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Introduction

In this annual report, except where the context otherwise requires and for purposes of this annual report only:

A AADSso® refers t o yshares, daoheofwhichaaprestrespwn Chadsdinary shares, par
value $0.01 per share;

A Aichangyouo refers to Changyou.com Limited, a Cayman
otherwise, includes its subsidiaries and variable intemiies;

A Aichinao or APRCO refers to the Peoplebds Republic of
Hong Kong, Macau and Taiwan;

A ADMD, o and ALAWO refer to ADuke of Mount , whieheare 0 and
two of our pipeline online games;

A AMMORPGso refers to massively multiplayer online ro
may be played simultaneously by hundreds of thousands of game players;

T
=t

PRC GA A#®ft6 genemlly @aacepted accounting principles of the PRC;

Sohu.com Inc.06 refers to our wultimate parent and c
isted on the NASDAQ Global Select Market under the

fi S o h fers to Sahu.com Inc. and its subsidiaries and consolidated variable interest entities and, unless the
context requires otherwise, excludes Changyou.com Limited and its subsidiaries and variable interest entities;

T
1

p ST

ASohu Groupo r ef anditssubsaiari®oahdiconsotidated variable interest entities and, unless
the context requires otherwise, includes Changyou.com Limited and its subsidiaries and variable interest entities;

A ATLBB, 0 ABO, 0 ABH2,0 AZHYX,feriDHWSH,Td aml Ad nagn B ai BUQYW
AiBl ade Hero 2,0 AZhong Hua Ying Xiong, o0 fiDa Hua Shu
respectively, which are our online games in operation;

A AUu. s. GAAPO refers t o priaciplesriratie UnitedéStatesegnd ed accounti ng

A fiwe, 0 fus, o0 Aour companyod and fAouro refer to Changy
include its subsidiaries and variable interest entities.

Al references t o eirRMBod tohre flReegiami ncou ror enecfy of China; a

dollarso and nA$o0 refer to the | egal currency of the Unit

This annual report on Form Z0includes our audited consolidated statements of operations data and cosipeehen
income for the years ended DecemBgy 2008, 2009 and 2010 and audited consolidated balance sheets data as of
Decembe1, 2009 and 2010.

We completed an initial public offering of our ADSs on Atil2009. Our ADSs are traded on the NASDAQ Globa
Select Market under the symbol ACYOU. o

FORWARD -LOOKING INFORMATION

This annual reporton FormZ® cont ains Aforward | ooking statements. 0
harboro provisions of the UhASoOf195. Youeah identByehese foiwdabkeng Li t i ga
statements by terms such as fimay, 0 dAwill, 0 fAexpectes, 0 fia
i kely too and similar expr es s inownsisks, ntedasniges and aiherdactersithas i n v

may cause our actual results, performance or achievements to be materially different from those expressed or implied by the
forward-looking statements. The forwatdoking statements made in this annual répelate only to events as of the date on

which the statements are made. We undertake no obligation, beyond any than as required by law, to update any forward
looking statement to reflect events or circumstances after the date on which the statemaeit évemathough our situation

will change in the future.



These forwardooking statements include, but are not limited to, the following:

A our ability to maintain and strengthen our position as a leading online game developer and operator in China

o o o Do Do

developers and operators.

our expected development, launch and market acceptance of additional MMORPGs;

our future businesdevelopment, results of operations and financial condition;
the expected growth of and change in the online game industry in China; and

our various initiatives to implement our business strategies to expand our business through organic growth and
strategic acquisitions;

the PRC government policies relating to the Internet and Internet content providers, including online game

We operate in an emerging and evolving environment. New risk factors emerge from time to time and it is impossible
for our management to predict all risk factors, nor can we assess the impact of all factors on our bubmezseot to
which any factor, or combination of factors, may cause actual results to differ materially from those contained in any
forward-looking statement.

We would like to caution you not to place undue reliance on forleaking statements and yshould read these
statements in conjunction with all other parts of this annual report, including the risk factors set fortt3inltenfs e e A Key

Informatio® Ri s k

ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS

Not Applicable.

Factors. o

PART I

ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE

Not Applicable.

ITEM 3. KEY INFORMATION
Selected Consolidated Financial Data

The following table presents the selected consolidated financial information for our companyettesl se
consolidated statements of operations data for the three years ended D&3&raibéB, 2009 and 2010 and the consolidated
balance sheets data as of Decen®ier2009 and 2010 have been derived from our audited consolidated financial statements
included in this annual report beginning on pagk Fhe selected consolidated statements of operations data for the two
years ended Decemb@t, 2006 and 2007 and our consolidated balance sheets data as of D&derbé6, 2007 and 2008
have been deriveddm audited consolidated financial statements that are not included in this report. The selected
consolidated financial data should be read in conjunction with, and are qualified in their entirety by reference tdedur audi
consolidated financial statem¢ s and r el at ed
consolidated financial statements are prepared and presented in accordance with U.S. GAAP. Our historical results do not
necessarily indicate results expected foy future periods.

Consolidated Statement of
Revenue:

Operations Data:

Game OPerations FEVENUES...........ocueeeirireeeieerieeessieeessireee e
Overseas liCeNSING FEVENUES..........uuuuirreeeeieeiaaeiiieiieeieeeeeeeeeeas

Total revenues.........c.........

Cost of revenués...............

Gross profit.........cccecvvnnnnns
Operating expenses:
Product developmefit

not es

and

il tem 5.

For the Year Ended Decembef1,

Operating

2006

2007

2008

2009

2010

($in thousands,exceptfor share,per shareand per ADS data)

8,525 41,751 194,607 259,78% 318,92t

0 345 7,238 7,802 8,230
8,525 42,096 201,84t 267,58t  327,15%
3,895 7,317 14,633 17,518 29,852
4,630 34,779 187,21z 250,067 297,301
1,957 6,738 23,862 27,353 37,918



For the Year Ended Decembef1,

2006 2007 2008 2009 2010
($in thousands,exceptfor share,per shareand per ADS data)

Sales and Marketiflg.........cooouiruimriieeniee e e 1,798 19,851 38,917 40,048 41,002

General and administratiffe..............c.ccceveeeeiiiieeciiiiiiiieeeeeeeen 876 2,992 9,053 18,759 17,533
Total Operating EXPENSES .....ccciii i rieeee et see e 4,631 29,581 71,832 86,160 96,453
Operating (10SS) Profit...........eeiiiiiiiiiiiiieere e ()] 5198 115,38C 163,907 200,84¢
Total Other INCOME. ... e 171 553 712 3,433 2,234
Incomebefore iNCoOMe taX EXPENSE.......cuvveiiieriiiiirenieee e 170 5751 116,09z 167,34C 203,08z
INCOME tAX EXPENSE....iiiiiiiie e e ee e e e e et e e 161 452 8,106 22,656 28,178
NET INCOME ...ttt e e e aeeee 9 5299 107,98€¢ 144,684 174,904
Earnings per share:
Basic net income per Share...........cccoiiiiiiieeeie e 0.00 0.06 1.14 1.44 1.69
Diluted net income per Share..........cccooovviiiiieeecee e, 0.00 0.06 1.14 1.40 1.65
Basic NetMcome Per ADS.......coooiiiiiiieiiieeee e 0.00 0.12 2.27 2.87 3.37
Diluted net inCome per ADS..........ooviiiiiiiiiiii e 0.00 0.12 2.27 2.81 3.29
Weighted average number of ordinary shares outstanding,.basic... 95,000 95,000 95,00C 100,72¢ 103,79z
Weighted average numbef ordinary shares outstanding, diluted..... 95,000 95,000 95,00C 103,051 106,241
Weighted average number of ADS outstanding, hasic.................... 47,500 47,500 47,50C 50,364 51,896
Weighted average number of ADS outstanding, diluted................. 47,500 47,500 47,50C 51,526 53,121

(1) Sharebased compensation expenses are included in the following financial statements line items:

For the Year Ended DecembeBl1,

2006 2007 2008 2009 2010
($ in thousands)

(070 15) o) I C=1Y =1 11U [T 74 38 14 324 194

Product developmMENt.........cociiiiiiiieiieees et sreeee e e e e 263 170 4919 7,404 4,399

Sales and MArKetiNg..........eeeeeeiiiiiiiii e o} 10 10 261 220

General and adminiStratiVe...........ccvuiiiiiiiiieeiie e e eeeer e e 52 225 404 5412 3,781

Selected Consolidated Balance Sheet Data

As of December31,
2006 2007 2008 2009 2010
($ in thousands)

Consolidated Balance Sheet Data:

Cash and bank deposSitS...........cuuuuiiiiiiicceeiiiiee e e, 1,547 15,419 134,43¢ 226,901 350,957
TOtal CUIMTENE ASSEIS....uui i ceeee e e 1,575 24,386 166,18C 235,35€ 365,11€
TOtAl ASSEIS .. ittt ee e e e e raans 3,950 30,126 176,65€ 289,391 502,512
Receipts in advance and deferred revenue..............ccccvveeeeeeeeveieennns 1,036 8,173 20,703 30,244 34,509
Total current abIlities.........cooiiieee e 1,948 39,868 71,962 68,536 88,161

Tot al sharehol der.s.éd..equi.t.y..(.de 2,002 (9,742 104,694 220,855 414,351
Tot al l'iabilities..and..s.ha.r.eh.ol. 390 30126 176,65¢ 289,391 502,512

Risk Factors
Risks Relating to Our Business and Our Industry
Our limited operating history makes evaluating our business and prospects difficult.

We were incorporated on Augu&t2007 in the Cayman Islands as an indirect wholiyied subsidiary of Sohu.com
Inc. On Decembet, 2007, Sohu transferred all of its MM®R business to us. We launched three MMORPGs when we
were still a business unit of the Sohu Group, including Knight Online, or KO, in June 2003, BO in October 2004 and TLBB
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in May 2007, of which KO and BO are licensed games. We terminated the operadtioriroNovember 2006 when its

license expired. We developed TLBBliouse. TLBB generated a substantial majority of our revenues for the years ended
DecembeB1, 2007, 2008, 2009 and 2010. Our limited operating history may not provide a meaningful hasistdor

evaluate our business and prospects. Furthermore, we were a business unit within the Sohu Group prior to our reorganization
and had no experience running our business as a separateglsteamdompany. Our operating history as a separate, stand

alone company is still relatively short, our business strategy has not been proven over time and we cannot be certain that we
will be able to successfully expand our MMORPG business. In addition, you should not place undue reliance on our financial
statemerd included in this annual report that are for the periods prior to December 2007, as such financial statements may
not be representative of our financial condition and results of operations if we were a separasdgistacaimpany.

You should also caider additional risks and uncertainties that may be experienced by early stage companies operating
in a rapidly developing and evolving industry. Some of these risks and uncertainties relate to our ability to:

A develop or license new MMORPGs tha¢ appealing to game players and meet our expected timetable for
launches of new games;

A raise our brand recognition and game player loyalty; and
A successfully adapt to an evolving business model.

We may not be successful in addressing thiesriisted above, which may materially and adversely affect our business
prospects.

We are not likely to sustain our recent growth rate.

Our revenues have grown significantly in a relatively short period of time, in particular after our lauhdBoinT
May 2007. Primarily due to the commercial success of TLBB, our revenues grew from $1.6 million for the three months
ended Marcl81, 2007 before the launch of TLBB to $58ullion for the three months ended DecemBg&r 2008 and $70.7
million for the three months ended DecemBé&r 2009 and $91.7 million for the three months ended Decesih&010,
representing an increase of 35.5 times over seven quarters and 43.2 times over eleven quarters and 56.3 times over fifteen
quarters, and our net incomeew from a net loss of $1.4 million for the three months ended M&kcBOO07 to net income
of $29.1 million for the three months ended Decen®1er2008 and $38.9 million for the three months ended Deceddbher
2009 and $47.8 million for the three mon#reled Decembed1, 2010. We are not likely to sustain similar growth rate in
revenues or net income in future periods due to a number of factors, including, among others, the greater difficulty of
growing at sustained rates from a larger revenue basenteetain level of popularity of our future games, the potential need
to expend greater amounts in order to develop or acquire new games, and the potential increases in our costs and expenses a
a separate, staralone public company. Accordingly, you slduot rely on the results of any prior period as an indication
of our future financial and operating performance.

We may be adversely affected by the recent global crisis in the financial services and credit markets

We rely on the spendigf our game players for our revenues, which
di sposable income, perceived future earnings capabilitie
experienced a slowdown after the second quarteraf 200 when t he quarterly growth rate
reached 11.9%, slowing to as low as 6.2% for the first quarter of 2009. A number of factors contributed to this slowdown,
including appreciation of t hsexp&ts Bnd tightening hacraedonanic sneakuyes and f e ¢
monetary policies adopted by the PRC government aimed at
Chinabés high | evel of i nflation. Th eisisthedivadc@al\wervicesard créditr t h e
markets that began in 2008 and has resulted in extreme volatility and dislocation of the global capital markets. Although the
growth rate of Chinads gross domest i cuarterroo2610,c¢he granvthecatelhasr at e
since slowed down to 9.6% in the third quarter of 2010.
is sustainable and whether the sl ower gr oudtréturntnlthamearChi na 6
future.

It is uncertain how long the global crisis in the financial services and credit markets will continue and how much
adverse impact it will continue to have on the global economy in general and the economies in Chirer gumisdittions
where we license or operate our games in particular. If our game players reduce their spending on playing MMORPGs due to
such uncertain economic conditions, our business may be adversely affected.



We currently depend on TLBB fora sabstt i a | majority of our revenues. Any d
materially and adversely affect our results of operations.

We currently rely on our ihouse developed MMORPG, TLBB, for a substantial majority of our revenues. We
launched TLBB in My 2007, and we cannot guarantee how long TLBB will continue to sustain its current level of
popularity. To prolong this gameb6s |ifespan, we need to
that appeal to existing game playarsl attract new game players, and to market these new features. Despite our efforts to
i mprove TLBB, our game players may n e voeWetmayenbtbesaccelssfusie i nt
operating and improving our games to satisfytheacn gi ng demands of game players. o |f
TLBB on a timely basis, or if our competitors introduce more popular games catering to our game player base, which could
include games adapted from other novels written by Louis Cha, TL&Blose its popularity, which could materially
decrease our revenues.

Furthermore, iif there are any interruptions in TLBB®6s
failures or other factors, game players may be prevented or detemmedhiiking purchases of virtual items, which may also
result in significant decreases in our revenues.

We expect to rely on MMORPGS as our primary source of revenue. Any adverse trend affecting MMORPGs may
materially and adversely affect our business.

We entered into a Ne@ompetition Agreement with Sohu which prohibits us, during theauonpetition period, from
engaging in certain businesses, including the development and operation of online games, other than MMORPGs, that Sohu
conducted or contemplt ed conducting as of the date of the prospectu
Sharehol ders and Rel at &dfthiPammual sepoif. Amaresaltcduringpsoch-aompetitionlperiedm
we will not be able to diversify odrusiness into businesses, other than MMORPGs, that Sohu was conducting, or
contemplated conducting, as of the date of the prospectus for our initial public offering, even if such businesses present
growth opportunities for us. In addition, the NGompettion Agreement does not prohibit Sohu from engaging in the
development and operation of online games other than MMORPGSs, even during-ttempiition period. If we decide to
develop and operate online games other than MMORPGs that are not prohibéethendorCompetition Agreement,
such other online games may face competition from other online games, including those developed and/or operated by Sohu.

We may not be successful in operating and improving our games to satisfy the changing degemdstdyers.

We depend on purchase and continual consumption of virtual items by our game players to generate revenues, which in
turn depends on the continued attractiveness of our games to the game players and their satisfaqitayiggeeperieoe.
We provide support for our games a #pldying expetieace in orgeatoresolyel ay e r
any programming flaws or other game operational issues in a timely manner. We also use software and systems to monitor
gameplaye®® preferences in order to develop and i mprove game
game players. We continue to improve our games through regular updates as well as periodic major enhancements using
expansion packs. Howevergweannot assure you that our efforts will be effective in eliminating program errors associated
with our games, satisfying game player demands, or retaining the continued attractiveness of our games. For example:

A we may fail to provide game updatasd expansion packs in a timely manner due to technologies, resources or
other factors;

A our game updates and expansion packs may contain program errors, and their installation may create other
unforeseen issues that adversely affect the gamengexperience;

T

we may fail to timely respond and/or resolve complaints from our game players;

P

we may fail to eliminate computer fAbots, o which can
attractiveness of our games; and

A our gane updates and expansion packs may change rules or other aspects of our games that our game players do
not welcome, resulting in reduction of peak concurrent users and/or average concurrent users of our games.

Our failure to address the abereentioned ssues could adversely affect the ggpteeying experience of our game
players, damage the reputation of our games, shorten the lifespan of our games, and eventually result in the loss of game
players and a decrease in our revenues.

Furthermore, for theagnes that we license from third parties, we may not have access to the game source codes during
the initial period of the license or at all. Without the source codes, we have to rely on the licensors to provide apdates an
enhancements during the initianiod, giving us less control over the quality and timeliness of updates and enhancements. If

8



our game players are not satisfied with the level of services they receive, they may choose to not play the gamesaleading to
decrease in our revenues.

We ma fail to launch new games according to our timetable, and our new games may not be commercially successful, or
may attract game players away from our existing games.

We must introduce new games that can generate additional revenue and diversifgrmue smwrce in order to remain
competitive. We have several games in the pipeline, including DMD, LAW and others. We expect to begin open beta testing
of DMD and LAW in 2011. We are developing DMD-lrouse and we have licensed LAW from thiarty developes. We
will not generate any meaningful revenue from a game until it enters open beta testing. However, we cannot assure you that
we will be able to meet our timetable for new game launches. A number of factors, including technical difficulties, lack of
sy ficient game devel opment personnel and other resources
relationship with the licensors of our new licensed games could result in delayed launching of our new games. In addition, we
cannot asure you that our new games will be as well received in the market as TLBB, and you should not use TLBB as an
indication of the commercial success of our future games. There are many factors that may adversely affect the popularity of
our new games. For arple, we may fail to anticipate and adapt to future technical trends, new business models and
changed game player preferences and requirements, fail to effectively plan and organize marketing and promotion activities,
or fail to differentiate our new garadrom our existing games. If the new games we introduce are not commercially
successful, we may not be able to recover our product development costs and sales and marketing expenses, which can be
significant.

In addition, our new games may attract gatag/ers away from our existing games. In particular, DMD is an
MMORPG based on a novel written by Louis Cha, the same autliiofof an L o,ndg bBaas eBlu on whi ch we
TLBB. We cannot assure you that our TLBB game players will not be atttaated p| ay DMD i nstead of T
l aunch. 1 f this occurred, it would decrease our existing
attractive to other game players, resulting in decreased revenues from our existing gamgsayzamef our existing
games may also spend less money to purchase virtual items in our new games than they would have spent if they had
continued playing our existing games, which could materially and adversely affect our total revenues.

Our busines may not succeed in a highly competitive market.

Competition in the online game market in China is becoming increasingly intense. For example, according to data from
the 2010 China Online Game White Paper issued by the Ministry of Culture of the@®eopl®e pu bl i ¢ of Chi na
large online game companies launched 123 new games in 2010, accounting for 49% of the total new games launched during
the year. There were four online game companies, Perfect World Co., Ltd., Giant Interactive Groupdsoft K
Corporation Limited and NetDragon Websoft Inc., that successfully listed their shares on NASDAQ), the New York Stock
Exchange or the Hong Kong Stock Exchange in the second half of 2007 alone, adding to the previously listed public
companies focusingn the online game market in China, such as NetEase.com, Inc., Tencent Holdings Limited and The9
Limited, most of which focus on MMORPGs. In September 2009, Shanda Games Limited, which engages in the online game
business, was carved out from Shanda letara Entertainment Limited and completed an initial public offering on
NASDAQ. In 2010, Shenzhen ZQGame Co., Limited listed its shares on the Growth Enterprises Market board of the
Shenzhen Stock Exchange in the PRC, becoming the first ®hsed onlinggame company listed domestically in China.
Moreover, there are many venttlvacked private companies focusing on online game development, and MMORPG
development in particular, further intensifying the competition. Recently, many of our competitors haegdressively
hiring talent for game development, increasing spending on marketing for games and bidding for licenses of games. We have
also observed that there are some online games operated in China that include similar elements of design andgiame conce
to those of TLBB, which could have an adverse effect on the potential for increases in the number of players of TLBB.
Increased competition in the online game market may make it difficult for us to retain our existing employees and attract new
employes, and to sustain our growth rate. Furthermore, we also face intense competitionéffectise marketing
resources for online games, such as online gataged websites, which could drive up our marketing costs and decrease the
effectiveness of our arketing campaigns.

We have a history of net losses, which might occur again in the future.

We incurred net losses from the inception of our business until the third quarter of 2007. We cannot assure you that we
can remain profitable or avoid net $&s in the future or that there will not be any earnings or revenue declines for any future
quarterly or other periods. We expect that our operating expenses will increase as we grow our business, including
significantly increasing our headcount and expegdubstantial resources for product development and marketing, and as



we operate as a separate, statmhe company. As a result, any decrease or delay in generating revenues could result in
material operating losses.

Our operating results for a padular period could fall below our expectations or the expectations of investors or
research analysts, resulting in a decrease in the price of our ADSs.

Our operating results may vary significantly from period to period as a result of factors beyaondtonl; such as the
sl owdown in Chinadés economic growth between the third qu
severe global crisis in the financial services and credit markets, and may be difficult to predict for apgigdderOur past
results may not be indicative of our future performance and our quarterly results may not be indicative of our fulllgear resu
If our operating results for any period fall below our expectations or the expectations of investorsron segggsts, the
price of our ADSs is likely to decrease.

