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TMT INDUSTRY UPDATE - Baidu, Alibaba and Tencent (BAT) still dominate the online video segment in China .
Analyst: Mark Po, CFA; Tel: (852) 3698 6318; markpo@chinastock.com.hk; Mark JiangTel:(852)3698 6321; markjiang@chinastock.com.hk

In our previous industry update report, we introduced the ecosystem of the online video industry and provided a summary of its major players in Chi-
na. iQiyi [IQ.US] was listed on the NASDAQ on 29 Mar 2018, and at Tencent’s annual results presentation, management mentioned that Tencent will
increase its investment in the online video business this year. These events reaffirm our view that online video will be the next growth driver for the
online entertainment industry, as a clearer business model has been established, and more users are willing to pay for online content. We believe it is
time to reiterate our views on the online video industry with more details. Also, we provide a more detailed summary of the top three online video
platforms in China: Tencent Video (Tencent [700.HK]), iQiyi [IQ.US] (by Baidu [BIDU.US]), and Youku-Tudou [by Alibaba [BABA.US]).

Online video industry in China: China’s entertainment industry comprises two major groups: online and offline entertainment. Currently, the enter-
tainment industry in China is still in the early stage of development. Its market size is expected to reach about RMB2,768.6bn by 2022, for a CAGR of
17.3% from 2016 to 2022. According to the National Bureau of Statistics of China, the ratio of the culture and entertainment industry to total GDP in
2016 was 4.1% in China, compared with 6.5% in the U.S. The online entertainment industry in China comprises internet video, live streaming, short
video, online literature, digital music and recreational online anime and comics. Currently, the online video industry is experiencing rapid growth, and
it is the leading online entertainment format in China, as over 80% of time spent on online entertainment is spent watching online videos. According
to iResearch, the number of online video users in China increased from 372m in 2012 to 545m in 2016, and this is expected to increase to 766m in
2022, representing 66.4%, 74.6%, and 87.0% of total internet users in China in 2012, 2016 and 2020, respectively. The rapid growth of the online
video industry in China is driven mainly by a) a broad range of online content; b) higher content quality; c) Al and big data technologies, which help
platforms deliver a customized entertainment experience; and d) the increasing willingness of users to pay for online content.

Modes of monetization. Currently, online video platforms generate revenue mainly in five ways: a) online advertisements, which are the major reve-
nue contributor; b) paid subscriptions, such as memberships or VIP fees; c) copyright re-sale; and d) other business, such as online shopping (buying
while watching) and e) web game joint operations. Online advertising remains the major revenue contributor of major online video platforms Accord-
ing to iResearch, China’s online advertising market size was RMB290.2bn in 2016, and it is expected to reach RMB1032.2bn in 2022 and to contrib-
ute about 44.7% and 78.5% of the total advertising market in 2016 and 2020, respectively. Also, the market size of advertising on online video plat-
forms as a percentage of total advertising in China increased from 1.4% in 2012 to 5.0% in 2016, and it is expected to increase to 9.6% in 2022. Paid
subscriptions are the second major revenue contributor for the online video industry. The membership and VIP business models are still at an early
stage, so they have large potential to grow. According to iResearch, the membership services market of the online video industry in China was ap-
proximately RMB12.1bn in 2016, and the paying ratio for online video increased from 1.2% in 2012 to 13.2% in 2016 and is expected to reach 40.0%
in 2020.

Figure 1: Market size comparison of online games and video  Figure 2: Ecosystem of Tencent Video
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Three major online video platforms in China. Currently, there are three major online video platforms in China: a) Tencent Video, b) iQiyi, and c)
Youku-Tudou. Tencent Video is a video streaming platform owned by Tencent. It offers rich content, including movies, TV shows, animation and game
-related videos. Tencent Video also supports Video on Demand (VOD) and television broadcasts. Tencent Video has experienced rapid growth in
traffic and paying users, and it has become the leading online video platform in China, with mobile video DAUs of 137m in Q4 2017. The number of
subscribers for Tencent Video increased 121% YoY to 56m as at the end of 2017 and further increased to 62.6m as at the end of February 2018. In
2017, Tencent Video’'s monthly ARPU per subscription was RMB13.9. The fast growth of the Tencent Video platform has been driven mainly by the
popularity of its exclusive drama series, movies and self-commissioned content. Also, as Tencent remains the controlling shareholder of China Litera-
ture [772.HK], Tencent will leverage China Literature’s rich content library to explore adapting it into online video formats.

