of RMB5.6 i
million, salary and welfare payable of RMB3.2 million and a decrease in prepayments and other L

current assets of RMB5.7 million.
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Investing Activities

Cash used in investing activities was RMB360.3 million (US$43.5 million) for the year ended
December 31, 20Q3, and‘ cash provided by investing activities was RMB42.7 million for the year ended
December 31, 2602. Cash used in investing activities was RMB67.3 million for the year ended
December 31, 2,0‘,01. For the year ended December 31, 2003, cash used in investing activities mainly
consisted of the purchase of held-to-maturity investments of RMB332.1 million (US$40.1 million) and
fixed assets off'RMBZ7.8 million (US$3.4 million). For the year ended December 31, 2002, cash provided
by investiyn;’g’,.*activities mainly consisted of the decrease in temporary cash investments of
RMB45/.5 flr/‘nillllion and the disposal of convertible preference shares of RMB9.7 million, which was offset

in,part,b/y the cash used in the purchase of fixed assets of RMB12.6 million. For the year ended

. December 31 , 2001, cash used in investing activities mainly consisted of the placing of term deposits

of_,RMB45.5 million and the purchase of fixed assets of RMB21.1 million.

" Financing Activities

Cagh‘provided by financing activities was RMB781.4 million (US$94.4 million) for the year ended
December 31, 2003, and cash used in financing activities for the years ended December 31, 2002
and 2001 was RMB78.1 million and RMB22.3 million, respectively. For the year ended

December 31, 2003, the cash provided by financing activities mai\nly_consisted of the proceeds

\ “from the issuance of convertible notes of RMB82§§7‘\million (US$100.0\m_iIIion) and the proceeds

from the iss>uance of ordinary shares upon the exer‘{:is‘\e of share optiohs of RMB15.1 million
(US$1.8 million), which was offset ‘in"p‘a'rtby, the use of cash for the repurchasekof Series B preference
shares issued in 2000 of RMB38.2 million (US\$4‘;6‘miHion). For the year ended December 31, 2002,
the cash used in financing activities mainly cc\J‘r‘isj\sted of the repayment of bank loans of
RMB84.0 million, which was offset in part by the partia\I\ \cpllec‘tion of a subscrjption receivable for
the Series B preference shares issued in 2000 of RMB2.0 mil‘klion and the proceeds from the issuance
of ordinary shares upon the exercise of share options of RMB3.9 million'; For the year ended
December 31, 2001, the cash used in financing activities mainly consisted of the repayment of
bank loans of RMB152.4 million which was offset in part by prockeeds from’ather bank loans totaling
RMB123.8 million and the receipt in 2001 of additiocnal net proceeds from_(pur iSéuance of Series B

preference shares in 2000 of RMB6.3 million.

Our net losses have been funded by our cash resources and positive operating cash flows. Although
we have been profitable in the last two fiscal years, we cannot be certain that we can sustain or

grow this level of profitability in future periods. In parti;UIar, our selling, general and administrative
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expenses have remained relatively high due primarily to staff ckci‘s;ts, while our revenue from
advertising services has been uneven in the last several years. Further,‘ although our revenue from
online games and wireless value-added services \has grown significantly in‘\‘the last two fiscal years,
we have only a limited track record offering these services and cannot be certain that we will be
able to maintain or grow such revenue. Nonetheless, given our positive cash flows\inxrecent quarters
and our issuance of US$100 million aggregate principal amount of Zero Coupo\h‘ Convertible

Subordinated Notes in July 2003, we believe that such cash e;hd revenue will be sufficieht\for us to

.
.
AN

meet our obligations for the foreseeable future. ) AN

Indebtedness

As of December 31, 2003, we had $100 million aggregate principal athunt df:Zero Coupon
Convertible Subordinated Notes due July 15, 2023 outstanding. Because wé"have hb; registered
the notes and the ordinary shares issuable upon conversion of the notes with the SEC in ACcordance
with the Registration Rights Agreement dated July 8, 2003 between our company and tHé‘ initial
purchaser of the notes, for the benefit of the holders of the notes and the ordinary shares issuab|g
upon conversion of the notes, interest became payable on the notes from January 10, 2004 at a
rate of 0.50% per annum. Interest will continue to accrue on the notes until such registration
becomes effective with the SEC.

RESEARCH AND DEVELOPMENT

We believe that an integral part of our future success will depend on our/ab’ility to develop and

enhance our products and services. Our product development efforts-and strategies consist of

incorporating new technologies from third parties as well as cdhtinuing to develop*‘ddr own

proprietary technology.

' We have utilized and will continue to’utirlli"ze the products and services of third parties to enhance
our platform of technologies and services to provide competitive and diverse Internet services to
our users. We aiso have utilized and will continue to utilize third-party advertisement serving
technologies. In addition, we plan to continue to expand our technologies, products and services

and registered user base through diverse online community products and services developed

internally. We will seek to continually improve and enhance our existing products and services to..

respond to rapidly evolving competitive and technological conditions. For the years 2001, 2002
and 2003, we spent RMB13.3 million, RMB14.2 million and RMB19.1 million (US$2.3 million),

respectively, on research and development activities.
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TREND INFORMATION

Based on our observations, we believe that the following trends are likely to have a material effect

on our business in the near term:

We believe that there has been increasing demand by online game users for new and unique
online games and increasing competition in this area. We believe that these trends will force
us to devote additional resources to developing and launching additional games, updating

existing games at a faster rate than we have in the past and licensing games from third

parties.
e K

“ The rapid expansion of the wireless value-added services market in China in recent years is

expected by China's Ministry of Information Industry and industry commentators to continue
for the next several years. We expect that this expansion, if it occurs, will have two

fundamental effects on our business. First, it will present an ongoing opportunity to increase

" ._our revenue from wireless value-added services. Second, we believe, on the other hand, that

it will encdurage additional competitors to-enter the market which may adversely affect
revenue growth in this area and could have a material adverse effect on our business and
financial condition. “ R

We expect that the wireless value-added services industry and customers tastes for these
services will continue to evolve rapidly, particularly as a result of the transition from
SMS-based services to new services wHich‘\are compatible with, and take full advantage of
the capabilities of, next generation mobile féchnologies such as 2.5G, which has recently
begun in China. We believe that the rapid evolution of this industry will require us to continue
to devote significant resources to developing and bd,eploying new wireless valued-added

services.

If wireless value-added services which are compatible with next generation mobile
technologies become popular in China, we believe that users will demand increasingly"’v
engaging and content-rich services. We anticipate that this transitioh, if it occurs, may increa;se
competition among wireless value-added service providers in China for content and strategic

partnerships, and may increase the prices we may have to pay for content.
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» The pace of development of widely accepted online payment §ystems in China has remained
slow thus far. In response, we have developed and deployedka,prepaid point card as an

alternative online payment system for our services.

» The decrease in the rate of growth of Internet users in China in recent years may continue. In
that case, we may have to increase our service offerings or increase our marketing and

advertising efforts in order for us to continue to grow our business.

» A general increase in competition for online services has ele\)ated the importance of br;nd\
building and brand awareness. We believe that this trend may ‘re_quire us to increase our
marketing and advertising efforts and budgets in order to keep oq\‘r.brand names and the
NetEase Web sites visible and prominent. Specifically, we intend to launch a new marketing
campaign later in 2004 which will focus on increasing brand awareness of our cofnpany and
specific product driven advertisements, through television advertisements and off—liné\‘media,

such as newspapers, outdoor billboards and advertisements on buses and bus stops. .

OFF-BALANCE SHEET ARRANGEMENTS
We do not have any outstanding derivative financial instruments, off-balance sheet guarantees,
interest rate swap transactions or foreign currency forward contracts. We do not engage in trading

activities involving non-exchange traded contracts.

TABULAR DISCLOSURE OF CONTRACTUAL OBLIGATIONS

We have entered into leasing arrangements relating to our office premises. We also have
commitments in respect of long-term payables related to instaliment payments for the purchase of
servers, server custody fees and capital expenditures related to the purchase of servers. The
following sets forth our commitments for long-term payables, operating {feases, server custody

fees and capitarl expenditures-as of December 31, 2003 (in U.S. doliars):

Long-term Operating lease Server custody Capital B

payable commitments  fee commitments commitments Total g
Less than one year - 863,183 1,432,286 288,258 2,583,727
1- 3 years 27,964 969,620 11,176 - 1,008,760
Total 27,964 1,832,803 1,443,462 288,258 3,592‘,487

Other than the obligations set forth above, we do not have any long-term commitments.
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QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Interest Rate Risk

Our exposure to market rate risk for changes in interest rates relates primarily to the interest
income generatea by excess cash invested in short term money market accounts and certificates
of deposit. We have not used derivative financial instruments in our investment portfolio. Interest
earning instruments carry a degree of interest rate risk. We have not been exposed nor do we
anticipate being exposed to material risks due to changes in interest rates. However, our future

interest ingomé may fall short of expectations due to changes in interest rates.
y
queign Currency Risk
’ /S’ub,s,,tﬁantially all our revenues and expenses are denominated in Renminbi, but as noted above, a
substantial portion of our cash is kept in U.S. dollars. Although we believe that, in general, our
ve;<posure to foreign exchange risks should be limited, the value of our American Depositary Shares,
or ADSs, will be affected by the foreign exchange rate between U.S. dollars and Renminbi. For
exéfmple, to the extent that we need to convert U.S. dollars into Renminbi for our operational needs
and the Renminbi apvpreciates against the U.S. dollar at that time, our financial position and the
price of our ADSs may be adversely affected. Conversely, if we decide to convert our Renminbi
(which amount has grown as a result of our improved cash ﬂow; in 2002 and 2003) into U.S.
’" "dollars for the purpose of declaring dividends oh. our ADSs or othe}wise and the U.S. dollar
appreciates agamst the Renminbi, the U.S. dollar equnvalent of our earnings from our subsidiaries

and controlled entities in China would be. reduced

We have not had any material foreign exchange gains or losses to date. However, we have not
engaged in any hedging activities, and we may experience economic loss as a result of any foreign

currency exchange rate fluctuations.

RECENT ACCOUNTING PRONOUNCEMENTS

In November 2002, EITF reached a consensus on Issue No. 00-21 "Revenue Arrangements with
Multiple Deliverables."” EITF Issue No. 00-21 provides guidance on how to account for arrangements/'l
that involve the delivery or performance of multiple products, serwces and/or rights to use assets
The provisions of EITF Issue No. 00-21 will apply to revenue arrangements entered mto in fiscal
periods beginning after June 15, 2003. We believe that the adoptlon of this standard W|II have no

material impact on our financial statements.
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In April 2003, the FASB issued Statement of Financial Accounting (SFAS) No.149, Amendment of
Statement 133 on Derivative Instruments and Hedging Activities. This sta‘l“t‘e‘ment amends and clarifies
financial accounting and reporting for derivétiye instruments and hedgikh‘g\ activities under FASB
Statement No.133, Accounting for Derivative Ihst‘ruments and Hedging Aét’ivjties, by requiring
contracts with similar characteristics to be accounted.-for comparably. This statément is effective
for contracts entered into or modified after June 30, 2003 We believe that the adoptlon of SFAS

No.149 will not have a material impact on our financial statements N
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Reports of independent Public Accountants

To the Board of Directors and Shareholders of NetEase.com, Inc.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of operations and comprehensive income, of shareholders’ equity and of cash flows
expressed in Chinese Renminbi (‘RMB”) present fairly, in all material respects, the financial position
of NetEase.com, Inc. as of December 31, 2002 and 2003, and the results of its operations and its
cash flows for each of the two years ended December 31, 2002 and 2003, in conformity with
generally accepted accounting principles in the United States of America. These financial statements
are the responsibility of NetEase.com, Inc.’s management; our responsibility is to express an opinion
on these financial statements based on cur audits. We conducted our audits of these statements in
accordance with the standards of the Public Company Accounting Oversight Board (United States),
which require that we plan and perform the audits to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion. The financial statements of NetEase.com, Inc. for the year ended December 31, 2001
were audited by other independent accountants who have ceased operations. Those independent
accountants expressed an unqualified opinion on those financial statements in their report dated

April 2, 2002.

