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FAB Universal Failure to Disclose 100 Million RMB Debt Adds to

Problems
November 18, 2013

Questions regarding the motives of the FAB Universal (FU) management team and the
transparency of its Chinese operations first surfaced in back to back Seeking Alpha articles
published on September 26 and October 1 discussing massive dilution headwinds on the
horizon. The dilutive events that could ultimately result in 37.9 million shares hitting the market
arose from the back door RTO transaction that FAB’s Chinese subsidiary used to go public in

April 2012.

Next, after an over two year hiatus since Alfred Little (A*L) published his last report leading to
the delisting of a ChineseHybrid, SinoTech Energy, A*L broke his silence. On Thursday
November 14, 2013, A*L put out a scathing report concluding that FAB Universal is a fraud.
A*L’s report went beyond capital structure issues and addressed FU’s operations through
intensive on-the-ground research. He found FAB guilty of rampant piracy, back-end deals with
franchisees that guarantee returns, and of inflating its kiosk count by as much as 10 times. A*L’s
findings put into question 90% of FAB’s kiosk revenues of $26 million reported for the first nine
months of 2013 (see page 28 of the Q3 10-Q). We had opened up an investigation into FU’s
operations several months ago and our initial attempt (or should we say inability) to locate FAB
kiosks in Beijing leads us to believe A*L’s claim that FAB has grossly exaggerated its kiosk count.

New Evidence of Deception Brought to Geolnvesting’s Attention

On Friday, November 15™ 2013, a Seeking Alpha contributor, “Unemon1” alerted Geolnvesting
to an undisclosed RMB 100 million (516.4 million) Chinese bond issuance by FAB. The
implications of this development are significant, especially when one considers that FAB
operates through Variable Interest Entities (VIEs) wherein U.S. investors have been found
historically to have questionable legal claims to assets and cash flows.

Verification of FAB’s undisclosed bond issuances is confirmed by three independent and
authentic sources:

In April 2013, FAB issued RMB 100 million ($16.4 million) of bonds to Chinese investors through
one of its VIE subsidiaries, Beijing Fab Digital Entertainment Products Co., Ltd. (“FAB Digital”),
and failed to disclose this debt in its U.S. filings. Page 37 of FAB’s 2012 10-K clearly shows that
FAB Digital is a subsidiary of FAB. (FAB’s corporate structure diagram is presented later in this
report). This bond issuance should have been reflected in both FAB’s second and third quarter
2013 10Q filings, but it was not.
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For now let’s take a look at how easy it is to prove FAB’s bond offering.

e A publicannouncement regarding the bond offering was posted on August 2, 2013 on
the official website of the Shenzhen Stock Exchange.

e Wind Info, China’s leading financial data provider (the Chinese Bloomberg), disclosed
information about the bond offering.

e An asset management report shows that a mutual fund sponsored by China’s Daton
Securities owns 20,000,000 RMB of the FU bonds.
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Independent Verification Number One

A public announcement posted on August 2, 2013 on the official website of the Shenzhen Stock
Exchange clearly stated that 100 million RMB in bonds (collectively, the “12 FAB Bond”) had
already been issued by FAB Digital (1t 5 ¥ # LHR E 5 A BR A 7). The announcement was
dated August 1* 2013 (The 12 FAB Bonds were issued on April 25, 2013).

As shown in the screenshot below, the Shenzhen Stock Exchange announced under item 3 that:

“3. Beijing FAB Digital Entertainment Products Co., Ltd 2012 annual Small
Medium Enterprise Private Placement Issuance of Bond, Ticker “118109”, the
bond’s short name is “12 #% %15t (12 FAB Bond).” The total size of the
issuance is RMB 100,000,000 with a coupon rate of 11.00%. The bond
matures in 3 years, with attached option for the issuer to adjust the coupon
rate at the end of 2nd year and the option for the investors to redeem.”
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SHENZHEN STOCK EXHCHANGE

Announcement regarding the matters related to the provision of transfer service for four privately issued debt
securities of SMEs 2012, such as Chongging City Liangpin Zhang Duck Food Co Ltd 2012
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o The following four bonds.....will begin transfer/trading on our exchange's comprehensive negotiation trading platform starting
" |August 5th, 2013, the detailed matters are herebv announced as follows:

1o EPC T ENS T A PR A 1201 24K b/ i b B (35 454011181037, ES RIFR“123K08 7, KATHEI3.00007 7T, HEFI%900%, fif
HR24E,

2. BUMBRRE LA TRA 20126 il PRS0 001181097, iFSMFR- 12856, BITMES 0007 T, SEmFIEI000%, (sl
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3. bR £ IR E 4 B FR/A T (Beijing FAB Digital Entertainment Products Co., Ltd) 2012 annual Small Medium Enterprise
Private Placement Issuance of Bond, Ticker “118109”, the bond’s short name is “12¥&%1fi (12 FAB Bond)". The total size of TRIINIES 5T 2 AT
the issuance is RMB 100,000,000 with a coupon rate of 11.00%. The bond matures in 3 years, with attached option for the —o—=%/\H—H

issuer to adjust the coupon rate at the end of 2nd year and the option for the investors to redeem.
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Independent Verification Number Two

