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1QIY1: The Netflix of China? Good Luckin
Introduction

Our research shows us that iQIYT, Inc. (“1Q”) was committing fraud well before its IPO in 2018
and has continued to do so ever since. Like so many other China-based companies who IPO with
inflated numbers, 1Q is unable to legitimately grow their business enough to true up their
financial statements. We estimate 1Q inflated its 2019 revenue by approximately RMB 8-13
billion, or 27%-44%.

IQ does this by overstating its user numbers by approximately 42%-60%. Then, IQ inflates its
expenses, the prices it pays for content, other assets and acquisitions in order to burn off fake
cash to hide the fraud from its auditor and investors.

We conducted in person surveys of 1,563 people within IQ’s target demographic in China during
October and November 2019 and found that approximately 31.9% of 1Q users have access to its
VIP-only content through their memberships with 1Q’s partners such as JD.com or Xiaomi TV.
IQ accounts for dual memberships on a gross basis, meaning it records the full amount of
revenue and records its partners’ share as expenses. This allows IQ to inflate its revenues and
burn off fake cash at the same time.

We also obtained Chinese credit reports for all of IQ’s VIEs and WFOEs since 2015. When
compared to IQ’s prospectus, we found that the deferred revenues reported to the SEC were
inflated by 261.7%, 165.5% and 86.2% in 2015, 2016 and 2017, respectively. Deferred revenue
is a balance sheet account that arises when customers prepay for a service to be delivered in the
future. Because 1Q’s subscription customers prepay, most of its revenues are a function of
deferred revenue. These pre-IPO overstatements inherently cause 1Q’s post-IPO revenues to
continue to be overstated.

Arguably one of the most egregious examples of accounting fraud 1Q commits is the inflation of
its barter transaction revenue. Barter sublicensing revenues are determined by 1Q’s internal
estimates of the value of the content it traded. In other words, IQ’s management can effectively
assign any value they want to these transactions, providing an easy opportunity to inflate its
revenues. Based on the highest-end estimated value per non-exclusive episode provided by a
former 1Q employee involved in content acquisition, 1Q would have needed to barter the licenses
for ~3.9x and ~3.2x the total number of TV series episodes produced by all Chinese production
companies to legitimately reach its reported barter revenues in 2018 and 2019, respectively.>?3

11Q only barters non-exclusive licenses: 2018 20-F, p. F-24

2 According to China’s SARFT, there were 10,646 total TV episodes produced in China in 2019 and 13,726
episodes produced in 2018.

3 The former 1Q employee told us a non-exclusive license could be worth up to RMB 10,000 per episode maximum
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1Q is a mature company. It will be 10 years old this month and has lost money for 10 consecutive
years. 1Q’s losses are rapidly accelerating, unlike its growth. 1Q lost RMB 10.3 billion in 2019,
RMB 1.2 billion more than 2018. Meanwhile, paying subscriber growth in 4Q19 was its lowest
ever at only 0.7%. 1Q’s advertising revenue was down -15% in 2019 and it still has a negative
gross margin. To us, even these horrific losses are meaningless, considering the abundance of
fraud we have already discussed. However, if what we’ve said thus far doesn’t concern you, all

we can say iIs “good Luckin”
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1. 1Q Overstates its User Numbers:

Our research uncovered data from three independent sources showing that 1Q overstates its DAU
numbers by 42% to 60%.

Data from IQ’s Back-End System Contradict its DAU Claims

Two Chinese advertising companies provided us data from IQ’s back-end system which show
that 1Q’s actual mobile DAUs from September 2019 were 60.3% lower than the 175 million
average mobile DAUs claimed by 1Q in October 2019.

The advertising agencies had access to 1Q’s back end DAU data for China’s 19 “tier 1” cities. In
January 2019 and January 2020, 1Q published reports on the state of the online movie industry,
wherein it provided a breakdown of the geographic distribution of its users.*® 1Q’s reports
indicate that in 2018, 36% of IQ’s users were in China’s 19 Tier 1 cities. The 2019 report only
disclosed growth rates for each of China’s five tiers of cities from 2018 to 2019. Applying these
growth rates to the 2018 distribution, we were able to calculate that the 19 tier 1 cities
represented 35.6% of 1Q’s total users in 2019.

We collected 4 days of DAU data from the same week in China’s 19 Tier 1 cities from 1Q’s back
end data provided by the two ad companies (3 weekdays and 1 weekend day) in September 2019.
The average mobile DAUs from the data we collected from 1Q’s back-end platform was 24.7
million. The lowest day was 23.36 million and the highest day was 25.88 million. A more
detailed summary is provided below:

Avergage of DAUs for 4 Days by O/S and City

Original Tier 1 Cities 108 Adroid Total

1 Berjing 1.023 1.480 2,503
2 Guangzhou 743 1.203 1.945
3 Shenzhen 710 1.193 1.903
4 Shanghai 873 1.060 1.933
Sub-total: DAUs 3.348 4.935 8.283
New Tier 1 Cities

1 Chongqing 445 1.290 1.735
2 Changsha 303 875 1,178
3 Chengdu 570 1,260 1,830
4 Dongguang 230 728 958
5 Hangzhou 203 358 560
6 Kunming 133 488 620
7 Nanjing 483 778 1,260
8 Ningbo 408 768 1.175
9 Qingdao 295 758 1.053
10 Shenyang 203 405 608
11 Suzhou 343 625 968
12 Tianjing 323 603 925
13 Wuhan 398 810 1.208
14 Xi'an 335 903 1.238
15 Zhengzhou 275 830 1,105
Sub-total: DAUs 4,943 11.475 16,418
Total: DAUs n 19 cities 8.290 16.410 24.700

Source: ad companies with access to iQIYT backend platform
Units: thousands

4 www.100ec.cn/detail--6491609.html
5 www.199it.com/archives/998277.html
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Based on the 175 million average mobile DAUs number disclosed by 1Q in October 2019 and the
35.6% of DAUs in tier 1 cities as disclosed in IQ’s 2019 report mentioned above, we expected
62.29 million (175m x 35.6%) DAUs in China’s tier 1 cities.® However, we found only 24.7
million DAUEs in the tier 1 cities from the back-end data provided by the ad companies. This is
60.3% lower than what 1Q’s disclosures implied.

Est. Difference in Mobile DAUs for the combeind 19 Tier 1 Cities
Ad Agency Backend Data vs. iQIYI Reported DAUSs
unit: '000
Nationwide avg. mobile DAU (Oct 2019) reported by 1QIYI 175,000
Adjusted % of users in combined 19 Tier 1 Cities 35.6%
Predicted share of DAUSs from combined 19 Tier 1 Cities 62.290
Avg DAU for combined 19 Tier 1 Cities from Ad Companies (fall 2019) 24.700
Difference -60.30%

1Q’s “Heat Index” Maps Show Evidence of Click Farm Activity

IQ created its own content monitoring and ranking metric to provide a sense of the popularity of
its programming. It is called the Content Heat Index and is publicly available on IQ’s website.’*

According to a note on the Heat Index, these lists are compiled from data from the most recent
three months. The typical trend for newly released popular programs starts with a spike and then
trails off. A few months after the peak, we found that a consistent pattern of provinces/ zones
ranked in the top 10 for most viewers included areas with low populations, such as Macau,
Hainan, Tibet or Inner Mongolia.

Mainland China has 23 provinces, 5 autonomous regions, 4 municipalities (Beijing, Shanghai,
Guangzhou, and Shenzhen) whose populations are individually reported by the National Bureau
of Statistics. Among these total 32 different regions, Tibet always ranks last for population. In
2018, China’s National Bureau of Statistics reported it had just 1.478 million residents and only
a small percent of which are Han Chinese immigrants.® Tibet also has its own distinct local
languages and culture. Logic suggests Tibet should not show up in the top 10 for any of IQ’s
shows.

5 https://www.tmtpost.com/4172679.html

7 https://index.igiyi.com/

8 https://www.theverge.com/2018/9/4/17819326/china-baidu-igiyi-ai-view-counts-click-farm-heat-value
9 http://data.stats.gov.cn/english/easyquery.htm?cn=E0103
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However, recent checks on IQ’s popular programs including “Old Boy,” “Idol Producer” and
“Hot Blood Dance Crew” included regions with very small populations such as Tibet, Hainan,

Ningxia or Inner Mongolia in the top 10: 1

IQIYI Heat Index - Top Locations

Top Locations Idol Producer Hot Blood Dance Crew Old Boy
1 Beijing Jiangxi Prov. Beijing
2 Tibet Prov. Fujian Prov. Tianjin
3 Zhejiang Prov. Guangdong Prov. Inner Mongolia
4 Jiangsu Prov. Guangxi Prov. Shanghai
5 Chongqing Tibet Prov. Liaoning Prov.
6 Hainan Prov. Zhejiang Prov. Jiangsu Prov.
7 Fujian Prov. Hunan Prov. Ningxia Prov.
8 Tianjin Beijing Tibet Prov.
9 Guangdong Prov. Hebei Prov. Heilongjiang Prov.
10 Hebei Prov. Yunnan Prov. Shaanxi Prov.

source: IQIYT company data, April 2020 - based on most recent 3 mos data

It is nearly impossible for regions with such small populations to generate enough organic traffic
to top IQ’s heat index charts. Instead, we believe these highly abnormal patterns are indications
that 1Q employs methods to inflate the viewership levels of its content.!

1093 Bk E T 3 N H W E & 240, data comes from the most recent three months for IQ’s site
1 Heat Index data is shown is for the most recent three months. We believe these bots/click farms are active at all
times, but their impact is most impactful a few months after new content is released as organic viewership levels

fall.
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QuestMobile

In February 2020, QuestMobile published a special report titled “China Mobile Internet Amid
COVID-19 Plague” which shows that 1Q overstates its DAU numbers by at least 42%.

The report shows that 1Q’s average mobile DAUs were only 126.2 million during the first 10
days of the 2020 Chinese Lunar New Year, versus 180 million average mobile DAUSs claimed by

IQ. Furthermore, the QuestMobile report shows 1Q’s DAUs did not grow between the 2019 and
2020 Chinese Lunar New Year:'?

DAU of Typical Online Video Platforms

ialyl <==Tencent Video ===Youku ===Mango TV bilibili
DAU during Jan. 24 to Feb. 2, 2020 126.2 120.2 83.8 36.9 323
M) Compare to DAU during Feb. 4-10, 2019 0.0% 10.0% -6.0% 67.7% 30.2%
150 — New Year’s Eve
@J y 1170 129.6

120
111.4 119.4

90 u>

91.3
60
> ©
S P 44.7
30 - — —— 33.1

12 QuestMobile: China Mobile Internet Amid COVID-19 Plague, slide 26
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2. 1Q Inflates its Revenues:

Our analysis found that 1Q inflated its 2019 revenue by approximately RMB 8-13 billion, or
27%-44%.

Barter Transactions: A Black Box

IQ’s barter sublicensing revenues are so inflated that they wouldn’t come close to being
believable even if 1Q bartered every single TV episode produced in China in each of the last
three years.

1Q’s reported barter sublicensing revenues imply it traded every single TV episode produced in
China in 2018 and 2019 for ~RMB 79,000 and ~RMB 64,000 each, respectively.*1* A former

1Q employee who worked in content acquisition (hereinafter referred to as “the former”) told us
that non-exclusive licenses are typically worth RMB 1,000 to 5,000 per episode, or a maximum
of up to RMB 20,000 for an extremely popular show.