We generate all of our revenues under the itersed revenue model, which has a short history of commercial application
and presents risks related to consumer preferences and regulatory fesgict

When we first launched BO in October 2004, it generated revenue under tHeaseterevenue model. Currently, we
operate all of our games under the itbased revenue model. Under this revenue model, our game players are free to play
the games foan unlimited amount of time, but are charged for the purchases of certain virtual items. We currently expect
that a substantial majority of our revenues, including revenues from all of our current pipeline games, will continually be
generated under theeimbased revenue model. The itdrmsed revenue model requires us to design games that not only
attract game players to spend more time playing, but also encourage them to purchase virtual items. The sale of virtual items
requires us to track closely comser tastes and preferences, especially asg¢aine consumption patterns. If we fail to
design virtual items so as to incentivize game player to purchase them, we may not be able to effectively translate our game
player base and their playing time inteeaues. Although the iteimased revenue model is currently a prevalent revenue
model for MMORPGs in China, it does not have a long history of proven commercial application. In addition,-thesgem
revenue model may cause additional concerns with PB@aters who have been implementing regulations designed to
reduce the amount of time that Chinese youths spend on online games and intended to limit the total amount of virtual
currency issued by online game operators and the amount of purchase byaidjaiche player. A revenue model that does
not charge for time may be viewed by the PRC regulators as inconsistent with this goal. We cannot assure you that the item
based revenue model will continue to be commercially successful, or that we will nefirtule need to change our
revenue model back to the tidbased revenue model or to a new revenue model. Any change in revenue model could result
in disruption of our game operations and decrease in the number of our game players.

Werelyondatarecr ded in our billing systems for revenue recoghn
patterns of virtual items. If our billing systems fail to operate effectively, it will not only affect the completeness and
accuracy of our revenue recognitidmyt also our ability to design and improve virtual items that appeal to game players.

Our game operations revenues are collected through the sale of our prepaid game cards or online direct sale of game
points. However, we do not recognize revenues vaueprepaid game card or game points are sold. Rather, our revenues
are recognized when the virtual items purchased by our game players are consumed. For consumable virtual items, including
those with a predetermined expiration time, revenues are recdg@szbey are consumed, and for perpetual virtual items,
revenues are recognized over their estimated lives. We rely on our billing systems to capture the purchase and consumption
of the virtual items by our game players. If our billing systems fail tarately record the purchase and consumption
information of the virtual items, we may not be able to accurately recognize our revenues. In addition, various fattors affec
the estimated lives of perpetual virtual items, such as the average period thalaggeretypically play our games and other
game player behavior patterns, the acceptance and popularity of expansion packs, promotional events launched and market
conditions, and we rely on our billing systems to capture such historical game player bphtgios and other information.
If such information is not accurately recorded, or if we do not have sufficient information due to our short operating histor
of TLBB, we will not be able to accurately estimate the lives of the perpetual virtual iténa, will also affect our ability
to accurately recognize our revenues from such perpetual virtual items. Therefore, if our billing systems were damaged by
system failure, network interruption, or virus infection, or attacked by a hacker, the integiéaafould be compromised,
which could materially and adversely affect our revenue recognition and the completeness and accuracy of our recognized
revenues, resulting in possible restatementusof our finan

In addition, we rely on our billing systems to record game player purchase and consumption patterns, based on which
we improve our existing virtual items and design new virtual items. For example, we intend to increase development efforts
on the nurber and variety of virtual items that our game players like to purchase, and we may also adjust prices accordingly.
If our billing systems fail to record data accurately, our ability to improve existing virtual items or design new einsal it
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that are apealing to our game players may be adversely affected, which could in turn materially and adversely affect our
revenues.

Rapid technological changes may increase our game development costs.

The online game industry is evolving rapidly, so we neezhtiipate new technologies and evaluate their possible
market acceptance. In addition, government authorities or industry organizations may adopt new standards that apply to game
development. Any new technologies and new standards may require increzgesniditures for MMORPG development
and operations, and we will need to adapt our business to cope with the changes and support these new services to be
successful. If we fall behind in adopting new technologies or standards, our existing games nayulasityp and our
newly developed games may not be well received in the marketplace. As a result, our business prospects and results of
operations could be materially and adversely affected.

Our business may be materially harmed if our MMORPGs aréeatdired in a sufficient number of Internet café in
China.

A substantial number of game players access our games through Internet café in China. Due to limited hardware
capacity, Internet café& generally feature a limited number of games on theiutampVe thus compete with a growing
number of other online game operators to ensure that our games are featured on these computers. This competition may
intensify in China due to a nationwide suspension of approval for the establishment of new Iaté&me2007, and the
restrictions and control on the total number of Internet café nationwide by the MOC thereafter. We take steps to ensure that
our games are featured in a sufficient number of Internet café, including maintaining good relationghipgewiet café
operators, requiring our distributors to maintain a sales presence in a large number of Internet café, conducting periodical
promotional activities in select Internet café, and other general sales and marketing efforts. If we faitamnrgaod
relationships with Internet caféoperators, or if we and/or our distributors fail to successfully persuade Internet café to
feature our MMORPGSs, our revenues may be materially and adversely affected.

Our marketing and promotion have benefiggnificantly from our association with Sohu. Any negative development in
Sohubés mar ket position or brand recognition may materi a
of our games.

We are a majority owned subsidiary of S@nd expect to continue to be part of the Sohu Group, as Sohu is expected
to remain our controlling shareholder. We have benefited significantly from Sohu in marketing our games. For example, we
have benefited from Sohuddvleartrdge iwmgeraclhrases By hmarsk etoimad n
singeuser | D system, which provides Sohud6s registered user :
brand recognition in China, which has provided us credibility and a lnaskkting reach.

If Sohu loses its market position, the effectiveness of our marketing efforts through our association with Sohu could be
materially and adversely affected. In addition, any negative publicity associated with Sohu.com or its aféleiees will
likely have an adverse impact on the effectiveness of our marketing on those sites as well as our reputation and our brand.

We may be exposed to infringement or misappropriation claims by third parties, which, if determined advessely to
could subject us to significant liabilities and other costs.

Our success depends largely on our ability to use and develop our technology adtbknasthout infringing the
intellectual property rights of third parties. We cannot assure you itdiptirties will not assert intellectual property claims
against us. We are subject to additional risks if entities licensing to us intellectual property, including, for exaneple, gam
source codes, do not have adequate rights in any such licensed mdthdalalidity and scope of claims relating to the
intellectual property of game development and technology involve complex scientific, legal and factual questions and
analysis and, therefore, tend to be uncertain. If third parties assert copyrightnbinfetegement or violation of other
intellectual property rights against us, we have to defend ourselves in litigation or administrative proceedings, which can b
both costly and time consuming and may significantly divert the efforts and resourcegexftmical and management
personnel. An adverse determination in any such litigation or proceedings to which we may become a party could subject us
to significant liability to third parties, require us to seek licenses from third parties, to pay org@iigs, or to redesign
our games or subject us to injunctions prohibiting the development and operation of our games.
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We may need to incur significant expenses to enforce our proprietary rights, and if we are unable to protect such rights,
our competive position could be harmed.

We regard our proprietary software, domain names, trade names, copyrights, trademarks, trade secrets and other
intellectual property as critical to our success. In particular, we have spent a significant amount of teseweds in
developing TLBB and DMD. Our ability to protect our proprietary rights in connection with TLBB and DMD is critical for
the success of these games and our overall financial performance. We have registered a number of software in China for
copyright protection and we have taken various measures to protect our source codes, including confidentiality agreements
and segregation of source codes, so that only our Chief Technology Officer has access to the entire source codes for any of
our games. Whave applied for registration of 281 trademarks in the PRC, including those related to our company name and
our MMORPGs. We have obtained a trademark registration certificate in the PRC relating to TLBB. We have also applied
for 73 trademarks in countriesmd regions such as Taiwan, the United States, Europe, Malaysia, Turkey and Vietnam relating
to our company name and our MMORPGs. We have obtained four trademarks relating to TLBB in Taiwan and two
trademarks relating to DMD in Taiwan and three in Japaadtition, we have obtained six trademarks in the European
Union relating to TLBB. However, we may not succeed in obtaining trademarks that we have applied for, including any
trademarks relating to our games TLBB and DMD. Any failure to register tradserimagky country or region may limit our
ability to protect our rights in such country or region under relevant trademark laws, and we may even need to change the
name or the relevant trademark in certain cases, which may adversely affect our brandiagketidg efforts.

In addition, we cannot assure you that our measures will be sufficient to protect our proprietary information and
intellectual property. Intellectual property rights and confidentiality protection in China may not be as effectitreeas i
United States or other developed countries. Policing unauthorized use of proprietary technology is difficult and expensive.
Any steps we have taken to prevent the misappropriation of our proprietary technology may be inadequate. The validity,
enforceability and scope of protection of intellectual property in Intere&dted industries are uncertain and still evolving. In
particular, the laws and enforcement procedures in the PRC are uncertain and may not protect intellectual property rights in
this aea to the same extent as do the laws and enforcement procedures in the United States and other developed countries.

Despite our efforts to protect our intellectual property, other online game developers may copy our ideas and designs,
and other third arties may infringe our intellectual property rights. For example, certain third parties have misappropriated
the source codes of previous versions of TLBB and have set up unauthorized servers in China and elsewhere to operate
TLBB to compete with us. As i@sult, we have taken measures to enforce our intellectual property rights. However, such
measures may not be successful in eliminating these unauthorized servers. The existence of unauthorized servers may attract
game players away from our games and nesylt in decreases in our revenues. Litigation relating to intellectual property
rights may result in substantial costs to us and diversion of resources and management attention away from our business, and
may not be successful. In addition, as our ideasdesigns are not protected by patents, other online game developers may
independently develop ideas and designs that compete with us.

We may fail to maintain a stable and efficient physical distribution network for our prepaid game cards.

Online myment systems in China are in a developmental stage and are not as widely available to or accepted by
consumers in China as they are in the United States. We rely heavily on a physical distribution network composed of third
party distributors to cover aetwork of retail outlets across China for the sales of our prepaid game cards to our game players.
As a result, our revenues could be adversely affected by the-pedermance of our distributors, such as the failure to meet
minimum sales or penetratidargets or the failure to establish an extensive retail network. We generally sigeasne
agreements with our distributors. We may not continue to maintain favorable relationships with them. In addition, our
distributors may violate our distribution agraents. Such violations may include, among other things, their:

A failure to maintain minimum price levels for our prepaid game cards in accordance with our distribution
agreements;

A failure to properly promote our MMORPGs in local Internet safiégd other important outlets, or cooperate with
our sales and marketing teambs efforts in their des

A selling our prepaid game cards outside their designated territories.

In the past, some of our distributors have fattedarry out their obligations in accordance with the distribution
agreements, which resulted in our termination of our distribution relationship with them. If we decide to penalize, suspend o
terminate our distributors for acting in violation of our dimition agreements, or if the distributors fail to address material
violations committed by any of their retail outlets in a timely manner, our ability to effectively sell our prepaid gasria card
any given territory could be negatively impacted, whiobld materially and adversely affect our revenues.
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We could be liable for breaches of security of ourand tpirdr t i es & onl i ne payment platfor
those channels might have a negative impact on our revenues.

Currently, we diretty sell a substantial portion of virtual prepaid game cards and game points to our game players
through thirdparty online payment platforms. In all these online transactions, secured transmission of confidential
i nformation, s uc hdrumbersand eéxgratiernrdatds, persoeatinfoarmatioa and billing addresses, over
public networks is essential to maintain consumer confidence. In addition, we expect that an increasing amount of our sales
will be conducted over the Internet as a resuthefgrowing use of online payment systems. As a result, the associated
online crime will likely increase as well. Our current security measures and those of the third parties with whom we transact
business may not be adequate. We must be prepared tssorwgasecurity measures and efforts so that our game players
have confidence in the reliability of the online payment systems that we use, which will require additional costs an&l expense
and may still not be completely safe. In addition, we do not hanteal over the security measures of our thpedty online
payment vendors. Security breaches of the online payment systems that we use could expose us to litigation and possible
liability for failing to secure confidential customer information and cdwadn our reputation, ability to attract customers and
ability to encourage customers to purchase virtual items.

We are dependent upon our existing management, our key development personnel and our qualified technical personnel,
and our business may beverely disrupted if we lose their services.

Our future success depends substantially on the continued services of our executive officers and our key development
personnel, such as our Chief Executive Officer, Tao Wang, who has been instrumentdeivetopment of TLBB, our
Chief Technology Officer, Xiaojian Hong, our President and Chief Operating Officer, Dewen Chen, and our Chief Financial
Officer, Alex Ho. If one or more of our executive officers or key development personnel were unable orgitavillin
continue in their present positions, we might not be able to replace them easily or at all. In addition, if any of oue execut
officers or key employees joins a competitor or forms a competing company, we may loskdmokey professionals and
stdf members as well as suppliers. These executive officers and key employees could develop and operate games that could
compete with and take game players away from our existing and future games. Each of our executive officers and key
personnel has enter@to an employment agreement with us, which containsaoompetition provisions. However, if any
dispute arises between our executive officers or key employees and us, thesenpetition provisions may not be
enforceable in China.

We are rapidly expading our business and need to hire a significant number of new employees. If we are unable to
attract a sufficient number of qualified new employees or retain our existing employees, our business prospects may be
materially and adversely affected.

As we are in the early stages of our development and our business is growing rapidly, we have needed, and expect to
continue to need, to increase the number of our employees, includinglseriaxecutives, experienced project managers,
game development pnnel and game operation professionals. The number of our employees increased 69.0% between the
end of 2009 and the end of 2010. Our industry in China is characterized by high demand and intense competition for talent,
particularly for game developers aradated technical personnel, and we may not be able to attract a sufficient number of
additional qualified new employees or retain existing employees to meet the growth of our business, in which case our
growth strategy and our business prospects coutddterially and adversely affected.

Our business could suffer if we do not successfully manage our current and future growth.

We have experienced a period of rapid growth and expansion that has placed, and will continue to place, strain on our
managenent personnel, systems and resources. To accommodate our growth pursuant to our strategies, we anticipate that we
will need to implement a variety of new and upgraded operational and financial systems, including online payment systems
and related securityystems, procedures and controls, and the improvement of our accounting and other internal management
systems, all of which require substantial management efforts and financial resources. We will also need to continue to expand
train, manage and motivadeir workforce, and manage our relationships with our distributors;plirty service providers
and game player base. All of these endeavors will require substantial management effort and skills and the incurrence of
additional expenditures. We cannosa® you that we will be able to efficiently or effectively implement our growth
strategies and manage the growth of our operations, and any failure to do so may limit our future growth and hamper our
business strategy.
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We incur additional costs andde significant risks when we license our games outside of China and seek to expand our
operations to select markets, such as the United States, the United Kingdom, Malaysia and Korea. If we fail to manage
these risks, our growth and business prospectildoei materially and adversely affected.

We currently license TLBB to thirgarty operators to operate the game in Taiwan, Hong Kong, Vietnam, Malaysia,
Singapore and Thailand. Pursuant to our strategy, we plan to continue to license TLBB and othgafués in these and
other overseas markets. We have expanded our direct MMORPG operations to select markets, such as the United States, the
United Kingdom, Malaysia and Korea, and expect to expand our direct MMORPG operations to other overseas markets.
Identifying appropriate overseas markets, negotiating with potentialghitgl licensees and managing our relationships with
our licensees all require substantial management effort and skills and the incurrence of additional expenditures. Licensing
gamespr operating them directly overseas, also requires translation of our games to the local language of the overseas
market in which we plan to license or operate, and may require customization as well, both of which require additional costs
and expenses. Rhermore, there are additional risks in connection with the licensing or direct operation of our games
overseas, including:

A difficulties in identifying and maintaining good relationships with licensees who are knowledgeable about, and
can effectivéy distribute and operate our games in, overseas markets;

A difficulties and costs relating to compliance with the different legal requirements and commercial terms in the
overseas markets in which we license or directly operate our games, sucteaxparregulatory procedures,
taxes and other restrictions and expenses;

A difficulties in maintaining the reputation of our company and our games, when our games are operated by
licensees in the overseas markets pursuant to their own standards;

A difficulties in managing our overseas employees when we operate our games directly overseas;

A changes in the political, regulatory or economic conditions in a foreign country or region, or public policies
toward online games;

A fluctuationsin currency exchange rate;

A (difficulties in verifying revenues generated from our games by our licensees for purposes of determining the
royalties to us;

A difficulties in protecting our intellectual property;

A exposure to different regutary systems governing the protection of intellectual property and the regulation of

online games, the Internet and the export of technology;

A the risk that the regulatory authorities in foreign countries or regions may impose withholding takase or p
restriction on repatriation of our profits; and

A inherent difficulties and delays in contract enforcement and collection of receivables through the use of foreign
legal systems.

If we are unable to manage these risks effectively, our atiliigense or operate directly our games overseas may be
impaired, which may materially and adversely affect our future growth, financial condition and results of operations.

Potential future acquisitions and/or strategic alliances may have an adviéesé @ our ability to manage our business.

We may acquire technologies, businesses or assets that are complementary to our business and/or enter into strategic
alliances in order to leverage our position in the Chinese online game market. Futus#iacswr strategic alliances would
expose us to potential risks, including risks associated with the integration of new technologies, businesses and personnel,
unforeseen or hidden liabilities, the diversion of management attention and resources feaistiogy business, and the
inability to generate sufficient revenues to offset the costs and expenses of acquisitions or strategic alliancesubieg diffic
encountered in the acquisition and strategic alliance process may have an adverse effehibty tmimanage our business.

We do not have business insurance coverage.

The insurance industry in China is still at an early stage of development. Insurance companies in China offer limited
business insurance products, or offer them at a higle.piis a result, we do not have any business liability, loss of data or
disruption insurance coverage for our operations in China. Any business disruption, litigation or natural disaster tnight resu
in our incurring substantial costs and the diversiooufresources.
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There are uncertainties regarding the future growth of the online game industry in China.

The online game industry, from which we derive all of our revenues, is a relatively new and evolving industry. The
growth of the online game dlustry and the level of demand and market acceptance of our games are subject to a high degree
of uncertainty. Our future operating results will depend on numerous factors affecting the online game industry, many of
which are beyond our control, including:

A the growth of personal computer, Internet and broadband users and penetration in China and other markets in
which we offer our games, and the rate of any such growth;

A whether the online game industry, particularly in China and the rese éfsiaPacific region, continues to grow
and the rate of any such growth;

A general economic conditions in China, particularly economic conditions adversely affecting discretionary
consumer spending, such as t he weehthethird quarteriofR00C4dnd thea 6 s
first quarter of 2009;

A the availability and popularity of other forms of entertainment, particularly games of console systems, which are
already popular in developed countries and may gain popularity in Girida;

A changes in consumer demographics and public tastes and preferences.

There is no assurance that online games, in particular MMORPGs, will continue to be popular in China or elsewhere. A
decline in the popularity of online games in generatherMMORPGs that we operate, will likely adversely affect our
business and prospects.

The successful operation of our business and implementation of our growth strategies, including our ability to
accommodate additional game players in the future, diéppon the performance and reliability of the Internet
infrastructure and fixed telecommunications networks in China.

Although private Internet service providers currently exist in China, almost all access to the Internet is maintained
through statewned telecommunications operators under the administrative control and regulatory supervision of the
Ministry of Industry and Information Technology, or MIIT (formerly the Ministry of Information Industry). We rely on this
infrastructure to provide data commications capacity primarily through local telecommunications lines. Although the
government has announced plans to develop aggressively the national information infrastructure, we cannot assure you that
this infrastructure will be developed as plannedtall. In addition, we will have no access to alternative networks and
services, on a timely basis if at all, in the event of any infrastructure disruption or failure. The Internet infrastr@tuna
may not support the demands necessary for thignceral growth in Internet usage.

The limited use of personal computers in China and the relatively high cost of Internet access in relation to per capita
gross domestic product may limit the development of the Internet in China and impede our growth.

The penetration rate for personal computers in China is significantly lower than it is in the United States and other
developed countries. Furthermore, the cost of Internet access is still relatively high as compared to other developgd countri
The limited use of personal computers in China and the relatively high cost of Internet access may limit the growth of our
business. In addition, there may be increases in Internet access fees or telecommunication fees in China. If thatehappens, th
number of ougame players may decrease and the growth of our game player base may be materially impacted.

We face risks related to health epidemics and other natural disasters.

Our business could be adversely affected by the effects of avian flu, SARS, H1M&roemitiemics or outbreaks.
China reported a number of cases of SARS in 2003, which resulted in the closure by the PRC government of many
businesses in May and June of 2003 to prevent the transmission of SARS. Similarly, there were many businesses in China
that were affected by the outbreak of the HIN1 virus in 2009. In recent years, there have been reports of occurrences of avia
flu in various parts of China, including a few confirmed human cases and deaths. Any prolonged recurrence of avian flu,
SARS, HN1 or other adverse public health developments in China may have a material adverse effect on our business
operations. These could include illness and loss of our management and key employees, as well as temporary closure of our
offices and related otheubinesses, such as server operations, upon which we rely. Such loss of management and key
employees or closures would severely disrupt our business operations. We have not adopted any written preventive measures
or contingency plans to combat any futur¢boeak of avian flu, SARS, H1N1 or any other epidemic. In addition, other
major natural disasters may also adversely affect our business by, for example, causing disruptions of the Internat network o
otherwise affecting access to our games.
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Risks Rehted to Our Structure and Regulations

If the PRC government determines that the VIE structure for operating our business does not comply with PRC
government restrictions on foreign investment in the online game industry, we could face severe penalties.