QIMM‘A&W Z‘&«a’ T CPAhs 72 e Q—«f%

PricewaterhouseCoopers Zhong Tian CPAs Limited Company
Beijing, People’s Republic of China
June 2, 2004
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The foliowing report is a copy of a report previously issued by
Arthiur Andersen « Hua Qiang and has not been reissued by
Arthur Andersen - Hua Qiang

To the Board of Directors and Shareholders of NetEase.com, Inc.:

We have audited the accompanying consolidated balance sheets of NetEase.com, Inc. (@ Cayman
Islands corporation) as of December 31, 2000 and 2001* and the related consolidated statements
of operations and comprehensive loss, shareholders’ equity and cash flows for the years ended
December 31, 1999, 2000* and 2001 expressed in Chinese Renminbi (“RMB"). These financial
statements are the responsibility of NetEase.com, Inc.’s management. Our responsibility is to express

an opinion on these financial statements based on our audits.

We tonducted our audits in accordance with generally accepted auditing standards in the United
States of America. Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation. We helieve

that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of NetEase.com, Inc. as of December 31, 2000 and 2001* and the
results of its operations and its cash flows for the years ended December 31, 1999, 2000* and
2001 in conformity with generally accepted accounting principles in the United States of America.

Without qualifying our opinion, we draw attention to Note 17 to the consolidated financial statements
which indicates that the Company and certain of its current and former officers and directors are
defendants of four substantially identical purported class action complaints alleging violations of
the federal securities laws and committing securities fraud in the United States District Court for
the Southern District of New York. At the present time, the Company cannot estimate what damages,
if any, may be payable in connection with this litigation. The ultimate resolution of this matter may

have a material adverse impact on the results of operations in the period in which it is resolved.

ARTHUR ANDERSEN « HUA QIANG
Beijing, People’s Republic of China
April 2, 2002

3%

The Company’s consalidated balance sheets as of December 31, 2000 and 2001, consolidated
statements of operations and comprehensive loss, shareholders’ equity and cash flows for the
years ended December 31, 1999 and 2000 are not included in this report as they are not

required.
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Assets
Current assets:
Cash
Restricted cash
Held-to-maturity investments
Prepayments and other current assets
Due from related parties, net of allowance for
doubtful accounts of RMB8,703,307 and
RMB10,157,789 (US$1,227,275) at
December 31, 2002 and 2003, respectively
Deferred tax assets

Total current assets

Non-current assets:
Rental deposit
Property, equipment and software, net
Deferred tax assets
Deferred assets

Total non-current assets
Total assets

Liabilities & Shareholders’ Equity
Current liabilities:

Accounts payable

Salary and welfare payable

Taxes payable

Deferred revenue

Accrued liabilities

Due to a related party, net

Total current liabilities

Long-term payable:
Zero Coupon Convertible Subordinated Notes due
July 15, 2023
Other long-term payable

Total long-term payable
Total liabilities

Commitments and contingencies
Shareholders’ equity:

Ordinary shares, US$0.0001 par value:
1,000,300,000,000 shares authorized,
3,100,162,537 shares issued and outstanding
as of December 31, 2002, and 3,128,958,189
shares issued and outstanding as of
December 31, 2003

Additional paid-in capital
Less: Subscriptions receivable
Statutory reserves

Deferred compensation
Translation adjustments
Accumulated deficit

Total shareholders’ equity

Total liabilities and shareholders’ equity

2alance Sheets

December 31,

December 31,

December 31,

The accompanying notes are an integral part of these consolidated financial statements.

Note 2002 2003 2003
RMB RMB Uss
560,069,711 1,356,069,544 163,841,814
4 1,208,305 - -
5 - 332,093,546 40,123,908
6 6,110,689 19,749,369 2,386,140
7,8 22,448,508 15,182,589 1,834,377
[ - 9,669,543 1,168,284
589,837,214 1,732,764,591 208,354,523
1,065,912 1,430,544 172,840
9 26,379,182 40,410,264 4,882,413
11 2,395,888 - -
2(0) - 12,086,693 1,460,328
29,840,982 53,927,501 6,515,581
619,678,196 1,786,692,092 215,870,104
3,814,614 10,738,090 1,257,388
10 16,023,380 17,405,624 2,102,967
12 8,252,950 15,976,342 1,930,279
165,115 - -
13 10,398,385 11,698,761 1,413,457
7 - 21,947,411 2,651,710
38,654,444 77,766,228 9,395,801
14 - 827,670,000 100,000,000
- 231,449 27,964
- 827,901,449 100,027,964
38,654,444 905,667,677 109,423,765
19
16 2,566,543 2,589,756 312,897
16 1,049,651,354 993,254,740 120,006,130
15 (33,113,848) - N
2(n) - 33,699,834 4,071,651
17 (474,739) (69,175) (8,358)
228,910 210,838 25,474
(437,834,468) (148,661,578) (17,961,455)
581,023,752 881,024,415 106,446,339
619,678,196 1,786,692,092 215,870,104
NetEase Annual Report 2003
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Consolidated Statements of Operations and
Comprehensive Income (Loss)

Revenues:
Online game services
Wireless vatue-added and other fee-based premium services
Advertising services

Business tax
Net revenues
Cost of revenues
Gross profit (Loss on revenues)
Operating expenses:
Selling, general and administrative expenses
Research and development expenses
Asset impairment foss
Class action settlement
Total operating expenses
Operating profit (loss)
Other income (expenses):
Investments impairment loss
Investment income
Interest income
Interest expenses
Other, net

Profit (Loss) before tax
Income tax benefit (expense)

Net profit (ioss)

Other comprehensive income (Joss)
Currency translation adjustments

Comprehensive income (l0ss)

Net earnings (l0ss) per share, basic
Net earnings (loss) per ADS, basic
Net earnings (loss) per share, diluted

Net earnings (loss) per ADS, diluted

Weighted average number of ordinary shares outstanding, basic

Weighted average number of ADS outstanding, basic

Weighted average number of ordinary shares outstanding, diluted

Waighted average number of ADS outstanding, diluted

Share compensation cost included in:
Cost of revenues
Selling, general and administrative expenses
Research and development expenses

For the year ended December 31,

Note 2001 2002 2003 2003
RMB RMB RMB Uss

- 37,053,414 203,246,114 24,556,419

20 14,136,369 161,305,678 279,659,170 33,788,729
14,163,952 34,209,376 86,183,733 10,412,813

28,300,321 232,568,468 568,089,017 68,757,961

11(b) (2,274,784) (11,627,216) (26,954,502) (3,256,673)
20 26,025,537 220,941,252 542,134,515 65,501,288
20 (60,058,488) (71,677,574) (85,462,717) {10,325,699)
(34,032,951) 149,263,678 456,671,798 55,175,589
(181,765,047} (94,307,613)  (110,770,403) (13,383,402)
(13,322,789) (14,184,724) {19,120,827) (2,310,199)
(2,766,543) - (746,857) - -

19(c) - (36,005,385) - -
(197,854,379)  (145,244,579)  (129,891,230) (15,693,601)
(231,887,330) 4,019,099 326,780,568 39,481,988

2(h) (8,924,381) - - -
- - 538,278 £5,035

17,571,187 7,562,322 11,273,685 1,362,099
(9,882,874) (1,401,041) - -

(40,516) 3,725,370 5,410,171 053,663

(233,163,914) 13,905,750 344,002,702 41,562,785

1 - 2,395,888 (21,129,978) (2,552,947)
(233,163,914) 16,301,638 322,872,724 . 39,009,838

565,913 11,583 (18,072) (2,183)
(232,598,001} 16,313,221 322,854,652 39,007,655

18 (0.08) 0.01 0.10 0.01
(7.74) 0.53 10.34 1.25

18 {0.08) 0.01 0.10 0.01
(7.74) 0.52 9.78 1.18

18 3,013,419,400  3,051,395,100  3,122,257,952  3,122,257,952
30,134,194 30,513,951 31,222,580 31,222,580

18 3,013,419,400  3,127,837,900 3301311499  3,301,311,4%9
30,134,194 31,278,379 33,013,115 33,013,115

16,17 - (1,908,125) - -
(204,423) (1,522,369) (151,166) (18,264)
(2,153,335) (376,364) (88,236) {10,661)
(2,357,758} (3,806,858) (239,402) (28,925)

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Shareholders’ Equity

Balance as of December 31, 2000

Callection of subscriptions
recelvable for Series B
preference shares issued in 2000

Ordinary shares issued to a senior
offiicer of the Company as
compensation (see Note [6)

Ordinary shares issued for services
to be provided by cenain
employees (see Note 16)

Share compensation cost

Provision for uncollectible
subscrintions receivable

Net loss

Translation adjustments

Balance as of December 31, 2001

Collection of subscriptions
raceivable for Series 8
preference sharas issued in 2000

Ordinary shares issued to a senior
officer of tha Company as
compensation (see Note 16)

Ordinary shares issued for services
to be provided by certain
employees {see Note 16)

Ordinary shares issued upon
axercise of employee stock
options

Share compensation cost

Net profit

Translation adjustments

Balance as of December 31, 2002

Repurchase of 27,142,000 ordinary
shares and collection of
outstanding subscriptions
receivable (Note 16)

Ordinary shares issued o a senior
officer of the Company as compensation
(see Note 16)

Ordinary shares issued for services to
be provided by certain employees
{see Note 16)

Share compensation cost

Reversaf of deferred compensation
arising from options due to
employae resignation

Appropriation to statutory reserves

Ordinary shares issued upon exercise
of employee stock options

Net profit

Transtation adjustments

Balance as of December 31, 2003

Qrdinary shares Total
Additional  Subscriptions Deferred Statutory Accumulated  Translation  shareholders'
Share Amount paid-in capital receivable  compensation  reserves deficit adjustments equity
RMB RMB RMB RMB RMB RMB RMB RMB
3,010,555,600 2,482,350 1,076,505,358  (47,829,900)  (37,306,585) - (220,872,192 {348,586)  772,540436
- - - 6,289,940 - - - - 6,289,940
11,250,000 9315 1,334,529 - (739,265 - - - 604,579
2,369,592 1,961 799,160 - (555,914) - - - 245,207
- - (33,748,218) - 35,257,190 - - - 1,507,972
- - - 5,439,401 - - - - 6,439,401
- - - - - - (233163,914) - (233163914)
- - - - - - - 565,913 565,913
3024175192 2503626 1,044,889,829  (35,100,568)  (3,344,574) - (454,136,106) 217,327 555,029,534
- - - 1,986,720 - - - - 1,986,720
11,250,000 9315 (8,315) - 604,729 - - - 604,729
15,959,245 13,214 625,056 - 467,631 - - - 1,105,901
48,778,100 40,388 3,847,031 - - - - - 3,387,419
- - 298,753 - 1,797 475 - - - 2,096,228
- - - - - - 16,301,638 - 16,301,638
- - - - - - - 11,583 11,583
3,100,162,537 2,566,543 1,049,651,354 (33,113,848} (474,739) - {437,834,468) 228910 581,023,752
(27,142,000} (228%1) (71,248,494 33113,848 - - - - (38,157,537
2,500,000 2,070 2,070) - 134,060 - - - 134,060
853,952 w0 (707) - 88,236 - - - 88,236
- - - - 111,856 - - - 111,856
- - {166,162) - 71412 - - - (94,750)
- - - - - 33699834 (33,699,834} - -
52,583,700 43,327 15,020,819 - - - - - 15,064,146
- - - - - - 381,74 - 387724
- - - - - - - (18,072) (18,072)
3,128,958,189 2,589,756 993,254,740 - 69,175) 33,699,834 (148,661,578 210,838 881,024,415