To give 1Q every benefit of the doubt, we used the maximum of RMB 20,000 per episode,
according to the former, as the average value of the episodes that I1Q bartered. Even doing so, 1Q
would have needed to barter the licenses for ~3.9x and ~3.2x the total number of TV series
episodes produced by all Chinese production companies in order to legitimately reach its
reported barter revenues in 2018 and 2019, respectively.

Barter sublicensing revenues are determined by 1Q’s internal estimates of the value of the
content it traded. In other words, 1Q’s management can effectively assign any value they want to
these transactions, providing management an easy opportunity to inflate its revenues which it
obviously takes advantage of. Large-scale non-monetary barter transactions are a serious red
flag. In September 2019, the SEC charged Comscore (NASDAQ: SCOR) and its CEO with
fraud involving non-monetary revenues from bartered exchanges of data, and at scale much
smaller than 1Q’s. ™

The former also emphasized the massive difference between the value of exclusive and non-
exclusive content. An exclusive license for a popular show would be worth between RMB 3 and
RMB 5 million — approximately 1,000x more than a non-exclusive license for the same show.
According to IQ’s own disclosures, 1Q only barters these non-exclusive licenses:

“The Group also enters into nonmonetary transactions to exchange online broadcasting
rights of licensed copyrights with other online video broadcasting companies from time
to time. The exchanged licensed copyrights provide rights for each party to broadcast the
licensed copyrights received on its own website only. Each transferring party retains the
right to continue broadcasting the exclusive content on its own website and/or sublicense
the rights to the content it surrendered in the exchange. "6

13 According to China’s SARFT, there were 10,646 total TV episodes produced in China in 2019:
14 According to China’s SARFT, there were 13,726 total TV episodes produced in China in 2018:
15 https://www.sec.gov/news/press-release/2019-186

161Q 2018 20-F, p. F-24
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In an exclusive deal, the seller forfeits the streaming and sublicensing rights of the content to the
purchasing party. In a non-exclusive deal, the seller retains the right to stream the content on its
own site as well as sublicense the content to others, as explained in IQ’s disclosure above. The
table below shows the absurdity of 1Q’s purported barter sublicensing revenues:

Barter Transaction Revenue Reality Check: 2017 - 2019

Year 2017 2018 2019
IQ reported barter sublicensing revenue 762,741,000 1,082,964,000 682,941,000
Total episodes produced in China (1) 13,470 13,726 10,646
Implied RMB per episode 56,625 78,899 64,150

(1) Total TV episodes produced in China, as reported by the State Administration of Radio, Film
and Television (SARFT)

Deferred Revenue Discrepancies

1Q’s reported deferred revenue is significantly overstated which further shows that it inflates its
revenue. Deferred revenue is a balance sheet account that is supposed to arise when a customer
has prepaid for a service delivered in the future. Because most of IQ’s customers prepay,
revenues are a function of deferred revenue.

We obtained Chinese credit reports for all of IQ’s VIEs and WFOEs since 2015. These are the
onshore operating entities listed below:

e Beijing iQlYI Science & Technology Co., Ltd., (aka "Beijing iQIYI™)

e Shanghai iQIYI Culture Media Co., Ltd. (aka "Shanghai iQIYI")

e Shanghai Zhong Yuan Network Co., Ltd. (aka "Shanghai Zhong Yuan")

e iQIYI Pictures (Beijing) Co., Ltd. (aka "iQIY1 Pictures™)

e Beijing iQlYI Cinema Management Co., Ltd. (aka "Beijing iQI'Y1 Cinema")

When aggregated and compared to IQ’s F-1 prospectus, we found that the deferred revenues
reported to the SEC were overstated by 261.7%, 165.5% and 86.2% in 2015, 2016 and 2017,
respectively.

Comparison of Deferred Revenue in SEC Filings & Chinese Credit Reports
Year Total VIE & WFOE SEC FormF-1 Difference
2015 93.963 339.880 261.7%
2016 300.037 796.703 165.5%
2017 877.206 1,633.650 86.2%

Units: RMB, Millions
Sources: 1Q F-1, p. F-4; 1Q DRS (12/6/17), p. F-4; Chinese credit reports

Overstating its numbers to this extent in the years prior to its IPO creates a serious problem for
IQ: it must post increasingly inflated results in order to make up for pre-existing fraud and still
show growth, which we believe to be the only basis for IQ’s current valuation. 1Q’s financials
are littered with evidence of its various methods of inflating revenues, many of which lead back
to its deferred revenue accounts.
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1Q’s Claims of Membership Growth are Contradicted by Declining Real Deferred Revenue

We contend that IQ’s management must be misrepresenting its number of paying subscribers, the
average membership period, or both.

Between 3Q18 and 1Q19, 1Q reported an increase of 16.1 million paying subscribers and an
increase in the average subscription period from 6 months to 8 months.*"'® However, 1Q’s
deferred revenue declined by 17% during the same period — this mathematical contradiction
shows that at least one of these numbers is made up.

With stable net membership growth and steady average revenue per user (“ARPU”), the deferred
revenue curve should lead the realized revenue curve. Further, increasing average subscription
periods should result in greater front-end accumulation of deferred revenues. When charted, it
should produce a steeper slope for the deferred revenue trend line.

The chart below is an example of what we would expect to see if management’s claims were
true. The deferred revenue curve consistently leads the realized revenue curve as subscribers pay
more upfront for services to be delivered in the future.

Example: Deferred Revenues to Realized Revenues at a
Growing Membership Based Company

== == Deferred Revenues Realized Revenues

This following chart shows 1Q’s actual deferred and realized revenue curves. The relationship
between 1Q’s deferred revenues and realized revenues is the opposite of what we would expect
based on their claims — the realized revenue curve consistently leads the deferred revenue curve
and the gap between the two is widening.

171Q 3Q18 Earnings Call, October 31, 2018
181Q 1Q19 Earnings Call, May 17, 2019
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This chart strongly suggests that management is lying about its purported growing average
subscription period, steady ARPU, growing number of paying subscribers, or all three:

iQIYI Deferred Revenue to Realized Revenue

1018 2Q18 3Q18 4Q18 1Q19 2019 3Q19

== Q== Deferred revenues e ) em ber ship service revenues

Because 1Q’s management claimed it added 16.1 million net paying subscribers and that the
average subscription period had increased from about 6 months to 8 months between 3Q18 and
1Q19, we expected to find significant growth in deferred revenue as the prepayments
accumulated. However, we found the opposite. The chart below shows 1Q’s reported paying
subscribers compared to its reported deferred revenue balance:

VIP Memberships vs Deferred Revenues
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4Q17 1QI8 2QI8 3QI8 4Q18 1Q19 2QI9 3QI9

== «» == Deferred revenues =@ '[P memberships

1Q’s deferred revenues declined from RMB 2,356.3 million at the end of 3Q18 to RMB 1,960.7
million at the end of 1Q19, a 17% decline during that 6-month period. This directly contradicts
management’s claims of growth in the number of paying subscribers and the average
subscription period — it is mathematically impossible for both of those statements to be true
given the corresponding decline in deferred revenues.
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Dual Membership Programs Allow I1Q to Inflate its Revenues and Burn Off Fake Cash

Our on the ground due diligence in China found that approximately 31.9% of 1Q users have
access to its VIP-only content through partnerships with 1Q’s partners such as JD.com, Xiaomi
TV and Ctrip, among others. 1Q accounts for dual memberships on a gross basis, meaning it
records the full amount of revenue and records its partners’ share as an expense.'® We believe
this is an improper method of accounting for these dual memberships which allows I1Q to inflate
its revenues and burn off fake cash at the same time.?°

IQ’s management has not been forthcoming with data on the number of dual members, percent
of total members brought in through these partnerships, or IQ’s actual revenue share in these
partnerships. 1Q’s IR representative has told investors that the revenue split with JD was 50/50,
but did not disclose the economics of the deals with other partners. IQ’s IR has also dismissed
the revenue/ARPU impact of the JD dual memberships and each of the other partnerships as
“ignorable” and “immaterial.”

We conducted in person surveys in three of China’s most affluent cities: Beijing, Shanghai and
Guangzhou. Our survey correspondents matched 1Q’s target user demographic of 18-40 year-old
residents of these cities with at least some college education.?! We identified 1,563 who fit IQ’s
target demographic. Of these, 613 people had access to an 1Q VIP membership.?> We inquired
how they obtained their VIP access. The results are shown below:#

iQIYT Subscribing VIP Member Survey
Beijing, Shanghai. Guangzhou: Conducted in Oct & Nov 2019
Item Respondents
Total survey respondents 1,563
Total respondents with iQIYI VIP membership meeting demographic criteria 613
Free riders (obtained access through a friend or relative) 65
Total effective iQIYI paying subscribers 548
Item Respondents "WEHERNE T Sy
Subscribers
Obtained iQIYI VIP membership through an iQIYI-JD Plus dual membership 120 21.9%
Obtained iQIYI VIP membership through a non-JD partnership 55 10.0%
Obtained iQIYI VIP membership through any partnership program 175 31.9%
Paying iQIYT for VIP Membership - not in a partnership program 373 68.1%

According to analysis by a statistician, our survey results on dual memberships with JD were
consistent and statistically significant. The data from 548 effective 1Q paying subscribers
produced an average of 21.9% of respondents who indicated their VIP membership was a dual

191Q 2018 20-F, p. F-23

20 Gross basis accounting should only be used when the company is the principal in the transaction. When dual
members pay one of 1Q’s partners for a membership which includes access to 1Q’s content, IQ is not the principal
and, therefore, should account for these on a net basis.

21 Based on demographic information on 1Q viewers provided by Chinese advertising companies.

22 Dual members are members who either are or became 1Q annual VIP membership and activated a free JD Plus
membership or who are or became a JD plus member and activated a free 1Q VIP membership.

23 Between 18.4% and 25.4% with a 95% confidence interval.
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membership with JD.?* Additionally, our survey results found another approximately 10% of
respondents with VIP status indicated they obtained their membership through another dual
membership program.?® Combined, the dual membership programs for 1Q VIPs in Beijing,
Shanghai and Guangzhou totaled approximately 31.9%.

In 1IQ’s earnings calls, management has disclosed a few specific partnerships, such as JD.com,
Ctrip and Xiaomi, as well as certain other categories of partners (such as financial institutions
and mobile network companies), but no information on the total number of these partnerships or
their economics. However, details on the “2 for 1” offers can easily be found online.?® In the
Spring of 2019, JD put out a special “3 for 17 deal: JD Plus, 1Q and Zhihu for RMB 149/year.?’

Our surveys indicate that after JD, the most common partnerships were with financial institutions
offering credit cards and mobile phone network providers:?®

1QIYT VIP Membership Partnerships - Survey Results

Credit Card 20
'China Telecom, China Mobile 19
Ctrip 4
Xiaomi TV

4
Meituan 1
‘China Telecom / China Mobile prepaid card |
'Unspecified TV (possibly Xiaomi, Qiyiguo, etc.) 2
1
1
1
1

Qiyiguo: @74 (JV)
QCS: J# K, WATSON'S
Ping An Insurance

WIFI

Total 55

Through swaps of advertising purchases, other services and commissions for membership
revenues with related parties and other partners, 1Q can easily inflate membership revenues while
simultaneously providing a channel to burn off fake cash. 1Q’s partnership with Xiaomi is an
example of how convoluted the economics of these partnerships can be.

Xiaomi was reported as a related party up to the end of 2017 and details of the 1Q-Xiaomi
transactions were presented in 1Q’s prospectus. Although Xiaomi has continued to disclose 1Q as

24 Mean = 21.9%, Median = 22.0%

%5 Mean=10.0%, Median=11.1%

26 https://www.jd.com/news.aspx?id=37090, https://www.hotbak.net/key/ 5 %= plus%20 %75 2. html

27 http:/fwww. leikeji.com/article/26462

28 Qur survey results do not represent all partnerships. Other partnerships are evident from ads in Chinese media.
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a related party, 1Q has not done the same.?®3° The table below is an excerpt from 1Q’s 2018 20-F
showing these historical transactions:3!