Various regulations in China currently restrict or prevent for@igested entities from engaging in telecommunication
services, including operating online games. Because of these restrictions, our MMORPG operations in the PRC are
conducted through owariable interest entities, or VIEs, including Beijing Gamease Age Digital Technology Co., Ltd., or
Gamease, a PRC company that is owned by our Chief Executive Officer and our Chief Operating Officer, Beijing Guanyou
Gamespace Digital Technology Co., Ltar Guanyou Gamespace, a PRC company that is owned by our Chief Executive
Officer and our President and Chief Operating Officer, and Shanghai ICE Information Technology Co., Ltd., or Shanghai
ICE, a PRC company that is owned by two Changyou employelest the nominee shareholders of those VIEs are PRC
citizens. Gamease, Guanyou Gamespace and Shanghai ICE are effectively controlled by Beijing AmazGame Age Internet
Technology Co., Ltd., or AmazGame, Beijing Changyou Gamespace Software Techonologyg.Cor, Gmespace, and
ICE Information Technology (Shanghai) Co., Ltd, or ICE WFOE, respectively, all of which are PRC companies and our
indirect whollyowned subsidiaries, through a series of contractual arrangements. For details of these contractual
arragement s, see fiRel at e d7ofhEsannyalrdpota nsacti onso in | tem

A circular issued by MIIT in July 2006, or the MIIT circular, reiterated restrictions on foreign investment in
telecommunications businesses. Under this circular, a domesti@ogrtiat holds a license for the provision of Internet
information service, or an ICP license, or a license to conduct any-adtlexl telecommunications business in China, is
prohibited from leasing, transferring or selling the license to foreign ingeist@ny form, and from providing any assistance,
including providing resources, sites or facilities, to foreign investors to conducta@ddiasl telecommunications businesses
illegally in China.

Furthermore, trademarks and domain names that are uaedineadded telecommunications business must be
owned by the local ICP license holder. The MIIT circular further requires each ICP license holder to have appropriate
facilities for its approved business operations and to maintain such facilitiesregtbes covered by its license. In addition,
all valueadded telecommunications service providers are required to maintain network and information security in
accordance with the standards set forth under relevant PRC regulations. Due to a lack dfititerpraterials from the
authorities, it is uncertain whether MIIT would consider our corporate structures and contractual arrangements as a kind of
foreign investment in telecommunication services. Therefore, it is unclear what impact the MIIT ciighlanaxe on us or
the other Chinese Internet companies that have adopted the same or similar corporate structures and contractual arrangement
as ours.

On Septembe28, 2009, the General Administration of Press and Publication, or GAPP, togethdrenitational
Copyright Administration, and National Office of Combating Pornography and lllegal Publications jointly iddaddeaon
Further Strengthening on the Administration of fseamination and Approval of Online Game and the Examination and
Approval of Imported Online Gamer the GAPP Notice. The GAPP Notice states that foreign investors are not permitted to
invest in online game operating businesses in China via whualhed, Chingoreign equity joint ventures or cooperative
joint ventures pto exercise control over or participate in the operation of domestic online game businesses through indirect
means, such as other joint venture companies or contractual or technical arrangements. It is unclear whether GAPP will deem
our VIE structuretb e such an Aindirect meanso for foreign investor
of domestic online game businesses. I f our VIE structure
Notice, our VIE structure might kehallenged by the GAPP authorities.

If we were found to be in violation of any existing or future PRC laws, regulations or notices, including the MIIT
circular and the GAPP Notice, regulatory authorities with jurisdiction over the licensing andapefainline games would
have broad discretion in dealing with such a violation, including levying fines, confiscating our income, revoking the
business or operating licenses of Gamease, Guanyou Gamespace, Shanghai ICE, AmazGame, Gamespace and/or ICE WFO
requiring us to restructure the relevant ownership structure or operations, or requiring us to discontinue all or any portion
our game operations. Any of these actions could cause significant disruption to our business operations.

Our contractual arangements with the VIEs and their shareholders may not be as effective in providing control over the
VIEs as direct ownership of the VIEs and the shareholders of the VIEs may have potential conflicts of interest with us.

We have no ownership intereastGamease, Guanyou Gamespace or Shanghai ICE and we conduct substantially all of
our operations and generate substantially all of our revenues through contractual arrangements that our subsidiaries
AmazGame, Gamespace and ICE WFOE had entered into witk@antGuanyou Gamespace, Shanghai ICE and their
shareholders, respectively, and such contractual arrangements are designed to provide us with effective control over Gamease
Guanyou Gamespace and Shanghai | C E.ofthB anmualirdRatifoad desdriptraaf t vy T
these contractual arrangements. We depend on Gamease, Guanyou Gamespace and Shanghai ICE to hold and maintain
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certain licenses necessary for our game business. Gamease, Guanyou Gamespace and Shanghai |ICEoealleditively
the necessary intellectual property, facilities and other assets relating to the operation of our games and employguersonnel
our game operations and distribution.

These contractual arrangements may not be as effective in providirithuwntrol over Gamease, Guanyou
Gamespace and Shanghai ICE as direct ownership. If we had direct ownership of Gamease, Guanyou Gamespace and
Shanghai ICE, we would be able to exercise our rights as a shareholder to effect changes in their Boarttssif \lhieb
in turn could effect changes at the management level. Due to our VIE structure, we have to rely on contractual rights to effe
control and management of Gamease, Guanyou Gamespace and Shanghai ICE, which exposes us to the risk of potential
breach of contract by the shareholders of Gamease, Guanyou Gamespace and Shanghai ICE. In addition, as each of Gameast
Guanyou Gamespace and Shanghai ICE is jointly owned by its respective shareholders, it may be difficult for us to change
our corporate stature if such shareholders refuse to cooperate with us.

The shareholders of Gamease, Guanyou Gamespace or Shanghai ICE may breach, or cause Gamease, Guanyou
Gamespace or Shanghai ICE to breach, the contracts for a number of reasons. For exampierdbisirais shareholders of
Gamease, Guanyou Gamespace or Shanghai ICE and the interests of our company may conflict and we may fail to resolve
such conflicts; the shareholders may believe that breaching the contracts will lead to greater econonfiar tleeefjtor the
shareholders may otherwise act in bad faith. If any of the foregoing were to happen, we may have to rely on legal or arbitral
proceedings to enforce our contractual rights, including specific performance or injunctive relief, and cameaggs.

Such arbitral and legal proceedings may cost us substantial financial and other resources, and result in disruption of our
business, and we cannot assure you that the outcome will be in our favor.

In addition, as all of these contractual arrmgnts are governed by PRC law and provide for the resolution of disputes
through either arbitration or litigation in the PRC, they would be interpreted in accordance with PRC law and any disputes
would be resolved in accordance with PRC legal procediliheslegal environment in the PRC is not as developed as in
other jurisdictions, such as the United States. As a result, uncertainties in the PRC legal system could further lilityt our ab
to enforce these contractual arrangements. Furthermore, thesgctomnmtay not be enforceable in China if PRC government
authorities or courts take a view that such contracts contravene PRC laws and regulations or are otherwise not enforceable fo
public policy reasons. In the event we are unable to enforce thesectagitearangements, we may not be able to exert
effective control over Gamease, Guanyou Gamespace and Shanghai ICE, and our ability to conduct our business may be
materially and adversely affected.

Our contractual arrangements with our VIEs may resuldverse tax consequences to us.

Under PRC laws and regulations, arrangements and transactions among related parties may be subject to audit or
challenge by the PRC tax authorities. We could face material adverse tax consequences if the PRC tias detieomine
t hat our contractual arrangements with any of Gamease, G
length basis and adjust our income and expenses for PRC tax purposes in the form of a transfer pricing adjustment. A transfer
pricing adjustment could result in a reduction, for PRC tax purposes, of adjustments recorded by Gamease, Guanyou
Gamespace or Shanghai ICE, which could adversely affect usibgr@asing the tax liability of Gamease, Guanyou
Gamespace or Shanghai ICEheut reducing the tax liability of AmazGame, Gamespace or ICE WFOE , which could
further result in interest being levied to us for underpaid taxes; dinifing the ability of Gamease, Guanyou Gamespace,
Shanghai ICE, AmazGame, Gamespace and/or IE®®B/to maintain preferential tax treatments and other financial
i ncentives. I f for any reason we need to cause the trans
Gamespace or Shanghai ICE to a different nominee shareholder (s$fjdbrasxample, one of such shareholders is no
longer employed by us), we might be required to pay individual income tax, on behalf of the transferring shareholder, on any
gain deemed to have been realized by such shareholder on such transfer.

Substaritlly all of our revenues are generated through Gamease, Guanyou Gamespace and Shanghai ICE, our VIEs, and
we rely on payments made by our VIEs to AmazGame, Gamespace and ICE WFOE, our subsidiaries, pursuant to
contractual arrangements to transfer any suehenues to AmazGame, Gamespace and ICE WFOE. Any restriction on

such payments and any increase in the amount of PRC taxes applicable to such payments may materially and adversely
affect our business and our ability to pay dividends to our shareholddréBf holders.

We conduct substantially all of our operations through Gamease, Guanyou Gamespace and Shanghai ICE, our VIEs,
which generate substantially all of our revenues. As our VIEs are not owned by our subsidiaries, they are not able to make
dividend payments to our subsidiaries. Instead, each of AmazGame, Gamespace and ICE WFOE, our subsidiaries in China,
entered into a number of contracts with its corresponding VIE, pursuant to which the VIE pays the PRC subsidiary for certain
services that theRC subsidiary provides to the VIE. However, depending on the nature of services provided, certain of these
payments are subject to PRC taxes at different rates, including business taxes and VATSs, which effectively reduce the amount
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that we receive from thélEs. We cannot assure you that the PRC government will not impose restrictions on such payments
or change the tax rates applicable to such payments. Any such restrictions on such payment or increases in the applicable tax
rates may materially and advessaffect our ability to receive payments from the VIEs or the amount of such payments, and
may in turn materially and adversely affect our business, our net income and our ability to pay dividends to our shareholders
and ADS holders.

Our VIEs ShanghdCE and Guanyou Gamespace are in the process of applying for Internet publishing licenses that are
required under PRC regulations for certain games we currently operate or plan to launch in the future. If GAPP
challenges the commercial operation of cartaf our games, or if we fail to obtain necessary licenses to commercially
operate certain of our games, we may be subject to various penalties, including restrictions on our operations.

Pursuant to PRC regulations issued by GAPP and MIIT relatirgeteegulation of online publication, an online game
operator needs to obtain an Internet publishing license and each game in operation needs to be granted a publishing number
in order to directly make its online games publicly available in the PRC, aatiogennline games is deemed to be an online
publishing acti §0hlyin&e€am&®e gahadt Codokthisraanual réporb @ameasesaur i n |
VIE operating TLBB, BO, BH2, DHSH, ZHYX and IF, has obtained an Internet publishing lieénkeeach of Shanghai
ICE, our VIE that operates SJQY, and Guanyou Gamespace, our VIE which currently has no game in operation but is
expected to conduct operations of certain online games in the future, is still in the process of applying for ibiesinieigp
licenses. We cannot assure you that Shanghai ICE or Guanyou Gamespace will be able to obtain an Internet publishing
license or obtain such a license in a timely manner. TLBB, BO, BH2, ZHYX, DHSH, IF and SJQY were granted publishing
numbers and palished through third parties that were licensed electronic publishing entities, because neither Gamease nor
Shanghai ICE had obtained an Internet publishing license at the time those online games were made publicly available. Our
agreements regarding tpablication of TLBB, BO and DHSH with certain third party licensed electronic publishing entities
expired on Decembér, 2010, Decembet0, 2010 and Novemb@&0, 2010, respectively. Our agreements regarding the
publication of BH2, ZHYX, IF and SJQY with dain thirdparty licensed electronic publishing entities will expire on
February22, 2012 Decembetl6, 2012 Decembel, 2011 and Jul22, 2015, respectively. Gamease is in the process of
making a filing with GAPP in order to change the publisher for BLBO and DHSH to Gamease. After the publication
agreements for BH2, ZHYX and IF expire, Gamease also intends to change the publisher of those games to Gamease and
make all necessary filings with GAPP regarding any such change. After the publicationeadsslemSJQY expire, if
Shanghai ICE has obtained an Internet publishing license, it will change the publisher for SIQY to Shanghan@ks and
all necessary filings with GAPP regarding such change or, if Shanghai ICE has not obtained an Interhigigplidgisse, it
will work with the third-party licensed electronic publishing entity to extend the publication agreements for SJQY. The
current PRC regulations are not clear as to the consequence of obtaining publishing numbers through third paity electro
publishing entities and operating without an Internet publishing license. We have made oral inquiries with the officials at
GAPP and have been informed that GAPP is aware of and does not object to such practice, so long as the applications for the
Internet publishing licenses have been filed with GAPP. However, in the view of the lack of formal interpretation regarding
this issue, our current practice might later be challenged by GAPP, which could subject us to various penalties, including
fines, configation of publishing equipment and the revenues generated from the publishing activities, the revocation of our
business license, or the forced discontinuation of or restrictions on our operations.

Regulation and censorship of information disseminatedt the Internet in China may adversely affect our business, and
we may be liable for information displayed on, retrieved from or linked to our websites.

The PRC government has adopted regulations governing Internet access and the distributionraf athes a
information over the Internet. Under these regulations, Internet content providers and Internet publishers are prohibited fro
posting or displaying over the Internet any content that, among other things, violates PRC laws and regulatiortheimpairs
national dignity of China, or is obscene, superstitious, fraudulent or defamatory. When Internet content providersetnd Intern
publishers, including online game operators, find that information falling within the above scope is transmitted on their
websites or is stored in their electronic bulletin service systems, they are required to terminate the transmission of such
information or delete such information immediately, keep records, and report to relevant authorities. Failure to comply with
these rquirements could result in the revocation of our ICP license and other required licenses and the closure of our
websites. Website operators may also be held liable for prohibited information displayed on, retrieved from or linked to thei
websites.

In addition, the MIIT has published regulations that subject website operators to potential liability for the actions of
game players and others using their websites, including liability for violations of PRC laws prohibiting the dissemination of
content deentkto be socially destabilizing.
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As these regulations are relatively new and subject to interpretation by the relevant authorities, it may not be possible
for us to determine in all cases the type of content that could result in liability for us as @RRMdeveloper and operator.
In addition, we may not be able to control or restrict the content of other Internet content providers linked to oreaccessibl
through our websites, or content generated or placed on our websites by our game players, dattpitgpbto monitor
such content. To the extent that regulatory authorities find any portion of our content objectionable, they may require us to
curtail our games, which may reduce our game player base, the amount of time our games are playedtmagés qiurc
virtual items.

There are currently no laws or regulations in the PRC governing property rights of virtual assets and therefore it is not
clear what liabilities, if any, we may have relating to the loss of virtual assets by our game players.

In the course of playing our games, some virtual assets, such as game player experience, skills and weaponry, are
acquired and accumulated. Such virtual assets can be highly valued by game players and in some cases are traded among
game players for reahoney or assets. In practice, virtual assets can be lost for various reasons, such as data loss caused by
delay of network service by a network crash, or by hacking activities. There are currently no PRC laws and regulations
governing property rights of iual assets. As a result, it is unclear who the legal owner of virtual assets is and whether the
ownership of virtual assets is protected by law. In addition, it is unclear under PRC law whether an operator of online games
such as us would have any liatyillwhether in contract, tort or otherwise) for loss of such virtual assets by game players.
Based on several judgments regarding the liabilities of online game operators for loss of virtual assets by game players, the
courts have generally required theline game operators to provide wdltveloped security systems to protect such virtual
assets owned by game players. In the event of a loss of virtual assets, we may be sued by game players and may be held
liable for damages.

Our operations may be adwely affected by implementation of new datiguerelated regulations.

The PRC government may decide to adopt more stringent policies to monitor the online game industry as a result of
adverse public reaction to perceived addiction to online garaggarly by minors. On April5, 2007, eight PRC
government authorities, including the GAPP, the Ministry of Education and MIIT issued a notice requiring all Chinese online
game operator s atta gaudeo psty sa ne nfoa n tni toceonlineganfeo by minarsoUndeuthelantia d d i c t

fatigue system, three hours or | ess of continuous play i
Afatiguing, o6 and five hours or mor e i stockduteitheeatbedfgaméd e @ un
benefits for minor game players by half when those game
Aunhealthyo | evel. I n addition, online ¢ga meednpnberybefors i n C

they can play an online game. This system allows game operators to identify which game players are minors. These
restrictions could limit our ability to increase our business among minors. Furthermore, if these restrictions werd &xpande
apply to adult game players in the future, our business could be materially and adversely affected.

The PRC government has begun to tighten its regulation of Internet cafés, which are currently one of the primary places
where our games are playeStricter government regulation of Internet café& could restrict our ability to maintain or
increase our revenues and our game player base.

Internet cafés are one of the primary places where our games are played. In April 2001, the PRC government began
tightening its regulation and supervision of Internet café. In particular, a large number of Internet café& without requisite
government licenses have been closed. In addition, the PRC government has imposed higher capital and facility requirements
fortheest abl i shment of I nternet caf®s. The PRC government s
number of national and regional Internet caféchains and discourages the establishment of independent Internet café, may
also slow down the growtin the number of new Internet café. In February 2007, several central governmental authorities
jointly issued a notice suspending the issuance of new Internet cafélicenses, and the total number of Internet Cafés
nationwide is restricted and controlled the relevant authorities. Governmental authorities may from time to time impose
stricter requirements, such as the customers6 agendi mit
perception of, and the media attention on,gyights, arson and other incidents in or related to Internet cafés. So long as
Internet cafés remain as one of the primary places for game players to play our games, any reduction in the number, or any
slowdown in the growth, of Internet cafés or restiiets in their operations in China could limit our ability to maintain or
increase our revenues and our game player base, thereby adversely affecting our results of operations and business prospects
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Restrictions on virtual currency may adversely dffaer game operations revenues.

Our online game revenues are collected through the sale of our prepaid cards or online sale of game pPéititse The
on the Reinforcement of the Administration of Internet Café and Online Gamé® Internet C&f Notice, issued by
MOConFebruary 5, 2007, directs the Peoplebs Bank of China, or
currency in online games to avoid any adverse impact on the PRC economy and financial system. This notice provides that
the total amount of virtual currency issued by online game operators and the amount purchased by individual users should be
strictly limited, with a strict and clear division between virtual transactions and real transactions carried out by way of
electronc commerce. This notice also provides that virtual currency should only be used to purchase virtual items40On June
2009, the MOC and the Ministry of Commerce, or MOFCOM, jointly issued the Notice on Strengthening the Administration
of Online Game Vital Currency (the fANoticeod). I n this Notice, the
a type of virtual exchange instrument issued by online game operators, purchased directly or indirectly by the game user by
exchanging legal currep@t a certain exchange rate, saved outside the game programs, stored in servers provided by the
online game operators in electronic record format and represented by specific numeric units. In addition, the Notice
categorizes companies involved with viftaarrency as either issuers or trading platforms and prohibits companies from
simultaneously engaging both as issuers and as trading p
objectives is to limit the circulation of virtual currgnand thereby reduce concerns that it may impact real world inflation.
Specifically, the Notice provides that online game operators are required to report the total amount of their issued virtual
currencies on a quarterly basis and game operators arbipedtrom issuing disproportionate amounts of virtual currencies
in order to generate revenues. In addition, the Notice reiterates that virtual currency can only be provided to users in
exchange for an RMB payment and can only be used to pay for vidods @nd services of the issuers. Online game
operators are strictly prohibited from providing lucky draws or lotteries which are conducted on the condition that
participants contribute cash or virtual currencies in exchange for game props or virtuadiesrréhe Notice also places
potentially burdensome obligations on online game operators, including a requirement that operators keep transaction data
records for no |l ess than 180 days and a pwicebtbomihotsilon on o
order to comply with the requirements of the Notice, it may be necessary for us to change our virtual currency distribution
channel, and our business model may be affected accordingly and we may put more efforts in consummatibgsrisdata
as to keep usersd information |l onger. These restrictions
sales of our prepaid cards or game points, which may have an adverse effect on our games revenue.

Our business may be adsely affected by public opinion and governmental policies in China as well as in other
jurisdictions where we license our MMORPGs to third parties.

Currently, most of our game players in China are young males, many of whom are students. Due\ely hidti
degree of game player loyalty to MMORPGSs, easy access to personal computers and Internet café, and the lack of other
appealing forms of entertainment in China, many teenagers in China frequently play online games. This may result in these
teenagrs spending less time on or refraining from other activities, including education, vocational training, sports, and taking
rest, which could result in adverse public reaction and stricter government regulation. For example, the PRC government has
promulgded antifatiguer el at ed regul ations to |imit the a@maunt of tim
operations may be adversely affected by implementation of nesMatigier e | at ed regul ati ons. 06 The
also begun to tighten its regdions on Internet cafés, currently one of the primary places where online games are played,
including limiting the issuance of Internet caféoperating licenses and imposing higher capital and facility requirements for
the establishment of Internet caf&.e & Thie PRC government has begun to tighten its regulation of Internet café, which
are currently one of the primary places where our games are played. Tightened government regulation of Internet café could
restrict our ability to maintain orincrease0 r evenues and our game player base. 0

Adverse public opinion could discourage game players from playing our games, and could result in government
regulations that impose additional limitations on the operations of online games as well asthe game playa c cess t o
games. For example, in January 2011, MIIT and other six central government authorities jointly issued a circular under which
online game operators are required to adopt various measures to maintain a system to communicate witls thegiaee
guardians of minors playing online games and are required to monitor the activities of the minors and suspend the accounts of
minors if so requested by their parents or guardians. We believe stricter government regulations, such as regulations
imposing stricter age and hour limits on Internet cafés, limiting the issuance of virtual currency by online game operators o
the amount of virtual currency that can be purchased by an individual game player, or extendatigyastelated
regulationgo adults, could be implemented in the future. Such adverse public opinion and tightened government regulations
could materially and adversely affect our business prospects and our ability to maintain or increase revenues.

In addition, the PRC State Adnistration of Taxation previously announced that it will tax game players on the
income derived from the trading of virtual currencies at the rate of 20%. However, it is currently unclear how the éax will b
collected or if there will be any effect onragame players or our business.
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Moreover, similar adverse public reaction may arise, and similar government policies may be adopted, in other
jurisdictions where we license or operate our games, which could materially and adversely affect our @mensiasdr
game operations revenues.