The accompanying notes are an integral part of these cansolidated financial statements,
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Cash flows from operating activities:

Net profit {loss)
Adjustments for:
Depreciation
Share compensation cost
Provision for doubtful debts
Amortization of issuance cost of
convertible bonds
Write down of investment in convertible note
Write down of investment in convertible
preference shares
Write down of property, equipment and software
Provision for uncollectible subscriptions
receivable
Decrease in accounts receivabie
(Increase) decrease in prepayments and other
current assets
(Increase) decrease in due from/to related parties
(Increase) decrease in deferred assets
Increase in deferred tax assets
Increase {decrease) in accounts payable
Increase in salary and welfare payable
Increase in taxes payable
Increase (decrease) in deferred revenue
Increase (decrease) in accrued liabilities

Net cash provided by (used in) operating activities

Cash flows from investing activities:

Increase in held-to-maturity investments

(Increase) decrease in temporary cash investments

Purchase of property, equipment and software

Increase in investment in convertible note

Proceeds from disposal of convertible preference
shares

(Increase) decrease in non-current rental deposit

Net cash (used in) provided by investing activities

For the year ended December 31,

Consolidated Statements of Cash Flows

2001 2002 2003 2003

RMB RMB RMB uss
(233,163,914) 16,301,638 322,872,724 39,009,838
17,334,794 21,797,267 17,429,212 2,105,817
2,357,758 3,806,858 239,402 28,925
7,105,038 3,254,783 3,551,682 429,118
- - 3,511,275 424,234
2,069,475 - - -
6,854,906 - - -
2,766,543 746,857 - -
6,439,401 - - -
684,888 - - -
5,689,171 3,025,673 (5,798,662) (700,601)
(4,839,276) (23,413,088) 25,661,649  3,100,4690
(109,945) 783,352 - -
- (2,395,888)  (7,273,655) (878,811)
5,553,994 (9,301,828) 3,288,082 397,269
3,204,174 6,087,169 1,382,244 167,004
765,827 6,480,019 7,723,392 933,149
(558,739) 165,115 (165,115) (19,949)
(7,843,607) (539,565) 1,300,376 157,113
(185,689,512) 26,798,362 373,722,606 45,153,575
- - (332,093,546) (40,123,908)
(45,521,300) 45,521,300 - -
(21,095,334} (12,567,218) (27,824,900)  (3,361,835)
(1,241,665) - - -
- 9,701,293 - -
595,223 21,575 (364,632} (44,055)
(67,263,076) 42,676,550 (360,283,078) (43,529,798)

The accompanying notes are an integral part of these consolidated financial statements.



Consclidated Statements of Cash Flows {(Cont’d.)

Cash flows from financing activities:

Proceeds from short-term bank loans

Repayment of short-term bank loans

Proceeds from issuance of ordinary shares upon
exercise of employee stock options

Collection of subscriptions receivable for Series B
preference shares issued in 2000 and collection of
outstanding subscriptions receivable

Re-purchase of ordinary shares

Proceeds from issuance of Zero Coupon Convertible.
Subordinated Notes

Increase in other long-term payable

Payment for issuance cost of convertible notes

Net cash provided by (used in) financing activities
Effect of exchange rate changes on cash
Net increase (decrease) in cash
Decrease in restricted cash
Cash, beginning of year
Cash, end of year

Supplemental disclosures of cash flow
information:
Cash paid during the year for income taxes

Cash paid during the year for interest

Suppliemental schedule of non-cash investing
and financing activities:

Compensation costs, arising from transfer of
ordinary shares and issuance of stock options
in the Company to employees and certain
consultants of the Company (see Notes 16
and 17)

For the year ended December 31,

2001 2002 2003 2003
RMB RMB RMB uss
123,800,000 - - -
(152,400,000)  (84,000,000) - -

- 3,887,419 15,064,146 1,820,067
6,289,940 1,986,720 - - -
- - (38,157,537)  (4,610,236)

- - . 827,670,000 100,000,000

- - 231,449 27,964

- - (23,437,986)  (2,831,803)
(22,310,060) (78,125,861) 781,370,072 94,405,992
565,913 11,583 (18,072) 2,183)
(274,696,735)  (8,638,966) 794,791,528 96,027,586
45,744,257 89,100,143 1,208,305 145,989
708,561,012 479,608,534 560,069,711 67,668,239
479,608,534 560,069,711 1,356,069,544 163,841,814
- - 20,793,510 2,512,295
8,726,640 1,057,225 - -
2,357,758 3,806,858 239,402 28,925

The accompanying notes are an integral part of these consolidated financial statements.
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Notes to the Consolidated Financial Statements

(Amounts expressed in renminbi (“‘RMB”), unless otherwise stated)

1. Organization and Nature of Operations

(@) The Group

NetEase.com, Inc. (the “Company”} was incorporated in the Cayman Islands on July 6, 1999, As of
December 31, 2003, the Company had six wholly owned subsidiaries, NetEase information
Technology (Beijing) Co., Ltd., NetEase Information Technology (Shanghai) Co., Ltd., NetEase (U.S.)
Inc., NetEase Interactive Entertainment Ltd., Guangzhou NetEase Interactive Entertainment Ltd.
and Guangzhou Boguan Telecommunication Technology Ltd. The Company and these controlled

entities are hereinafter collectively referred to as the “Group”.

Details of the controlled entities are described below:

Name Place and date of incorporation
NetEase Information Technology (Beijing) Co., Ltd. Beijing, China
(“NetEase Beijing”) August 30, 1999,
NetEase Information Technology (Shanghai) Co., Ltd. Shanghai, China
(“NetEase Shanghai™ May 14, 2000
NetEase (U.S.) Inc. (“NetEase US”) Delaware, United States of America

September 10, 1999

NetEase Interactive Entertainment Ltd. British Virgin Islands
(“NetEase Interactive”) April 12, 2002

Guangzhou NetEase interactive Entertainment Ltd. Guangzhou, China
(“Guangzhou Interactive”) October 15, 2002

Guangzhou Boguan Telecommunication Cuangzhou, China
Technology Ltd. December 8, 2003

NetEase Annual Report 2003
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i. Organization and Nature of Operations (Cont’d)

{(a) The Group {(cont’d)
The accompanying consolidated financial statements include the financial statements of the Company
and its controlled entities. The Company has been listed on the Nasdaq National Market in the

United States since July 2000.

The Group is principally engaged in developing and providing a range of Internet-related services
including online games, wireless value-added and other fee-based premium services and advertising
services in China. The Group’s businesses were previously conducted by Guangzhou NetEase
Computer System Co., Ltd. (“Guangzhou NetEase”), a [imited liability company established in China
and legally owned by the principal shareholder of the Company. Pursuant to a reorganization
under common control transaction which took place in September 1999 and related agreements,
NetEase Beijing took over the business previously owned by Guangzhou NetEase. The details of

the business is described in note 1(b) and (c) below.

(b) Nature of operations

The industry in which the Group operates is subject to a number of industry-specific risk factors,
including, but not limited to, rapidly changing technologies; stringent rules imposed by the mobile
operators; sighificant numbers of new entrants; dependence on key individuals; competition from
similar services from larger companies; customer preferences; and the need for the continued

successful development, marketing, and selling of its services.

The Group is currently targeting the Chinese market. The Chinese government regulates Internet
access, telecommunications services, the distribution of news and other information and the
provision of commerce through strict business licensing requirements and other governmental
regulations, which include, among others, those restricting foreign ownership in Chinese companies
providing Internet advertising and other Internet or telecommunications value-added services. To
comply with the existing Chinese laws and regulations, the Group conducts substantially all of its
operations through CGuangzhou NetEase, Guangyitong Advertising Co., Ltd. (“Guangyitong
Advertising”) and Guangzhou Ling Yi Electronics Technology Limited (“Ling Yi"). Guangzhou NetEase
and Guangyitong Advertising are legally owned by two citizens of China, one of whom is the
principal shareholder of the Company and the other is his brother, whereas Ling Yi is legally owned

by two citizens of China, one of whom is the principal shareholder of the Company and the other

NetEase Annual Report 2003
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1. Organization and Nature of Operations (Cont’d)

{b) Nature of operations (cont’d)

is a former employee of the Group. Management is of the opinion that the Croup’s businesses
comply with existing Chinese laws and regulations. However, the interpretation and application of
current or proposed requirements and regulations may have an adverse effect on the Group’s

businesses, financial condition and results of operations.

The Group has a limited operating history and as a result, the Group is subject to risks associated
with early stage companies in new and rapidly evolving markets. As of December 31, 2003, the

Group had an accumulated deficit of approximately RMB148.7 million,

{¢) Arrangements with Guangzhou NetEase, Guangyitong Advertising
and Ling Yi

The Company and NetEase Beijing entered into a series of agreements with Guangzhou NetEase

and Guangyitong Advertising with effect from year 2000. The Group also entered into a series of

agreements with Ling Yi in May 2004 (see Note 21 for details). The major clauses of the significant

agreements with Guangzhou NetEase and Guangyitong Advertising are described below.

Agreements with Guangzhou NetEase

The Croup entered into a series of agreements with Guangzhou NetEase effective from year 2000.
Under these agreements, the Group provides its Internet portal, wireless value-added and e-commerce
technologies and advertising services to Guangzhou NetEase, and Guangzhou ‘NetEase operates

the NetEase Web Sites. These services include:

Use of domain names;
. Use of copyrighted Web page layout;
. Use of registered trademarks; and

. Provision of technical and consulting services.

==



I. Organizaiion and Nature of Operations (Cont'd)

{c}) Arrangements with Guangzhou NetEase; Guangyiiong Advertising
and Ling Yi {cont’d)
Under these agreements, substantially all of the income received by Guangzhou NetEase is paid to
NetEase Beijing. In addition, NetEase Beijing has agreed to bear the operating costs of Guangzhou
NetEase. The Group’s businesses are dependent upon Guangzhou NetEase which operates portion
of the NetEase Web sites. Under the agreements with Guangzhou NetEase, the Group receives
payments from Guangzhou NetEase for the technologies and services it provides, The effect of the
accounting is that revenues that the Group records related to transactions with Guangzhou NetEase
will not exceed the revenues that Guangzhou NetEase derives from unrelated parties. Transactions

with Guangzhou NetEase are disclosed as related party transactions.