Wind Info, China’s leading financial data provider (the Chinese Bloomberg), displays

the follo

wing information regarding the 12 FAB Bond:
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Bond Number:

Bond Type:

Pledge Bond Number:
Issuer:

Interest Start Date:
Remaining term (Year):
Special term:

Note:

Current Balance

Interest Type:
Face Interest (current)
Issurance Interest:

Interest payment frequency:

Interest Payment Date:
Par value:

Current rating

listed Date:
Trading Market

118089.57 118089.57 R Bond Name: 1287 12 Jingcai Bond
FLE R Private Placement Bond H5eh Bond Full Name dCriFE RS R AR AT 20125 f i R B &S
& ##37 (75)  Convertedto Standsrd Bond™  —  pgjjing FAB Digital Entertainment Products Co,, Ltd. 2012
‘Itﬁﬁ%?%l‘lﬂ:%ﬁﬁggl‘ﬁﬁm Digital Entertainment Products Co., Ltd Middle-small size Enterprise Bond
2013-04-25 April 25, 2013 FIHAEHE Due Date: 2018-04-25  ppril 25, 2016
2.440M%: 2.44) 244 HHPR (=) Term: 2.00(2+1) 3 years (241)
EIE BBEEHIZE  Buy back, adjust par interest T—RE Next Exercise Date: 2015-04-25  ppi 25, 2015
B FiE2EFRETA DEEEMFRERAEE S OERER BESEFE ME 25 a1TA DIFEFFERFRRSSEERER
1.0000 100 million RATMBUET)  qured Amount: 1.0000 100 million
Raltf= accumulated interest SR Interest Type: Fit= with interest
11.0000 11% EUESTL] Interest Note: ;?zl?{J;oii-igﬂlég;ﬁ,gﬁ‘;ggfd;:wo:20150425—2016042d,ﬁ
F|EMB LR annually BET—{ERAGE) days tonext Interest 160
SFE48 2508, HEENGIE April 25, next working day if it is a holiday AT 10
100.0000 100 EfFEHE ) 100.0000 Issuranced price: 100
FEA Issurance Price:
. |EA Rating Agency:
_ Guarantee:
2013-08-05 August 5, 2013 foldat ] Due Date: 2016-04-24  April 24, 2016

118089.5ZCFM) 118089.5Z (Shenzhen)

Independent Verification Number Three

A mutual fund sponsored by China’s Daton Securities named “Daton Three Stone
No. 2 Aggregate Asset Management Plan” reported holding 20,000,000 RMB of the
12 FAB Bond, according to its 2013 2nd Quarter Asset Management Report dated
July 20, 2013, as shown below:

2. Top five bond holding by market value

End of Period Market Value (RMB)

BondName ~__ 2. & {E & LA ANFFONELFRAE /

N [wrwm oo | S
1 12 EHE% 30, 954, 000. 00 6. 58%
2 09 4B 25, 184, 794. 99 5. 35%
< '-—-~E¥ 12 ¥ %A% 12 FAB Bond 20, 000, 000. 00 4. 25% >
4 12 3 01 16, 178, 016. 44 3. 44%
5 10 Ze5fi 10, 170, 000. 00 2. 16%
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http://www.estock.com.cn/wwwroot/upload/2013715151744.pdf

FAB completely failed to disclose this debt in its financials filed with the SEC.

Below is a screenshot of FAB’s consolidated balance sheet taken directly from FAB’s
Q3 10-Q filed on November 14, 2013:

FAB UNIVERSAL CORP AND SUBSIDIARIES
UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

September 30, December 31,
ASSETS 2013 2012
CURRENT ASSETS:
Cash S 43,575330 S 19,671,937
Accounts receivable, net 10,264,310 [1] 6,927,045 [1]
Advances to suppliers, net &1,500 154,770
Inventory 6,552,707 5,207,008
Deferred tax assets, current 2,537.404 1,771,799
Other current assets 203,724 079,021
Total current assets 63,305,155 34,711,580
Property, and equipment, net 16482771 16,720,637
Goodwill 61,538,155 60,652,957
Intangible assets, net 24,730,658 27,875,748
Deferred tax assets, non-current 5237776 3,346,166
Long-term deposits 30476043 24 488131
Total assets £210,771.458 £167,705219
LIABILITIES AND STOCKHOLDERS® EQUITY
CURRENT LIABILITIES:
Short-term bank loans S 1,797,849 S 2,072,619
Accounts payable 7451436 6471270
Accrued expenses 2032105 3,077,785
Deferred revenue, current 13,004,805 8250402
Taxes payable 2,804 354 1,603,821
Due to related parties 122,184 41,341
Other payable 1,956,728 1,910,378
Total current liabilities 30,159.461 23427616
Long-term deposits from customers 2,359,053 2474604
Deferred revenue, non-current 24978957 7,923,450
Long-term payables - 39,204
Total liabilities 57497471 33,864 874
COMMITMENTS AND CONTINGENCIES
STOCKHOLDERS EQUITY
Preferred Stock - [2] - [2]
Common stock 20,806 [3] 20,469 [4]
Additional paid-in capital 207,716,509 206,786,139

A simple review of each of FAB’s liabilities shows no sign of the $16.4 million FAB
Digital debt.