The laws and regulations governing the online game industry in China are evolving and subject to future changes. We
may fail to obtain or maintain all applicable permits and approvals.

The online game industiy China is highly regulated by the PRC government. Various regulatory authorities of the
PRC central government, such as the State Council, the MIIT, GAPP, the MOC and the Ministry of Public Security, are
empowered to issue and implement regulations gingrvarious aspects of the online game industry.

We are required to obtain applicable permits or approvals from different regulatory authorities in order to operate our
MMORPGs. For example, as an online game operator in China, we must obtain anGDtilingl Operating Permit from
the MOC and an Internet publishing license from GAPP in order to distribute games through the Internet and, under the
GAPP Notice, we must also obtain additional approval from GAPP for any upgrade, expansion pack orioewfang
existing game that has previously been approved by GAPP. If we fail to maintain any of our permits or approvals or to apply
for permits and approvals on a timely basis, we may be subject to various penalties, including fines and the disoamtinuat
restriction of our operations.

As the online game industry is at an early stage of development in China, new laws and regulations may be adopted
from time to time to require additional licenses and permits other than those we currently haeirassl new issues that
arise. In addition, substantial uncertainties exist regarding the interpretation and implementation of current and any future
PRC laws and regulations applicable to the online game industry. For example, there is ambiguitygutatioeyrauthority
and responsibilities between GAPP and the MOC in regulating online games and, as a result, there may be overlapping
approval requirements with respect to the same aspect of our games or our game operation. We cannot assure you that we
will be able to obtain timely, or at all, required licenses or any other new license required in the future. We cannotiassure y
that we will not be found in violation of any current PRC laws or regulations should their interpretations change, or that we
will not be found in violation of any future PRC laws or regulations.

Further strengthened supervision of the online game industry may adversely affect our online game operation.

In the GAPP Notice, GAPP stated that it is the only governmental depanvite authority for examination and pre
approval of online games, and that all online game operators must obtain an internet publishing license to provide online
game services. Under the GAPP Notice, additional approvals from GAPP are required whepeatoes release new
versions or expansion packs, or make any changes to the originally approved online game. In additiot, 86QRly
GAPP issued alotice on Strengthening the Approval and Administration of Imported Online Garmesch GAPP sated
that it is the only governmental department authorized by the State Council to approve the importation of online games from
offshore copyright owners. In the event of any failure to meet the abhewtioned requirements, an operator may face heavy
penalties, such as being ordered to stop operation, or having its business license revoked. Our online game business may be
adversely affected by these two GAPP notices. The launch of expansion packs and imported games might be delayed becaust
of the extra pproval required. Such delay in releasing expansion packs or imported games may result in higher costs for our
online game operation and have an adverse effect on our game revenue.

On Junes, 2010, the MOC issuddterim Measures for Online Games Adistration, or the Online Game Measures,
which became effective on August, 2010, ai ming to further strengthen the
Specifically, the Online Game Measures reiterate that the MOC has the power to reviemtene af all online games
except online game publications that have beerappeoved by GAPP. However, the Online Game Measures do not clearly

specify what constitutes fAonline game publicatistconline Furt
games must be filed with the MOC, while all imported online games are subject to a content review prior to their launch. If a
substanti al change (for example, any significanm)ismodi fic

made to an existing imported or domestic online game, it will be subject to a new content review.

Our online game business may be adversely affected by the Online Game Measures. The Online Game Measures do
not set forth any specific procedure fbe required filing and content review procedures for online games and therefore may
cause delay when we try to file or apply for content review with the MOC. In addition, for our imported licensed games, the
requirement for prior approval of any substahtihange may cause delay in releasing expansion packs, which may result in
higher costs of our online game operation and have an adverse effect on our game revenue. In addition, the Online Game
Measures do not resolve certain inconsistencies and ambggrésulting from pronouncements included in previous notices
issued by GAPP and MOC. Because there is ambiguity in the scope of the authority and the roles and responsibilities of
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governmental departments, such as the MOC and the GAPP, with oversighbofine game industry, we may face stricter
scrutiny of the dayto-day operations of our online game business. If any of our online game operating entities cannot comply
with any of the stipulations of any PRC governmental department regarding thegamtisandustry, we may be subject to
various penalties and our online game business may be adversely affected.

Our business may be adversely affected if we cannot obtain a payment service license

OnJdunél 4, 2010, the PeopBO&® ) B a sAdmirastlativE Méasuee o thelPayménP
Services of Nofrinancial Institutiongf t he fAPayment Measureso), WhRole.nderéhet i nt c
Payment Measures, Payment Services are defined as the provision of capstal ervices by neinancial institutions
acting as intermediaries, including services rendered in connection with ndiase# payments, issuance and settlement
services for prgopaid cards and acquiring services for bank cards. The Payment Measyuies all nodinancial institutions
engaging in Payment Services to obtain a Payment Service License from the PBOC. The Payment Measures provide a one
year grace period starting SeptemibeP010. Failure to obtain a Payment License will lead to thdration of the right to
provide payment services. -Bavsed phgmenhheodehi hhei Pay ménft
not sure whether or not our fee collection activity involved in our online game operations would constitdtefgplyment
service under the Payment Measures. If we are required to apply for a Payment Service License under the Payment Measures
we cannot assure you that we will be able to obtain the required license in a timely manner. If we cannot obizénseich |
our business will be adversely affected.

Risks Related to Our Carveut from Sohu and Our Continued Relationship with Sohu
We have limited experience operating as a separate, -stiome company.

Changyou was formed on Augut2007 as amdirect subsidiary of Sohu.com Inc. to hold and operate the MMORPG
business of Sohu. Sohu transferred all of its assets, liabilities and operations relating to its MMORPG business to us on
Decembeil, 2007. Although we operated as a business unit witieirsohu Group prior to the caroet, we have had
limited experience in conducting our operations on a separate;atambasis. Our senior management has limited
experience working together to manage a separate -atane company. We may encounteecational, administrative and
strategic difficulties as we adjust to operating as a separate;atarelcompany, which may cause us to react slower than
our competitors to industry changes, may ddrmayotherwsaer mana
harm our operations. Since we have become a public company, our management team has been required to develop the
expertise necessary to comply with the numerous regulatory and other requirements applicable to sepaatdecgbaidc
companies, including requirements relating to corporate governance, listing standards and securities and investor relations
issues. We cannot guarantee that we will be able to do so in a timely and effective manner.

Because we have limited experienceiging as a separate, staaldne entity, we may find that we need to acquire
assets in addition to those contributed to us in connection with ourcatrf®m Sohu. We may fail to acquire assets that
prove to be important to our operations or we mayboable to integrate all of our assets.

Our financial information included in this annual report may not be representative of our results as a separate, stand
alone company.

The consolidated financial statements included in this annual reporpregrared on a caraut basis. We made
numerous estimates, assumptions and allocations in our financial information because Sohu did not account for us, and we
did not operate, as a separate, stalothe company for any period prior to Decembg2007.

Prior to Sohués transfer of all the assets and operat:i
effective Decembet, 2007, the operations of our MMORPGs were carried out by various companies owned or controlled by
Sohu.com Inc. For periodmth before and after Decemtder2007, our consolidated financial statements include the assets,
l'iabilities, revenues, expenses and changes in sharehol d
MMORPG business whether held or in@d by Sohu or by Changyou. In cases involving assets and liabilities not
specifically identifiable to any particular operation of Sohu, only those assets and liabilities transferred or expected to b
transferred to Changyou are included in our consa@itlablance sheets. With respect to costs of operations of the
MMORPG business, an allocation of certain general corporate expenses of Sohu which are not directly related to the
MMORPG operations and an allocation of certain advertising and other expemgdeg by Sohu to Changyou were also
included. These allocations are based on a variety of factors depending upon the nature of the expenses being allocated,
including revenue, the number of employees and the number of servers. Our statements ofopks@iicciude the sales
and marketing expenses and other costs charged from Sohu. The transactions are measured at the amount of consideration
established and agreed to by the related parties. Although our management believes that the assumptiomsaurderlyi
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financial statements and the above allocations are reasonable, our financial statements may not necessarily reflect our resul
of operations, financial position and cash flows as if we had operated as a separatdpstandmpany prior to Decemtil,

2007. See fiRel atoeTdr aPhasratcyt i Tornasn saancdt iAognrs@ e mé@ e s ewi eld Sohsoli
Financi al aadtkedotes to our dorsalidated financial statements included elsewhere in this annual report for
our historicacost allocation. In addition, in preparation for becoming a separate;aame company, we have been
establishing our own financial, administrative and other
systems, the cost of whicould be significantly different from cost allocation with Sohu for the same services. Therefore,

you should not view our historical results as indicators of our future performance.

We may not be able to continue to receive the same level of simpppo®ohu and may not be successful in establishing
our brand identity.

Sohu has been a |l eading Internet portal in China, and
strong Internet market position in China and its expertise in ganiew and editing. For example, we have benefited from
mar keting and advertising across Sohués domains (such as
mai ntained by Sohu that is dedicat ed styos toenmt ianned gtahnee S onhfuo
singeuser | D system, which provide Sohuds | arge number of 1
the strong brand recognition of Sohu in China, which has provided us a broad marketing reacholmadditiSo h u 6 s
experienced game editors review and critique our games prior to launch, which helps improve the quality of our games upon
launch.

Although we have entered into a Master Transaction Agreement, a Marketing Services Agreement and other related
agreements with Sohu, we cannot assure you we will continue to receive the same level of support from Sohu as we did prior
to becoming a separate, stasdne company. In addition, as an entity that is newly separated from Sohu, Changyou as a
brand namedee not have the same | evel of recognition as Sohu i
MMORPGs may decline as a result of lack of brand recognition. Additionally, our current customers, suppliers, and partners
may react negativelyp our carveout from Sohu. We will need to expend significant time, effort and resources to continue to
establish our brand name in the marketplace and our own independent identity. This effort may not be successful. We have
applied for trademark registian of Changyou and other related trademarks in China, but we may not be able to obtain such
trademarks, or obtain them with the scope we seek.

Our agreements with Sohu may be less favorable to us than similar agreements negotiated between uhéffiliated
parties. In particular, our NorCompetition Agreement with Sohu limits the scope of business that we are allowed to
conduct.

We entered into a Master Transaction Agreement, aBGonpetition Agreement, a Marketing Services Agreement
and other reted agreements with Sohu prior to our initial public offering and the terms of such agreements may be less
favorable to us than would be the case if they were negotiated with unaffiliated third parties. In particular, under the Non
Competition Agreement @ventered into with Sohu, we are prohibited during theamompetition period (which commences
on Januaryl, 2009 and ends on the later of three years after Sohu no longer owns in the aggregate at least 10% of the voting
power of our then outstanding vagiisecurities and March7, 2014 from entering into any ndAMORPG businesses
conducted or contemplated to be conducted by Sohu as of the date of the prospectus for our initial public offering. Sohu
currently offers Internet portal, search and mobile valdéed services. Such contractual limitations significantly affect our
ability to diversify our revenue source and may materially and adversely impact our business and results of operations should
the growth of MMORPGs in China slow down. In addition, parduo our Master Transaction Agreement with Sohu, we
agreed to indemnify Sohu for, among other things, liabilities arising from litigation and other contingencies related to our
business and assumed these liabilities as part of our-catfeom Sohu. Th allocation of assets and liabilities between
Sohu and our company may not reflect the allocation that would have been reached by two unaffiliated parties. Moreover, so
long as Sohu continues to control us, we may not be able to bring a legal clainh &ghing the event of contractual
breach, notwithstanding our contractual rights under the agreements described above and atbergater agreements
entered into from time to time.

Sohu controls the outcome of shareholder actions in our company.

Our ordinary shares are divided into Classrdinary shares and Class B ordinary shares. Holders of £lastinary
shares are entitled to one vote per share, while holders of Class B ordinary shares are entitled to 10 votes per share. We
issued Clasé ordinary shares represented by our ADSs in our initial public offering and Sohu holds Class B ordinary shares.
As of the date of this annual report, Sohu held approxim
ClassAand ClassBordinarg har es and controlled approximately 81. 1% of
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voting power gives it the power to control actions that require shareholder approval under Cayman Islands law, our
memorandum and articles of association and NASDAfRirements, including the election and removal of any member of

our Board of Directors, significant mergers and acquisitions and other business combinations, changes to our memorandum
and articles of association, the number of shares available for issusdereshare incentive plans, and the issuance of
significant amounts of our ordinary shares in private placements. Due to the disparate voting powers attached to the two
classes of our ordinary shares, Sohu has sufficient voting power to determinectiveeoaf all matters requiring shareholder
approval even if it should, at some point in the future, hold considerably less than a majority of the combined total of our
outstanding Clasa and Class B ordinary shares.

Sohudés voting c acaitnsto bccunthaymightanot bechentficia to the holders of ADSs, and may
prevent transactions that would be beneficial to them. F
involving a change of control of us, including transactionstiich a holder of our ADSs might otherwise receive a premium
for such securities over the thearrent market price. In addition, Sohu is not prohibited from selling a controlling interest in
us to a third party and may do so without approval of the helofeour ADSs and without providing for a purchase of
outstanding ADSs. If Sohu is acquired or otherwise undergoes a change of control, any acquiror or successor will be entitled
to exercise the voting control and contractual rights of Sohu, and mayida seanner that could vary significantly from
that of Sohu.

We may have conflicts of interest with Sohu and, becaus
not be able to resolve such conflicts on favorable terms for us.

Cortlicts of interest may arise between Sohu and us in a number of areas relating to our past and ongoing relationships.
Potential conflicts of interest that we have identified include the following:

A Indemnification arrangements with SohuVe have agreed to indemnify Sohu with respect to lawsuits and other
matters relating to our MMORPG business, including operations of that business when it was a business unit of
Sohu prior to the carveut transactions. These indemnification arrangements cesildt in our having interests
that are adverse to those of Sohu, for example different interests with respect to settlement arrangements in a
litigation matter. In addition, under these arrangements, we agreed to reimburse Sohu for liabilities incurred
(including legal defense costs) in connection with litigation, while Sohu will be the party prosecuting or
defending the litigation.

A Non-competition arrangements with Sohiwe and Sohu have each agreed not to compete with the core
business oéach other. Sohu has agreed not to compete with us in the MMORPG business anywhere in the world.
We have agreed not to compete with Sohu in the Internet portal, search, mobHaddeédeservices, games
business and any other businesses, except MMORRG®ted support services, conducted or contemplated to
be conducted by Sohu as of the date of the prospectus for our initial public offering. Sohu can continue to
provide links to MMORPGs and other games, including to those of our competitors, oh748cbin website.

A Employee recruiting and retentiorBecause both Sohu and we operate primarily in Beijing, and both Sohu and
we are engaged in online game development and operation, we may compete with Sohu in the hiring of new
employees, iparticular with respect to software development. We have solaitation arrangement with
Sohu that would restrict either Sohu or us from hir

A Our board members or executive officers may have conflicts ofregeDr. Charles Zhang, our Chairman of
t he Board, is currently also serving as Sohubé6és Chai
members and executive officers also own shares, restricted share units and/or options in Sohu. Sohti may gran
incentive share compensation to our board members and executive officers from time to time. These relationships
could create, or appear to create, conflicts of interest when these persons are faced with decisions with potentially
different implications ér Sohu and us.

A Sale of shares in our compangohu may decide to sell all or a portion of our shares that it holds to a third party,
including to one of our competitors, thereby giving that third party substantial influence over ourdasihes
our affairs. Such a sale could be contrary to the interests of certain of our shareholders, including our employees
or our public shareholders.

A Allocation of business opportunitieBusiness opportunities may arise that both we andi Sod attractive, and
which would complement our respective businesses. Sohu may decide to take the opportunities itself, which
would prevent us from taking advantage of the opportunity ourselves.

A Developing business onpeétios.$odongab $opussemainstasiourSantiolliigs ¢
shareholder, we may be limited in our ability to do business with its competitors, such as other Internet portals in
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China. This may limit the effectiveness of our online advertisement for thantersist of our company and our
other shareholders.

Although our company is a separate, stalahe entity, we expect to operate, for as long as Sohu is our controlling
shareholder, as a part of the Sohu Group. Sohu may from time to time make stietesgomns that it believes are in the best
interests of its business as a whole, including our company. These decisions may be different from the decisions that we
would have made on our own. Sohuds de clvesinwaysthamavorSohu e s pec
and therefore Sohuds own shareholders, which may not coli
able to resolve any potential conflicts, and even if we do so, the resolution may be less favorabigntdf ue were
dealing with an unaffiliated shareholder. Even if both parties seek to transact business on terms intended to approximate
those that could have been achieved among unaffiliated parties, this may not succeed in practice.

Risks Related t@oing Business in China

Adverse changes in political and economic policies of the PRC government could have a material and adverse effect on
the overall economic growth of China, which could reduce the demand for our products.

Most of our businessperations are conducted in China and most of our revenues are generated in China. Accordingly,
our business, financial condition, results of operations and prospects are affected significantly by economic, political and
legal developments in China. The G&se economy differs from the economies of most developed countries in many
respects, including the amount of government involvement, the level of development, the growth rate, the control of foreign
exchange, and the allocation of resources.

While the Chinese economy has grown significantly in the past 30 years, the growth has been uneven geographically
among various sectors of the economy, and during different periods. The Chinese economy may not continue to grow, and if
there is growth, such growthay not be steady and uniform; if there is a slowdown, such a slowdown may have a negative
effect on our business. For example, the Chinese economy experienced high inflation in the second half of 2007 and the first
hal f of 2008. C h i er sodred 7.8% during threesix manths eaded 30n2@0D8 as compared to the same
period in 2007. To combat inflation and prevent the economy from overheating, the PRC government adopted a number of
tightening macroeconomic measures and monetary poliniggading increasing interest rates, raising statutory reserve rates
for banks and controlling bank lending to certain industries and economic sectors. Due in part to the impact of the global
crisis in financial services and credit markets and other factors he gr owt h rate of Chinabés gr
to as low as 6.2% in the first quarter of 2009, down from 11.9% reached in the second quarter of 2007. As a result, beginning
in September 2008, among other measures, the PRC government blegaerianacroeconomic measures and monetary
policies by reducing interest rates and decreasing the statutory reserve rates for banks and in November 2008 the PRC
government announced an economic stimulus package in the amount of $586 billion. The Cbhinasy @nce again
experienced high inflation in 2010, with Chinads consume
28 mont hs. To curb the accelerating inflation, dhe Peopl
benchmark interest rates in October and December of 2010 and February of 2011, and raised the reserve ratio required for
major Chinese banks, in February 2011, for the fifth time in four months. The various macroeconomic measures and
monetary policies aapted by the PRC government to guide economic growth and the allocation of resources may not be
effective in sustaining the current growth rate of the Chinese economy. In addition, such measures, even if they benefit the
overall Chinese economy in the longn, may have an adverse effect on us if they reduce the disposable income of our game
players.

Uncertainties with respect to the Chinese legal system could have a material adverse effect on us.

We conduct substantially all of our operations throaghwholly foreigrowned subsidiaries in the PRC, AmazGame,
Gamespace and ICE WFOE, and our variable interest entities in the PRC, Gamease, Guanyou Gamespace and Shanghai ICE
Our PRC subsidiaries are generally subject to laws and regulations applicdrkign investment in China and, in
particular, laws applicable to wholly foreigiwned enterprises, or WFOEs. The PRC legal system is based on written
statutes. Prior court decisions may be cited for reference but have limited precedential vallQ7@RnP&C legislation and
regulations have significantly enhanced the protections afforded to various forms of foreign investments in China. However,
since these laws and regulations are relatively new and the PRC legal system continues to rapidiieirderetations
of many laws, regulations and rules are not always uniform and enforcement of these laws, regulations and rules involves
uncertainties. We cannot predict the effect of future developments in the PRC legal system, including the mowiulgat
new laws, changes to existing laws or the interpretation or enforcement thereof, the preemption of local regulations by
nati onal |l aws, or the overturn of |l ocal governmentds dec
legd protections available to us. In addition, any litigation in China may be protracted and result in substantial costs and
diversion of resources and management attention.
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Contract drafting, interpretation and enforcement in China involve significarertaiaty.

We have entered into numerous contracts governed by PRC law, many of which are material to our business. As
compared with contracts in the United States, contracts governed by PRC law tend to contain less detail and are not as
comprehensiveidef i ni ng contracting partiesd rights and obligat:i
disputes and legal challenges. In addition, contract interpretation and enforcement in China is not as developed as in the
United States, and thesult of any contract dispute is subject to significant uncertainties. Therefore, we cannot assure you
that we will not be subject to disputes under our material contracts, and if such disputes arise, we cannot assure you that w
will prevail. Due to themateriality of certain contracts to our business, such as our license agreements with Louis Cha
regarding our rights to develop and operate TLBB and DMD, any dispute involving such contracts, even without merit, may
materially and adversely affect our régtion and our business operations, and may cause the price of our ADSs to decline.

There are significant uncertainties under the new corporate income tax law of the PRC, or the New CIT Law, which
became effective on Janudkry2008, regarding our PREnterprise income tax liabilities, such as tax on dividends paid

to us by our PRC subsidiaries. The New CIT Law also contains uncertainties regarding possible PRC withholding tax on
dividends we pay to our overseas shareholders and gains realized fromartsier of our shares by our overseas
shareholders.