Agreements with Guangyitong Advertising
NetEase Beijing also entered into a series of agreements with Guangyitong Advertising and the
ultimate legal owners of Guangyitong Advertising effective from year 2000. These agreements

include:

. A ten-year irrevocable proxy given by the ultimate legal owners of Guangyitong Advertising
which allows NetEase Beijing to exercise all of the shareholder voting rights of Guangyitong

Advertising;

. An operating agreement providing for the following:

. Guangyitong Advertising will appoint only those individuals nominated by NetEase Beijing

as its senior management personnel;

. The major decisions of Guangyitong Advertising have to be approved by NetEase Beijing,
including those relating to financing, transfer of ownership interests, significant

acquisitions, disposals or pledges of assets, and amendment and assignment of contracts;

. NetEase Beijing has a right to purchase the assets and business of Guangyitong Advertising
at its net book vaiue once it obtains the approval from the Chinese government to do so

under Chinese laws; and
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1. Organization and Nature of Operations (Cont’d)

{c) Arrangements with Guangzhou NetEase, Guangyitong Advertising
and Ling Yi {(cont’d)
. NetEase Beijing will issue guarantees for the benefit of Guangyitong Advertising when

considered necessary for Guangyitong Advertising’s operations;

. A ten-year exclusive consulting and services agreement providing for the following:

. NetEase Beijing is the exclusive provider of technical consulting and related services to
Guangyitong Advertising for all the advertisements which Guangyitong Advertising will

receive and publish on the NetEase Web sites; and

. NetEase Beijing is entitled to charge Guangyitong Advertising a monthly fee for the
above services. The service fee may be unilaterally adjusted by NetEase Beijing such
that NetEase Beijing may receive all of the profits and cash flows of Guangyitong

Advertising;

. An undertaking by the principal shareholder of the Company and the ultimate iegal owners of
Guangyitong Advertising that they will not vote in any shareholders’ or directors’ meetings of
the Company on any amendments or supplements to the agreements with Guangyitong

Advertising except as directed by the Company’s board of directors.

Under these agreements, Guangyitong Advertising is fully dependent on the technical consulting
and other services provided by NetEase Beijing to operate its online advertising business.
Substantially all of the net profit earned by Guangyitong Advertising is paid to NetEase Beijing.
Guangyitong Advertising is a related party because it is also 80% owned by the principal shareholder
of the Company. The financial statements of Guangyitong Advertising are not consolidated with
those of the Group because of the majority equity interest that the principal shareholder of the
Company has in both the Company and Guangyitong Advertising. Transactions with Guangyitong

Advertising are disclosed as related party transactions.
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2. Principal Accounting Policies

{a) Basis of consclidation
The consolidated financial statements include the financial statements of the Company and its
controlled entities. All significant transactions and balances among the Company and its controlled

entities have been eliminated upon consolidation.

() Basis of presentation

The accompanying consolidated financial statements have been prepared in accordance with
generally accepted accounting principles in the United States of America (“US GAAP”). The
consolidated financial statements are prepared based on the historical cost convention. This basis
of accounting differs from that used in the statutory accounts of those entities within the Group
established in China (“PRC Statutory Accounts”), which are prepared in accordance with accounting
principles and the relevant financial regulations applicable to enterprises established in China

(“"PRC GAAP").

The preparation of financial statements in conformity with US GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosures
of contingent assets and liabilities at the balance sheet dates and the reported amounts of revenues

and expenses during the reporting periods. Actual results might differ from those estimates.

The principal differences between US GAAP and PRC GAAP applicable to the Group include the

following:

. Recognition of compensation costs arising from transfer of ordinary shares in the Company

by the principal shareholder to certain members of senior management;

. Recognition of compensation costs arising from grants of stock options and shares to the

Company's employees, directors, consuftants and advisory board members;

. Basis for revenue recognition; and

. Tax effects related to the above adjustments and recognition of deferred tax assets.

61
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2. Principal Accounting Policies (Cont’d)

{(€) Revenue recognition
The Croup has adopted the provisions of the Staff Accounting Bulletin 101, “Revenue Recognition”,

in its accounting policy on revenue recognition.

Revenues presented in consolidated statements of operations and comprehensive income (loss)
represent online game services, wireless value-added and other fee-based premium services and
advertising services revenue recognized by Guangzhou NetEase and Guangyitong Advertis’ing net

of sales discount.

Online game services and wireless value-added and other fee-based
premium services

The Group currently provides its online game services and wireless value-added and other
fee-based premium services through Guangzhou NetEase, a related company (see Note 7). The
Company derives online game services and wireless value-added and other fee-based premium
services revenues from technical services provided to Guangzhou NetEase which operates the
NetEase Web sites for transactions conducted through the Internet. The agreements entered into
between NetEase Beijing and Guangzhou NetEase (see Nate 1 (c)) allow NetEase Beijing to unilaterally
adjust the amount of fees NetEase Beijing is entitled to from the technical services provided to
Guangzhou NetEase such that all of online game services and wireless value-added and other fee-
based premium services revenues recognized by Guangzhou NetEase based on the recognition

policy described below will fully accrue to NetEase Beijing.

(i) Online game services

The Group sells prepaid point cards through Guangzhou NetEase to the end customers who may
use the points on such cards for online game services provided by the Group. The Group recognizes
the related revenue when the registered points are consumed for the Group’s online game services.

The Group effectively charges players according to their playtime of the Group’s online game services.
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2. Principal Accounting Pelicies (Cont’d)

(¢} Revenue recognition (cont’d)

(i) Wireless value-added and other fee-based premium services

A substantial portion of the transactions conducted by Guangzhou NetEase for which the Group
provides technical services to Guangzhou NetEase represents wireless value-added services which
are currently predominantly derived from activities related to short messaging services (“SMS”).
Guangzhou NetEase derives SMS revenues principally from providing value-added services such as
friends matching, news and information services, ring-tone and logo downloads and various other
related products to mobile phone users under co-operative arrangements with mobile phone
operators. SMS revenues recognized by Guangzhou Netease represent its share of the revenues
under these co-operative arrangements net of the amounts retained by the mobile phone operators
for their services performed. The Group recognizes revenue under these co-operative arrangements
in the month in which the services are performed based on the monthly confirmation from the
mobile phone operators for the service period when the message/content is delivered. Where a
confirmation has not been received from a mobile phone operator, the Group estimates the revenue,
as well as the amounts of billing and transmission failures, applicable to the services provided
through that operator and recognizes the estimated revenue net of estimated billing and transmission

failures.

Other fee-based premium services revenues are derived principally from providing premium
e-mail, friends matching and dating services, personal homepage hosting, online shopping mall
and premium electronic greeting card services, which are all operated on a monthly subscription
basis. These services are provided by Guangzhou NetEase, to which the Group provides technical
services. Prepaid subscription fees are deferred and revenues from such services are recognized
by Cuangzhou NetEase on a straight-line basis over the period in which the services are provided.
The corresponding technical service revenues are also recognized by the Group on a straight-line

basis over the period in which the services are provided.

NetEase Annual Report 2003
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2. Principal Accounting Policies (Cont’d)
{c) Revenue recognition (cont’d)

Advertising services
The Group derives its advertising services revenues principally from the fees earned from services

provided to Guangyitong Advertising, a related party (see Note 7).

The agreements entered into between NetEase Beijing and CGuangyitong Advertising (see
Note 1 (¢)) allow NetEase Beijing to unilaterally adjust the amount of fees NetEase Beijing is entitled
to from the technical consulting and related services provided to Guangyitong Advertising such
that all of the advertising revenues recognized by Guangyitong Advertising based on the recognition
policy described below, less all of the accrued expenses incurred by Guangyitong Advertising, will
fully accrue to NetEase Beijing. Therefore, the Group recognizes advertising services revenues
from Guangyitong Advertising as the service revenues are earned based on the related service
agreement (see Note 1 (c)) at the same time as Guangyitong Advertising recognizes its advertising

revenues.

Cuangyitong Advertising derives its advertising fees principally from short-term advertising
contracts. Revenues from advertising contracts are generally recognized ratably over the period in
which the advertisement is displayed and only if collection of the resulting receivables is probable.
Guangyitong Advertising’s obligations may also include guarantees of a minimum number of
impressions or times that an advertisement appears in pages viewed by users. To the extent that
minimum guaranteed impressions are not met within the contractual time period, Guangyitong
Advertising defers recognition of the corresponding revenues until the remaining guaranteed

impression levels are achieved.

Revenues from barter transactions primarily relate to advertising services provided in the year
ended December 31, 2001. Effective from January 20, 2000, Guangyitong Advertising has adopted
the consensus reached in Emerging Issue Task Force (“EITF") 99-17 to account for barter transactions.
According to EITF 99-17, revenue and expense should be recognized at fair value from a barter
transaction involving advertising services provided by CGuangyitong Advertising only if the fair
value of the advertising services surrendered in the transaction is determinable based on the entity’s

own historical practice of receiving cash, marketable securities, or other consideration that is



2. Principal Accounting Policies (Cont’d)

(¢} Revenue recognition (cont’d)

readily convertible to a known amount of cash for similar advertising from buyers unrelated to the
counterparty in the barter transaction. During the years ended December 31, 2001, 2002 and
2003, the recognized revenues and expenses derived from barter transactions were approximately
RMBO.7 million, RMBnil and RMBnil, respectively. During the years ended December 31, 20017,
2002 and 2003, Guangyitong Advertising also engaged in certain advertising barter transactions
for which the fair value is not determinable within the limits of EITF 99-17 and therefore no revenues
or expenses derived from these barter transactions were recognized. These transactions primarily
involved exchanges of advertising services rendered by Guangyitong Advertising for advertising,
promotional benefits, information content, consulting services, and software provided by the

counterparties.

(d) Cost of revenues

Costs of online game services, wireless value-added and other fee-based premium services and
advertising services consist primarily of staff costs of those departments directly involved in
providing online game services, wireless value-added and other fee-based premium services and
advertising services, depreciation and amortization of computers and software, server custody
fees, bandwidth and other direct costs of providing these services. These costs are charged to the

statement of operations as incurred.

Material direct costs incurred in the development of platforms for providing these services consist
primarily of computer software developed or acquired. They are capitalized and amortized in
accordance with AICPA SOP 98-1 and costs incurred prior to the application development stage are

expensed as incurred.
{e) Cash

Cash represents cash on hand and demand deposits placed with banks or other financial institutions.
Included in the cash balance as of December 31, 2002 and 2003 are amounts denominated in
United States dollars totaling US$50.7 million and US$103.3 million, respectively (equivalent to

approximately RMB419.9 million and RMB854.7 million, respectively).
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2. Principal Accounting Policies (Cont’d)

(F) Fimancial instruments

Financial instruments of the Group primarily consist of temporary cash investments, held-to-maturity
investments, balances with related parties, investment in convertible preference.shares, accounts
payable and convertible notes payable. As of the balance sheet dates, their estimated fair value

approximated their carrying values.

(g) Property, eguipment and sofiware
Property, equipment and software are stated at cost less accumulated depreciation. Depreciation is
calculated on the straight-line basis over the following estimated useful lives, taking into account

any estimated residual value:

Computers 3 years

Furniture and office equipment 5 years

Software 2-3 years

Vehicles 5 years

Leasehold improvements lesser of the term of the lease or the estimated useful lives

of the assets

Costs of computer software developed or obtained for internal use are accounted for in accordance
with AICPA SOP 98-1, under which direct costs incurred to develop the software during the application
development stage and to obtain computer software from third parties that can provide future

benefits are capitalized.

(k) Impairment of long-lived assets

Prior to January 1, 2002, the Group evaluated the recoverability of long-lived assets in accordance
with Statement of Financial Accounting Standards (“SFAS™) No.121, “Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to be Disposed of”. As of January 1, 2002, the
Group has adopted SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets”
which addresses the financial accounting and reporting for the recognition and measurement of
impairment osses for long-lived assets. In accordance with these standards, the Group recognizes
impairment of long-lived assets in the event the net book value of such assets exceeds the future

undiscounted cash flows attributable to such assets.
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2. Principal Accounting Policies (Con®’d)

(h) impairment of long-lived assets {cont’d)

Investment in convertible note totalling RMB2.1 million, representing an advance made to a private
company operating as a provider of women focused content on the Internet, was fully written off
to the statement of operations during the year ended December 31, 2001 as a result of the closure

of the private company in 2001.