Xiaomi - 1QIY] Reported Related Party Transactions
Membership services 2015 2016 2017 2018
Membership services revenue earned from memberships sold by Xiaomi Group 2,089 26,794 81,450 DND
Advertising services provided to Xiaomi Group - 60,751 9,249 "
Other services provided to Xiaomi Group 10,616 7,132 4,625 "
Sub-total 12,705 94,677 95,324 N/A
Cost of revenues 2015 2016 2017 2018
Commissions to Xiaomi Group 8,650 18,108 42,565 DND
Advertising services provided by Xiaomi Group 10,474 44,010 82,773 !
Sub-total 19,124 62,118 125,338 N/A
Net Annual Transactions with Xiaomi (6,419) 32,559 (30,014) N/A

Units '000 RMB
Source: 1QIYI 2018 20-F, p. F-50; F-1A p. F-60

The exact details of 1Q’s agreement with Xiaomi have not been disclosed by either party.
However, the financials show that 1Q paid large “commissions” to Xiaomi for the memberships
provided and also purchased advertising and other services from Xiaomi. The net impact of their
disclosed transactions from 2015 to 2017 resulted in a loss for 1Q but RMB 110.3 million of
membership revenue. Details from the Xiaomi partnership show how such opaque collaborations
can be abused by management.

The extent of 1Q’s use of these dual membership programs is abundantly clear when we compare
1Q’s ARPU to its gross margin since its IPO. Because 1Q accounts for these dual memberships
on a gross basis, its ARPU has remained relatively steady while its gross margin has plummeted:

Quarterly ARPU vs TTM Gross Margin

45.00 4.0%

@B 35.00 \ . )
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& 30.00 \ B
- R B =
:g 25.00 \ 2.0% :
Dual 2
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e ! Memberships \ -4.0% O
E 15.00 began 2Q18 \ S
g -6.0%
2, 10.00 \
5.00 \. -8.0%
5.00 - - I
-10.0%

1Q18  2QI8  3Q18  4QI18  1QI19  2Q19  3QI19

=g Quarterly ARPU ~~ ==@== TTM Gross Margin

29 Xiaomi 2018 annual report, Note 39(a) Related party transactions, p.301.
30 We find the decision to cease disclosing such details problematic because Xiaomi’s co-founder is on 1Q’s board,

and the growth trend over the prior three years suggest that their collaboration was growing by several magnitudes

each year.
311Q 2018 20-F, pp. 92, F-50
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Xin’ai Sports (iQI'YI Sports): $110 Million of Revenue Inflation

IQ created ~$110 million of deferred revenue by overstating its purported contribution to its
Xin’ai Sports (iIQIY1 Sports) JV.

IQ states that it acquired a 32% stake in Beijing Xin’ai Sports Media Technology,*? a JV which
is majority owned by Wuhan DDMC,* a publicly traded company in China.** 1Q claims their
32% stake came from an RMB 796 million (US$115.773 million) investment. However, when
we compared the shareholding and investments disclosed by Wuhan DDMC, we found 1Q’s
equity was recorded as a cash investment of just RMB 38.25 million ($5.6 million)* and found
no record of any additional contribution due.

IQ simply overstated its investment by claiming an additional non-cash contribution in the form
of “content to be delivered” which 1Q valued at approximately RMB 757.75 million (US$110.21
million). As of December 31, 2018, this non-cash contribution was recorded on IQ’s books as
RMB 726.2 million of “deferred revenues in relation to services to be provided to a related

party.”

By comparing the public filings of 1Q and Wuhan DDMC (Xin’ai’s parent company) we
conclude that the deferred revenue recorded by 1Q is fraudulent and no non-cash contribution
actually exists.® In IQ’s 2018 20-F, it claimed the remaining deferred revenue of RMB 726.155
million “mainly represents deferred revenue in relation to content distribution, licenses of
intellectual property and traffic support services to be provided to one of the Group’s equity

investees. %
As of December 31
2017 2018 2018
RMB RMB Uss
Amounts due to related parties:
Loans due to Baidu Group (iv) 50,000 700,000 101,811
Due to Baidu Group (v) 77,628 421,942 61,369
—pp Deferred revenue in relation to services to be provided
to equity investee (vi) — 726,155 105,615
Due to Others 2,471 125,663 18,277

130,099 1,973,760 _287.072

(i) The balance mainly represents amounts due from Baidu Group for advertising and other services.
(ii) The balance mainly represents loans provided to the Group's equity investees with an interest rate of 5% that will mature in 2019.
(iii) The balance mainly represents amounts due from or paid in advance to its equity investees for content distribution service

(iv) As of December 31, 2017 and 2018, the total outstanding balance represents an interest- free loan of RMBS50,000, which is due on demand and
the remaining outstanding balance as of December 31, 2018 is an interest- free loan of RMB650,000 (US94,539) provided by Baidu in January
2018 that will mature in January 2023. In April 2017, the Group borrowed a RMB denominated loan of RMB2,220,000 with an interest rate of
3.92% from Baidu Group, which was fully repaid in December 2017.

(v) The balance as of December 31, 2017 and 2018, represents accrued expenses for bandwidth and cloud services provided by Baidu Group.

(vi) The balance as of December 31, 2018 mainly represents deferred revenue in relation to content distribution, licenses of intellectual property and
traffic support services to be provided to one of the Group's equity investees.

F- 51

% St RS R AR AT

¥ RSB RIDBR A E):SHA 600136
3 1Q 2018 20-F, p. F-33

% FX Rate: US$1.00 = RMB 6.8755

¥ Wuhan DDMC owns Xingying (Ibst#i sk & AR A =) which holds Xin’ai (1bst# 2 & R IR A #])
371Q 2018 20-F, p. F-51
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The cash flow statements in 1Q’s 2018 20-F indicate that RMB 763.75 million of its investments
were made through non-cash contributions.®® When deducted from the total claimed investment
amount of RMB 796 million, the remaining cash contribution is RMB 32.25 million. This is
extremely close to the RMB 38.25 million total investment Xin’ai received from 1Q, as disclosed
in Wuhan DDMC’s filings. We believe the RMB 6 million difference is the result of other non-
cash investments that IQ’s management refers to as “insignificant” in size. *°

IQ 2018 20-F: Y car ended December 3,
Note 2016 2017 2018 2018
RMB RMB RMB Uss
Acquisition of long-
term investments with
non- cash
consideration - - 763,750 111,083

The year-end 2018 balance of RMB 726.155 million in “deferred revenue to be provided” is
RMB 37.6 million (US$5.5 million) less than the non-cash consideration of RMB 757.75 million
that 1Q claimed to have made.

Since the investment was made in 3Q18, the difference of RMB 37.6 million was likely
recognized as revenues by IQ in the second half of 2018, leaving the remaining RMB 726.155
million available to be used by management to artificially boost its top line, as needed.*°

Wuhan DDMC released several announcements with details about the ownership of Xin’ai
Sports, broken down by each shareholder and their total contributions. In an auditor’s letter to
the Shanghai Stock Exchange, Mazers, DDMC'’s auditor, explained the position of each
shareholder before and after each capital increase, including what additional capital contributions
were made to the JV in each of the announcements.*!

Importantly, the auditor noted no additional capital contributions from 1Q after its initial RMB
38.25 million investment in August 2018. In fact, 1Q was diluted in the two subsequent rounds.

The excerpt and table below show the shareholders and their respective stakes at the time of the
company’s formation. The box in red is Beijing iQIYI Technology Company, Ltd. and shows its
stake initially began as 38.25% based on an RMB 38.25 million investment.4%43

3 1Q 2018 20F, p. F-10

3% Management also explained that while the Group holds additional equity investments, the other companies were
not significant. See 1Q 2018 20-F, p. F-33.

401Q 2018 20-F, p. F-4.

41 "Proposal on the Signing of Capital Increase Agreements and Related Party Transactions"xF < F 3t N
KBRS AR B IR AR B X FiLIERF 2 Al AR IS 25 B 25 7= H EE YD) 18] R )

BY[EI & http://static.sse.com.cn/disclosure/listedinfo/announcement/c/2019-04-15/600136_20190415_2.pdf

2 HINH R B RRIN BIR A R E AR~ LR A, 2018-111, 2018-08-07

BEHEMHE - BFFUNEZIRE 2018-11-23, p.4
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“1) Establishment of Xin’ai Sports JV:

On August 6, 2018, Beijing Xinying Sports Media Co., Ltd. (hereinafter referred to as
"Xinying Media"), Beijing iQIYIl Technology Co., Ltd. (hereinafter referred to as "1Q"),
Yu Lingxiao, Beijing Xinying Huizhi Media Technology Enterprises (Limited
Partnership) (hereinafter referred to as "Xinying Huizhi") signed the "Joint Venture
Agreement" to jointly establish Beijing Xinai Sports Media Technology Co., Ltd.
(hereinafter referred to as "Xin 'ai Sports™) (see the company announcement for details,
announcement number: Lin No. 2018-111), the proportion of equity of each party and the
amount of capital contributed are as follows.**

O¥BAERLE, AFR—BUTHARBRIEREEF SR Beijing Xin'ai Sports

2018 48 A 6 H, AbmiFritdEEEHRAR (LUFHEARPREMEL) | AHEFE
FIEARAR (AUFRERREFZ) « WS . et B S ga ol GHREK) (Bl
TRIARHIGCE) 88 (ERVL » FEFRIIE s B A E LR AR AT (BLFE

R EAT) (GEWAEAE, AE45: IR 2018-1115) , & KALLE M %440

T Investor Name Invested Capital (Rmb,10k) % Interest
JB IR 1 4 144 B HEM (ARG R e
AL HEH A H AL A PR ) 4,250 42.50%
Ab 5 A 2R R A F 3,825 38.25%
i 5 425 4.25%
AERCHT SR AR RH A CRRRG 40O 1,500 15.00%
At 10,000 100%

Xin’ai’s filings never mention an additional non-cash investment nor record a receivable for 1Q’s
purported RMB 757.75 million additional non-cash contribution. In 2018, Xin’ai Sports received
two additional rounds of financing and twice increased its registered capital. The additional
investments were sold at a premium to the contributions made by the founding shareholders;
therefore the total contribution exceeded the registered capital, the excess is reported as capital
reserve (“additional paid in capital” or “APIC”) and detailed in the auditor’s letter.