Business model of Tencent Video. Tencent Video generates revenue in three main ways: online advertising, membership fees and IP resale. Online
advertising revenue generated from the Tencent Video platform was RMB2.7bn in 2017, up 68% YoY, and subscription revenue increased 149% YoY
to RMB2.2bn. In order to capture the rapid growth of the online video industry in China, Tencent has laid out several strategies: a) Tencent Video is
planning to expand its product range from 40 categories to 70 to target various customer needs; b) it will continue to invest in high quality content,
including self-produced content; and c) it will channel different platforms, such as news and games, with its online video platform to maximize the
value chain of its online content. In 2016, Tencent Video had over 7,000 movies, both the latest Chinese movies and overseas movies and TV shows.
Also, Tencent video acquired the online rights to the complete James Bond franchise from Metro-Goldwyn-Mayer Studios, and Tencent is the only
China Internet Company that can provide the 007 titles to online users. Other than expanding its IP inventory and acquiring copyright from third par-
ties, Tencent Video is focusing on enriching its content library through self-productions, like The Tomorrow Children. Tencent Video is actively invest-
ing in the animation market by acquiring popular manga titles from third parties or developing animated series through its existing IP. For example, in
April last year, Tencent Pictures released Fighter of the Destiny, an animated series based on a popular novel. Finally, early last month, Tencent in-
vested in Huya and Douyu, two popular live-streaming platforms in China, for US$462m and US$630m, respectively, and Douyu is planning an IPO
this year.

Figure 3: Ecosystem of iQiyi Figure 4: Ecosystem of Youku Tudou
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Business model of iQiyi. iQiyi is a comprehensive online entertainment platform in China, in which Baidu holds almost a 70% stake. iQiyi's platform
provides mainly original content, as well as a broad range of professionally produced and partner-generated content. In Q4 2017, iQiyi had approxi-
mately 421.3m average mobile MAUs, approximately 126m average mobile DAUs, 424.1m average PC MAUs, and 53.7m average PC DAUs. iQiyi
also has an entertainment-based social media platform, called iQiYi Paopao, which allows user to interact with celebrities and other users in the com-
munity. In Q4 2017, iQiyi Paopao had 45.8m average mobile DAUSs. In addition to various online videos, iQiyi provides online literature, online
games, e-commerce and VR-related online content on its platform.
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iQiyi has a diversified monetization model and generates revenue through membership services, online advertising, and IP-related monetization. Rev-
enue generated from membership services increased 277.5% to RMB3.8bn in 2016 and increased 73.3% to RMB6.5bn in 2017, and memberships
account about 37.6% of iQiyi’s total revenue. iQiyi’s online advertising business also experienced rapid growth, generating RMB8.2bn in 2017, up
44.4% YoY and accounting for about 47.1% of iQiyi’s total revenue. In 2017, iQiyi produced a series of popular dramas and shows based on its origi-
nal content, such as The Lost Tomb, The Mystic Nine and The Rap of China. The Lost Tomb generated more than 100m video views within 24 hours
of its debut and over 4bn video views in total. The Rap of China was one of the most popular shows in China last year, generating over 3bn video
views.

Business model of Youku Tudou. Youku Tudou is the result of the 2012 merger of two Chinese online video platforms: Youku and Tudou. Alibaba
[BABA.US] announced that it completed the takeover of Youku Tudou in 2016 for about US$4.4bn. Youku Tudou generates revenue mainly from
brand advertising: in-video ads, display ads, sponsorship and other forms of advertisements. In-video ads appear at certain times as users watch vide-
os. Display ads are delivered alongside a video in the form of a graphical banner or text hyperlink. In 2017, Youku Tudou’s content reached over 580m
devices and generated 1.18bn daily views. In terms of content strategy, Youku Tudou has been investing heavily in high quality content; in 2015, it
invested RMB600m in original content and RMB1.1bn in licensed content. Original content is the major traffic generator on the Youku Tudou platform,
and it is also the investment focus of the video-hosting site. For example, the peak views of a single episode of Mars Intelligence Agency were over
100m. According to QuestMobile, Youku Tudou’s had 325m MAUs on August 20, 2016 and reached 30m paid subscribers in December 2016.

Online video will remain a hot topic for the rest of the year. To sum up, the online video industry is going through a rapid development period and
it is still in the early stage of development. Currently, Tencent Video and iQiyi are the two leading players in the market in terms of the latest DAUs.
The top three major platforms account for over 70% of the total online video market in China We reiterate our view that the online video industry will be
one of the major growth drivers of the non-hardware industry in China, as a) big technology companies continue to invest in online content; b) more
and more users are willing to pay for online content; and c) more high quality online content is being developed. iQiyi's weak share price performance
right after its IPO, in our view, may disappoint some investors, and the market may lose interest in the online video names. However, based on our
observation, there are more IPO candidates with exposure to the online video segment. Baidu/iQiyi also formed partnerships with names like Coocaa
under Skyworth [0751.HK]. We maintain the view that online video will remain a hot topic in the market for the rest of this year and that names with IP,
content providers, distribution channels and hardware providers will be the main beneficiaries of increasing market attention .
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Figure 5: China online video ecosystem
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