In addition, investment in convertible preference shares as of December 31, 2001 represented an
investment in 705,816 preference shares in a private Internet-based auction company at
US$2.8336 per share for an aggregate purchase price of approximately RMB16.6 million. The private
auction company repurchased from the Company all of the 705,816 convertible preference shares
the Company acquired at a consideration of approximately US$1.2 million which is equivalent to
approximately RMB9.7 million. Thus, the carrying value of the investment was written down by

RMB6.9 million to its net realizable value as of December 31, 2001.

(i) Advertising expenses

The Group recognizes advertising expenses in accordance with AICPA SOP 93-7 “Reporting on
Advertising Costs”. As such, the Group expenses the costs of producing advertisements at the time
production occurs, and expenses the cost of communicating advertising in the period in which the
advertising space or airtime is used. Advertising expenses totaled approximately RMB14.7 million,
RMB2.4 million and RMB3.8 million during the years ended December 31, 2001, 2002 and 2003,

respectively.

() Foreign currency transiation

The functional currency of the Group is RMB. Transactions denominated in currencies other than
RMB are translated into RMB at the exchange rates quoted by the People’s Bank of China (the
“PBOC”) prevailing at the dates of the transactions. Monetary assets and liabilities denominated.in
foreign currencies are translated into RMB using the applicable exchange rates quoted by the PBOC
at the balance sheet dates. The resulting exchange differences are included in the determination of

income.
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2. Principal Accounting Policies (Cont’d)

{(f) Foreign currency translation (cont’d)

The financial records of certain of the Company’s subsidiaries are maintained in US dollars, which
is their functional currency. For consolidation purposes, the assets and liabilities of such subsidiaries
are translated at the exchange rates at the balance sheet dates, equity accounts are translated at
historical exchange rates and revenues, expenses, gains and losses are translated using the average
exchange rate for the year. Translation adjustments are reported as cumulative translation
adjustments and are shown as a separate component in the consolidated statement of shareholders’

equity.

Translations of amounts from RMB into United States dollars for the convenience of the reader were
calculated at the noon buying rate of US$1.00 = RMB8.2767 on December 31, 2003 in, The City of
New York for cable transfers of RMB as certified for customs purposes by the Federal Reserve Bank
of New York. No representation is made that the RMB amounts could have been, or could be,

converted into United States dollars at such rate.

{k) Stocic-based compensation

In accordance with the provisions of SFAS No. 148, “Accounting for Stock-Based Compensation -
Transition and Disclosure”, the Croup has selected the disclosure only provisions related to employee
stock options and share purchases and follows the provisions of Accounting Principles Board Opinion
No. 25 (“APB 25") in accounting for stock options and shares issued to employees. Under APB 25,
compensation expense, if any, is recognized as the difference between the exercise price and the
estimated fair value of the ordinary shares on the measurement date, which is typically the date of

grant, and is expensed ratably over the service period, which is typically the vesting period.

Stock-based employee compensation cost of RMB2.4 million, RMB3.8 million and RMB0.2 million in
2001, 2002 and 2003, respectively, has been expensed. The following table illustrates the effect
on net income and earnings per share if the Group had applied the fair value recognition provisions
of SFAS No. 123, “Accounting for Stock-Based Compensation”, to stock-based employee

compensation.
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2. Principal Accounting Pelicies (Cont’d)

(k) Stock-based compensation {cont’d)

Net profit (loss):
As reported

Less: Additional stock-based employee compensation
expense determined under fair value based method
for all awards.

Pro forma

Basic net earnings (loss) per ordinary share:
As reported
Pro forma

Diluted net earnings (loss) per ordinary share:
As reported
Pro forma

(i) Income taxes

For the year ended December 31,

2001 2002 2003
RMB RMB RMB
(233,163,914) 16,301,638 322,872,724
(8,057,740) (223,046) (20,281,210)
(241,221,654) 16,078,592 302,591,514
(0.08) 0.01 0.10
(0.08) 0.01 0.10
(0.08) 0.01 0.10
(0.08) 0.01 0.09

Deferred income taxes are provided using the balance sheet liability method. Under this method,

deferred income taxes are recognized for the tax consequences of significant temporary differences

by applying enacted statutory rates applicable to future years to differences between the financial

statement carrying amounts and the tax bases of existing assets and liabilities. The tax base of an

asset or liability is the amount attributed to that asset or liability for tax purposes. The effect on

deferred taxes of a change in tax rates is recognized in income in the period that includes the

enactment date. A valuation allowance is provided to reduce the amount of deferred tax assets if it

is considered more likely than not that some portion of, or all of, the deferred tax assets will not be

realized.
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2. Principal Accounting Policies (Cont’d)

{m) Net earnings (ioss) per share (“EPS”) and per American Depositary
Share {(“ADS”)
In accordance with SFAS No. 128, “Computation of Earnings Per Share,” basic EPS is computed by
dividing net profit (loss) attributable to ordinary shareholders by the weighted average number of
ordinary shares outstanding during the year. Diluted EPS is calculated by dividing net profit (loss)
by the weighted average number of ordinary and dilutive ordinary equivalent shares outstanding
during the year. Ordinary equivalent shares consist of the ordinary shares issuable upon conversion
of the Zero Coupon Convertible Subordinated Notes (using the if-converted method) and ordinary
shares issuable upon the exercise of outstanding stock options (using the treasury stock method).
Stock options for a total of 66,845,749, 24,972,000 and 1,400,000 ordinary shares in 2001, 2002
and 2003, respectively, and a total of 51,921,080 ordinary shares, being the weighted average
number of ordinary shares issuable upon conversion of the Zero Coupon Convertible Subordinated
Notes in 2003, were excluded from the computation of diluted earnings (loss) per share because (i)
the exercise prices of the options were greater than the average market price of the ordinary
shares, or (ii) the inclusion of the options would have been anti-dilutive because the Company
experienced a net loss during the year, or (iii) the conversion price of the notes was greater than

the average market price of the ordinary shares in certain periods of 2003.

Net earnings (loss) per ADS has been computed by multiplying the net earnings (loss) per share by

100, which is the number of shares represented by each ADS.

{n) Statutory reserves

In accordance with the Regulations on Enterprises with Foreign Investment of China and their
articles of association, NetEase Beijing, NetEase Shanghai and Cuangzhou Interactive, being foreign
invested enterprises established in China, are required to provide for certain statutory reserves,
namely generai reserve, enterprise expansion fund and staff welfare and bonus fund which are
appropriated from net profit as reported in their PRC Statutory Accounts. NetEase Beijing, NetEase
Shanghai and Guangzhou Interactive, being wholly foreign owned enterprises, are required to
allocate at least 10% of their after-tax profit to the general reserve until such reserve has reached
50% of their respective registered capital. Appropriations to the enterprise expansion fund and
staff welfare and bonus fund are at the discretion of the board of directors of NetEase Beijing,
NetEase Shanghai and Guangzhou Interactive, respectively. These reserves can only be used for
specific purposes and are not distributable as cash dividends. Appropriations to the staff welfare

and bonus fund are charged to selling, general and administrative expenses.
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2. Principal Accounting Policies {(Cont’d)

{n) Statutory reserves {(con?®d)
NetEase Shanghai and Guangzhou Interactive have been in an accumulated loss position according

to their PRC Statutory Accounts and no appropriations to statutory reserves have been made.

The year ended December 31, 2003 was the first year in which NetEase Beijing had cumulative
retained earnings according to its PRC Statutory Accounts. Accordingly, an amount of approximately
RMB33.7 million, representing 10% of the net profit, after recouping all iosses carried forward,
according to its PRC Statutory Accounts for the year ended December 31, 2003 was appropriated

to the general reserve.

(o) Deferred assets

Deferred assets mainly include the offering costs of the Company’s Zero Coupon Convertible
Subordinated Notes. The Company amortizes the offering costs over a period of 35 to 36 months
from the date of issuance of the notes by the Company to the first date when the Company may be

required to repurchase all or any portion of the principal amount of the notes.

{p) Related parties

Parties are considered to be related if one party has the ability, directly or indirectly, to control the
other party or exercise significant influence over the other party in making financial and operating
decisions. Parties are also considered to be related if they are subject to common control or common

significant influence.

{g) Comprehensive (loss)/income
Comprehensive (loss)/income is defined as the change in equity of the Group during a period from
transactions and other events and circumstances excluding transactions resulting from investments

by shareholders and distributions to sharehoiders.

{r) Segment reporting

SFAS No. 131 “Disclosures about Segments of an Enterprise and Related Information” establishes
standards for reporting information about operating segments on a basis consistent with the Group’s
internal organization structure as well as information about geographical areas, business segments
and major customers in financial statements (see Note 20 for details on the Group’s business

segments).
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2. Principal Accounting Policies (Cont’d)

{s) Recent accounting pronouncements

In November 2002, EITF reached a consensus on Issue No. 00-21, “Revenue Arrangements with
Multiple Deliverables.” EITF Issue No. 00-21 provides guidance on how to account for arrangements
that involve the delivery or performance of multiple products, services and/or rights to use assets.
The provisions of EITF Issue No. 00-21 will apply to revenue arrangements entered into in fiscal
periods beginning after June 15, 2003. The Croup believes that the adoption of this standard will

have no material impact on its financial statements.

In April 2003, the FASB issued Statement of Financial Accounting (SFAS) No.149, Amendment of
Statement 133 on Derivative Instruments and Hedging Activities. This statement amends and clarifies
financial accounting and reporting for derivative instruments and hedging activities under FASB
Statement No.133, Accounting for Derivative Instruments and Hedging Activities, by requiring
contracts with similar characteristics to be accounted for comparably. This statement is effective
for contracts entered into or modified after June 30, 2003. The Group believes that the adoption of

SFAS No.149 will not have a material impact on its financial statements.

3. Concentrations

(a) Dependence on mobile phone operators

Wireless value-added services revenues, which represent a significant portion of the Group’s total
revenue, are derived from co-operative arrangements with the two mobile phone operators in
China. If the various contracts with either mobile phone operator are terminated or scaled-back, or
if the mobile phone operators alter the fee sharing percentages, it will be difficult, if not impossible,
to find appropriate replacement partners with the requisite licenses and permits, infrastructure

and customer base to offer these services, which would adversely affect the Group’s businesses.

(b) Bandwidth and server custody service provider
The Group relies on two telecommunications service providers and their affiliates for bandwidth

and server custody service.
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3. Concentrations {(Cont’d)

{c) Dependence on Guangzhou NetEase
The Group relies exclusively on Guangzhou NetEase, which has the approval to operate as an

Internet content provider, for the operation of the NetEase Web sites.

{(d) Dependence on Guangyitong Advertising
All of the Group’s advertising services revenues are derived from Guangyitong Advertising which

has the approval to operate online advertising.

(e) Credit risk
The Group is principally developing and providing a range of Internet-related services including
online game services, wireless value-added and other related services and advertising services in

China. The Croup generally does not require collateral for its accounts receivable.

4. Restricted Cash
As of December 31, 2003, there was no restricted cash balance. The restricted cash balance as of
December 31, 2002 represents USD denominated deposits in the amounts of US$0.1 million pledged

as security money for renting office space.