4 "proposal on the Signing of Capital Increase Agreements and Related Party Transactions" & F (= FxHEN it
BB SRR BIR AR B A FIHIER F AR RN E R E L~ L ER i8R )
BY[EI & http://static.sse.com.cn/disclosure/listedinfo/announcement/c/2019-04-15/600136 20190415 2.pdf
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Below are translations of the relevant excerpts from the auditor’s letter, followed by screenshots
of the excerpts from the original Chinese letters:

1) Capital Increase Initial A Round

‘...According to the "Capital Increase Agreement”, Hexie Anlang (A& %z £7) will
subscrlbe for 10.00% of Xin ai Sports' equity at 300 million yuan, corresponding to the
new registered capital of Xin 'ai Sports of 12 million yuan, and the excess of 288 million
yuan will be included in Xin 'ai Sports Capital Reserve; Zhixing Bingjing (4777 #:#) will
subscribe for 3.33% equity of Xin 'ai Sports for 100 million yuan, corresponding to Xin 'ai
Sports’ newly added registered capital of 4 million yuan, and the excess of 96 million
yuan will be included in Xin 'ai Sports Capital Reserve; Huiying Borun (;/- 47 /%,)will be
100 million yuan The subscription of 3.33% equity of Xin 'ai Sports corresponds to the
newly added registered capital of Xin 'ai Sports of RMB 4 million, and the excess of RMB
96 million is included in the Xin 'ai Sports Capital reserve. ” 4

@A RWETRE, AFR—BATHARFRIGE K ERSRFEAL
D AREWKEE Capital Increase Initial A Round
2018 F 8 A 7 H, AWAIF T /NmERLBEN+ /N, SWHERGEEL T T

) 2 BT BRI G IR, RIBA R S 2 E . et Za2, Wi,
Broeil R A, AT IR ICA MR OUBEmB0 o R OMBTED , Mg
BHKE LA 34270 N WH Z AR T 10.00% I AL, X6 T 92 0 7 B B4 it 95 4% 1,200 J37c, B8
43 28,800 I 7CTE NB IR E AR A B AT IR LA 1 AZTCIANWHT ZARE 3.33%MIIRAEL, X
RLHT T2 08 BB 22 A 400 JioC, BT 9,600 JiJCit N B2k & VEA AR T4 i
H4 CA LAZ OGN 5248 17 3.33% 0 AL, Xof INE3§r 2 4% 73 i 34 W 9 4 400 7570, i 11 553 9,600
JITCTE N Z AR T S A AR

45 "Proposal on the Signing of Capital Increase Agreements and Related Party Transactions"%F {35 F % N Y
REBI B IR BIR A BB X Z LT F A R B S BB A~ H & /010185 )
HI[El & http://static.sse.com.cn/disclosure/listedinfo/announcement/c/2019-04-15/600136 20190415 2.pdf
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2) Capital Increase Round A2

“... According to the Capital Increase Agreement, Jianteng Peisheng (2472 will
subscribe for 8.96% equity of Xinai Sports for 300 million yuan, corresponding to the
new registered capital of Xinai Sports of 12 million yuan, and the excess of 288 million
yuan will be included in Xin ‘ai Sports Capital Reserve; Qiwei Investment (FE/E# %)
will subscribe for 1.49% equity of Xin ‘ai Sports for 50 million yuan, corresponding to
Xin’ai Sports' newly added registered capital of 2 million yuan, and the excess of 48
million yuan will be included in Xin ‘ai Sports Capital Reserve. ” #°

2) ag—yx Capital Increase Round A2

2018469 H 4 H, AFAAF T H/UGHKFLBE RSN, SUEFGELT (XT3
NS TE E A M AUCR) . RIEAE). WRER. WRAEN. ZTE. mEE.
HORICE . gL, TR, CEME. @k, BHEREER ORI o 18
ORTHD o 56 EER UL 3 (L 70NN T AK T 8.96%M AL, X R 3 44 7 37 387 i
A 1200 /37, Ak 28.800 Kt AT EEH AL B BEFEEITIRLL 0.5 {270\
TR 1.49%KIRAL, F R 3 4 FSIEA BT 200 578, MEHEES 4.800 F Uit AR E

EHEALB.
ZU TR )G, MEAETEMBEAEER 134 278, FRFFRBEMNT:
JBL R i 4 4 R HBEM (ARG | FREH
AL REHERGIR AT 4,250 31.72%
b5 3 A ZFHEAT R ) 3.825 28.54%
o 425 3.17%
AL IR R A (TREHO 1,500 11.19%
FREpRE O s ek (RGP0 1,200 8.96%
BT e R S (HRAK) 400 2.99%
CaE GRSO #F%PL EHREK 400 2.99%
ARG i R AL T & Ak Bk (TBRA O 1,200 8.96%
7 B ML GBI PR B S kBl GRS ) 200 1.49%
ait 13,400 100.00%

46 "Proposal on the Signing of Capital Increase Agreements and Related Party Transactions" < ¢ F i 24
AW B R A R 52 33 I 728 =) R4 55 B8 % 7 L B 1) 1) 1) B )
HI[El & http://static.sse.com.cn/disclosure/listedinfo/announcement/c/2019-04-15/600136 20190415 2.pdf
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Xin’ai’s schedule of shareholders shows that IQ’s total contribution to the JV is only RMB 38.25
million. IQ’s total contribution doesn’t change in either of the two subsequent rounds of
financing and no additional paid in capital (“APIC”’) was ever recorded for 1Q. IQ’s investment
is listed under the name of one of its subsidiaries, Beijing iQIY|, in the table below:

Xin'Ai Sports JV July-Sept 2018: Registered Capital and Additional Paid In Capital (APIC) Contributions

7/24/2018 08/072018 9/4/2018
Investor, Chinese Name Investor, English Name Rc.gmcrcd . T%‘m] Rc;.tm@rcd APIC . Total Rc_gm“e‘i APIC . Toml,

= Capital | Contrnibution Capital Contribution Capital Contribution

LA E AR TR AR Xinying Sport 42,500 42,500 42,500 42,500 42,500 42,500 |

FHEA R 2 5] Beijing iQIY] 38,250 38,250 38,250 38,250 38,250 38,250 |
SRR A (RSO Xinying Huizhi 15,000 15.000 15,000 15,000 15,000 15,000
i 8 Yu Lingxiao 4,250 4,250 4,250 4,250 4250 4250
Bty ik 2 B B ek (RS K0 Hexie Anlang 12,000 288,000 300,000 12,000 | 288.000 300,000
i L HIREHO Huiying Borun 4,000 96,000 100,000 4.000 | 96,000 100,000
& (FREO Zhixing Bingjing 4,000 96,000 100,000 4,000 | 96,000 100,000

Stk CHREH Jianteng Peisheng 12,000 | 288,000 300,000
TR B R I BB S kel CHIRE 1K) |Yaowei Investment 2,000 | 48000 50,000
Total 100,000 100,000 120,000 480,000 600,000 134,000 | 816,000 950,000

When Xin’ai’s end of year financial data was reconciled with the APIC reported in the auditor’s
letter, the total assets equal the total equity and liabilities match up. The tables below are
composed of information from Wuhan DDMC’s 2018 annual report showing the balance sheet

for Beijing Xin’ai.*’

Had 1Q actually committed to contribute RMB 796 million, then Xin’ai’s current assets should
be increased by approximately RMB 757.75 million*® and recorded as APIC — which it does
not (notice the RMB 816 million APIC balance in the table above, with no APIC from 1Q,
matches the APIC on the balance sheet below); or this should appear as “other receivables,”
which it also does not (the table on the following page shows Wuhan DDMC’s total “other
receivables” balance is only RMB 211 million).*°

Key financial information of significant non-wholly owned subsidiaries

HEFLHETARANEEUFER

Units: Rmb

AT MM AR

(AR

IR A %0

Company Name s e 3k L il L ah i ke zh 5 fil { i il i
Beijing Xin'ai Sports Media Current Assets Non-current Total Assets Current Non-current | Total Liabilities
Technology Co., Ltd. Assets Liabilities Liabilities
AESOH 2R LR | 667,564,234, 10 | 185, 468, 356. 44| 853,032, 590. 54| 38, 501, 417. 26 38,501, 417. 26
NG

Beijing Xin'ai Sports Media Technology Co., Ltd. - Balance Sheet
12/31/2018 12/31/2018
Current assets 667.564 Current liabilities 38.501
Non-current assets 185.468
Registered capital 134.000
APIC 816.000
Loss in the year (135.469)
Equity 814.531
Total assets 853.032 Total equity and liabilities 853.032
Units: RMB, Millions

TIPS B A ], 2018 FEERE, p.177, EEFARFAFMEEMSER

48 796m-38.25m=757.75m

49 Chinese GAAP does not report “contra-equity” items such as a subscription receivable but will only record it as
“other receivables” (ELAth N i 2K).
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A disclosure on page 128 of Wuhan DDMC’s 2018 annual report further belies IQ’s non-cash

contribution claim. Wuhan DDMC’s “other receivables” balance is only RMB 210.886 million.
Further, the largest counterparty accounts for only RMB 70 million, far too small to include the
RMB 757.75 million non-cash commitment that 1Q claims to have made:®°

(10).  H&REKT7 VS ) 3 A AR B0 T T 42 B9 At S B
Top 5 Counterpartiers of Other Receivables as of the End of the Period
Rank Amount pr. omfp. ARD
R ZF oo 5 AN AR | KRR
o 44 FR IR R 4 45 Wi e m
W SRR s i e EMEA @ | ks
R FeIPE 2 7 0 o &
B4 q,i.j..l.; L 70, 000, 000. 00 1A 21. 11| 3, 500, 000. 00
PASR
X R 22 7] A "
B4 .r ,I,I ) " 18 66, 000, 000. 00 |1-2 4, 2-3 4 19.91| 9,000, 000. 00
SRR I
A I 4 7 1
B=4 (.I. ',] )“ 18 45, 830, 528. 79 14EBA 13.82| 2,291,526.44
LV E: el
2 PUE(S Q3 A ¥ i
45 P04 5. 585 FL 7 779, 27 5
B | 15, 585, 466. 99 14 4.70 779, 273. 35
Bhi RIES 13, 470, 000. 00 1 LA 4.06 673, 500. 00
GRil 210, 885, 995. 78 63. 60| 16, 244, 299. 79

The total equity contributions made to Xin’ai Sports, as reported by Wuhan DDMC, do not show
any non-cash contributions. Even if IQ had made a non-cash contribution of RMB 757.75
million as it claims, then the corresponding liability should have been recorded as a contribution
payable, not deferred revenue; and Xin’ai should show a receivable in the same amount.

Neither of these entries appear in the financial statements of 1Q or Wuhan DDMC/Xin’ai.
Therefore, we conclude that 1Q simply made up this non-cash contribution to add RMB 757.75
million of fraudulent deferred revenue which management uses to inflate its revenues.

1Q’s 2019 20-F reveals that it recognized RMB 146.3 million in revenue from the Xin’ai cookie
jar reserve. The 2019 disclosure is split into current and non-current portions, but by simply
adding the two together we see that the Xin’ai deferred revenue account decreased from RMB
726.2 million in 2018 to RMB 579.9 million in 2019:%*

As of December 31,
2018 2019 2019
RMB EMEB Ts$
Amounts due to related parties, current:
Loans due to Baidu Group (iv) 50,000 50,000 7,182
Due to Baidu Group (v) 421,942 1,014,283 145,693
Deferred revenue in relation to services to be provided
to an equity investee {v1) 94,7835 169,677 .‘4.5§
Due to Others 125,603 370,298 33.1
692,390 1,604,258 230,437
Amounts due to related parties, non-current:
Loans due to Baidu Group (iv) 650,000 650,000 93,367
Due to Basdu Group (v) —_ 1,570 226
Deferred revenue in relation 1o services to be provided
to an equity mnvestee (vi) 631,370 410,187 58,920 l
ers = 125 7
1,281,370 1,061,883 152,530
(1) The balance manly represents amounts due from Baidu Group for advertising and other services

(1)  The balance mamly represents loans provided to the Group's equity investees with an interest rate of 5 % that wall mature 1n 2020
(u1)  The balance mainly represents amounts due from or paid in advance to its equity investees for content distribution service

As of December 31, 2018 and 2019, the total outstanding balance represents an interest-free loan of RMB 50,000, which is due on demand and an interest-free loan of
RMB 630,000 provided by Baidu in January 2018 that will mature in January 2023 .

(1)

() The balance as of December 31, 2018 and 2019, represents accrued expenses for bandwidth and cloud services provided by Baidu Group.

|\'\'|I The balance as of December 31, 2018 and 2019 mainly represents deferred revenue in relation to content distribution, licenses of intellectual property and traffic |

support services 1o be provided to an equity investee.