We are a holding company incorporated in the Cayman Islands, which indirectly holds, through our Hong Kong
subsidiaries Changyou.com HK Limited, or Changyou HK, and ICE Entertainment (HK) Limitk2k &K, our equity
interest in AmazGame, Gamespace and ICE WFOE, our subsidiaries in the PRC. Our business operations are principally
conducted through these PRC subsidiaries and our VIEs Gamease, Guanyou Gamespace and Shanghai ICE. The New CIT
Law and is implementation rules, both of which became effective on Jaiu&308, provide that Chirsourced income of
foreign enterprises, such as dividends paid by a PRC subsidiary to its overseas parent, will normally be subject to PRC
withholding tax at a ratof 10%, unless there are applicable tax treaties that reduce such rate. UAdemipement
Between the PRC and the Hong Kong Special Administrative Region on the Avoidance of Double Taxation and Prevention of
Fiscal Evasion with Respect to Taxeslocome and Capitajor ChinaHK Tax Arrangement which became effective on
Januaryl, 2007, the dividend withholding tax rate may be reduced to 5%, if a Hong Kong resident enterprise is considered a
non-PRC resident enterprise and holds at least @b#e equity interests in the PRC enterprise distributing the dividends,
subject to approval of the PRC local tax authority. However, if the Hong Kong resident enterprise is not considered to be the
beneficial owner of such dividends under applicable R&Cegulations, such dividends may remain subject to withholding
tax at a rate of 10%. On Octoli&#, 2009, the PRC State Administration of Taxation issuddtize on How to Understand
and Determine the Beneficial Owners in Tax Agreert@rircular 601), which provides guidance on determining whether
an enterprise is a fibeneficial owner 0 under China@®ds t ax
be a beneficial owner, an entity generally must be engaged in sisstauginess activities. It also sets forth a list of factors,
the existence of which generally does not provide support that the treaty resident is a beneficial owner. An agent or conduit
company, which refers to a company that is set up for the purpaseiding or reducing taxes or transferring or
accumulating profits, will not be regarded as a beneficial owner and, therefore, will not qualify for treaty benefits such as
preferential dividend withholding tax rates. If any of our Hong Kong subsidiatiesthe light of Circular 601, considered
to be a norbeneficial owner for purpose of the ChiH&K Tax Arrangement, any dividends paid to it by any of our PRC
subsidiaries would not qualify for the preferential dividend withholding tax rate of 5%athet would be subject to the
usual New CIT Law rate of 10%.

Under the New CIT Law, enterprises established under t
management bodiesodo | ocated wit hi n nthtérpriges forndaypultpasescAionsi der e
substantial majority of the members of our management team as well as the management teams of Changyou HK and ICE
HK are located in China. If we, Changyou HK or ICE HK is considered as a PRC tax resident enterpriseeaiuare
definition, then our global income will be subject to PRC enterprise income tax at the rate of 25%.

Furthermore, the implementation rules of the New CIT Law provide thét{l{g enterprise that distributes dividends
is domiciled in the PRQor (ii) if gains are realized from transferring equity interests of enterprises domiciled in the PRC,
then such dividends or capital gains are treated as@hmair ced i nc o me. I't is not clear h
under the New CIT Law, andlinay be interpreted as the jurisdiction where the enterprise is a tax resident. It is not clear
whether we, Changyou HK and ICE HK will be deemed as tax resident under the New CIT Law. Although we intend to take
the position that any dividends we pay tor overseas shareholders or ADS holders will not be subject to a withholding tax
in the PRC, if we, Changyou HK and ICE HK are considered as a PRC tax resident enterprise for tax purposes, any dividends
we pay to our overseas shareholders or ADS holdesglhss gains realized by such shareholders or ADS holders from the
transfer of our shares or ADSs may be regarded as Sbimaed income and as a result be subject to PRC withholding tax at
a rate up to 10%.
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As the New CIT Law and the implementatiaies have only recently taken effect, it is uncertain as to how they will
be implemented by the relevant PRC tax authorities. If dividend payments from Changyou HK or ICE HK to us are subject to
PRC withholding tax, our financial condition, results of gtiens and the amount of dividends available to pay our
shareholders may be adversely affected. If dividends we pay to our overseas shareholders or ADS holders or gains realized
by such shareholders or ADS holders from the transfer of our shares or ADS#gect to PRC withholding tax, it may
materially and adversely affect their investment return and the value of their investments in us.

Certain of our PRC subsidiaries and VIEs are aNewi fied
CIT Law. However, we cannot assure you that we will be able to continue to enjoy such tax benefits. If the status of any of
our PRC subsidiaries or VIEs as a fisoftware enterpriseo
previously unpaid tax and may be subject to a higher tax rate, which may materially and adversely affect our results of
operations.

The New CIT Law, which became effective on Jandar008, applies a uniform statutory income tax rate of 25% to
enterprisesn China. The New CIT Law and the implementation rules promulgated under the New CIT Law provide that

Afsoftware enterprisesd enjoy an income tax exemption for
reduction to a rate of 12.5%irfthe subsequent three years. Both AmazGame and Gamease were established in 2007, were

gualified as fAsoftware enterprisesodo in 2008 and were sub
reduction for the following three years. BotrHC WF OE and Shanghai | CE were qualifie
and both Gamespace and Guanyou Gamespace were qualified

Gamespace and Guanyou Gamespace will enjoy income tax benefiftsnasesenterprises from their first profitable year.

As the New CIT Law and its implementation rules have only recently taken effect, there are uncertainties on their
future interpretation and implementation. We cannot assure you that the qualifafaliorazGame, Gamease, Gamespace,
Guanyou Gamespace, | CE WFOE and Shanghai | CE as fAsoftwar
challenged in the future by their supervising authorities and be repealed, or that there will not be figanentagon rules
that are inconsistent with current interpretation of the New CIT Law. If the tax benefits AmazGame, Gamease, Gamespace,
Guanyou Gamespace, | CE WFOE and Shanghai | CE enjoy as #ds
unableto qualify AmazGame, Gamease, Gamespace, Guanyou Gamespace, ICE WFOE and Shanghai ICE for other income
tax exemptions or reductions, our effective income tax rate will increase significantly. In addition, we may have to pay
additional taxes to make up apseviously unpaid tax. As a result, our results of operations could be materially and adversely
affected.

To fund any cash requirements we may have, we may need to rely on dividends, loans or advances made by our PRC
subsidiaries, AmazGame, Gamespace BBE WFOE, which are subject to limitations and possible taxation under
applicable PRC laws and regulations.

We may rely on dividends and other distributions on equity, or loans and advances made by our Chinese subsidiaries,
AmazGame, Gamespace and IGEOE, to fund any cash requirements we may have, including the funds necessary to pay
dividends and other cash distributions, if any, to our shareholders or ADS holders, and to service any debt we may incur. The
distribution of dividends and the makinglo&ns and advances by entities organized in China are subject to limitations.
Regulations in the PRC currently permit payment of dividends only out of accumulated profits as determined in accordance
with accounting standards and regulations in China. BRéimazGame, Gamespace and ICE WFOE is also required to set
aside at least 10% of its aftex profit based on PRC accounting standards each year to its general reserves until the
cumulative amount of such reserves reaches 50% of its registered ddpatad.reserves are not distributable as cash
dividends, loans or advances. AmazGame, Gamespace and ICE WFOE may also allocate a portion ofttneprafies,
as determined by their Board of Directors, to their staff welfare and bonus funds, whicloteydistributed to us. In
addition, if any of AmazGame, Gamespace and ICE WFOE incurs debt on its own behalf in the future, the instruments
governing the debt may restrict its ability to pay dividends or make other distributions to us.

Furthermorepnder regulations of the State Administration of Foreign Exchange, or the SAFE, the RMB is not
convertible into foreign currencies for capital account items, such as loans, repatriation of investments and investments
outside of China, unless the prior apyal of the SAFE is obtained and prior registration with the SAFE is made.

In addition, there are uncertainties under the New CIT Law with regard to the PRC withholding tax on dividends paid
by AmazGame, Gamespace and ICE WFOE to Changyou HK or ICESHKe A Ri sok Risksaralated to Boing
Business in Chind There are significant uncertainties under the new Corporate Income Tax Law of the PRC, or the New
CIT Law, which became effective on Janu&ry008, regarding our PRC enterprise income tdilii@s, such on tax on
dividends paid to us by our PRC subsidiaries. The New CIT Law also contains uncertainties regarding possible PRC
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withholding tax on dividends we pay to our overseas shareholders and gains realized from the transfer of ousinares by
over seas s har3e3$houlddueh dsridends be slibjea tm PRC withholding tax or be subject to the usual New

CIT Law withholding tax rate of 10% rather than the preferential dividend withholding tax rate of 5% provided under the
ChinaHK Tax Arrangement, the amount of cash available to us for our cash needs, including for the payment of dividends to
our shareholders or ADS holders, would be materially and adversely affected.

Furthermore, we control our operating entities in China, GameGuanyou Gamespace and Shanghai ICE, through
contractual arrangements rather than equity ownership. AmazGame entered into a Technology Development and Support
Agreement and an Operation and Maintenance Agreement with Gamease, pursuant to which @dpaagenazGame
for the services AmazGame provides to Gamease. Gamespace entered into a Technology Development and Support
Agreement and an Operation and Maintenance Agreement with Guanyou Gamespace, pursuant to which Guanyou
Gamespace will pay Gamespdoethe services Gamespace provides to Guanyou Gamespace. ICE WFOE entered into an
Exclusive Business Cooperation Agreement, an Exclusive Technology Consulting and Service Agreement and a Business
Operation Agreement with Shanghai ICE, pursuant to whidnghai ICE will pay ICE WFOE for the services ICE WFOE
provides to Shanghai | CE. Se7TofihRexierd tha thereRsaanytdigtriblitable prafiirc t i o n
Gamease, Guanyou Gamespace or Shanghai ICE, it may be difficult for @afaasyou Gamespace or Shanghai ICE to
distribute such profit to AmazGame, Gamespace or ICE WFOE, which may further limit the amount that AmazGame,
Gamespace or ICE WFOE can distribute to us.

Fluctuation in the value of the RMB may have a materialadvee ef f ect on our sharehol ders

The change in value of the RMB against the U.S. dollar, Euro and other currencies is affected by, among other things,
changes in Chinads politi 24 k003 thadPRE govemmaitianged itsodacdeid polcyn s .  On
of pegging the value of the RMB to the U.S. dollar. Under the policy, the RMB is permitted to fluctuate within a narrow and
managed band against a basket of certain foreign currencies. This change in policy has resdigar axiamtely 21.3%
appreciation of the RMB against the U.S. dollar betweenz2ILi2005 and Decembad., 2009. Provisions on
Admini stration of Foreign Exchange, as amended in August
floating exclange rate regime based on market supply and demand. While the international reaction to the RMB revaluation
has generally been positive, there remains significant international pressure on the PRC government to adopt an even more
flexible currency policywhich could result in a further and more significant appreciation of the RMB against the U.S. dollar.
On Jun€l9, 2010, the PBOC announced that it had decided to proceed further with the reform of the RMB exchange rate
regime to enhance the flexibility tie RMB exchange rate and that emphasis would be placed on reflecting market supply

and demand with reference to a basket of currencies. Whi
flexible, the PBOC ruled out any sharp fluctoas in the currency or a owdf adjustment. Shortly after this announcement,
the center point of the currencybds official tradihihg band

6.5520 on Februar§, 2011, which is the highesénter point of the past five years. In 2010, the appreciation of RMB against
U.S. dollar reached 3.4% in total. As substantially all of our costs and expenses are denominated in RMB, the revision in
exchange rate policy effected in July 2005 has increaswtpotential future revisions could further increase, our costs and
expenses in U.S. dollar terms. Our proceeds from overseas financings, such as our initial public offering, and from overseas
games operations will decrease in value if we choose rostace unable to convert the proceeds into RMB and the RMB
appreciates against the U.S. dollar, which may reduce th

Regulations relating to offshore investment activities by PRC residents may limbilityrta acquire PRC companies
and could adversely affect our business.

In October 2005, SAFE promulgatBde | evant | ssues Concerning Foreign Exclt
Corporate Financing and Roundtrip Investment Through Offshore Sgawipbse Vehiclesor Circular75, which states that
if PRC residents use assets of, or equity interests in, their PRC entities as capital contributions to establish offshore
companies or inject assets of, or equity interests in, their PRC entitiedfgttore companies to raise capital overseas, they
must register with local SAFE branches with respect to their overseas investments in offshore companies. They must also file
amendments to their registrations if their offshore companies experience heatenis involving capital variation, such as
changes in share capital, share transfers, mergers and acquisitiomsf spimsactions, longerm equity or debt investments
or uses of assets in China to guarantee offshore obligations. Under this oegtiteir failure to comply with the registration
procedures set forth in such regulation may result in restrictions being imposed on the foreign exchange activities of the
relevant PRC entity, including the payment of dividends and other distributidsféshore parent, as well as restrictions
on capital inflows from the offshore entity to the PRC entity.

Prior to our initial publicly offering, we requested that our shareholders who were PRC residents make the necessary
applications, filings and aemdments as required under Circular 75 and other related rules. We attempt to comply with the
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relevant requirements. However, we cannot provide any assurances that all of our shareholders who are PRC residents will
comply with our request to make or obtaimy applicable registrations or comply with other requirements required by

Circular 75 or other related rules. Any future failure by any of our shareholders who is a PRC resident, or controlled by a
PRC resident, to comply with relevant requirements utideregulation could subject us to fines or sanctions imposed by

the PRC government, including restrictions on the ability of AmazGame, Gamespace and ICE WFOE to pay dividends or
make distributions to us and our ability to increase our investment in @amag, Gamespace and ICE WFOE.

SAFE rules and regulations may limit our ability to transfer the net proceeds from our initial public offering to Gamease,
Guanyou Gamespace and Shanghai ICE, our VIEs in the PRC, which may adversely affect the kpainsies ef

Gamease, Guanyou Gamespace and Shanghai ICE, and we may not be able to convert the net proceeds from our initial
public offering into RMB to invest in or acquire any other PRC companies, or establish other VIEs in the PRC.

On August?29, 2008 SAFE promulgated Circular 142, a notice regulating the conversion by a fime&gted
company of foreign currency into RMB by restricting how the converted RMB may be used. The notice requires that the
registered capital of a foreignvested companyestled in RMB converted from foreign currencies may only be used for
purposes within the business scope approved by the applicable governmental authority and may not be used for equity
investments within the PRC. In addition, SAFE strengthened its ovedditire flow and use of the registered capital of a
foreigninvested company settled in RMB converted from foreign currencies. The use of such RMB capital may not be
changed without SAFEG6s approval, and negpsoceedsaf suchdoars haye c as e
not been used. Violations of Circular 142 will result in severe penalties, such as heavy fines. As a result, Circular 142 may
significantly limit our ability to transfer the net proceeds from our initial public offering to€aas Guanyou Gamespace
and Shanghai ICE through our subsidiaries in the PRC, which may adversely affect the business expansion of Gamease,
Guanyou Gamespace and Shanghai ICE, and we may not be able to convert the net proceeds from our initial ipgblic offer
into RMB to invest in or acquire any other PRC companies, or establish other VIEs in the PRC.

We may be subject to fines and legal sanctions if we or our employees who are PRC citizens fail to comply with recent
PRC regulations relating to employstck options granted by overseas listed companies to PRC citizens.

On DecembeR5, 2006, the PBOC issued the Administration Measures on Individual Foreign Exchange Control, and
its Implementation Rules were issued by SAFE on Jara2907, which botlhave taken effect on Februaky2007. Under
these regulations, all foreign exchange matters involved in an employee stock holding plan, stock option plan or similar plan
in which PRC citizensdé partici pat i edbranck. QuNMarcB8s200d,(5pAFREo v al f
promulgated the Application Procedure of Foreign Exchange Administration for Domestic Individuals Participating in
Employee Stock Holding Plan or Stock Option Plan of Overseas Listed Company, or the Stock Option RulthdBtbck
Option Rule, PRC citizens who are granted stock options or restricted share units, or issued restricted shares by an overseas
publicly listed company are required, through a PRC agent or PRC subsidiary of such overseas publicly listed tcompany,
complete certain other procedures and transactional foreign exchange matters upon the examination by, and approval of,
SAFE. We and our employees who are PRC citizens and have been granted stock options or restricted share units, or issued
restricted bares are subject to the Stock Option Rule. We and our employees intend to make such application and complete
all the requisite procedures in accordance with the Stock Option Rule. However, we cannot assure you that we can complete
all the procedures intamely manner. If the relevant PRC regulatory authority determines that our PRC employees who hold
such options, restricted share units or restricted shares or their PRC employer fail to comply with these regulations, such
employees and their PRC employeay be subject to fines and other legal sanctions.

Risks Related to Our Clash Ordinary Shares and ADSs

We are a Cayman Islands company and, because judicial precedent regarding the rights of shareholders is more limited
under Cayman Islands law thahat under U.S. law, our shareholders may have less protection for their shareholder
rights than they would under U.S. law.

Our corporate affairs are governed by our memorandum and articles of association, the Cayman Islands Companies
Law and the comon law of the Cayman Islands. The rights of shareholders to take action against our directors, actions by
minority shareholders and the fiduciary responsibilities of our directors to us under Cayman Islands law are to a karge exten
governed by the commdaw of the Cayman Islands. The common law of the Cayman Islands is derived in part from
comparatively limited judicial precedent in the Cayman Islands as well as from English common law, which has persuasive,
but not binding, authority on a court in they@aan Islands. The rights of our shareholders and the fiduciary responsibilities
of our directors under Cayman Islands law are not as clearly established as they would be under statutes or judictal preceden
in some jurisdictions in the United States. Imtjgalar, the Cayman Islands has a less developed body of securities laws.
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Holders of our ADSs may have difficulty enforcing judgments obtained against us.

We are a Cayman Islands company and all of our assets are located outside the UnitedilSstaatialy all of our
current operations are conducted in the PRC. In addition, all of our directors and executive officers are nationalsraad resid
of countries other than the United States. A substantial portion of the assets of these perscatedm@uside the United
States. As a result, it may be difficult for holders of our ADSs to effect service of process within the United Statessepon t
persons. It may also be difficult for holders of our ADSs to enforce in Cayman Islands courts colrBQudgments
obtained in U.S. courts based on the civil liability provisions of the U.S. federal securities laws against us andrsur office
and directors, most of whom are not residents in the United States and the substantial majority of whase st
outside of the United States. In addition, there is uncertainty as to whether the courts of the Cayman Islands or the PRC
would recognize or enforce judgments.

We are a fAcontrolled companyo wit hilesandlazaresdtaveielygn of t he
exemptions from certain corporate governance requirements that provide protection to shareholders of other companies.

Because Sohu owns more than 50% of the tot aclonvpoatniyndg p o
under the NASDAQ Stock Market Rules. We rely on certain exemptions that are available to controlled companies from
NASDAQ corporate governance requirements, including the requirements:

A that we have a corporate governance and nominatingnitee that is composed entirely of independent
directors with a written charter addressing the com

A that we have a compensation committee that is composed entirely of independent directors with a written charter
addressing the committeeds purpose and responsibili

A for an annual performance evaluation of the nominating and governance committee and compensation committee.
We are not required to and will not voluntarily meet these requirements. As e sul t of our use of

companyo exemptions, holders of our ADSs will not have t
subject to all of NASDAQ6s corporate governance requirem

The market price for our AD3$ms been and may continue to be volatile.

The trading price of our ADSs has been and may continue to be subject to wide fluctuations. During the period from
April 2, 2009, the first day of trading of our ADSs on the NASDAQ Global Select Market, ubtil&g25, 2011, the
trading price of our ADSs ranged from $19.00 to $48.37 per ADS, and the closing sale price on R&hr2@ty was
$37.58 per ADS. The market price for our ADSs may continue to be volatile and subject to wide fluctuations in f@sponse
factors including the following:

A announcements of competitive developments, including new games by our competitors;
regulatory developments in our target markets affecting us, our customers or our competitors;
actual or anticipatefluctuations in our quarterly operating results;

To o Do

failure of our quarterly financial and operating results to meet market expectations or failure to meet our
previously announced guidance;

changes in financial estimates by securities researalysts;
changes in the economic performance or market valuations of other Internet or online game companies;
additions or departures of our executive officers and other key personnel;

p SE S S

announcements regarding intellectual propertgditon (or potential litigation) involving us or any of our
directors and officers;

P

fluctuations in the exchange rates between the U.S. dollar and the RMB;

P

release or expiration of transfer restrictions on our outstanding ordinary shareb &sidand
A sales or perceived sales of additional shares or ADSs.

In addition, the securities markets have from time to time experienced significant price and volume fluctuations that are
not related to the operating performance of particulanstrées or companies. Such market fluctuations may have a material
adverse effect on the market price of our ADSs.
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Holders of our ADSs may be subject to limitations on transfer of their ADSs.

Our ADSs are transferable on the books of the deposkianyever, the depositary may close its transfer books at any
time or from time to time when it deems it expedient in connection with the performance of its duties. In addition, the
depositary may refuse to deliver, transfer or register transfers of AD8gatjgrwhen our books or the books of the
depositary are closed, or at any time if we or the depositary deem it advisable to do so because of any requirement of law or
of any government or governmental body, or under any provision of the Deposit Agreeniengny other reason.

Holders of ADSs have limited voting rights and may not receive voting materials in time to be able to exercise their right
to vote.

Except as described in this annual report and in the Deposit Agreement, holders of suwiAD& be able to
exercise voting rights attaching to the shares represented by our ADSs on an individual basis. Holders of our ADSs may
instruct the depositary how to exercise the voting rights attaching to the shares represented by the ADSmsayaiders
receive voting materials in time to instruct the depositary to vote, and it is possible that direct holders of ADS$)r perso
who hold their ADSs through brokers, dealers or other third parties, will not have the opportunity to exercise aaight t
In addition, due to the different voting powers attached to the two classes of our ordinary shares, our controllingesharehold
Sohu, our Chief Executive Officer, or CEO, Tao Wang, and certain of our directors, officers and key employeekijcill of w
hold our Class B ordinary shares, control 98% of the combined total voting power of our ordinary shares. As a result, the
ability of holders of our ADSs to affect the outcome of any matter subject to shareholder vote is very limited.