5. Held-to-Maturity invesimentis
Held-to-maturity investments represent investments in US government agency debt securities and

Federal Home Loan debt securities with maturity dates in 2004,
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6. Prepayimients and Other Current Assets

December 31, December 31,

2002 2003

RMB RMB
Deferred issuance costs of convertible notes - 7,840,018
Prepayments 2,608,169 5,215,394
Interest receivable 352,826 1,931,777
Employee advances 375,069 1,291,741
Low-value consumables 884,400 1,463,523
Rental deposits 1,657,212 435,789
QOther 233,013 1,571,127
6,110,689 19,749,369

7. Related Party Transactions and Variable interest Entities

{a) Related Party Transactions
During the years ended December 31, 2001, 2002 and 2003, the Group derived approximately
RMBO0.3 million, RMB nil and RMB nil, respectively, of advertising fees from shareholders of the

Company.

During the years ended December 31, 2001, 2002 and 2003, the Group derived approximately
RMB14.2 million, RMB34.2 million and RMB86.2 million, respectively, of advertising services revenues
from Guangyitong Advertising, a related company which is controlled by the principa!l shareholder

of the Company, for advertising-related technical consulting services performed.

During the years ended December 31, 2001, 2002 and 2003, the Group derived approximately
RMB14.1 million, RMB197.4 million and RMB482.7 million, respectively, of online game and wireless
valued-added and other fee-based premium services revenues from Guangzhou NetEase, a related

company which is controlled by the principal shareholder of the Company.

During the years ended December 31, 2001, 2002 and 2003, the Group reimbursed Guangzhou
NetEase a total of approximately RMB2.7 million, RMB29.6 million and RMB54.6 million, respectively,

for the costs of revenue and operating expenses associated with the NetEase Web sites.

NetEase Annual Report 2003 74



7. Related Party Transactions and Variable interest Entities (Cont’d)

{a) Related Party Transactions (cont’d)

Due from related parties mainly represents amounts receivable from Guangyitong Advertising
and/or Guangzhou NetEase for services performed and temporary advances to officers of the
Group in the normal course of business. Due to a related party mainly represents amount received
in advance from Guangzhou NetEase for services to be performed, primarily in relation to online
game services. The balances with these two entities were unsecured, interest-free and repayable

on demand.

In addition, in January 2001, the Group advanced RMB1.9 million to Mr. William Ding, the principal
shareholder of the Company. The advance bore an annual interest rate of 6% compounded annually
and was repayable by monthly instalments with the entire amount repayable by November 2006.

The advance was repaid in full in 2003.

Moreover, in June 2000, the Group advanced RMB2.0 million to an employee who is a relative of
the principal shareholder. The advance bore an annual interest rate of 5% and was repayable one
year from the date of advance. The advance was in default in June 2001, thus a full provision was
made during the year ended December 31, 2001. However, the amount was subsequently repaid

in 2003. As such, the provision has been reversed during the year ended December 31, 2002.

As of December 31, 2002 and 2003, the amounts due from related parties included amounts
denominated in US dollars of US$0.2 million (equivalent to approximately RMB1.3 million) and

USS nil, respectively. All other related party balances are denominated in RMB.

(b} Variable interest Entities

In January 2003, the FASB issued FASB Interpretation No. 46, “Consolidation of Variable Interest
Entities, an Interpretation of ARB No. 51" (“FIN 46”) which was further revised in December 2003.
FIN 46 provides guidance on the identification of and financial reporting for entities over which
control is achieved through means other than voting rights. This Interpretation requires existing
unconsolidated variable interest entities to be consalidated by their primary beneficiaries if the
entities do not effectively disperse risks among the parties involved. The Interpretation applies
immediately to variable interest entities created after jJanuary 31, 2003, and to variable interest
entities in which an enterprise obtains an interest after that date. it applies in the first fiscal year or
interim period ending after March 15, 2004 to variable interest entities in which an enterprise

holds a variable interest that it acquired before February 1, 2003.
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7. Related Party Transactions and Variable interest Entities (Cont'd)

{b) Variable interest Entities (cont’d)

According to the requirements of FIN 46 and the revised version of FIN 46 (“FIN 46-R"), the Group
has evaluated its relationship with two unconsolidated related companies, namely Guangzhou
NetEase and Cuangyitong Advertising. Guangzhou NetEase and Guangyitong Advertising are
concluded as variable interest entities (“VIE") of the Company. The Company has concluded it is the
primary beneficiary of these two VIEs. Effective January 1, 2004, the Company has prospectively
consolidated these two VIEs in accordance with the transitional provisions of FIN 46 and FIN 46-R
in the Company’s consolidated financial statements. Since substantially all of the income received
by the VIEs are paid to NetEase Beijing, management has concluded that the adoption of FIN 46 and

FIN 46-R will not significantly affect the net assets or net income of the Group.

The following table provides information about the VIEs (in thousands):

Total revenue for Net income/(loss)

Total assets at the year ended for the year ended
December 31, December 31, December 31,
Name of VIE 2003 2003 2003
RMB RMB RMB
Guangzhou NetEase : 79,630 504,770 -
Guangyitong Advertising 12,500 94,200 -

8. Allowance for Doubtful Accounts
Movements of the allowance for doubtful accounts for the years ended December 31, 2002 and

2003 were as follows:

Write-off of
receivable balances
Balance at Charged to cost  and corresponding Balance at
January 1 and expenses provisions December 31
RMB RMB RMB RMB
2002 7,447,775 3,254,783 1,999,251 8,703,307
2003 8,703,307 3,551,682 2,097,200 10,157,789
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9. Property, Equipment and Software

Computers

Furniture and office equipment
Software

Vehicles

Leasehold improvements

Less: Accumulated depreciation

Net book value

10. Employee Benefits

December 31, December 31,
2002 2003
RMB RMB

50,163,071 73,926,310
2,167,062 2,892,207
16,200,568 20,398,009
358,705 358,705
5,813,941 8,588,410
74,703,347 106,163,641

(48,324,165) (65,753,377)

26,379,182 40,410,264

The full-time employees of those entities within the Group which are established in China are

entitled to staff welfare benefits including medical care, welfare subsidies and unemployment

insurance, etc. These entities are required to accrue for these benefits based on certain percentages

of the employees’ salaries in accordance with the relevant regulations. The total provision for such

employee benefits amounted to RMB7.9 million, RMB6.4 million and RMB2.9 million for the years

ended December 31, 2001, 2002 and 2003, respectively. These entities are also required to make

contributions to the state-sponsored pension and medical plans out of the amounts accrued for

medical and pension benefits. These contributions for the years ended December 31, 2001, 2002

and 2003 amounted to approximately RMB1.7 million, RMB3.4 million and RMB5.0 million,

respectively. The Chinese government is responsible for the medical benefits and ultimate pension

liability to these employees.

1 1. Taxation

{a) Income taxes

Cayman Islands

Under the current laws of the Cayman Islands, the Company is not subject to tax on income or

capital gain. Additionally, upon payments of dividends by the Company to its shareholders, no

Cayman Islands withholding tax will be imposed.
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i1. Taxation (Cont’d)

{(a) Income taxes {(cont’d)

British Virgin Islands (“BVI”)
NetEase Interactive is exempted from income tax on its foreign-derived income in the BVI. There

are no withholding taxes in the BVI.

China

In accordance with “Income Tax Law of China for Enterprises with Foreign Investment and Foreign
Enterprises”, foreign invested enterprises are generally subject to enterprise income tax (“EIT") at
the rate of 30% plus a local income tax of 3%. NetEase Beijing, being a foreign invested enterprise
and located in the New Technology Industrial Development Experimental Zone in Beijing, has been
recognized as a “New and High Technology Enterprise”. According to an approval granted by the
Haidian State Tax Bureau in November 2000, NetEase Beijing is entitled to a reduced EIT rate of 15%
commencing from the year 2000. In addition, the approval also granted NetEase Beijing with a full
exemption from EIT from 2001 to 2002, a 50% reduction in EIT from 2003 to 2005, and a full
exemption from the local income tax from 2000 onwards. Consequently, NetEase Beijing is exempted
from EIT and local income tax for each of the years ended December 31, 2001 and 2002, and

enjoyed a 50% reduction in EIT for the year ended December 31, 2003.

The combined effects of EIT exemption and reduction available to NetEase Beijing during the years

ended December 31, 2001, 2002 and 2003 are as follows:

For the year ended December 31,

2001 2002 2003

RMB RMB RMB
Aggregate amount - - 96,572,356
Earnings per share effect, basic - - 0.03

The preferential EIT treatments that NetEase Beijing obtained may be subject to review by higher
authorities. If these preferential tax treatments were not available to NetEase Beijing, NetEase
Beijing would be subject to EIT at 30% plus a local tax of 3% and the exemption and reduction

described above would not apply.
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11. Taxation {(Cont’d)

{a) Income taxes {(cont’d)

Guangzhou Interactive has also been recognized as a “New and High Technology Enterprise”.

According to an approval granted by the Guangzhou State Tax Bureau, Guangzhou Interactive is

entitled to a full exemption from EIT from 2003 to 2004. After that, Guangzhou Interactive is

subject to EIT at the rate of 30% plus a local tax of 3%.

NetEase Shanghai, Guangzhou NetEase and Cuangyitong Advertising are all subject to EIT at the

rate of 30% plus a local tax of 3%.

A reconciliation of the differences between the statutory tax rate and the effective tax rate for EIT

is as follows:

EIT statutory rate
Permanent differences (primarily the expenses incurred
by the Company which are not deductible for EIT)
- Professional fees
- Salaries of the Company’s senior officers
- Class action settlement
- Depreciation
- Revenue sharing expenses
- Issuance cost of convertible notes
- Advertising
- Technical services
- Travelling expenses
- Share compensation costs
- Other
Effect of lower tax rate applicable to hi-tech enterprises
Effect of tax holidays applicable to hi-tech enterprises
Additional (reversal of) valuation allowance on tax loss
carryforwards

Effective EIT rate

For the year ended December 31,

2001 2002 2003

(33.0)% 33.0% 33.0%
8.5% 42.0% 1.0%
3.1% 40.8% 1.3%

- 87.7% -

- 32.7% 0.9%

- - 0.5%

- - 0.3%

- 9.8% -

- 13.0% -

- - 0.1%

0.3% 9.0% -
6.7% 14.7% 2.0%
6.2% (168.9)% (19.8)%

- (140.8)% (8.3)%

8.2% 9.8% (4.9%

~ (17.2)% 6.1%
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11. Taxation (Cont’d)

(a) Income taxes (cont’d)
As of December 31, 2001, 2002 and 2003, the tax impact of significant temporary differences
between the tax and financial statement bases of assets and liabilities that gave rise to deferred

tax assets were principally related to the following:

December 31, December 31,
2002 2003
RMB RMB
Loss carryforwards 19,132,653 9,669,543
Valuation allowance (16,736,765) -
Net deferred tax assets
- current - 9,669,543
—non-current 2,395,888 -

Subject to the approval of the relevant tax authorities, the Group had loss carryforwards of
approximately RMB29.3 million as of December 31, 2003 for EIT purposes. Approximately
RMB17.2 million and RMB12.1 million of these loss carryforwards will expire in 2006 and 2007,
respectively. No valuation allowance has been provided on the loss carryforwards as the Group

expects it will be able to utilize the loss carryforwards before their expiration.

Income tax benefit shown in the consolidated statements of operations for the year ended December
31, 2002 resulted from the recognition of deferred tax assets arising from tax loss carryforwards
for which less than full valuation allowance was made as of December 31, 2002 because of the

expected utilization of certain of these tax carryfowards in the foreseeable future from that date.