0 ERIXHKBARS LI AR A, 2018 FERE, p.128, ERFLHATARNERMEZER
5L1Q 2019 20-F, p. F-62
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Advertising Revenue Inflation

The Shanghai government publishes reports showing the biggest advertising companies. The
rankings are based on advertising revenues reported to the Shanghai SAIC office. Based on these
2015 - 2018 reports, we conclude that 1Q’s SEC filings contain cumulative estimated advertising
revenue overstatements of RMB 5.155 billion between 2015 and 2018.%% Because we used the
most favorable possible estimates for 1Q where data was not available, we believe the actual
overstatements are significantly larger than our estimates.

IQ’s primary advertising company is Shanghai iQIYI Culture Media Co., Ltd., or “Shanghai
iQIY1.”%% 1Q’s secondary advertising company, Shanghai Zhong Yuan Network Media Co.
(“Zhong Yuan”) conducts its separate live broadcasting advertising business. Its revenues were
reported in the Shanghai SAIC’s report on the top 10 online media companies in 2015.%*

The calculations below show the extent of IQ’s advertising revenue overstatements. While it
appeared 1Q was winding down its advertising revenue inflation in 2017 in preparation for its
IPO, 1Q’s ad revenue inflation nearly tripled to RMB 1.537 billion in 2018:°

Comparison of SAIC s. SEC Reported Adwertising Revenues

Company 2015 2016 2017 2018
Shanghai iQIYI Culture Media Co., Ltd. 1,653.1 3,357.5 7,050.4 7,336.5
Shanghai Zhong Yuan Network Media Co. 240.3 488.1 86.9 () 4547 (@)
Subtotal 1,893.4 3,845.6 7,137.3 7,791.2
VAT Adjustment 56.8 230.7 (2 428.2 N/A (5
Total SAIC Rewenue 1,950.2 4,076.3 7,565.5 7,791.2
SEC Reported Advertising Revenue 3,399.9 5,650.4 8,159.9 9,328.1
Owerstatement 1,449.7 1574.1 594.4 1,536.9

% Overstatement 74.3% 38.6% 7.9% 19.7%

Units: RMB, Millions
Notes on estimates and calculations:

(1) The 2016 SAIC ad industry report did not include a list of top 10 internet advertisers. To generate an
estimate, we applied the y/y growth rate of Shanghai iQIYI to Zhong Yuan

(2) In 2016, the VAT rate for advertising services was raised from 3% to 6%
(3) The 2017 SAIC ad industry report top 10 internet advertisers all had at least RM B 87mm in revenue.

Since Zhong Yuan did not make the list, we assumed RM B 86.9mm in revenue for 2017.

(4) The 2018 SAIC ad industry report top 10 internet advertisers all had at least RM B 454.8mmmm in revenue.

Since Zhong Yuan did not make the list, we assumed RM B 454.7mm in revenue for 2018.

(5) 1Q began reporting its revenue net of VAT in 2018.

52 1Q F-1 Prospectus, filed December 6, 2017

3 1Q F-1 Prospectus, p. 5

4 There was no 2016 SH SAIC report for online media companies and Zhong Yuan did not make the top 10 list in

2017.

% The revenue numbers in the Shanghai SAIC reports are shown net of VAT. Prior to 2018, SEC reported revenues

were not net of VAT. Our table adjusted for this difference so the numbers could be compared on an apples-to-

apples basis.
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In its prospectus filed with the SEC, 1Q claimed 2015 advertising revenues of RMB 3.4 billion.
The tables below show that 1Q only reported RMB 1.95 billion of advertising revenues to the
SAIC in 2015, an overstatement of 74%. (revenues in RMB 10,000):%°

2015 F B3 B ERMATHHER

2015 Shanghai Top 10 Advertising Companies

1. AT 70 ol NaT iz 4. AW EBERREAELE S HF BN Top 10 Online Media Co.
5 ¥4z AR I EERHBAN (FR) 5 Pie oAk FEFRMEAN (FA)
1 BEE CEID TEHRAE 1331814 1 L2 EXUAERRAT 483666
2 LR NS AR A 836911 2 EERBSERMEREARAT 40182
3 WIHHTE CRE ARAT 826109 3 LB =ARMEHERRAR 40049
4 RN R BEAIRAR 299354 4 EBENEREARRAR 33814
5 il or AT AR A R A W) 292406 I 5 LEMERMEARAR 24033 |
6 E R ) AL AT PR A ) 230784 Shangahi Zhongyuan Network Co.. Ltd.
7 B CEEP HRAF 166929 7 LBBERFARAR 11790
| 8 LR AT E AR A W) 165314 | 8 EEEGRESHEARALT 9251
Shanghai iQIYT Culture Media Co. Ltd. 9 EBRHERERRAR 7600
10 BRI AR A 155931 10 LB FRAERTHEARLE 6084

There was no online media company top 10 in the 2016 report, so we generously applied
Shanghai iQIYT’s year-over-year growth rate to Zhong Yuan in order to estimate its 2016
revenue of RMB 488 million. The table below is an excerpt from the 2016 SAIC advertising
industry report shows that iQI'Y| Culture had advertising revenues of RMB 3.358 billion. 1Q
reported advertising revenues of RMB 5.65 billion to the SEC in 2016, a 38.6% overstatement
(revenues in RMB 10,000):’

2016 F g SR ERMETHES

2016 Shanghai Top 10 Adverising Companies

1. A& bl ARz

F5 AL AR I HEENRN (70
1 BE (L% EARAE 1279234

2 TRERNHERRALE 928352

3 NEAE (L) ARAT 746459

4 LELTEXWEBERAT 611822

5 BREEEH (LB BEARAT 547837

[ 6 LERFEXMERARANT 335752 |
Shanghai 1QI'YI Culture Media Co. Ltd.

8 LERAESEERAE 218941

9 AESE (L8 ARAF 163359

10 LEREERRAE 152387

The 2017 and 2018 SAIC advertising industry reports did include lists of the top 10 online media
companies list. However, Zhong Yuan did not make it into the top 10 in either year. In 2017 and
2018, the 10" place company had RMB 87 and 455 million in advertising revenues, so in order

%6 Shanghai 2015 Advertising Industry Market Conditions Report: Introduction, ) 45 didziRin i 45 2015 £
=, available at www.scjgj.sh.gov.cn
5 The 2016, 2017 and 2018 reports are available at www.scjgj.sh.gov.cn
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to use the most generous possible estimate for 1Q, we assumed Zhong Yuan had RMB 86.9
million in advertising revenue in 2017 and 454.7 million in 2018.

In total, IQ’s SAIC reported advertising revenue was 7.566 billion and 7.791 billion in 2017 and
2018, respectively. 1Q reported advertising revenues of RMB 8.16 billion and 9.328 billion to the
SEC in those years, representing overstatements of 7.9% and 19.7% in 2017 and 2018,
respectively. The tables below are the relevant excerpts from the 2017 and 2018 SAIC

advertising industry reports (revenues in RMB 10,000):

2017 F Eigr EEERUAIHHER
2017 Top 10 Advertising Companies
1. AT Ak E kPN HE

3. AT EBREAN L)% LB 43 2017 Top 10 Online Media Co.

ey BB rrEELBA (B i BRI IEEWA (A7)

1 BE (L#) 47 935532 1 ¥ X MM 705035
2 tEERER 779869 2 o 601524

[ 3 LEEFEXAEEARALT 705035 3 LEEH 69335
Shanghai iQIYT Culture Media Co., Ltd. 4 t&-= 33651

5 LELLEXAGRARAET 601524 5 L% 28945
6 409002 6 LERA 28019

7 207606 7 LEFHR 26500

8 198992 8 LER 25299

9 196506 9 Lk 13525
10 177636 10 L&YY 8700

2018 & bigrSEERMmHHES
2018 Top 10 Advertising Companies
1. K& b AN aT 4 2. A B EBEA A A AT HE 2018 Top 10 Online Media Co.
TS LR IEENR (50 Ji5 HREAHR JURENRN CRID

1 HE (L) SEERAE 1396405 1 LmET L LEEARGE 733651

2 RAREH (Lk) HHaRNE 775972 2 L e L T EEARA 504548

3 L EH YA EA IR T 733651 3 L BB W TR TR B 251607
Shanghai 1QI¥] Culture Media Co., Ltd. E LT R R E 210000

5 FmER N SR E 690863 5 b A R E 109481

6 Ll e B XA ER R E 504548 6 HEuEAHA (L) RemELE 85000

7 LA BB R E R R E 166865 7 LB P &R R E 75048

8 LsalBrEHRLE 268420 8 LEERTESA R 61782

9 Lgag T S ERE R E 259358 9 i S HE RS ] 53183

10 LEERSEARAE 258141 10 EE A E AT R AR TR E 45479

We strongly believe 1Q’s advertising revenues remained inflated throughout 2019 because its
2018 advertising revenues were overstated by almost 3x more than they were in 2017. However,
as of the date of this report, the Shanghai SAIC office had not published a “State of the
Advertising Industry” report for 2019.
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3. Inflated Expenses and Prices of Assets Conceal Revenue Inflation

Our research shows 1Q inflates expenses and the purchase prices of assets to burn off fake cash
and conceal its revenue inflation.

The Skymoons Acquisition

In July 2018, 1Q paid ~$300 million to acquire Chengdu Skymoons Digital Entertainment
(“Skymoons”). 8% We believe this transaction was a sham intended to burn off fake revenues
and siphon off cash from 1Q’s recent Nasdaq listing. It’s simply not credible to us to believe
anybody would pay ~$300 million for this company. Skymoons hasn’t shown the ability to
develop a game on its own. Months before the acquisition, a Chinese court ruled that Skymoons
stole the IP and game design underlying its only successful game. 1Q only acquired part of
Skymoons’s business. 1Q didn’t even get the Skymoons.com domain name in the acquisition.

Skymoons is a video game business with whom IQ partnered to create a video game to
accompany the 2015 release of a TV series based on a very popular novel, the “Journey of the
Flower” ({£T8). Skymoons’ single “success” was only possible because of 1Q’s marketing
investments, the original author’s creative vision, and top tier production talent. Skymoons’
contribution to the partnership should have been its game design. However, three months before
it was acquired by 1Q, a Chinese court found Skymoons guilty of illegally stealing the game
design and rules for this very game, “Journey of the Flower.” Before its acquisition by IQ,
Skymoons had twice tried and twice failed to be acquired by two different Chinese listed
companies (Jinya Tech, 300028.SZ and Ningbo Fubang, 600768.SHA); both of whom were
subsequently charged with illegal or fraudulent market practices.