By failing to disclose this debt, FAB violated many SEC rules including:

e Section 17(a) of the Securities Act for making untrue statements of material fact and
engaging in engaging in transactions that deceived purchasers of FAB common stock.

e Section 13(a) and 10(b) of the Exchange Act for filing inaccurate quarterly reports and failing
to disclose indebtedness.

e Section 13(b) of the Exchange Act for failure to keep accurate books and records.

e Section 13(b)(5) and Rule 13b2-2 of the Exchange Act for knowingly falsifying books and
records and making materially false and misleading statements.

e SOX Section 302 for principal officers falsely certifying the integrity of financial reports.
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e SOX Section 906 for falsely certifying that financial reports were accurate and
reflected the true financial condition of the issuer.

FAB’s SEC Filings Confirm that Fab Digital Entertainment Products Co., Ltd. is
indeed the FAB Digital that issued the 12 FAB Bonds

As shown in the following organizational chart copied from FAB’s 2012 10-K, FAB conducts its
operation in China through a series of contracts (VIE agreements) that allowed them to
consolidate the operations of its two main Variable Interest Entities (VIEs), Beijing FAB Culture
Media Co., Ltd (“FAB Media”) and its wholly owned subsidiary, Beijing FAB Digital Entertainment
Products Co., Ltd. (“FAB Digital”).

FAB Universal Corp.

Digital Entertainment International Limited
(Hong Kong)

Qutside PRC 1014
Inside PRC 104

Beijing Dingtai Guangun Culture Co. Ltd
(WFOE)

VIE Contract
Beijing FAB Culture Media Co., Ltd
(FRC)

Beijing FAB Digital Entertainment
Products Co., Ltd
(PRC Subsidiary)
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According to page 49 of the 2012 10-K shown below, FAB Digital was incorporated in September
2003 with registered capital of 1 million RMB.

FAB Media was incorporated as a private enterprise in the PRC in April 2008 with a registered capital of RMB | million. FAB
Media is primarily engaged in operating and providing proprietary multimedia kiosks for music downloads, information
exchange and advertising.

FAB Digital was incorporated as a private enterprise in the PRC in September 2003 with a registered capital of 1 million
Renminbi (“RMB™) and is a wholly owned subsidiary of FAB Media. FAB Digital specializes in the distribution of
entertainment and audio visual products through its two flagship stores in Beijing as well as its online stores. Beijing Jingl-vtong
Travel and Science Technology Co., Ltd. (“JLTST™), which is fully owned by FAB Digital, was incorporated in the PRC in
November 2010 with a registered capital of RMB 1 million.

49

FAB disclosed in its Definitive Proxy Statement filed on 6/15/12 (link here and excerpted below),
that the legal representative of FAB Digital is Mr. Jiliang Ma, who is also a 40% owner of FAB
Media. Mr. Ma was also the authorized signing representative of FAB Digital on FAB Universal’s
various publicly disclosed VIE agreements that enabled FAB’s consolidation of FAB Media and
FAB Digital.

“

IN WITNESS HEREOF, the following Parties have caused this Shareholders’ Voting Rights Proxy Agreement to be
executed as of the date and in the place first here above mentioned.

WangGang (Signature):
Ma Jiliang (Signature):
ZhangHongcheng( Signature):

Beijing FAB Digital Entertainment Products Co., Ltd. (Company Chop)
Signed by:

Name: Ma Jiliang

Paosition: Authorized Representative

”n

The Chinese name of FAB Digital is b 5 ¥ E TG IR %15 A FR /A 7] , which we confirmed using the
Beijing Enterprise Credit Website operated by Beijing Government’s State Administration of
Industry and Commerce (“SAIC”)(link here and here). As shown in the screenshots below, FAB
Digital (At 5K B TR %1% A R 2 7)) was founded on September 3, 2003 with 1 million RMB
registered capital and with Jiliang Ma serving as its legal representative. FAB Digital’s business
scope of “distribution and rental of audio, visual and other media products” described in SAIC
records matches FAB Digital’s business description in FAB’s 10-K.
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Conclusion

In contrast to A*L’s allegations, FAB’s very obvious failure to disclose $16.4 million
in debt should take very little time for securities regulators and FAB’s auditor
(Friedman LLP) to confirm. In fact, this should take Friedman, CEO Chris Spencer,
CFO John Busshaus, the NYSE, SEC, or even Jim Rodgers all of 20 minutes or at most
one day, being generous, to confirm this.

FAB indicated on Friday November 15, 2013 that they would respond to the A*L
report in short order. At this point FAB’s U.S. management should proactively halt
their own stock to protect investors and commence an independent investigation
to carefully check these very serious allegations.
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