(b) Business tax (“BT”) and cultural development fee

The Group is subject to BT on the provision of taxable services in China, transfer of intangible
assets and the sale of immovable properties in China. The tax rates range from 3% to 20% of the
gross receipts, depending on the nature of the revenues. The applicable BT rate for the Group’s
revenues is generally 5%. In addition, Cuangzhou NetEase and Guangyitong Advertising are also
subject to BT at 3.3% or 5.5% on their revenues and Guangyitong Advertising is also subject to a
cultural development fee of 3% on its Internet advertising fees, which effectively reduce the revenues
the Group derives from Guangzhou NetEase and Guangyitong Advertising. The business tax
presented in the consolidated statements of operations and comprehensive income (loss) represents
the BT charged on the Group’s revenue generated from services provided to Guangzhou NetEase

and Guangyitong Advertising.



12. Taxes Payable

December 31, December 31,
2002 2003
RMB RMB
BT 4,337,428 4,440,053
Individual income taxes for employees 3,848,253 2,490,511
Enterprise income taxes - 7,610,123
Other 67,269 1,435,655
8,252,950 15,976,342
13. Accrued Liabilities
December 31, December 31,
2002 2003
RMB RMB
Advertising expenses 808,420 669,935
Content fees 1,276,551 610,889
Professional fees 3,428,678 5,748,950
Server custody fees 737,131 715,131
Other 4,147,605 3,953,856
10,398,385 11,698,761

14. Zero Coupon Convertible Subordinated Notes

The Company issued and sold US$75 million and US$25 million aggregate principal amounts of
Zero Coupon Convertible Subordinated Notes due july 15, 2023 on July 14, 2003 and on
July 31, 2003, respectively, in private offerings. The notes are general unsecured obligations of the
Company and are subordinated to any existing or future senior indebtedness of the Company. The
notes do not pay any interest except in limited circumstances, have a zero yield to maturity and are
convertible into the Company’s ordinary shares at a conversion price of US$0.4815 per ordinary
share, subject to adjustments and upon the occurrence of certain other events. Holders of notes
may require the Company to repurchase all or a portion of their notes for cash on july 15, 2006,
July 15, 2007, July 15, 2008, July 15, 2013 and July 15, 2018, at a price equal to 100% of the
principal amount of the notes, together with accrued and unpaid interest, if any, subject to certain
conditions. On or after july 15, 2008, the Company may redeem for cash all or part of the notes at
a price equal to 100% of the principal amount, to together with accrued and unpaid interest, if any,

subject to certain conditions.
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15, Subscriptions Receivable

During the year ended December 31, 2001, the Company made an allowance for doubtful
subscriptions receivable amounting to approximately RMB6.4 million. Such subscriptions receivable
arose from advances to certain shareholders for subscription for the Company’s shares in 2000.

The amount was fully settled in 2003.

Subscriptions receivable as of December 31, 2002 represents the amount receivable from a

shareholder for subscription for the Company’s series B preference shares (see Note 16).
16. Capital Structure

{a) Ordinary shares

The holders of ordinary shares in the Company are entitled to one vote per share and to receive
ratably such dividends, if any, as may be declared by the board of directors of the Company. In the
event of liquidation, the holders of ordinary shares are entitled to share ratably in all assets remaining
after payment of liabilities. The ordinary shares have no preemptive, conversion, or other subscription

rights.

On March 23, 2001, the Company entered into an agreement whereby the Company acquired
certain software for online games, computers and the related intellectual property rights for cash
consideration of US$0.2 million from a private technology company. In addition, the Company
agreed to issue 7,742,168 ordinary shares in the Company to the founders of the private technology
company by installments on a quarterly basis starting from June 23, 2001 through March 23, 2003
for the service to be provided by such individuals as employees of the Company over such period.
The total estimated fair value of these shares of approximately RMBQ.8 million, valued at
US$0.0125 per share at the date of agreement, was recognized as deferred compensation, which
was to be amortized over the related vesting period. During the years ended December 31, 2002
and 2003, the Company issued 3,636,377 shares and 853,952 shares, respectively, to the founders

of the private technology company for their service as employees as described above.

According to an agreement dated September 11, 2001 between the Company and a senior officer
of the Company, the Company provided the officer with 25,000,000 ordinary shares by quarterly
installments over a period of 18 months. As a result, deferred compensation cost of approximately
RMB1.3 million was recorded in 2001 and the amount was amortized over the related vesting

period of 18 months.
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16. Capital Structure {(Cont’d)

(a) Ordinary shares (cont’d)

According to a board resolution dated January 23, 2002, the Company agreed to provide two
newly hired members of senior management of the Company with 12,322,868 ordinary shares in
the Company over a period of 7 months. The total estimated fair value of those shares of
RMBO.7 million (valued at US$0.006492 per share) at the date of the agreement was recognized as

deferred compensation and was amortized over the related vesting periods.

{b) Convertible preference shares

Series B preference shares

On March 23, 2000, the Company entered into a Series B Preference Shares Purchase Agreement
pursuant to which the Company issued 2,560,556 Series B preference shares of US$0.01 each at an
issuance price of US$15.60 per share for a total consideration of approximately US$40.0 million, of
which US$35.0 million was paid up in cash and US$5.0 million was paid up by advertising to be
provided by the shareholder of the Series B preference shares and its affiliated companies on their

television channels over a period of three years.

The Series B preference shares were convertible on a basis of 100 ordinary shares for one preference
share. These preference shares had an aggregate liquidation preference equal to the total
consideration for which they were issued. They carried certain preferences on dividend payment
and return of capital in case of a winding up of the Company. These preference shares were
automatically converted upon closing of the initial public offering of the ordinary shares in the

Company in 2000.

In March 2000, the Company also entered into a strategic co-operation agreement with the
shareholder of its Series B preference shares which provided for, among other things, advertising
spending of US$5.0 million on NetEase Web sites from the shareholder over the next three years,
cross licensing of Internet tools and technologies, licensing of content information, and other
co-operative marketing and promotional events on commercial terms to be agreed between the
two parties. Subsequently, in March 2003, the Company entered into a supplemental agreement
with the shareholder such that the shareholder was obligated to spend the then remaining advertising
spending of US$4.0 million on NetEase Web sites by March 28, 2004. All other aspects of the

strategic co-operation agreement were terminated in March 2003.
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16. Capital Structure (Cont’d)

(b) Convertibie preference shares (cont’d)

The effect of the issuance of Series B preference shares together with the strategic co-operation
agreement with the same shareholder is similar to an issuance of shares to the shareholder for
cash consideration of US$40.0 million (with US$35.0 million receivable immediately and
US$5.0 million receivable over a period of three years from March 2000) and having a barter
transaction for advertising between the Company and the shareholder. The accounting for these

two transactions in the consolidated financial statements reflects this effect.

On July 4, 2003, the Company entered into an agreement with the shareholder to repurchase
27,142,000 ordinary shares in the Company held by the shareholder. Under the agreement the
Group paid the shareholder a net aggregate amount of approximately US$4.6 million and the
obligation of the shareholder to make advertising spending on the NetEase Web sites described
above was waived. As a result of such transaction, the subscriptions receivable from the shareholder
were effectively collected and the respective additional paid-in capital was reduced. Moreover, in
accordance with the agreement, the Group is entitled to use approximately US$2.0 million worth of
advertising on certain media properties of the shareholder at no additional cost until
March 28, 2004 or such other date as the parties shall agree. On July 28, 2003, the parties agreed
to extend the date from March 28, 2004 to June 30, 2004. The Company did not recognize the

amount as an asset.
17. Stock Options

(a) Stock option plans
In December 1999, the Company adopted an incentive and non-statutory stock option plan for the
Company’s directors, senior management, employees and consultants (the “1999 Stock Option

Plan™). The Company had reserved 345,675,000 ordinary shares for issuance under the plan.

According to a resolution of the board of directors of the Company in 2000, the 1999 Stock Option

Plan was replaced by the 2000 Stock Option Plan.
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17. Stock Options (Cont’d)

(@) Stock option plans (cont’d) .

According to a resolution of the board of directors and the shareholders of the Company in 2001,
the 2000 stock option plan was amended and restated. Under the amended plan, the number of
ordinary shares available for issuance was increased from 223,715,000 under the prior plan to
323,715,000. The amended plan also included a mechanism for the automatic increase in the
number of ordinary shares available for future issuance. This mechanism, which is known as
“Evergreen Provision”, provided for a periodic increase so that the number of ordinary shares available
under the plan would automatically increase by 3% each year up to a maximum at any given time
of 17.5% of the Company’s total outstanding ordinary shares, on a fully-diluted basis. These increases
would occur on June 1 of 2001 and January 1 of each year thereafter. The “Evergreen Provision” has

been suspended pursuant to a resolution of the board of directors dated March 25, 2002.

(b) Deferred compensation costs

in 2003, approximately RMBO0.2 million (2001: RMB1.5 million; 2002: RMB2.1 million) of the deferred
compensation costs were amortized and charged to expense and approximately RMBO.1 million
(2001: RMB33.6 million; 2002: RMBO.1 million) of the deferred compensation costs were reversed
against the additional paid in capital as a result of the resignation of employees, senior management,

consultants and advisory board members.

The following table presents a summary of the Company’s stock options outstanding at and stock

option activities during the years ended December 31, 2001, 2002 and 2003.
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17. Stock Options (Cont’d)

(b) Deferred compensation costs {(cont’d)

Number of ordinary shares issuable
upon exercise of stock options

Outstanding at January 1, 2001
Granted during the year
Exercised during the year
Cancelled during the year

Qutstanding at December 31, 2001

Qutstanding at January 1, 2002
Granted during the year
Exercised during the year
Cancelled during the year

QOutstanding at December 31, 2002

Outstanding at January 1, 2003
Granted during the year
Exercised during the year
Cancelled during the year

Qutstanding at December 31, 2003

Weighted

average

Senior  Director and Advisory exercise

Employees  Management  consultants Board Total price

' uss

45,960,000 198,191,100 1,800,000 2,850,000 248,901,100 0.001
24,059,000 92,225,000 - ~ 116,284,000 0.017
(28,276,000) (198,629,100} - (1,850,000) (228,755,100) 0.064
41,743,000 91,787,000 1,800,000 1,000,000 136,430,000 0.074
41,743,000 91,787,000 1,900,000 1,000,000 136,430,000 0.074
51,510,000 59,000,000 - - 110,510,000 0.008
(6,241,200)  (42,536,900) - - (48,778,100) 0.010

(11,635,000) (59,250,100) - (1,000,000) (71,885,100) 0.096
75,376,800 49,000,000 1,900,000 - 126,276,800 0.028
75,376,800 49,000,000 1,900,000 - 126,276,800 0.028
62,750,000 47,200,000 1,450,000 - 111,400,000 0.128
(32,783,700)  (19,200,000) (600,000) - {52,583,700) 0.035
(7,924,800)  (7,000,000) - - (14,924,800) 0.026

97,418,300 70,000,000 2,750,000 - 170,168,300 0.092

As of December 31, 2003, options to purchase 17,732,000 ordinary shares were exercisable.