Even before the launch of the “Journey of the Flower” game itself, Skymoons immediately
sought to capitalize on its good fortune, but failed. In February 2015, Skymoons announced it
was going to be 100% acquired by Jinya Technology (4 E.£} % 300028.57) for RMB 2.2 billion
in cash and shares, which gave Jinya’s share price an immediate boost:®°

STMRIZIBINERE el e 5

Share Price
5247 =

Feb '15, Jinya
purchase of

\_\ .
\ \\

| 201568,

Skymoons S TRIEHIE
2015528, | ESVRET |
IS June '15, start of
WM%&EF’J\\ investigation

\ into Jinya

3.28 ©

2012-12-31 2017-11-03

%8 1Q 6-K, July 18, 2018
% https://variety.com/2018/biz/asia/china-igiyi-skymoons-1202878010/
6 guba.eastmoney.com
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On June 4 and 5, 2015, Jinya Technology received two “Investigation Notices” from the China
Securities Regulatory Commission (“CSRC”).5! Jinya was forbidden from engaging in the asset
restructuring necessary to consecrate the deal, and in July 2015 the deal was unwound.®? The
CSRC investigation later found that after a large loss in 2013, Jinya Technology engaged in
fraud. Jinya hid years of continued losses which would have triggered its delisting.®®

In June 25, 2015, not long after the “Journey of the Flower” game’s release, a company called
Snail Digital (75 M5 25 7 FH B4 R A 7) filed a lawsuit against both Skymoons and 1Q
accusing them of appropriating the game design and operating rules and violating its copyrights
for its game “Taiji Panda.” The plaintiff’s complaint noted that:

“...in June 2015, after Skymoons Interactive and IQ's mobile game ‘Journey of the
Flower’ was launched, Snail Digital received reports from players about the game. After
conducting a comparison, its staff found numerous instances where the game ‘Journey of
the Flower’ plagiarized content from ‘Taiji Panda.’ In addition, in the "Computer
Software Copyright Registration Certificate” on file for "Journey of the Flower" at the
National Copyright Administration of China, the functional module structure diagram,
functional flowchart, and detailed functional design were all related to the ‘Wushen
system’ in ‘Taiji Panda’ structural analysis; and moreover, all used game screenshots
from ‘Taiji Panda’.”®*

After the Jinya merger fell through, Skymoons needed to find a buyer. At the time, analysts
observed that since Journey of the Flower, the business appeared dormant, was unlikely to
produce any explosive news, and remained under the shadow of ongoing IP theft litigation.

Nonetheless, in July 2016, Ningbo Fubang (‘7°i & #, SHA: 600768) announced it would pay a
combined total of RMB 3.9 billion to acquire 100% of Skymoons through a combination of cash
and stock. Regulators did not look favorably on the backdoor listing and the transaction was
blocked.®® The two companies attempted to restructure the deal and obtain an approval by
decreasing the stake to 70%.%%7 Despite their efforts, the deal was abandoned. The CSRC also
initiated an investigation into Ningbo Fubang, and in late 2017 announced that Ningbo Fubang’s
Chairman Ying and another executive responsible for the attempted Skymoons acquisition
conspired to profit personally through an insider trading scheme; the two had their gains
confiscated, and were fined.%®

81 http://guba.eastmoney.com/news,300028,725443621.html

82 https://www.ifanr.com/1068925

83 http://stock.jrj.com.cn/2018/06/27145224734601.shtml , In both 2014 and the pre-1PO period the CSRC found
Jinya inflated profits through fictitious customers, forging contracts, fictional remittances, forging bank documents,
forging and receiving materials, and concealing expenses. In 2014, this fraud increased total profit by RMB 80.5
million and inflated bank deposits of approximately 218 million yuan. Moreover, the 2014 annual report included a
fraudulent advance payment of RMB 310 million.

8 http://www.nbd.com.cn/articles/2018-04-11/1207375.html

8 http://v.youxiputao.com/articles/10445

8 https://www.ifanr.com/1068925

87 http://finance.sina.com.cn/stock/s/2018-01-09/doc-ifyqinzt0773572.shtml

88 http://finance.ifeng.com/a/20171209/15855397 0.shtml
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We don’t believe it’s a coincidence that both of the other companies who were willing to acquire
Skymoons at such a rich valuation were found to have engaged in fraud. We believe Skymoons
could not possibly command such a high valuation from a reputable company based on its own
merits because, according to our research, it has none.

On March 30, 2018, only three and a half months prior to IQ’s July 2018 acquisition, the Suzhou
People’s Intermediate Court ruled that Skymoons had stolen the IP that formed the foundation
and structure of the “Journey of the Flower” game. Skymoons and IQ were ordered to cease the
infringements, and pay Snail Digital an RMB 30 million fine (a very large sum for an IP case
between Chinese domestic firms).%%7%1 The fact that Skymoons was not the true originator of
the design of its only successful game and depended upon both creativity and talent of others as
well as 1Q’s investments and marketing power to promote and commercialize the game
completely undermines the ridiculous valuation that 1Q ascribed to it.

Our reviews of Chinese copyright records found that Skymoons has registered no new
publication copyrights since the July 2018 acquisition. > Instead, we found only the
distribution rights for 4 games under its name, all of which were licensed from other game
companies:

chek \ 250 EE 580 AR B A

State Administration of Press Publication Radio Film and Television of The People's Republic of China

iR | BSER e BafRif | SRR | PR

WEEg | DEEE | GRIES

"B + SRR BURSUE

TEGFE] OISR BRERUER  IBEOIR

Detailed Query List

ERiFRIIER
AR AR EHQG: KREA /HFJ FRERE [ Qnw |

Game Name Publisher Distributor Document Publication # Date

IREEE RN EEN xs RS 310

Skymoons

R FREFHEAE) i’t: K@ E R i (2020179 :157227‘)7'28»7-498- 530205011‘122
BT TREFHRBERASE) f;;ﬁh RN EHR ‘é’g’ itti[2019]2095 '056%33928 PeAO% ;019&0”%26
PRI TR AR Z;xi-g‘ DA L;itﬁizom]nm ioseezl\;ﬁoga-?-xﬁm- ;()1950%;120
SUEKT AR REEHAEIRAE) ff:ﬂo SRR E%mmfzolmsz) :756%':69_ 'SB 7426 ?19%2”6
GOEEAA - EDEA TS TR ERAD i::}\ﬁhm AR %g, H#R[2018)292 2018F01HN
LR FRUFHIRERAE) i:}i&phmuﬁﬁiﬂ ‘i%l‘fi?ng‘_ .:_301 712821

89 http://www.nbd.com.cn/articles/2018-04-11/1207375.html

70 http://ip.people.com.cn/n1/2018/0410/c179663-29915711.html
"1 https://news.66law.cn/a/20190628/103231.html

72 http://www.sapprft.gov.cn/sapprft/channels/7026.shtml
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Game Name Publisher Distributor Date |Timeline
e iE Eternal Divine Wing* Pii::lsnilegzor;: " Skymoons 22-Jan-20
S A < : Tianjin Electronic .
\ I o *x C — -
B EEATEh Naval Operations Publishing Co., Ltd. Skymoons 7-Jul-19 Post.
s . Tianjin Electronic Acqusition
)2 311133 Dragon Lineage* Puil?sjlmnng eCL‘o_(:)T:d. Skymoons  [20-Mar-19 e
A K{F Angel of Excellence* : h—engdu \_nghOﬂg Skymoons |26-Feb-19
Kyushu Network
FITBIEA - The Croods 3D Tianjin Electronic Skvmoons | 11-7an-18 Pre-
1ERR3DEIEFiHF | Mobile Version Publishing Co., Ltd. il Acquisition

*English name is a direct translation only

Of these licensed games, management has only publicly commented on “The Croods.” In the
prepared remarks of IQ’s 1Q19 earnings call, CEO Gong Yu highlighted the game as an example
of Skymoons capabilities. The statement is carefully worded to suggest a major role in its
development, but in fact only credits Skymoons for “launching” and “adapting” the game, not
designing it:

“Another more recent example is our game business. Our subsidiary Skymoons launched
a 3D turn-based mobile game The Croods, which is based on a famous IP licensed from
DreamWorks Animation's 2013 popular animated feature film The Croods. The game has
performed exceptionally well since it was launched in February, exceeding our
expectation. This is another good showcase of our ability to adapt IP into online

games.” "

A further check of the IP for the of The Croods, JxJE /546 A\, revealed that in November 2016, a
mobile version of The Croods had already been produced and distributed by Shanghai Oriental
Peral Cultural Development company.’ As such, it appears that Skymoons did nothing more
than publish an updated version of a two-year-old mobile game. This appears to be the extent of
Skymoons’ technical capabilities — if this company is actually worth more than RMB 2 billion,
then the world is much richer than we thought.

Skymoons’ founder, He Yunpeng, is a tech entrepreneur who was an executive at a prior, failed
Baidu acquisition. He was formerly a VP of 91 Wireless, an app distribution company that was
acquired by Baidu for $1.9 billion in 2013.7

91 Wireless proved to be a disastrous acquisition. After Baidu merged it with Douku games to
form Baidu games, the company struggled with scandals and investigations, was unable to
compete, and ultimately was sold off in March 2017, resulting in a massive loss of over $1.7
billion for Baidu.”®’” Although He Yunpeng left shortly after the 91 Wireless acquisition to go

73 1Q Q1 2019 earnings call

" R IT BRI SE A TRA R, ARG N (B3)h), B HH1[2016]3331 5, 20164F 11 A 15 H

75 https://techcrunch.com/2013/07/15/baidu-agrees-to-buy-chinese-android-app-distributor-91-wireless-for-1-9b/

78 https://www.chinamoneynetwork.com/2017/11/29/baidus-growing-graveyard-discarded-business-units,

77 Baidu 2017 20-F, p. F-34: In May 2017, the Company completed the disposal of its mobile game business to third- party
companies, a total gain of RMB923 million (US$142 million) was recognized in "Other income, net".
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form Skymoons, we consider Baidu’s willingness to work with him again on another acquisition
highly suspicious.

During our due diligence on Skymoons, we found that IQ didn’t even acquire all of Skymoons’
businesses. Previously, both Jinya and Ningbo Fubang attempted to buy both Chengdu
Tianxiang Interactive Digital Entertainment Co. and its sister Chengdu Tianxiang Interactive
Technology Co. However, 1Q only acquired the first, Chengdu Skymoons Interactive Digital
Entertainment Co.”® Its sister company, Chengdu Skymoons Interactive Technology Co.,
remained 99% held by He Yunpeng and retained the www.skymoons.com website and multiple
permutations thereof.

FS MR & Zhl PluABEFIES EHiZAE

1 REFRRENREERAT skymoons.com www.skymoons.com BICP&140102358-1  2016-12-20
www.skymoons.net
www.skymoons.cn
www.skymoons.com.cn

2 FREPEREREEBIRAT]  skymoons.net www.skymoons.com HICP#140102355-1  2016-12-20
www.skymoons.net

.skymoons.c n

'.‘\'"-\-'.".*.'.Sk‘}-’[‘ﬂﬂonﬁ.((')[ﬂ LN

WA

3 REEFSEEMNEEERAE] skymoons.cn www.skymoons.com fHICP&140102352-1 2016-12-20
www.skymoons.net
www.skymaons.cn
www.skymoons.com.cn

4 HERSBEIRIEERAT  skymoons.com.cn  www.skymoons.com HICP£&140102352-1  2016-12-20
www.skymoons.net
www.skymoons.cn
www.skymoons.com.cn

5 FEBRZ AL skymoons-cd.com  www.skymoons-cd.com  HICP£&140102358-2  2016-12-20

On the other hand, the Skymoons that 1Q acquired had to come up with something else. It
appears the best its creative team could come up with was www.crimoon.net.

FS  MUEETR = pgst MUEERITENES ERZAT TR

1 REEHHFRER crimoon.net www.crimoon.net HICP£130044945-2 2018-08-14

While neither site is impressive, the www.crimoon.net site comes across as unsophisticated if
not amateurish and generally lacking in content. Considering the fact that 1Q paid RMB 2.4
billion for this supposed “game development company,” we find this to be ridiculous at face
value and believe it is indicative of utter incompetence by IQ’s management at best, or a
completely fraudulent transaction designed to siphon cash out of the publicly-traded company
and into management’s pockets, at worst. We invite readers to visit both sites:

e Skymoons.com (not acquired by 1Q)
e Crimoons.net (created by 1Q)

8 China SAIC registration files for Chengdu Tianxiang Interactive Digital Entertainment Co. (R # K R Tah ¥ KA FRA )
and its sister Chengdu Tianxiang Interactive Technology Co. (J%#BK % H.5hEHE A B2 )

Page 28 of 37


http://www.skymoons.com/
http://www.crimoon.net/
http://www.crimoon.net/
http://www.skymoons.com/
http://www.crimoon.net/

Look around and ask yourself, “which looks like it might be owned by a NASDAQ listed tech
company with a market cap of over $12 billion?”