ADS h o lgldt ® pastibipate in any future rights offerings may be limited, which may cause dilution to their holdings
and ADS holders may not receive cash dividends if it is impractical to make them available to such holders.

We may from time to time distribut@ghts to our shareholders, including rights to acquire our securities. However, we
cannot make rights available to ADS holders in the United States unless we register the securities to which the rights relate
under the Securities Act of 1933, or the Sa@s Act, or an exemption from registration requirements is available. Also,
under the Deposit Agreement, the depositary bank will not make rights available to ADS holders unless the distribution to
ADS holders of both the rights and any related seesrdre either registered under the Securities Act or exempted from
registration under the Securities Act. We are under no obligation to file a registration statement with respect to any such
rights or securities or to endeavor to cause such a registssiment to be declared effective. Moreover, we may not be
able to establish an exemption from registration under the Securities Act. Accordingly, holders of our ADSs may be unable to
participate in our rights offerings and may experience dilution im treédings.

In addition, the depositary of our ADSs has agreed to pay to ADS holders the cash dividends or other distributions it or
the custodian receives on our ordinary shares or other deposited securities after deducting its fees and expeoklEssADS h
wi || receive these distributions in proportion to the nu
depositary may, at its discretion, decide that it is inequitable or impractical to make a distribution available to esgfholde
ADSs. For example, the depositary may determine that it is not practicable to distribute certain property through the mail, o
that the value of certain distributions may be less than the cost of mailing them, or that the distribution requires certain
governmental approval, such as requirement for registration or approval for currency conversion. In these cases, the
depositary may decide not to distribute that property and ADSs holders will not receive that distribution.

ADS holder will experienceildtion when additional Clasé ordinary shares or Class B ordinary shares are issued in
settlement of restricted share units or upon exercise of options.

ADS holders will experience dilution to the extent that additional Glamslinary shares are issd upon settlement of
restricted share units or exercise of outstanding options that we may grant from time to time. As of B8baGk Y, there
were 885,000 Class B restricted share units outstanding, with each such restricted share unit settheaddéngby the
issuance of one Class B ordinary share, and 1,379,200 tastricted share units outstanding, with each such restricted
share unit settleable upon vesting by the issuance of one/ACtaginary share.

We may need additional capitand may sell additional ADSs or other equity securities or incur indebtedness, which
could result in additional dilution to our shareholders or increase our debt service obligations.

We may require additional cash resources due to changed busingt®osmr other future developments, including
any investments or acquisitions we may decide to pursue. If our cash resources are insufficient to satisfy our cash
requirements, we may seek to sell additional equity or debt securities or obtain a cilé@glitThe sale of additional equity
securities or equitfinked debt securities could result in additional dilution to our shareholders. The incurrence of
indebtedness would result in increased debt service obligations and could result in operativanaimd) fcovenants that

31



would restrict our operations. We cannot assure you that financing will be available in amounts or on terms acceptable to us,
if at all.

Substantial future sales of our ADSs or ordinary shares in the public market, or thptjmertkat these sales could
occur, could cause the price of our ADSs to decline.

Additional sales of our ADSs or ordinary shares in the public market, or the perception that these sales could occur,
could cause the market price of our ADSs to deckseof Februar28, 2011, there were 20,013,000 of our Classdinary
shares and 84,650,000 of our Class B ordinary shares outstanding. As of February 28, 2011, there were 885,000 Class B
restricted share units outstanding, with each such restrictedistibsettleable upon vesting by the issuance of one Class B
ordinary share, and 1,379,200 Clasgestricted share units outstanding, with each such restricted share unit settleable upon
vesting by the issuance of one Clésardinary share. In additiomnye may grant or sell additional options, restricted shares
or other shardased awards in the future under our share incentive plan to our management, employees and other persons,
the settlement and sale of which may further dilute our shares and drivetiioyrice of our ADSs.

We might be classified as a passive foreign investment company, which would result in adverse U.S. federal income tax
consequences to U.S. holders of our ADSs or Glamslinary shares.

A nontU.S. corporation will be consided a passive foreign investment company, or PFIC, for any taxable year if
either (i)at least 75% of its gross income is passive income at(i@ast 50% of the value of its assets (based on an average
of the quarterly values of the assets during aliexyear) is attributable to assets that produce or are held for the production
of passive income. We expect that we will not be treated as a PFIC for U.S. federal income tax purposes for our current
taxable year ending Decemt&t, 2011. Our expectatias based on our current and anticipated operations and composition
of our earnings and assets (including goodwill) for the 2011 taxable year, including the current and expected valuation of ou
assets based on the market price of our ADSs. However, ventiyrnold, and expect to continue to hold following this
annual report, a substantial amount of cash and the value of our other assets may be based in part on the market price of our
ADSs, which is likely to fluctuate in the future (and may fluctuate iclemably given that market prices of Internet and
online game companies historically have been especially volatile). Furthermore, it is not entirely clear how the contractual
arrangements between us and our consolidated variable interest entities rgiiited for purposes of the PFIC rules. In
addition, our actual PFIC status for any taxable year will not be determinable until the close of such taxable year.
Accordingly, there is no guarantee that we will not be a PFIC for any taxable year. PFICeptatuscon the composition
of our assets and income and the value of our assets (including, among others, a pro rata portion of the income and assets of
each subsidiary in which we own, directly or indirectly, at least 25% (by value) of the equity irfteradijne to time. If
we were treated as a PFIC for any taxable year during which a United States holder held an ADS &Y ar@ilzessy share,
certain adverse United States federal i ncomed UWnied Statesn s e q U
Federal Income TaxaténPas si ve Foreign I nvaé&ktment Companyo in | tem

ITEM 4. INFORMATION ON THE COMPANY
History and Development of the Company

Our MMORPG business began operations as a business unit within the Sohu Group in 20082003, the Sohu
Group launched its first MMORPG, KO, which was licensed from a Korean developer. KO had limited acceptance in the
Chinese market, and its operation was discontinued in November 2006 when the license expired. In October 2004, the Sohu
Group launched BO, its second MMORPG, which was licensed from a local independent game studio. In May 2007, the
Sohu Group launched TLBB, its first-louse developed MMORPG.

In 2007, the Sohu Group reorganized its MMORPG business. As part of thanigatgpn, Changyou.com Limited
was incorporated in the Cayman Islands on Augug007 as an indirect whollgwned subsidiary of Sohu.com Inc., to hold
the MMORPG business of the Sohu Group. Subsequently,

A Changyou.com (HK) Limited, or Changyou H&as incorporated in Hong Kong on Augd$, 2007 as a direct,
wholly-owned subsidiary of Changyou. Changyou HK is the intermediate offshore holding company for our
MMORPG operations in China;

A Beijing AmazGame Age Internet Technology Co., Ltd., onaxGame, was incorporated in the PRC on
SeptembeP6, 2007 as a direct whollywned subsidiary of Changyou HK to undertake the technical support and
product development functions of our MMORPG operations; and

A Beijing Gamease Age Digital Technologp CLtd., or Gamease, was incorporated in the PRC on Ag@yist
2007 as our VIE, to operate our MMORPG operations and to hold intellectual property and online game
operating licenses and permits relating to our MMORPG operations.
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After the establishmermf the above entities, Changyou, AmazGame and Gamease entered into various agreements
with Sohu. Pursuant to these agreements, Sohu transferred to us, effective Ddc@®@eér all of its assets and operations
relating to its MMORPG business unit,tandw assumed all the | iabilities associat

Trading in the ADSs offered in our initial public offering commenced on the NASDAQ Global Select Market on
April 2, 2009.

In October 2009 and in August 2010, we established®RC subsidiary Gamespace and our VIE Guanyou Gamespace,
respectively, to operate certain of our new games in the future.

In May 2010, Changyou HK acquired from ICE Entertainment Limited, an exempted company formed under the laws
of the Cayman Islars] 100% of the equity interests in ICE Entertainment (HK) Limited, or ICE HK. ICE HK holds 100% of
the registered capital of ICE WFOE and ICE WFOE controls the operation and management of Shanghai ICE, through
contractual arrangements.

In May 2010, Ama@ame, through its wholtpwned subsidiary Beijing Yang Fan Jing He Information Consulting Co.,
Ltd, or Yang Fan Jing He, acquired 50% of the equity interests in each of Shanghai Jingmao Culture Communication Co.,
Ltd, or Shanghai Jingmao, and Shanghai iBjata Consulting Co., Ltd, or Shanghai Hejin, which primarily engages in
cinema advertising business. In January 2011, Yang Fan Jing He acquired the remaining 50% of the equity interests in each
of Shanghai Jingmao and Shanghai Hejin and became thenaoéhaslder of these two companies.

Our principal executive offices are located at East Tower, Jing Yan Buildin@9\shijingshan Road, Shijingshan
District, Beijing 100043, Peopledbs Republ 6861-3@d.0Lhi na. Ou
registered office in the Cayman Islands is located at Scotia Centre, 4th Floor, P.O. Box 2804, George Town, Grand Cayman,
Cayman Islands, KY-1L112. Our agent for service of process in the United States is CT Corporation System, 111 Eighth
Avenue, New York, New York 10011.

Business Overview

We are a leading online game developer and operator in China as measured by the popularity of one of our games,
TLBB. We engage in the development, operation and licensing of our MMORPGs, whinteeaetive online games that
may be played simultaneously by hundreds of thousands of game players. We currently operate seven MMORPGs, including
the inhouse developed TLBB, and the licensed BO, BH2, DHSH, ZHYX, IF and SJQY. As of Decgémi2ér0,
Chagyouds games i n Chi nmilioh aygregateregistergdiaccaunte Foy thelthted mahths ended
DecembeB 1, 2010, Changyouds g a memillionaggr€gatée peak cdneudentaigens, diioni mat e |
aggregate active payirggcounts and average revenue per active paying account of RMB219.

TLBB is a marti al arts game with 2.5D graphiTalanghat i s
BaBufi wh i c hNoweko&Hight Dé&migods, wr i t tfamous vter tohieCha. Millions of copies of his novels
have been sold in numerous languages, and they have been adapted into various movies and television series. Since its launc
TLBB has won various awar ds -DewlopChi @Qral,i nemcGarde 1 g( RiOr0OBt fiMBle:
and 2010 AMost Liked Online Games by Game Players (First
Conference, or ChinaJoy. To leverage the success of TLBB, we licensed the gameparthoderators to operate the
game in Vietnam, Taiwan, Hong Kong, Malaysia, Singapore and Thailand. We also operate a modified version of TLBB in
the U.S. and Europe through our U.S. and European subsidiaries.

We have several MMORPGs in our pipeline withfetiént graphic styles, themes and features to appeal to different
segments of the online game player community. Games in our pipeline, including, among others, the Duke of Mount Deer, or
DMD, and the Legend of Ancient World, or LAW. DMD, which we are depilg inhouse, is also based on a popular
martial arts novel written by Louis Cha. We licensed LAW from a third party.

Sohu.com Inc., our controlling shareholder, has operated a leading Chinese Internet portal, Sohu.com, since 1998. Sohu

had more tha250million registered accounts as of DecemBet , 2010. We have benefited fro
recognition in China, large user base andlpgunch game review services. Sohuébés tr
with a broad marketingreach.Byamr k et i ng across Sohués web domains -and t ak
user I D system that provides easy access to our games, W

drive new users t o o0urmegditorseeview aBdoctitiqué sur games grioritodanncte therepya
improving the quality of our games. We intend to continue to leverage our relationships with Sohu in the development,
marketing and operation of our games.
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We operate our current gamesdanthe iterrbased revenue model, meaning game players can play our games for free,
but may choose to pay for virtual items, which are-pbysical items that game players can purchase and use within an
MMORPG, such as gems, pets, fashion items, magicaimediriding animals, hierograms, skill books and fireworks, to
enhance the gamgaying experience. We sell our prepaid game cards to a range of regional distributors throughout China,
who in turn sukdistribute them to numerous retail outlets, includimgrnet café and various websites, newsstands,
software stores, book stores and retail stores. We also directly sell game points to our game players through ousonline sale
platform.

We continually collect feedback from our game players throughipteithannels. Our product development team and

our game operations team work closely together, allowing us to translate game player feedback into game updates and

expansion packs in a timely manner. We typically release expansion packs, which are quHtkages that contain
upgrades
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content such as storylines, characters, tasks, maps and virtual items. We also update our games on a weekly basis with

to a
feedback,

game

based
manek e t

interim enhancements. We believe that such expansion packs and regular updates improveflayiganexperience and

help to maintm the interest level of our game players, thereby helping us to extend the lifespan of our games.

Our revenues grew from $267.6 million for the year ended DeceBdh@009 to $327.1 million for the year ended
DecembeB1, 2010, and our net income gréam $144.7 million to $174.9 million during the same period.

Our Games

We currently operate seven MMORPGs in China, TLBB, BO, BH2, DHSH, ZHYX, IF and SJQY, all of which are
operated under the itebrased revenue model, where game players play ooegéor free but can purchase virtual items to

on
dem

enhance the gamgaying experience. We generate revenue through the sale and consumption of such virtual items. We also
have several MMORPGs in our pipeline including, among others, DMD, which we are degdlepouse, and LAW,
which we licensed from a third party. We plan to operate our new MMORPGSs based on thaseshrevenue model.

The following table summarizes the type, theme, and status of the primary games we are currently operating and plan

to operate:
Games Game Type
Our existing games
TLBB ..o, 2.5D MMORPG
BO..ooiiiie 2.5D MMORPG
(2] & 12T 2.5D MMORPG
DHSH......ooveiiieeei 2D MMORPG
ZHYX oo, 3D MMORPG
IF 2D MMORPG
SN (@ ) A 2D MMORPG
Our pipeline
MMORPG that offers :
choice between 2.5D (
DMD ...oviiiiiiiiiiiiiiianaens, 3D graphics

Theme

Martial arts and
community building

Martial arts and fjhting

Martial arts and fightin

Cartoon style and
community building

Martial arts and fightin

Chinese myth

Cartoon style and
community building

Martial arts and
community building
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In-house
Developed
Or Licensed

In-house

Licensed

Licensed

Licensed

Licensed

Licensed

Licensed

In-house

Status

Open beta testing in
May 2007

Open beta testing in Ju

2004

Open beta testing in
September 2009

Open beta testing in
March 2010

Open beta testing in
May 2010

Open beta testing in
September 2010

Open beta testing in
December 200

Closed beta testing



In-house

Developed
Games Game Type Theme Or Licensed Status
LAW e, 2.5D MMORPG  Martial arts and fantas Licensed Closed beta testing

Our Current Games
Tian Long Ba Bu (TLBB)

TLBB is our first irhouse developed MMORPG, for which we commenced development in late 2004. Itis a 2.5D
marti al arts and community buil di ngTiagloongeBa Buaod awphtiredh frreoam t
fiNovel of Eight Demigods0 The mi ssi ons and activities of the game ger
have adapted to add new features and characters.

TLBB features a combination of martial agtyle-fighting and communitypuilding among its game players, which we
believe holds strong appeal for game players. Fighiampd games tend to have high game player participation when they
are launched due to the excitement level of the content, but the lifespans of such gamecseestidrter than games that are
communitybased, and participation tends to drop as the initial excitement fades. Conversely, corhasetdtgames tend
to take longer to build participation in the beginning of their lifespans because it takes tirae fgame players to build
relationships with each other in the virtual world, but they also tend to have longer lifespans as the relationshipsw@emong ga
players strengthen over time. In TLBB, game players choose from ten categories-bateainidentitiesith distinct skill
sets and missions, and game players can engage in numerous virtual activities, such as making friends, nurturing pets,
learning skills or completing other tasks. Game players can communicate with each other in real time threggiman in
instant messaging system. These commdratyed features foster group interaction and relatiofskiiding among game
players, which we believe also helps to maintain our gam

The major categories of virtual items wédl $& generate revenues are gems, pets, fashion items, magic medicine, riding
animals, hierograms, materials, skill books and fireworks. These virtual items help game players to advance to the next level
and enhance the garpéaying experience.

Virtuali t ems can be fipurchasedo at virtual stores within t
inngame vVvirtual currency known as fiyuanbao, 06 which game pl
with real money, or witlanothering a me vi rt ual currency known as fAgold coins

completing certain missions and activities within the game. Each virtual item can be purchased with only one of these two
types of virtual currencies. We haf@ind that the mutual exclusivity of the virtual items available for purchase under each

of these two virtual currencies creates a demand for game players to exchange the currency they hold for the other currency
type required to purchase a particulatuat item.

We typically release updates for TLBB once or twice a week and more significant enhancements in the form of
expansion packs every few months. We have developed 16 expansion packs since the game began open beta testing in May
2007. Our expangi packs typically include features such as new territories, themes, tasks, characters, virtual items and other

enhanced features. We have found that expansion packs ef
the gameplaying expeience by keeping the garmdaying experience fresh even for letime game players. We believe that
the expansion packs help us to maintain game pdlGamesr | oya

Devel opment and Enhancement. 0

Blade Online series

The Blade Online series consist of two 2.5D MMORPGs, Blade Online, or BO, which we licensed from a third party,
and Blade Hero 2, or BH2, which is a sequel of Blade Online. Both games are marsallartighting games set to the
bacldrop of a Chinese myth. In BO, game players can set their own rulesgamia fighting and take on various roles,
including a human, an evil spirit or an immortal in the game. Each role has different skill sets that can be learned and
improved by compléng different tasks. BH2 incorporates popular features of BO as well as new features such as new maps,
new characters, new fighting techniques and additional-tzanat functions to give players a more intense and realistic
fighting experience. The gamésa includes upgrades to some of the community features found in BO, such as an auto
navigation system, an improved mission tracking system and enhanced visual effects. Like TLBB, both BO and BH2 provide
a range of virtual items for game players to pureitasenhance the garpéaying experience.

We began operating BO in October 2004 under the-liag=d revenue model. On Decembgr 2006, we launched an
upgraded version of the game and changed its revenue model froimas@e to iterbased. In Augus2007, we purchased
BO6s source codes, enabling us to have complete control

35



expansion packs for BO since we began operations of it. In September 2009, we began operating its sequel, BH2, under the
item-based revenue model.

Da Hua Shui Hu (DHSH)

DHSH is a 2D cartoostyle, turnbased MMORPG, which we licensed from a third party. The game is based on a
story from one of the four great classical novels of Chinese litedat@e t | a ws o faboutlhe adéatures bf 108
heroes in the Northern Song dynasty. Through its cartoon graphics and humorous twists on characters and plots, the game
provides an amusing and entertaining take on heroic tales from the classic Chinese novel. We beganig8tatin
March 2010, under the itetmased revenue model.

Zhong Hua Ying Xiong (ZHYX)

ZHYX is a 3D martiadlart MMORPG, which we licensed from a third party. The game is based on a popular story from
a widely read Hong Kong comic book about thaldnge of life for a Chinese expatriate outside his homeland. Featuring
advanced 3D graphics, cinematic-sgenes, and dynamic reahe fighting movements, the game retells the heroic and epic
struggles of Asian Americans in the 1930s. We began opgrakiy X in May 2010, under the itetnased revenue model.

Immortal Faith (IF)

IF is a 2D MMORPG, which we licensed from a third party. The game is set against a backdrop of a number of ancient
Chinese myths and folk tales, which are used to createugamissions in the game to attract game players. Game players
play characters that can travel between heaven and earth, while encountering legendary figures in mythical settings. We
began operating IF in September 2010, under thelit@sed revenue model.

San Jie Qi Yuan (SJQY)

SJQY is a 2D cartooestyle turnbased MMORPG, which we licensed from a third party. Adapted from one of the four
great classical novel§,J our ney ttloe game eecréadtesatmytbical fantasy world in ancient Coirgafne players
to engage in martial arts combat and other activities such as gardening and home building. We began operating SJQY in
December 2010, under the itdvased revenue model.

Our Pipeline

We have several MMORPGs in our pipeline with differgraphic styles, themes and features. Games in our pipeline
include, among others, DMD, which we are developirgdnse, and LAW, which we licensed from a third party. We intend
to operate both games under the ieased revenue model and expect to thegien beta testing of DMD and LAW in 2011.

DMD is adapted from the popular novelDu k e o f  Maritten by Lddis €ha,dhe same author from whose
novel we developed TLBB. DMD will be an MMORPG featuring cartgtyle graphics and other feataréncluding
fashionable outfits and variations to game player appearances that may appeal to more female game players. Game players
will be able to choose whether they want to play the game in 2.5D or 3D graphics mode. Game players can engage in
adventure and form partnerships with other game players and compete based on martial arts skills. The game is currently in
closed beta testing.

LAW is a 2.5D MMORPG set in ancient China at the beginning of Chinese civilization, approximately 5,000 years ago.
Game players can travel from the modern world to the ancient world in the game, and change the world with magic, martial
arts, machinery, and technology. This game targets game players in their late teens to late 20s who enjoy reading fantasy
literature. Thegame is currently in closed beta testing.

Game Development and Enhancement

As of DecembeB1, 2010, we had 989 product development personnel, which include a core product development
team that is responsible for developing new MMORPGs, and aadediproduct development team that is responsible for
developing game enhancements and expansion packs for each of our games in operation. We believe that such enhancement
i mprove our gamesd appeal and ext enduct afferings dyneensindingltol f e s pan
develop additional MMORPGs-house and continuing to license MMORPGs from third parties.
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New Game Development

We have irhouse capabilities that allow us to develop quality MMORPGs efficiently and in responsetzntign
changing market demands and trends. Our game development process generally includes the following key steps:

A

Concept generationOur design department takes the lead in generating game development ideas based on the
latest trends in gany@ayer preferences. We recruit game players into our design team to ascertain popular trends
among our game players and on the Internet. We also encourage all of our employees to suggest creative ideas
and concepts for game development.

DetailedproposalUpon management 6s approval of the new game
detailed proposal that sets preliminary storylines, game characters, estimates of costs and target markets.