Under the stock option plans, options to purchase 234,471,824 ordinary shares were available for

future grant. The fair value of ordinary shares on the dates of stock option grants was determined

by management based on the recent issuance of preference shares, the market price of the Company’s

shares on the Nasdaq National Market, consideration of significant milestones achieved by the

Group and other market considerations. Options outstanding and exercisable by price range as of

December 31, 2003 were as follows:



17. Stock Options (Cont’d)

{(b) Deferred compensation costs (cont’d)

Options Qutstanding at

December 31, 2003

Options Exercisable at
December 31, 2003

Average Weighted Weighted
Remaining Average Average
Number Contractual Exercise Number Exercise
Exercise Price Outstanding Life Price Exercisable Price
uss
US30.007 - US$0.009 38,296,500 2.64 0.007 11,036,000 0.007
US$0.012 - US$0.015 2,856,000 3.50 0.015 - -
Us$0.021 1,750,000 3.39 0.021 - -
Us$0.022 7,174,800 3.08 0.022 666,000 0.022
US$0.070 - US$0.075 2,105,000 2.57 0.075 1,605,000 0.075
Us$0.100 6,951,000 2.16 0.100 4,077,000 0.100
Us$0.102 10,000 417 0.102 -
usso.11o 97,835,000 4.17 0.110 - -
US$0.122 10,000 4.21 0.122 - -
US$0.135 490,000 4.21 0.135 - -
US$0.155 - US$0.156 1,290,000 2.34 0.156 348,000 0.156
US$0.254 10,000,000 438 0.254 - -
US$0.406 1,000,000 4.88 0.406 - -
US$0.679 400,000 4.75 0.679 - -
170,168,300 3.66 0.092 17,732,000 0.038

For the purposes of SFAS No.123 pro forma disclosures, the estimated fair value of each senior

management or employee option grant is estimated on the date of grant using the Black-Scholes

option pricing method with the following assumptions:

Risk free interest rate

Expected life (in years)

Expected dividend yield

Volatility

Weighted average estimated fair value of the underlying
shares on the date of option grants (US$)

For the year ended December 31,

2001 2002 2003
2.97% -3.30% 2.91% 2.79%
5-10 5 5
0% 0% 0%
122% -155% 104% -108% 103%-111%
0.085 0.008 0.128
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18. Net Earnings (Loss) Per Share

The following table sets forth the computation of basic and diluted net earnings (loss) per share for

the years ended December 31, 2001, 2002 and 2003:

Numerator:
Net profit (loss) attributable to ordinary shareholders

Denominator:
Weighted average number of ordinary shares
outstanding, basic
Dilutive effect of employee stock options and
convertible notes

Weighted average number of ordinary shares
outstanding, diluted

For the year ended December 31,

2001

2002

2003

(233,163,914)

16,301,638

322,872,724

3,013,419,400

3,051,395,100

76,442,800

3,122,257,952

179,053,547

3,013,419,400

3,127,837,300

3,301,311,499

Anti-dilutive effect of stock options 66,845,749 24,972,000 1,400,000
Anti-dilutive effect of convertible notes - - 51,921,080
Net earnings (loss) per share, basic RMB(0.08) RMBO.01 RMBO.10
Net earnings {loss) per share, diluted RMB(0.08) RMB0.01 RMBO.10

19. Commitments and Contingencies

() Commitments

As of December 31, 2003, future minimum lease and capital commitments were as follows:

Office rental Server custody Capital

commitments fee commitments commitments Total

RMB RMB RMB RMB
2004 7,144,306 11,854,600 2,385,827 21,384,733
2005 5,182,717 92,500 - 5,275,217
2006 2,266,879 - - 2,266,879
Beyond 2006 575,658 - - 575,658
15,169,560 11,947,100 2,385,827 29,502,487

NeotEase Annual Report 2003

In the years ended December 31, 2001, 2002 and 2003, the Company incurred rental expenses in
the amounts of approximately RMB8.8 million, RMB7.4 million and RMB6.7 million, respectively.
Capital commitments as at December 31, 2003 represented capital commitments contracted but

not provided for in the financial statements.
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19. Commitmenits and Contingencies (Cont’d)

{b) Insurance coverage
As of December 31, 2003, the Group had insurance coverage of approximately RMB44.5 million on

its property, equipment and software.
(c) Litigation

Class Actions

Beginning in October 2001, four substantially identical purported class action complaints alleging
violations of the federal securities laws were filed in the United States District Court for the Southern
District of New York naming the Company, certain of its current and former officers and directors,
and the underwriters of the Company’s initial public offering as defendants. These complaints
were subsequently consolidated into a single action. In general, the complaints alleged, among
other things, that (i) the Company’s initial public offering violated the securities laws because the
financia! statements accompanying the offering’s registration statement misstated the Company’s
revenue; and (ii) the Company committed securities fraud by materially misstating the Company’s

revenue in its 2000 financial statements.

The court preliminarily approved the settlement of this class action litigation on

February 25, 2003, and all persons who purchased the Company’s ADSs during the period from

July 3, 2000 to August 31, 2001 were certified as a single class. The aggregate settlement amount -

for all claims in this litigation was US$4.35 million, which amount was paid by the Company in
2002 into an escrow account pending final court approval and charged to the consolidated statement

of operations for the year ended December 31, 2002.

On May 16, 2003, the plaintiffs in the class action entered into a stipulation and agreement of
settlement with the defendants. The definitive settlement of the class action litigation has been

approved and declared final by the District Court.
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19. Commitments and Contingencies (Cont’d)
(c) Litigation {(cont’d)

Copyright Infringement Lawsuit

In January 2003, Guangzhou NetEase was named in a copyright infringement lawsuit in China and
the plaintiffs claimed damages of US$1.0 million. The Group intends to vigorously defend its pasition.
Based on the legal advice it has obtained, the Group believes the ultimate resolution of this matter

will not have a material financial impact on the Group.

Wells Notice

As previously disclosed by the Company, the staff of the U.S. Securities and Exchange Commission
(SEC) has been conducting an investigation related to the Company’s restatement of its financial
statements for the year ended December 31, 2000. The Company subsequently announced that it
received a “Wells notice” from the SEC staff on March 15, 2004, which states that the staff intends
to recommend that the SEC bring a civil injunctive action against the Company for alleged violations
of the federal securities laws, which action the Company believes will be in connection with the
circumstances relating to the restatement. The Company cannot predict at this time whether the
SEC will bring charges against it or, if it does, the scope of such charges, the likelihood of its

successfully defending any such action or the penalties which may be imposed on the Company.

20. Segment Information

In the third quarter of 2003, the Group changed the manner of reporting internal departmental
information. As such, the Group has restated its 2002 segment disclosures to conform with the
change in segments that occurred in the third quarter of 2003. The following are the breakdowns
of revenue for the years ended December 31, 2001, 2002 and 2003 and cost of revenue for the
years ended December 31, 2002 and 2003. No comparative information of the breakdown of cost
of revenue was presented for the year ended December 31, 2001 as the information is not readily
available and it is impracticable to obtain. The Group does not allocate any operating costs or
assets to its business segments as management does not use this information to measure the

performance of the operating segments.
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20. Segment Information (Cont’d)

Total revenues:

Online game services

Wireless value-added and other fee-based premium services
Advertising services

Total revenues

Business tax:

Online game services

Wireless value-added and other fee-based premium services
Advertising services

Total Sales taxes

Net revenues:

Online game services

Wireless value-added and other fee-based premium services
Advertising services

Total net revenues

Cost of revenues:

Online game services

Wireless value-added and other fee-based premium services
Advertising services

Total cost of revenues

Gross profit (loss on revenues):

Online game services

Wireless value-added and other fee-based premium services
Advertising services

Total gross profit (loss on revenues)

Share compensation cost included in cost of revenue by segments:

Online game services
Wireless value-added and other fee-based premium services
Advertising services

For the year ended December 31,

2001 2002 2003
RMB RMB RMB
- 37,053,414 203,246,114
14,136,369 161,305,678 279,659,170
14,163,952 34,209,376 86,183,733
28,300,321 232,568,468 569,089,017
- (1,852,671) (10,162,385)
(767,351) (8,064,076) (13,982,869)
(1,507,433) (1,710,469) (2,809,238}
(2,274,784) (11,627,216) (26,954,502)
- 35,200,743 193,083,719
13,369,018 153,241,602 265,676,301
12,656,519 32,498,907 83,374,495
26,025,537 220,941,252 542,134,515

(15,530,501)
(29,524,647)
(26,622,426)

(20,873,502)
(36,965,777)
(27,623,438)

(60,058,488) (71,677,574) (85,462,717)
19,670,242 172,210,217

123,716,955 228,710,524

5,876,481 55,751,057

(34,032,951) 149,263,678 456,671,798
- 1,908,125 -

- 1,908,125 -
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21.Subsequent Event
The Group entered into a series of agreements with Ling Yi in May 2004. Under these agreements,
the Group provides technology services to Ling Yi for the operation of portion of the NetEase Web

sites. These services include:

. Use of domain names;

. Use of copyrighted Web page layout;

. Use of registered trademarks; and

. Provision of technical and consulting services.

Under these agreements, substantially all of the income received by Ling Yi is paid to NetEase
Beijing. In addition, NetEase Beijing has agreed to bear the operating costs of Ling Yi. Under the
agreements with Ling Yi, the Group receives payments from Ling Yi for the technologies and services
it provides. The effect of the accounting is that revenues that the Group records related to transactions
with Ling Yi will not exceed the revenues that Ling Yi derives from unrelated parties. Based on
these contractua! arrangements, the Company has the right to enjoy all residual benefits and
effectively bear the risk of operating losses of Ling Yi. As a result, the Company has determined
that it is the primary beneficiary, as defined in FIN46, of Ling Yi and, accordingly, will consolidate

the financial statements of Ling Yi from the date of the agreements.

NetEase Annual Report 2003
: \ 92




i

A

L

P T




Cbi’pgrate !nfafmation

NetEase Annual Report 2003

Managemem Team
Ted Sun
Acting Chief Executlve Ofﬂcer

Denny Lee ‘
Chief Financial Ofﬁcer

Michael Tong /&
Executive Director '

Wendy Foo

Senior Vice Pre5|dent
Sales and Marketlng
Janelle/Wu'

Semor Vlce President

Prod ucts

Zha'n Zhonghui
Vice President

Online Games Business Department

" Board of Directors

William Ding

Founderand Chief Architect-— -

NetEase.com, Inc.

Ted Sun
Acting Chief Executlve Officer

NetEase com, Inc.

Denny Lee .
Chief Financial Ofﬂcer
NetEase.com, Inc.

Michael Tong
Executive Director
NetEase.com, Inc.

Ronald Lee
Co-Founder and Managing Director
BEENET

Donghua Ding *
Advisor
China Mobile (Shenzhen) Ltd.

Michael Leung *
Consultant
Koffman Securities

Joseph Tong *
Co-Founder and Director
TLM Apparel Co., Ltd.

* Member of audit committee



Corporate Information

Corporate Headguarters ‘ .
2/F, Tower B, Keeven International Research & Development Centre
No. 43 West Road North Third Ring Road

Haidian District

Beijing 100086, People’s Republic of China

Shanghai Office ) |

33/F Harbour Ring Plaza
18 Xi Zhang Zhong Road
Shanghai 200001, People’s Republic of China

Guangzhou Office

36/F Peace World Plaza

362-366 Huan Shi Dong Road

Guangzhou 510060, People’s Republic of China

Nasdag Sympol: NTES

(American Depositary Shares, each of which represent
100 of our ordinary shares, trade on the Nasdag
National Market)

Independent Public Accountants
PricewaterhouseCoopers Zhong Tian CPAs Limited Company
18th Floor, North Tower

Beijing Kerry Centre

1 Guang Hua Lu, Chao Yang District

Beijing 100020, People’s Republic of China

Legal Counsel
Morrison & Foerster

21/F, Entertainment Building
30 Queen’s Road Central
Hong Kong

Transfer Agent e
The Bank of New York
101 Barclay Street

New York, NY 10286

USA

investor and Medﬂa Reﬁa&wns Qc@rp HG3 CO)
~Olive Wang

NetEase.com, Inc.

owang®@corp.netease.com

(+8610) 8518 0163 x8243

Jessica Barist Cohen

Ogilvy Public Relations Worldwide
jessica.cohen@ogilvy.com
(+8621) 6218 3009 x238

%

NetEase Annual Repert 2003




power to the people

e

| ‘







www-163-com

power to the people