Since both companies use the same logo and Skymoons / Kk % B %l name, we wonder if IQ’s
management might find He Yunpeng’s Skymoons.com website a convenience. Since 1Q
apparently has no intent to build out Skymoons, they are likely happy to have its former sister
company keep up a more presentable site that displays the Skymoons name and logo, and posts
content for curious visitors, who would likely just assume it was 1Q’s Skymoons website.

Skymoons’ myriad of issues calls into question how 1Q’s management reached the RMB 2.4
billion valuation and how the acquisition was accounted for. In fact, IQ didn’t provide a
reconciliation of Skymoons’ financials to US GAAP financials for the years prior to the
acquisition, claiming doing so would require “undue cost” due to a prior reorganization:

“The unaudited pro forma revenue and net loss for the years ended December 31, 2017
and 2018 is not presented as the historical financial information of the acquired business
of Skymoons prepared under US GAAP is not available without undue cost, given the
acquiree underwent a reorganization prior to the Company'’s acquisition.”"

We believe the above statement is a bald-faced lie by IQ’s management. The purchase
agreement (included as Exhibit 4.66 of the same 20-F) includes the following as a closing
condition:

“The Target Companies have delivered to the Purchasers: (i) all capital verification
reports of the Group Members and all relevant notes and schedules thereto issued by the
accountants engaged by them from the date of incorporation of the Target Companies,
the details of which are set forth under Schedule VIII: List of Financial Reports; (ii) the
audited balance sheets of the company for 2016 and 2017 prepared on a consolidated
basis under the US GAAP, and the relevant audited income statements and cash flow
statements, together with all relevant notes and schedules, and in the absence of audited
statements, the management statements shall be provided (hereinafter collectively

referred to as the “Financial Statements”) "%

Not only would converting Skymoons’ historical financials into U.S. GAAP not require “undue
cost,” it wouldn’t have cost 1Q anything at all — Skymoons had delivered GAAP financial
statements to 1Q prior to the deal’s closing date. This directly contradicts the already weak
excuse provided by IQ’s management, exposing their brazen lie.

91Q 2018 20-F, p. F-32
80 1Q 2018 20-F, Exhibit 4.66, Section 4.1.1(j)(ii) (p. 19)
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Content Price Inflation

IQ inflated the purchase price for at least one program it licensed from Wuhan DDMC
(“DDMC”) in 2018. As we discussed earlier in this report, DDMC is the parent company of 1Q’s
partner in the iQIY1 Sports JV (aka the Xin’ai Sports JV), which 1Q used to claim an additional
RMB 757.75 million in fake deferred revenue.

IQ’s subsidiary, Beijing Qiyi Century, was DDMC’s top customer in the film and television
media segment in 2018. DDMC’s public disclosures reveal what appears to be an exorbitant
premium paid by I1Q for the drama “If Time Flows Back.”

DDMC disclosed that RMB 458.0 million of its 2018 film and TV revenue came from 1Q. All of
this came from the sale of the online broadcasting rights for two titles: “If Time Flows Back "%
and “The Drug Hunter. " Below is an excerpt from DDMC’s 2018 annual report showing its
top 5 customers by revenue:

> Units: 10k Rmb
Sales Amount 2

Company Name Product of Service Provided Period in the Period L Jie
B _ o Rty | AR L 30 45 44
K EIRE PR SRR % , .
{31 R &% k]
Beijing Qiyi Abstdy SMARHE [ GlfEA) « Clny T sk) i
Century 1 14 45.801.89 =
. 17 PR 2 vl WAL h ISR (1)
Shanghai Cultural RUSSIARE P2 GRBA) . CRZ Hallaik) e P,
Media Group : : ) 14 18.030.66
shie | AT PR 2 ) AUREL AN (2) .
W LG D[ CRBRREINVFZ4E) SR
3 _ 14 16,509.43
VG & i 2
AEnTR AR LTI | CRAZZIRD F RIS H #7
4 1 4 7.547.17

CACAL R AT R 2y w] | b ik )
DSV LR

Jiangsu Prov 5 (A5 HEND) SV o P 5 S AL 14 6.238.21
Broadcasting Group AT PR 2 ) (3) B
&t 94.,127.36 g
Notes:

(1) Beijing Qiyi Century: “The Drug Hunter”, “If Time Flows Back”,
Online broadcasting rights, Rmb 458.0 million

(2) Shanghai Cultural Media Group, “The Drug Hunter”, “If Time Flows Back”,
TV broadcasting rights. Rmb 180.3 million

(3) Jiangsu Province Boradcasting Group, “The Drug Hunter”,
TV broadcasting rights, Rmb 62.5 million

b s H AT )
2 (@A)
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DDMC sold 1Q exclusive one-year online broadcast rights for “If Time Flows Back.” DDMC
sold Shanghai Cultural Media Group one-year TV broadcast rights for the same program.
DDMC also sold online broadcast rights for “The Drug Hunter” to 1Q and sold the TV
broadcasting rights to both Shanghai Cultural Media Group and Jiangsu Provincial Broadcasting

Group. &

DDMC reported total revenue of RMB 471.69 million from “If Time Flows Back” and RMB
231.96 million from “The Drug Hunter.”® These two programs were crucial to DDMC’s film
and television media segment profitability in 2018. “If Time Flows Back” was the leading
revenue generator and achieved a 36.00% gross margin. “The Drug Hunter” was the sixth

largest revenue generator and delivered a 73.25% gross margin:

20184FIE 2 1) TR RS PLAE A BT LA T
2018 information on the sales of major TV programs: Vs 1Ok Ranb
Yifirs Jyoc
Program Name Revenue Expense Margin
- 2L B2 S ol b R A A%
A% Halfa]sk If Time Flows Back  47,169.81 30,189.34 36.00%
FeAz. 2 7.547.17 4.200.00 44.35%
B19FMxkAD 147.64 3.051.58 | -1966.84%
IR B VF £ 4 16,509.43 16.179.25 2.00%
VFRIF AT 4.867.92 3,349.22 31.20%
e The Drug Hunter 23.196.57 6.204.32 73.25%
FeAr1 i Pu-- 42 1,970.64 1.509.43 23.40%
ot 101,409.19 64,683.13 36.22%

At a 3.0x premium, “If Time Flows Back” stands out as being well above market price.

The price 1Q paid for “The Drug Hunter” also appears to be above the market price. When two
or more TV stations air a program together, they typically pay the same rate.®> Applying this cost
sharing formula to the DDMC’s total revenues for these two programs and the revenues reported
for each customer, we find that 1Q paid a significant premium for both programs. If Shanghai
Cultural Media and Jiangsu Province Broadcasting both paid RMB 624 million for “The Drug
Hunter, ” we estimate that 1Q paid a 1.7x premium compared to the TV rate.

8 Wuhan DDMC, Announcement on the response to the post-review inquiry letter of the 2018 annual report. FiX
LA WA A IR A R, 56T 2018 FRAF FEAR & 12 5 B A% ) W e B R A 2, pp.4, 27

8 Wuhan DDMC, Announcement on the response to the post-review inquiry letter of the 2018 annual report. FiX
LA AT BRA R, 56T 2018 ARAF AR (1 5 5 B A% [ T R R S A 75, p.8

8 https://36kr.com/p/5172076: table: 2015-2018 4 it & fili f BE X REAA FEARJE AL A 4 — 5, 2015-2018 List of
copyright prices for costume, fairy, magical dramas
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Wuhan DDMC Wuhan DDMC | Shanghai . ' Jiangsu Prm.fince Other* Beijing Qiyi ' iQiyi
Program Revenue Cultural Media| Broadcasting Century Premium
“The Drug Hunter” 231.97 62.38 62.38 0 107.20 1.7x
“If Time Flows Back™ 471.69 117.92 0 2.95 350.82 3.0x
Total 703.65 180.31 62.38 2.95 458.02

The super-premium 1Q paid was very helpful to their partner’s financial performance. In 2018,
92.5% of DDMC’s gross margin from its sales of major TV programs came from the two shows
sold to 1Q. If the program “If Time Flows Back” were priced at just 2x that paid by the TV
stations, DDMC’s gross margin from its TV programs in 2018 would have dropped by 34.7%:

Wuhan DDMC: Gross Margin - Based on Reported Revenues

Program Revenue Cost Gross Margin Gr05.s
Margin
Totals for major TV programs reported 1014.09 646.83 367.26 36.22%
“If Time Flows Back™ 471.69 301.89 169.79 36.00%
“The Drug Hunter” 231.97 62.04 169.92 73.25%
Sub-total 703.65 363.94 339.72 48.28%
As % of major TV programs reported 69.39% 56.26% 92.50%

Wuhan DDMC: Gross Margin - If "If Times Flows Back" Sold to iQiyi at a 2x Premium to TV

Program Revenue Cost Gross Margin Gros.s

Margin

Totals for major TV programs reported 1014.09 646.83 367.26 36.22%

“If Time Flows Back” 353.77 301.89 51.88 14.66%

“The Drug Hunter” 231.97 62.04 169.92 73.25%

Sub-total 585.74 363.94 221.80 37.87%

As % of major TV programs reported 57.76% 56.26% 60.39%

Impact on Gross Margin (%) -34.7%

Units: Rmb millions

The Chinese media has reported that competition among online platforms for top content

intensified between 2016 and 2018. This resulted in some online broadcasting licenses selling for
up to 2x the price paid by TV stations, especially for the popular “costume and magic/fantasy
dramas” segment. However, the premiums paid by 1Q still appear inflated.%®

A CITIC report provided a table of the highest cost copyrights from the years 2012—-2018.8" The
top programs’ license fees for both online and TV broadcasters increased each year until the
premium ratio between online and TV peaked at 1.88x in 2017. However, there was a reversal in
2018 and the premium declined by 20% to 1.5x.

8 https://36kr.com/p/5172076: H- TS G 2 B HUIT PN 2 (B 425, TR 5 D 5 S A0 I S FOASL A1 4% R AT B 2 1)
ZEWR o o SR W i AN 4 2 B am AN A% 1 2 5 LA, Due to the competition for high-quality content between
video platforms, there is also a clear gap for the pricing of the episodes’ copyrights between the TV station and

online network-end. The price of some episodes on the online networks is more than twice that on the TV side.
8 Citic Securities, 2019-07-01, “Z= AL 38 4+ T RIFE LMK, p.24

Page 32 of 37


https://36kr.com/p/5172076

2012-2018 Copright License Costs for Top TV Programs

Individual Program Price Individual Program Price
BEES9: 2012 - 2018 FFERE LSRRI AR (Online Platforms) (TV Stations)
Program RIB Year E£gRtiE) BREN (EBER, B4: Ax) LMEN (BIRE, £460: A
bl 2012 30 190
Tl 158 2013 80-90 -
R R AL Ay 2014 100 250
TH 2015 130 160
K3 2016 400 230
FRiIL 2017 750 400
nwefe 2018 900 600

FRAKI: TG W, PR IR

Sources: iResearch, CITIC Securities Research & Development Dept

Rmb '0000

While the 1.7x premium IQ paid for the “The Drug Hunter” was only slightly above the 2018

average, 1Q paid double the average premium for “If Time Flows Back” at 3.0X.