Development planAfter the completion btechnical review of the proposal, a project team consisting of our
software programmers, platform technicians, media specialists, design staff and graphics artists work together to
set the technical criteria for development of the game, and then foenaujgtme development plan with

development milestones.

Design, style and story concepB&ased on the game development plan, our graphics artists determine the style
of the new game and desigh game characters; our game designers develop gtergaand define game
environments; and our program developers develop both the -ssrdeioftware and the usend software

modules.

Internal reviews Mid-term management reviews take place upon the completion of each milestone of the
developnent plan. Concurrently, our testing department tests the accuracy and completeness of the development,
and our marketing department initiates marketing campaigns according to the development milestones.

Technical closed beta testing, closed bttating and open beta testing/e conduct technical closed beta

testing to work out technical issues and eliminate technical problems in the game engine and system. Thereafter,
we conduct closed beta testing to test and work out technical issues ifiegéumes and make adjustments to the
in-game economic system. Lastly, we conduct open beta testing to test the operation of new games under open
market conditions and introduce new games to players.

Our games are developed through coordination arteargs of program developers, game designers and graphic
artists. We try to design each of our games to cater to different audiences to grow our overall player base rathethan merel

shifting players from one ¢gamedevempmen,we relyeon our quality eoatrolh st age

department to ensure the gameb6s quality and playability.

Existing Game Enhancement

We derive many of our game development and enhancement ideas from our game players by maintaining multiple
channelswhergb we obtain our game players6é ideas and feedback.
in-game instant messaging, ourdur telephone hotline, and a link to a form for feedback within our games. We use this
information not only to crda new games with the same quality of design, content and programming, but also to enhance
existing games that we have either developetbinse or licensed from third parties.

We typically release game updates for our games once or twice a week amsigndicant enhancements in the form

of expansion packs every few months or as regularly
other factors. Our expansion packs typically include features such as new territories, themebaasiers, virtual items

and other enhanced features. After testing, the game updates and expansion packs are typically distributed electronically

through our official game website. We believe that these game updates and expansion packs help efdsparttod bur
games.

Access to our Games

Our game players typically access our games at Internet café or on personal computers connected to the Internet. In

order to access our games, our game access software must be installed in the computsedaBagne players using

as

personal computers and Internet caféoperators can typically download our game access software, interim updates and

expansion packs directly from our official game website.

Sales and Distribution

We have developed a mutthannel, nationwide sales and distribution system to sell and distribute our prepaid game

cards in China. We also directly sell game points to our game players through our online sales platform.
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Third-Party Distributors

We sell prepaid game cardsviintual and physical form to a range of regional thpatty distributors, who in turn sub
distribute them to numerous retail outlets across China. Physical cards are available in Internet café, newsstands, software
stores, book stores and retail stohistual cards are available through various online channels, telecommunications service
providers and at Internet café. We typically collect payment from our distributors upon delivery of our prepaid game cards.
We currently offer sales discounts and telsao our distributors.

We generally enter into distribution agreements with our distributors of prepaid game cardsyfeaomsms. Our
distribution agreements contain both{set sales targets and et penetration targets, whereby distributmesrequired to
sell our prepaid game cards in a minimum number of Internet café& in its designated sales territory. We also requine that eac
distributor work closely with our marketing team and support its activities. Our distribution agreementsactusote, and
do not prohibit our distributors from working with our competitors.

Direct Sales

Game players can purchase game points and charge them to their accounts directly. To do this, they log into their
accounts from the game. From the acadimk, game players can choose to either pay from their bank accounts or through
other payment methods, including thjpdrty online payment platforms. We provide discounts to game players who charge
their accounts directly. Transaction costs also apti¢ use of thirgbarty online payment platforms.

Marketing

We have a threpronged marketing and promotion strategy, which includes online advertisifdigeoffromotions and
traditional media. We use different methods to target different dentugrgmups of game players.

With respect to online advertising, we are able to | ev
base to our games by advertising on Sohuos ganws. inadditon,we b s i
our technology allows us to distinguish which Sohu users are not currently our game players, so that we can specifically
target our advertisements toward them. We also advertise on a variety of websites, including on Internet cadi&sorimep
addition, we use hgame promotional events 24 hours a day, seven days a week. We also create events to rally current and
new game players through eveantated features, such as offering special holiday edition virtual items to enhance game
playe participation at holiday time when participation may be lower than usual.

We also use a variety of physical, offline promotional events, including Internet caféevents, free trial plays, posters,
game playersé gat her i ng s)incemtives ars thenggvimgpawdy @frpromotional gpavenes. Wd ay e
have found that these promotional events offer good exposure to targeted customers at a lower cost.

With respect to traditional media, we focus our marketing efforts on print advertisemerggazines that target our
game player base and outdoor multimedia, including cinema advertisements, closed circuit television advertisements on
buildings and in elevators. These media targets game players who are less likely to haawditkdlle acess to a computer.

Pricing
We use the iteAbased revenue model for the games that we currently operate and plan to use it for our games currently
in development. Under the itebased revenue model, game players can play the basic functions of th&emuof charge
for as long as they want. We generate revenues through the sale of virtual items such as perémimanog items,
clothing, accessories and pets that enhance the-gkyiag experience. We determine the price of virtual items bas#teon
demand or expected demand for such virtual items. We may change the pricing of certain virtual items based on their
consumption patterns.

Customer Service

We providehighgual ity customer service and arregamepagepsecanseelv e t o
our customer service support via phone or submit their feedback online 24 hours a day, seven days a week. In addition, we
have a physical service center in Beijing, which is open to-imadjame players during normal business hos.currently
have around 250 dedicated customer service representatives, many of whom are MMORPG enthusiasts with a deep
understanding of game players. We have dedicated supervisors to monitor our service quality.

Feedback collected by our customensgce team is important to the integration of our product development and game
operations teams. The information collected by our customer service team forms the basis of our feedback database, which
helps us design changes, upgrades and expansion packsfo ur g a Ga me eeefiopment and Enh:
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Licensing
Games We Licensed from Third Parties

We licensed rights to operate and further develop each of BO, DHSH, ZHYX, IF, SJQY and LAW from their
respective developers, with exclusive right operate such games in China.

We licensed BO from a local independent game studio in 2003. Under our existing licensing arrangement, we have the
exclusive right to operate and further develop BO in China. We paid-tinoedicense fee in 2004 ancevpaid royalties
until June30, 2008 based on the revenues from the game. We are not required to pay any royalties startingfr@dQRuly
In 2007, we obtained the rights to the source codes of BO, and we own all enhancements and developments B®make t

We licensed DHSH from a local independent game studio in September 2009. Under the licensing arrangement, we
have an exclusive right to operate DHSH in China. We paid upfront licensing fees and we pay additional licensing fees based
on the game ddeving performance milestones and royalties based on the revenues from the game.

We licensed ZHYX from Chinese Gamer International Corporation, a leading game developer in Taiwan, in September
2009. Pursuant to the licensing arrangement, we have arsieecright to operate ZHYX in China. We paid upfront
licensing fees and we pay additional licensing fees based on the game achieving performance milestones and royalties based
on the revenues from the game.

We licensed IF from a local independent gastnalio in July 2008. Under the licensing arrangement, we have an
exclusive and perpetual right to operate IF in China, an exclusive right to license the game overseas and a righigdlfirst re
for new games developed by the same developer for theofdima license. The licensor has agreed to transfer the source
codes of the game to us by the end of open beta testing, which will allow us to develop enhancdmests We paid
upfront licensing fees and we pay additional licensing fees based oantigeaghieving performance milestones and
royalties based on the revenues from the game.

We licensed SJQY from a local independent game studio in July 2010. Under the licensing arrangement, we have an
exclusive right to operate SJQY in China. We paidantflicensing fees and we pay additional licensing fees based on the
game achieving performance milestones and royalties based on the revenues from the game.

We licensed LAW from a local independent game studio in December 2007. Under the licerasiggraent, we have
an exclusive and perpetual right to operate LAW in China. We also have a right of first refusal for new games developed by
the same developer for the term of the license. Two years after we launch the game, the licensor will trarsiestoutce
codes of the game, which will enable us to develop enhancements to LAWsSe. We paid upfront licensing fees and we
pay additional licensing fees based on the game achieving performance milestones and royalties based on the revenues from
the game.

Game Development Rights from Third Parties

Under the existing |icense agr eenamlog BaBit abuteafii s Cha,
MountDeer 6 we have the exclusi ve r i gbnlinegames@imditoroperate suchagdnzep,t t h
including the right to use the title of the novels and the name of the characters. We also havexiclisive license to
operate, and the nexclusive right to license the right to operate, the games adaptedifese novels outside of China. If
we wish to continue to operate and license these games after the expiration of the terms of these license agreements, we will
need to renew these license agreements.

Overseas Licensing of Our Games

We licensed theights to operate TLBB in overseas markets, including Taiwan, Hong Kong, Vietham, Malaysia,
Singapore and Thailand. Under our licensing arrangements with the overseas operators, the licensee operators pay us an
upfront license fee and we have revenue sigaiights over the duration of the license. The licenses are typically for a term
of two to three years. We provide updates and expansion packs to the licensed games, typically after we launch such updates
and expansion packs in China. The licensees aponsible for all other operating services and costs, including costs related
to customer service and leasing and maintenance of servers. We licensed TLBB to an operator in Vietham, and launched the
game there in August 2007, and we licensed TLBB to aratgrein each of Taiwan and Hong Kong, and launched the game
there in April 2008. We also licensed TLBB to an operator in Malaysia and Singapore, and launched the game there in April
2009. In May 2009, we licensed TLBB to an operator in Thailand and ladribke game there in September 2010.
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Intellectual Property and Proprietary Rights

We regard our proprietary software, domain names, trade names, copyrights, trademarks, trade secrets and other
intellectual property as critical to our success. Wy oa trademark and copyright law, trade secret protection, non
competition and confidentiality and/or license agreements with our employees, customers, partners and others to protect our
intellectual property rights. Our employees are generally requiredter into agreements under which they undertake to
keep confidential all information related to our methods, business and trade secrets during and for a reasonable time after
their employment with us. In addition, we fragment our source codes so thaé mmmployee, other than the Chief
Technology Officer, has access to our entire source codes for a game. Product development personnel are only given access
to the specific portions of the source codes that they need to work with at a particular tidutitm, all of the computers
used by our game development personnel are closed circuit and do not have access to the Internet, so that we can protect our
source codes and other proprietary information from being emailed out of our closed circuit sybtaisagpropriated.

However, we cannot guarantee that our measures ©ORiskprotec
Related to Our Business and Our Indudti/e may need to incur significant expenses to enforce our propriegaty,rand
if we are unable to protect such rigBBts, our competitiuve

We are the registered owner of 18 software copyrights in China, each of which we have registered with the State
Copyright Bureau of China.

We ownthe rights to 73 domain names that we use in connection with the operation of our business, including our
of ficial Changyou website, changyou.com. We also |license
continue until Changyou deveds independent brand recognition, at which time we plan to phase out our use and licenses of
certain of Sohuds domain names.

We have applied for the registration of 281 trademarks in the PRC, including those related to our company name and
our MMORPGsWe have obtained one trademark in the PRC relating to TLBB. We have also applied for 73 trademarks in
countries and regions such as Taiwan, the United States, Europe, Malaysia, Turkey and Vietnam relating to our company
name and our MMORPGs. We have obéairiour trademarks relating to TLBB in Taiwan, and two trademarks relating to
DMD in Taiwan and three in Japan, respectively. In addition, we have obtained six trademarks in the European Union
relating to TLBB. However, we cannot assure you that we willlile to obtain the trademarks we have applied for,
including trademarks relating t o0 RisksRetptedieGur BudinBsB and @it D MD .
Industryd We may need to incur significant expenses to enforce our proprietary rightéyandre unable to protect such
rights, our competitive 3position could be harmedod in Ite

Technology Infrastructure

We have built a reliable and secure network infrastructure to fully support our operations. In order to maintain stable
operationof our MMORPGs, as of Decembgt, 2010 we maintained approximately 3,000 servers located in Internet data
centers in eleven major cities in China, with the capacity to accommodate uprili2r8concurrent game players, and a
sufficient amount of conmet i vi ty bandwi dth to maintain such service. I
minimize the impact of crosggion connections, we have located our game servers in a number of regions throughout China,
enabling our game players to playr@ames by connecting to the nearest servers located in their region without needing to
exchange data across the national backbone network.

We have technical support employees to maintain our current technology infrastructure and develop new software
features to further enhance the functionality of our management and security system. We monitor the operation of our server
network 24hours a day, seven days a week. Our remote control system allows us to track our concurrent online users in real
time, anddiscover and fix problems in the operation of hardware and software in our server network in a timely fashion. In
addition, we frequently update our game servers to ensure the stability of our operation and reduce risks.

Competition
We compete prinpially with the following three groups of competitors in China:

A online game developers and operators in China, including Tencent Holdings Limited, Shanda Games Limited,
NetEase.com, Inc., Perfect World Co., Ltd., Giant Interactive Group Inc., Netbkgbsoft Inc., Kingsoft
Corporation Limited, The9 Limited and Shenzhen ZQGame Co., Limited;

A other private companies in China devoted to game development or operation, many of which are backed by
venture capital; and

A international competitat
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Our MMORPGs currently compete with, among others, the following MMORPGs in China:
A Fantasy Westward Journey, developed and operated by NetEase.com, Inc.;
World of Warcraft, developed by Blizzard Entertainment and operated by NetEas&coin China;
Asktao, developed and operated by Beijing Guangyu Huaxia Technology Limited
Dungeon and Fighter, developed and operated by Tencent Holdings Limited;
Dragon Nest, developed by Eyedentity Games and operated by Shanda Gmited,;
Eudemons Online, developed and operated by NetDragon Websoft Inc.; and

o To Do o Do

A Zhu Xian and Battle of the Immortals, developed and operated by Perfect World Co., Ltd.

Our existing and potential competitors compete with us for tagante player spending, time spentgame playing,
marketing activities, quality of games, and distribution network. Some of our existing and potential competitors have
significantly greater financial and marketing resources than we do. For adiscussionsok s r el ati ng to com

Factor® Risks Related to Our Businessand Our Indés®®ur busi ness may not succeed in
ltem 3.
Facilities

Our principal executive offices as well as most of our operating deeats are located in several office buildings in
Beijing, China, which comprise approximately 21,727 square meters, including 6,777 square meters of leased properties. Our
leases for those leased properties expire between June 2011 and October 2012.

We also occupy 3,743 square meters under leases elsewhere in China and 1,360 square meters under leases in other
countries.

In August 2010, we entered into agreements with a property developer for the purchase of an office building to be built
in Beijing, which is to serve as our headquarters, with an area of approximately 56,200 square meters. Under the agreement,
the property developer is to start construction in the first half of 2011, subject to necessary permits being obtasned, and i
expected to compte construction and deliver the building to us by the end of 2012.

Legal Proceedings

We may be subject to legal proceedings, investigations and claims incidental to the conduct of our business from time
to time. We are not currently a party to, moe we aware of, any legal proceeding, investigation or claim which, in the
opinion of our management, is likely to have a material adverse effect on our business, financial condition or results of
operations.

Regulations
The following description o0PRC laws and regulations is based upon the opinion of Hawrertners, our PRC
counsel . For a description of | egal ri sks relating to ou

Regulatory Authorities

Certain areas related to the Imtet, such as telecommunications, Internet information services, international
connections to computer information networks, information security and censorship are covered extensively by a number of
existing laws and regulations issued by various PRCrgavental authorities, including but not limited to:

A the General Administration of Press and Publication, or GAPP (formerly the State Press and Publications
Administration, or SPPA);

the Ministry of Culture, or MOC;

the Ministry of Indstry and Information Technology, or MIIT (formerly the Ministry of Information Industry);
the Ministry of Public Security, or MPS;

the State Administration of Foreign Exchange, or SAFE;

the State Administration for Industry and Comnegrar SAIC;

the State Administration for Radio, Film and Television, or SARFT;

To Bo Do Io Do o Do

the State Council Information Office, or SCIO.
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Telecommunications Laws and Regulations

Among all of the applicable laws and regulations, the Telecommunats Regul ati ons of the P
China, or the Telecom Regulations, implemented on Septe28b@000, is the primary governing law, and sets out the
general framework for the provision of telecommunication services by domestic PRC compadershe Telecom
Regulations, it is a requirement that telecommunications service providers procure operating licenses prior to their

commencement of operations. The Telecom Regul ations draw
Aviieadded tel ecommuni c-added mlacemnumcatons seevices are définedwag telecommunications
and information services provided through public network

an attachment to the Teelom Regulations to categorize telecommunications services as basic eadddde In February

2003, the Catalogue was updated, categorizing online data and transaction procesi@ntgrahvoice and image
communications, domestic Internet virtual pravaetworks, Internet data centers, message storage and forwarding (including
voice mailbox, email and online fax services), call centers, Internet access, and online information and data search as value
added telecommunications services. The servicesvihatre engaged in are regulated as vallded telecommunications

services.

Foreign direct investment in telecommunications companies in China is regulatedimgthations for the
Administration of Foreigrinvested Telecommunications Enterprisasthe FITE Regulations, which were issued by the
PRC State Council on Decemldl, 2001, and became effective on Jandard002, as amended on Septentir2008.
The FITE Regulations stipulate that telecommunications enterprises in the PRC with fiovegtors, or FITES, must be
established as SiAoreign equity joint ventures. FITEs can undertake operations in basic telecommunications services and
valueadded telecommunications services. Under the FITE Regulations and in accordance withlst@d@greements, the
foreign party to an FITE engaging in valadded telecommunications services may hold up to 50% of the equity of the FITE,
with no geographic restrictions on its operations. The PRC government has not made any further commitmerizéoitéberal
regulation of FITEs®6 operation in the telecommunications

In view of the restrictions on foreign direct investment in the telecommunications sector, we established or acquired
Gamease, Guanyou Gamespace and Shanghai ICE, our VIEgateen valueadded telecommunications services. For a
detailed discussion of our VI E®,ConrdcteahASrangementsevith Gamneaseé,Re | at e
Guanyou Gamespace and Shanghai7. |l CE and Their Sharehol der

On DecembeR6, 2001, the MIIT promulgated tiaministrative Measures for Telecommunications Business
Operating Licensesr Telecom License Measures, which have been amended and replaced by the new Telecom License
Measures, issued by the MIIT on Marth2009 ad became effective as of ApdiD, 2009, to supplement the Telecom
Regulations. The Telecom License Measures confirm that there are two types of telecom operating licenses for operators in
China (including FITEs), namely, licenses for basic telecommupitservices and licenses for vahsded
telecommunications services. With respect to the latter, a distinction is made as to whether a license is granted for intra
provinci-alegoondgronirciglsactvities. The license will detail tipermitted activities of the enterprise to
which it was granted. An approved telecommunication services operator must conduct its business (whether basic or value
added) in accordance with the specifications recorded on its Telecommunications Servicesglpeease.

On Septembe?5, 2000, the State Council promulgated Aldeninistrative Measures on Internet Information Seryices
or the Internet Measures. Under the Internet Measures, commercial Internet information service operators must obtain a
value-added telecommunications license for Internet information service license, or ICP license, from the relevant
government authorities before engaging in any commercial Internet information services operations within the PRC. On
November6, 2000, the MIT promulgated thénternet Electronic Bulletin Service Administrative Measuceghe BBS
Measures. BBS services include electronic bulletin boards, electronic forums, message boards and chat rooms. The BBS
Measures require Internet information seegioperators to obtain specific approvals before providing BBS services. Both
Gamease and Shanghai ICE have obtained ICP licenses and specific approvals for their BBS services. Guanyou Gamespace
is in the process of applying for ICP licenses and spegficavals for its BBS service.

On Augustl5, 2000, the Beijing Administration of Industry and Commerce, or Beijing AIC, issued the Detailed
Implementing Rules for the Measures for the Administration of Commercial Website Filings for the Record, ef§eative
Septembelf, 2000, to regulate commercial websites. Under the Rules, commercial websites must:

A file with the Beijing AIC and obtain electronic registration marks; and
A place the registration marks on their websitesod hom

We hae filed our website with the Beijing AIC. The electronic registration mark will be prominently placed on our
homepage after registration is obtained.
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Online Games and Cultural Products

On DecembeB0, 1997, GAPP issued tiailes for the Administtion of Electronic Publicationsor Electronic
Publication Rules, which took effect on Januayy1998. These rules were replaced by new Electronic Publication Rules
issued on Februard1, 2008, which took effect on Aptils, 2008. The new Electronic Blication Rules regulate the
production, publishing and importation of electronic publication in the PRC and outline a licensing system for business
operations involving electronic publishing. Under the new Electronic Publication Rules and other regidstied by
GAPP, online games are classified as a kind of electronic production and publishing of online games is required to be done
by licensed electronic publishing entities with standard publication codes. Under the new Electronic PublicaticiaRules, i
PRC company is contractually authorized to publish foreign electronic publications, it must obtain the approval of, and
register the copyright license contract with, GAPP.

On June27, 2002, GAPP and the MIIT jointly promulgated Fentative Meases for Internet Publication
Administration or Internet Publication Measures, which took effect on Augu2002 and imposed a license requirement for
any company that intends to engage in Internet publishing, defined as any act by an Internetanfsemate provider to
select, edit and process content or programs and to make such content or programs publicly available on the Internet. Since
the provision of online games is deemed an Internet publication activity, an online game operator rgatfsan mternet
publishing license and a publishing number for each of its online games in operation in order to directly make those games
publicly available in the PRC. In practice, if an online game operator does not hold an Internet publishingtliveyyse
publish its online games and obtain publishing numbers for those games througiattyriicensed electronic publishing
entities and file the online games with GAPP as electronic publications. After an online game operator obtains an Internet
publishing license, it can directly obtain publishing numbers for its online games and publish those games.