Due to the developing partnership between 1Q and DDMC as well as 1Q’s ability to be a long-
term customer for DDMC, we would expect IQ to have considerable leverage in price
negotiations with DDMC. However, instead of 1Q using its leverage over DDMC to get

discounts, the opposite occurred.

We believe that IQ and DDMC conspired to over-report the price 1Q paid for “If Time Flows
Back.” This was a mutually beneficial agreement between the two partners; the premium made
up a significant portion of DDMC’s profit in 2018, and IQ was able to burn off some of the fake

cash it had on its balance sheet from inflating its revenues.
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4. Misleading Financial Reporting Creates the Appearance of a Cash Generative Company

We adjusted IQ’s 2019 operating cash flow (“OCF”) down from $561 million to -$1.157 billion
by applying accounting methods consistent with others in its industry. IQ’s management,

analysts and bulls have described the company as “the Netflix of China.” However, we believe
this comparison is nothing more than a fallacy perpetuated by management and other promoters.

Content licensing and production costs are by far the largest expense for both companies.
However, the OCF calculations used by 1Q and NFLX are completely different. While Netflix
accounts for “all additions to steaming content assets” as cash outflows from operating activities,
IQ categorizes acquisitions of licensed copyrighted material as cash outflows from investing
activities. Not only do the initial purchases have no negative impact on 1Q’s OCF, but the
subsequent amortization has a positive impact on OCF. 1Q’s accounting methods are clearly
intended to disguise the fact that its business is hemorrhaging cash. In contrast, the consistently
profitable Netflix is OCF negative. Netflix’s statement of cash flows is displayed below. It
classifies all of its cash used for content as "net cash used in operating activities." This drives its
negative OCF:%

NETFLIX, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
Year Ended December 31,

2018 2017 2016
Cash flows from operating activities:
Net income $1,211,242 § 558929 § 186,678
Adjustments to reconcile net income to net cash used in operating activities:

IAd ditions to streaming content assets (13,043,437) (9,805,763) (8.653,286)I
Change in streaming content liabilities 999,880 900,006 1,772,650
Amortization of streaming content assets 7,532,088 6,197.817 4,788,498
Amortization of DVD content assets 41,212 60,657 78,952
Depreciation and amortization of property, equipment and intangibles 83,157 71,911 57,528
Stock- based compensation expense 320,657 182,209 173,675
Excess tax benefits from stock- based compensation - - (65,121)
Other non- cash items 40,428 57,207 40,909
Foreign currency remeasurement loss (gain) on long- term debt (73,953) 140,790 —
Deferred taxes (85,520)  (208,688) (46,847)
Changes in operating assets and liabilities:

Other current assets (200,192)  (234,090) 46,970
Accounts payable 199,198 74,559 32,247
Accrued expenses 150,422 114,337 68,706
Deferred revenue 142,277 177,974 96,751
Other non- current assets and liabilities 2,062 (73,803) (52,294)
Net cash used in operating activities (2,680,479) (1,785948) (1,473,984)

IQ reports three items related to content in its statement of cash flows: amortization of licensed
copyrights, amortization and impairment of (self) produced content, and impairment of licensed
copyrights. Being amortization charges, each provides a positive contribution to OCF. Under
“changes in operating assets and liabilities,” the cash outflows for (self) produced content are
listed. These are combined with other items to create the total OCF. 1Q’s largest cash expense,
“acquisition of licensed copyrights” is recorded further below under “cash flows from investing

8 Netflix, 2018 10-K, pp. 42, 46.
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activities.” By removing the cash outflows from acquiring licensed copyrights from OCF and
recording it under cash flows from investing, IQ’s OCF appears positive:°

iQIYL INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2017, 2018 AND 2019
(Amounts in thousands of Renminbi (“RMB™) and U.S. dollars (“USS™))

Year ended December 31,
Note 2017 2018 2019 2019
RMB RMB RMB USS

Cash flows from operating activities:
Net loss (3,736,932) (9,061,231) (10,276,739) (1,476,162)
Adjustments to reconcile net loss to net cash provided

by operating activities

Depreciation of fixed assets 348,921 312,138 476,068 68,383
Amortization and impairment of intangible assets 112,860 346,672 972,760 139,728
Amortization and impairment of licensed copynghts 7,882,190 12,236,239 12,743,323 1,830,464
Amortization and impat t of produced content 811,448 2,265,543 2.977,181 427,645
Provision for doubtful accounts 56,048 107,223 58,006 8,332
Unrealized foreign exchange (gain)/loss (333,601) 940,479 155,079 22,276
Loss on disposal of fixed assets 4594 4,184 13,257 1,904
Aceretion on convertible notes payable or convertible senior notes 112,457 23912 346,279 45,740
Barter transaction revenue (762,741) (1,082,964) (682,941) (98,098)
Share-based compensation 233,424 556,211 1,084,520 155,782
Share of losses on equity method investments 263 16,965 155,073 22275
Fair value change and impairment of long-term investments 32,938 (189,639) 162,350 23320
Faur value change of assets and hiabilites remeasured at
fair value on a recurning basis — 13,005 5,711 820
Other investment income —_ — (25.272) (3,630)
Deferred income tax benefit (12,214) (45,086) (77,312) (11,105)
Amortization of deferred income —_— (5,346) (12,446) (1,788)
Other non-cash (income) expenses (2,532) 20,128 37,820 5,433
Changes in operating assets and liabilities
Accounts receivable (512,060) (543,988) (810,774) (116,460)
Amounts due from related 1es 56,720 (155.361) 45717 6,567
[Produced content (1,962221)  (4,544977)  (3,596,339) (516,582)]
Prepayments and other assets (549,301) (735,191) (854,906) (122,800)
Accounts payable 1,050,178 583,099 (654,987) (94,083)
Amounts due to related parties (184,882) 435911 460,964 66,213
Customer advances and deferred revenue 836,946 466,961 880,844 126,525
Accrued expenses and other current Liabilities 646,814 808,277 73,907 10,616
Interest payables (123,618) 9,253 58,644 8,424
Other non-current liabilities 6,085 101,769 190,440 27,355
Net cash provided by operating activities 4,011,784 2,884,186 3,906,227 561.094
Cash flows from investing activities:
Acquusition of fixed assets (1,022,315) (611,910) ( 740,163) (106,318)

Acqusition of

ible assets (110,290) (387,539) (127.505) (18315)

Acqusition of licensed copynghts from related parties ( 58,660) (324,040) (46,545)
Acquisition of licensed copyrights from third 1es (9,087.438) (12,983,396) ( 11,633,509) (1,671,049)
Purchase of long-term investments (553,003) (883,375) ( 706,149) (101,432)

Although we expect that professional investors will have scrutinized the statements of cash flows
and picked up on this simple accounting gimmick, we would be remiss not to point out this
difference and its massive impact on IQ’s headline numbers.

81Q 2019 20-F, p. F-12
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Financial Disclaimer

Please be advised that WPR,LLC, Wolfpack Research (WPR) is a research and publishing firm, of
general and regular circulation, which falls within the publisher’s exemption to the definition of an
“investment advisor” under Section 202(a)(11)(A) — (E) of the Securities Act (15 U.S.C. 77d(a)(6) (the
“Securities Act”). WPR is not registered as an investment advisor under the Securities Act or under any
state laws. None of our trading or investing information, including the Content, WPR Email, Research
Reports and/or content or communication (collectively, “Information”) provides individualized trading or
investment advice and should not be construed as such. Accordingly, please do not attempt to contact
WPR, its members, partners, affiliates, employees, consultants and/or hedge funds managed by partners
of WPR (collectively, the “WPR Parties”) to request personalized investment advice, which they cannot
provide. The Information does not reflect the views or opinions of any other publication or newsletter.

We publish Information regarding certain stocks, options, futures, bonds, derivatives, commodities,
currencies and/or other securities (collectively, “Securities”) that we believe may interest our Users. The
Information is provided for information purposes only, and WPR is not engaged in rendering investment
advice or providing investment-related recommendations, nor does WPR solicit the purchase of or sale of,
or offer any, Securities featured by and/or through the WPR Offerings and nothing we do and no element
of the WPR Offerings should be construed as such. Without limiting the foregoing, the Information is not
intended to be construed as a recommendation to buy, hold or sell any specific Securities, or otherwise
invest in any specific Securities. Trading in Securities involves risk and volatility. Past results are not
necessarily indicative of future performance.

The Information represents an expression of our opinions, which we have based upon generally available
information, field research, inferences and deductions through our due diligence and analytical processes.
Due to the fact that opinions and market conditions change over time, opinions made available by and
through the WPR Offerings may differ from time-to-time, and varying opinions may also be included in
the WPR Offerings simultaneously. To the best of our ability and belief, all Information is accurate and
reliable, and has been obtained from public sources that we believe to be accurate and reliable, and who
are not insiders or connected persons of the applicable Securities covered or who may otherwise owe any
fiduciary duty or duty of confidentiality to the issuer. However, such Information is presented on an “as
is,” “as available” basis, without warranty of any kind, whether express or implied. WPR makes no
representation, express or implied, as to the accuracy, timeliness or completeness of any such Information
or with regard to the results to be obtained from its use. All expressions of opinion are subject to change
without notice, and WPR does not undertake to update or supplement any of the Information.

The Information may include, or may be based upon, “Forward-Looking” statements as defined in the
Securities Litigation Reform Act of 1995. Forward-Looking statements may convey our expectations or
forecasts of future events, and you can identify such statements: (a) because they do not strictly relate to
historical or current facts; (b) because they use such words such as “anticipate,” “estimate,” “expect(s),”
“project,” “intend,” “plan,” “believe,” “may,” “will,” “should,” “anticipates” or the negative thereof or
other similar terms; or (c) because of language used in discussions, broadcasts or trade ideas that involve
risks and uncertainties, in connection with a description of potential earnings or financial performance.
There exists a variety of risks/uncertainties that may cause actual results to differ from the Forward-
Looking statements. We do not assume any obligation to update any Forward-Looking statements
whether as a result of new information, future events or otherwise, and such statements are current only as

of the date they are made.
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You acknowledge and agree that use of WPR Information is at your own risk. In no event will WPR or
any affiliated party be liable for any direct or indirect trading losses caused by any Information featured
by and through the WPR Offerings. You agree to do your own research and due diligence before making
any investment decision with respect to Securities featured by and through the WPR Offerings. You
represent to WPR that you have sufficient investment sophistication to critically assess the Information. If
you choose to engage in trading or investing that you do not fully understand, we may not advise you
regarding the applicable trade or investment. We also may not directly discuss personal trading or
investing ideas with you. The Information made available by and through the WPR Offerings is not a
substitute for professional financial advice. You should always check with your professional financial,
legal and tax advisors to be sure that any Securities, investments, advice, products and/or services
featured by and through the WPR Offerings, as well as any associated risks, are appropriate for you.

You further agree that you will not distribute, share or otherwise communicate any Information to any
third-party unless that party has agreed to be bound by the terms and conditions set forth in the
Agreement including, without limitation, all disclaimers associated therewith. If you obtain Information
as an agent for any third-party, you agree that you are binding that third-party to the terms and conditions
set forth in the Agreement.

Unless otherwise noted and/or explicitly disclosed, you should assume that as of the publication date of
the applicable Information, WPR (along with or by and through any WPR Party(ies)), together with its
clients and/or investors, has an investment position in all Securities featured by and through the WPR
Offerings, and therefore stands to realize significant gains in the event that the price of such Securities
change in connection with the Information. We intend to continue transacting in the Securities featured
by and through the WPR Offerings for an indefinite period, and we may be long, short or neutral at any
time, regardless of any related Information that is published from time-to-time.
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