Gamease, which is the operator of TLBB, BO, BH2, ZHYX, DHSH and IF, obtained an Internet publishing license on
May 5, 2010. Shanghai ICE, whichtise operator of SJQY, and Guanyou Gamespace, which currently has no game in
operation, are both in the process of applying for Internet publishing licenses. TLBB, BO, BH2, ZHYX, DHSH, IF and SJQY
were granted publishing numbers and published throughphittes that were licensed electronic publishing entities,
because neither Gamease nor Shanghai ICE had obtained an Internet publishing license at the time those online games were
made publicly available. Our agreements regarding the publication of TLBEy8 DHSH with certain third party licensed
electronic publishing entities expired on Decenfe2010, Decembe&0, 2010 and Novemb®&0, 2010, respectively. Our
agreements regarding the publication of BH2, ZHYX, IF and SJQY with certainrpity licensed electronic publishing
entities will expire on Februar32, 2012 Decembeil6, 2012 Decembeb, 2011 and Jul22, 2015, respectively. Gamease is
in the process of making a filing with GAPP in order to change the publisher for TLBB, BO and DHSH tas8aAfter
the publication agreements for BH2, ZHYX and IF expire, Gamease also intends to change the publisher of those games to
Gamease and make all necessary filings with GAPP regarding any such change. After the publication agreements for SJQY
expire,if Shanghai ICE has obtained an Internet publishing license, it will change the publisher for SJIQY to Shanghai ICE,
andmake all necessary filings with GAPP regarding such change, or, if Shanghai ICE has not obtained an Internet publishing
license, it woull work with the thirdparty licensed electronic publishing entity to extend the publication agreements for
SJQY. For any new online games to be developed and operated by any of our VIEs that holds an Internet publishing license
in the future, the VIE wilbirectly apply for publishing numbers and publish these new games under its own name.

On May10, 2003, the MOC issued the Provisional Regulations for the Administration of Online Culture, which took
effect on Julyl, 2003, and were amended on JLIY 4. These regulations apply to entities engaging in activities related to
Afonline cultural products, 0 including music and video fi
plays and artwork converted for dissemination via the Intebhrader these regulations, commercial entities are required to
apply to the relevant local branch of the MOC for an Online Culture Operating Permit if they engage in any of the following
types of activities:

A the production, duplication, importatipwholesale, retail, leasing or broadcasting of online cultural products;

A the dissemination of online cultural products on the Internet or transmission thereof to computeliggfiaed
mobile phones, radios, television sets or gaming consolésdqurpose of browsing, reading, using or
downloading such products; or

A the exhibition or holding of contests related to online cultural products.

Gamease and Shanghai ICE obtained Online Culture Operating Permits from the MOC in Januany P@i®@ber
2010, respectively.

On Julyl, 2009, GAPP issued tiNptice on Strengthening the Approval and Administration of Imported Online
Gameswhich took effect on the date of issuance. In this notice, GAPP stated that it is the only goveéchepantaent
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authorized by the State Council to approve the importation of online games from offshore copyright owners, and that any
enterprise which engages in online game publication and operation services within China must have the game examined and
appoved by GAPP and receive from GAPP an Internet publication service license. In addition, this notice states that

activities which involve the showing, exhibiting, trading and promoting in China of online games produced offshore must be
examined and appred by GAPP. In the event of any failure to meet the almogrtioned requirements, an operator may

face heavy penalties, such as being ordered to stop operation, or having its business license revoked. Our online game
business may be adversely affectediy hotice as the launch of expansion packs and imported games might be delayed
because of the extra approval required. Such delay in releasing expansion packs or imported games may result in higher costs
for our online game operation and have an advdfeeten our game revenue.

On September, 2009, the State Commission Office for Public Sector Reform, which is a division of the State Council,
issuedthe Notice on Interpretation of the State Commission Office for Public Sector Reform on Sexés@di relating to
Ani mation, Online Game and Comprehensive Law Enforcement
promulgated by MOC, SARFT and GAR¥ich took effect upon the date of issuance. This notice provides that GAPP will
have esponsibility for the examination and approval of online games to be uploaded on the Internet and that, after such
upload, online games will be administrated by the MOC. The notice further states that GAPP will be responsible for the
examination and appravof the publication of online games which are authorized by offshore copyright owners to be
uploaded on the Internet, and that other imported online games will be subject to examination and approval by the MOC.

On Septembe28, 2009, GAPP, together thithe National Copyright Administration, and the National Office of
Combating Pornography and lllegal Publications jointly published the GAAP Notice, which took effect on the date of its
issuance. The GAPP Notice states that foreign investors are natteenm invest in online game operating businesses in
China via whollyowned, Chingoreign equity joint ventures or cooperative joint ventures or to exercise control over or
participate in the operation of domestic online game businesses through indieexs, such as other joint venture companies
or contractual or technical arrangements. The GAPP Notice provides that new versions, expansion packs and new content for
online games which have been previously approved by GAPP, must follow the same psoftecexamination and
approval by GAPP as apply to new online games.

On Novembed 3, 2009, the MOC issuedNitice Regarding Improving and Strengthening the Administration of
Online Game Content (or the Online Game Content NofideOnline GameContent Noticealls for online game
operators to improve and adapt their game models. Emphasis is placed specificaliyitgafing the predominance of the
Aupgrade by monstéempbsghgi mgoemedekr e( D mbed alwhfes eo o nteh e |
character attempts t o Kk irestlicting ingarmehranriages laraopgeganieplayers,anmdact er )
(iv) improving the enforcement of legal requirements for the registration of minors and gantientiisie

On May31, 2010, the SAIC issued thaterim Measures for the Administration of Online Commodities Trading and
Relevant Servicesr the Online Commodities Trading Measures, which took effect orlJ@§10, to regulate online
commodity tradig and online service activities. The Online Commodities Trading Measures stipulate various obligations of
online service providers, and particularly their obligation to protect the interests of customers. Under the Online Gesmmoditi
Trading Measures, omlé service providers must ensure that information they release online is authentic, accurate, complete
and sufficient and must comply with all applicable laws in respect of intellectual property rights protection-anfaanti
competition.

On Junes, 2010, the MOC issued theterim Measures for the Administration of Online Ganmeghe Online Game
Measures, which took effect on Augdst2010, aiming to further strengthen the supervision over the online game industry.
The Online Game Measures wgfe a broad range of online game operation activities, including development and
production of online game, operation of online games, issuance of virtual currencies used for online games, and virtual
currency trading services. The Online Game Measumsde that any entity that is engaged in online game operation
activities must obtain an Online Culture Operating Permit. The Online Game Measures require the content of an imported
online game to be examined and anelpandthe exhtend of a domestic i€ game i o r
to be filed with the MOC. The Online Game Measures also request online game operators to protect the interests of online
game users and stipulate that the service agreement between an online game opéhatasarslof its online games must
include certain mandatory terms required by the MOC.

On July30, 2010, the MOC issuedNwtice of the Ministry of Culture on the Implementation of the Interim Measures
for the Administration of Online Gameshichtook effect on date of its issuance. This notice provides details as to the
requirements and procedures relating to applications for
online games. In addition, the notice emphasizes theqgtimteof minors playing online games and requests online game
operators to promote reame registration of their game users.
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Software Products Registration

On Octobe27, 2000, the MIIT issued thdeasures Concerning Software Products Adminigtrator the Software
Measures, to regulate software products and promote the development of the software industry in the PRC. The MIIT
amended and replaced the Software Measures with new measures, or the New Software Measures1 paQ@8rethich
beame effective as of April0, 2009. Under the New Software Measures, software developers or producers are allowed to
sell or license their software products independently or through agents, and software products developed in the PRC can be
registered withthe local provincial government authorities in charge of the information industry and filed with the MIIT.
Upon registration, the software products are granted registration certificates which are valid for five years and may be
renewed upon expiration. Uadpolicies promulgated by the State Council, software products developed in the PRC which
satisfy the requirements of the New Software Measures and have been registered and filed in accordance with the New
Software Measures may enjoy certain types ofguegttial treatment. State Council policies provide that the MIIT and other
relevant departments may supervise and inspect the development, production, sale and import and export of software
products in the PRC. We have registered all software products wieicurrently operate.

Technology Import and Export

China imposes controls on technology import and export. In Decetib@001, the State Council promulgated
Regulations on Administration of Import and Export of Technologie§ he t el mgfit emport and expol
defined in the regulations to include, without limitation, the transfer or license of patents, software asibkn@and the
provision of services in relation to technology. Depending on the nature of the relevantagghtihe import and export of
technology require either approval by, or registration with, the relevant PRC governmental authorities. On Echbo0&:y
the MOC issuedMeasures for the Administration of Registration of Technology Import and ExpoitaCts,detailing
procedures related to technology import and export registration. We have entered into license agreements with third parties
outside of China to license our games, which constitutes the export of technology under the regulaticesulzsach
licenses are required to be registered with applicable PRC governmental authorities. Failure to register a licenseimay result
restrictions being imposed regarding foreign exchange, banking and taxation matters relating to such licemsggsagree
even though the registration is a not a precondition for the effectiveness of the license agreements. We have nodliegistered
of our game license agreements under which we authorize oversegsatiijrdnline game operators to operate our online
games, and so far we have not encountered any problems with respect to foreign exchange, banking and taxation matters
relating to our license agreements, nor have we received any notice from any governmental authority requiring us to complete
the registréion of our game license agreements.

Regulation of Internet Content

The PRC government has promulgated measures relating to Internet content through a number of government
authorities, including but not limited to the MIIT, the MOC, GAPP and the s$ttiniof Public Security. These measures
specifically prohibit certain Internet activities, including the operation of online games that result in the publicatiypn of
content which is found to, among other things, propagate obscenity, gambling orejahstigate crimes, undermine public
morality or the cultural traditions of the PRC, or compromise State security or secrets. If an ICP license holder egdates th
measures, the PRC government may revoke its ICP license and shut down its websites.

In addition, the PRC government has issued several regulations concerning the installation of filter software to filter out
unhealthy and vulgar content from the Internet. In Apri2009, the Ministry of Education, the MIIT and other ministries
and agencigissued a notice requiring that, by the end of May 2009, all computer terminals connected with the Internet at all
elementary and secondary schools be able to include and operate Gre&ohrscort, which is software aimed at
filtering out unhealthy iad vulgar content in text and graphics from the Internet and which, according to the official Website
of the software, may be used to control time spent on the Internet, prohibit access to computer games, and filtertout unhealt
Websites. The MIIT furtheexpanded the scope of required use of this filter software by issuing a notice A9 VP9
requiring that, effective as of July 2009, all computers manufactured and sold in China have the latest available version of
Green DamYouth Escort preinstidd when they leave the factory and that all imported computers have the latest available
version of Green DarYouth Escort preinstalled before being sold in China. Gizam Youth Escort is to be preinstalled
on the hard drive of the computer or in thenfioof a CD accompanying the computer and is also to be included in the backup
partition and system restore CD. However, on Bhe2009, the MIIT postponed the implementation of this requirement
regarding prenstallation of Green Danvouth Escort.

Information Security and Censorship

Internet content in China is also regulated and restricted from a State security standpoint. The Standing Committee of
Nati onal Peopl e 6 DecBionrog InterretsSecarityd mteatiah Décénde8, 2000, and amended it on
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August27, 2009. The decision makes it unlawful to:g@n improper entry into a computer or system of strategic

importance; (iiJdisseminate politically disruptive information; (ilgak State secrets; (igpread false commertia

information; or (v)infringe intellectual property rights. The Ministry of Public Security has promulgated measures that
prohibit the use of the Internet in ways which, among other things, result in a leakage of State secrets or distribution of
sociallydestabilizing content. The Ministry of Public Security has supervision and inspection rights in this regard, and we
may be subject to the jurisdiction of the local security bureaus. If an ICP license holder violates these measures, the PRC
government mayavoke its ICP license and shut down its websites.

On May14, 2004, the MOC issuedNtice Regarding the Strengthening of Online Game Censoribhigp notice
mandates the establishment of a new committee under the MOC that will screen the comigmtted online games. In
addition, all imported and domestic online games are required to be filed with the MOC. We have submitted the relevant
filing documents to the MOC for the filing of all the games in operation.

On July12, 2005, the MOC and thdlIT promulgated theéDpinions on the Development and Administratio@ofine

Gamee mphasi zing the PRC governmentés intent to foster and

and providing that the MOC will censoronlinegars t hat At hreaten state security, o
Afobscenitydo or fAviolence. o

On April 24, 2009, the MOC issuedPaiblic Announcement on Regulating Applications for the Examination of the

Content of Imported Online Gana, the Announcement. The Announcement emphasizes that enterprises operating imported

online games must have the content of those games examined and approved by the MOC.

Internet CaféRegulation

Internet cafés are required to obtain a license frommMOC and the SAIC, and are subject to requirements and
regulations with respect to location, size, number of computers, age limit of customers and hours of operation. In 2004, the
MOC, the SAIC and some other governmental authorities jointly issuedca motsuspend issuance of new Internet café
licenses. Though this nationwide suspension was generally lifted in 2005, local authorities have the authority in their
discretion to control the number of new licenses and determine the recipients of nevglibeaddition, local and higher
level governmental authorities may from time to time strictly enforce customer age limits and other requirements relating to
Internet cafés, as a result of the occurrence of, and media attention on, gang fights, arkeniocialents in or related to
Internet cafés. On February5s, 2007, the MOC and other relevant government authorities jointly isduetica on the
Reinforcement of the Administration of Internet Café and Online Gaarghe Internet Café Noticayhich suspended
nationwide approval for the establishment of new Internet cafés in 2007 and imposed tougher penalties for Internet cafés
admitting minors. In 2008, 2009 and 2010, the MOC, SAIC and other relevant government authorities, individuatly,or join
issued several notices which provide various ways to strengthen the regulation of Internet café, including investigating and
punishing Internet café which accept minors, cracking down on Internet café without sufficient and valid licenses, limiting
the total number of Internet café, screening unlawful games and websites, and improving the coordination of regulation of
Internet cafés and online games. As many of our customers access our games from Internet café, any reduction in the
number, or anglowdown in the growth, of Internet cafés in China as a result of stricter Internet caféregulation will limit our
ability to maintain or increase our revenues and expand our customer base.

Protection of Minors

On April 15, 2007, GAPP and several etlgovernmental authorities issued a circular requiring the implementation of
an fAfaanttiigue sy srnamenégistatiod systemibyead PRC online game operators, in an effort to curb addictive
online game play behaviors of minors. Under the-fatitjue system, three hours or less of continuous play by minors is

considered to be fhealthy, o three to five hours to be dnf
are required to reduce the value ofjmme benefitstoagamel ayer by half i f the game pl ay

and to zero in the case of fAunhealthyo | evel

To identify whether a game player is a minor and thus subject to thiatigie system, there was adopted a-neathe
registration system, lich requires online game players to register their real identity information before they play online
games and requires us to submit the identity information of game players to the public security authority for verifieation. W
developed our own anfatigue and reahame registration systems for our games, and implemented them beginning in 2007.
Under our system, game players must use real identification in order to create accounts, and in this way, we are able to tell

which of our game players are min@nsd thus subject to these regulations. For game players who do not register, we assume

that they are minors. In order to comply with the datigue rules, game players under 18 years of age only receive half of
the experience time they actually earreathree hours of play. And, after five hours of play, minors receive no experience
points. We use this system to disincentivize minors from playing in excess of five hours at a time.
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On Januaryl5, 2011, MOC, MIIT and six other central government atitiles jointly issued a circular entitled
Implementation of Online Game Monitor System of the Guardians of Mimitse Monitor System Circular, aiming to
provide specific protection measures to monitor the online game activities of minors anddiativeaonline game playing
behaviors of minors. Under the Monitor System Circular, online game operators are required to adopt various measures to
maintain a system to communicate with the parents or other guardians of minors playing online gaméseagahosl
operators are required to monitor the online game activities of minors, and must suspend the account of a minor if so
requested by the minordés parents or guardians. Tlhe moni't
2011.

Virtual Currency

On Februani5, 2007, the MOC, the PBOC and other relevant government authorities jointly tissueternet Cafés
Notice. Under the Internet Café Notice, the PBOC is directed to strengthen the administration of virtual currenog in onl
games to avoid any adverse impact on the economy and financial system. This notice provides that the total amount of virtual
currency issued by online game operators and the amount purchased by individual game players should be strictly limited,
with astrict and clear division between virtual transactions and real transactions carried out by way of electronic commerce.
This notice also provides that virtual currency should only be used to purchase virtual items.

On Junet4, 2009, the MOC and MOFCOMintly issued a circular regulating the trading of online game virtual
currencies, or the Circular. The Circular defines the meaning of virtual currency and places a set of restrictiongioythe tra
and issuance of virtual currency. The Circular alstestthat online game operators are not allowed to give out virtual items
or virtual currency through lottetlyase activities, such as lucky draws, betting or random computer sampling, etc., in
exchange for userés cash olytargetedatlotterh amedewnct Thi §i esrcel at
boxd found in some online games.

On July20, 2009, the MOC promulgated théing Guidelines on Online Game Virtual Currency Issuing Enterprise
and Online Game Virtual Currency Tradingnrprise whi ch speci fically defines the m
Atrading enterpriseodo and stipulates that both of these b

Privacy Protection

Chinese law does not prohibit Internentent providers from collecting and analyzing personal information from their
users. We require our users to accept a user agreement whereby they agree to provide certain personal information to us.
Chinese law prohibits Internet content providers frostldising to any third parties any information transmitted by users
through their networks unless otherwise permitted by law. If an Internet content provider violates these regulations, the Mll
or its local bureaus may impose penalties and the Interntrd@rovider may be liable for damages caused to its users.

Employment Contracts

OnJune 9 , 2007, the National PEMplpymenbContraco Law of RREsECIp whicimu | g a t
became effective as of Janudry2008. The ECL reqrés employers to provide written contracts to their employees, restricts
the use of temporary workers and aims to give employeeséongjob security.

Pursuant to the ECL, employment contracts lawfully concluded prior to the implementation of tled Ghntinuing
as of the date of its implementation shall continue to be performed. Where an employment relationship was established prior
to the implementation of the ECL but no written employment contract was concluded, a contract must be concladed withi
one month after its implementation.

Our standard employment contract complies with the requirements of the ECL and its implementing regulations.

Regulation of Foreign Currency Exchange and Dividend Distribution

Foreign Currency Exchang@he principal regulations governing foreign currency exchange in China are the Foreign
Exchange Administration Regulations, as amended in August 2008. Under the Regulations, the RMB is freely convertible for
current account items, including the distriion of dividends, interest payments, trade and sereileged foreign exchange
transactions, but not for capital account items, such as direct investments, loans, repatriation of investments andsinvestmen
in securities outside of China, unless thiepapproval of the SAFE is obtained and prior registration with the SAFE is made.
On August?29, 2008, SAFE promulgated a notice, Circular 142, regulating the conversion by a-foveigped company of
foreign currency into RMB by restricting how the cenmed RMB may be used. The notice requires that the registered capital
of a foreigninvested company settled in RMB converted from foreign currencies may only be used for purposes within the
business scope approved by the applicable governmental autratitpay not be used for equity investments within the
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PRC. In addition, SAFE strengthened its oversight of the flow and use of the registered capital of @rfegetgd company

settled in RMB converted from foreign currencies. The use of such RMBlcapitaeay not be changed wit
approval, and may not in any case be used to repay RMB loans if the proceeds of such loans have not been used. Violations
of Circular 142 will result in severe penalties, such as heavy fines. As a result, Circularyldigmifecantly limit our ability

to transfer the net proceeds from our initial public offering to Gamease, Guanyou Gamespace and Shanghai ICE through our
subsidiaries in the PRC, which may adversely affect the business expansion of Gamease, Guanyacé&anteSphanghai

ICE, and we may not be able to convert the net proceeds into RMB to invest in or acquire any other PRC companies, or
establish other VIEs in the PRC.

Dividends paid by a subsidiary to its overseas shareholder are deemed income arfetheldér and are taxable in
China. Pursuant to the Administration Rules of the Settlement, Sale and Payment of Foreign Exchange (1996), foreign
invested enterprises in China may purchase or remit foreign currency, subject to a cap approved by the SfiEmMént
of current account transactions without the approval of the SAFE. Foreign currency transactions under the capital account are
still subject to limitations and require approvals from, or registration with, the SAFE and other relevant PR@gatatrn
authorities.

Dividend Distribution The principal regulations governing distribution of dividends of foreign holding companies
include the Foreign Investment Enterprise Law (1986), as amended in October 2000, and the AdminiskeativedButhe
Foreign Investment Enterprise Law (2001).

Under these regulations, foreign investment enterprises in China may pay dividends only out of their accumulated
profits, if any, determined in accordance with PRC accounting standards and oegulatiaddition, foreign investment
enterprises in China are required to allocate at least 10% of their respective accumulated profits each yeatr, if any, to fund
certain reserve funds unless these reserves have reached 50% of the registered captakgbtises. These reserves are
not distributable as cash dividends. Furthermore, effective from Jahu2098, under the New CIT Law, the maximum tax
rate for the withholding tax imposed on dividends payment from PRC foreign invested companietetkeas investors
that are not regarded as fAresidento for tax purposes is
regulations for the New CIT Law issued by the State Council.

Circular 75. On OctobeR21, 2005, the SAFEssued Circular 75, which became effective as of Noverhja2d05.
Under Circular 75, prior registration with the local SAFE branch is required for PRC residents to establish or to control an
offshore company for the purposes of financing that offshamgpeany with assets or equity interests in an onshore enterprise
located in the PRC. An amendment to registration or filing with the local SAFE branch by such PRC resident is also required
for the injection of equity interests or assets of an onshore estenpithe offshore company or overseas funds raised by
such offshore company, or any other material change involving a change in the capital of the offshore company.

Moreover, Circular 75 applies retroactively. As a result, PRC residents who hauskesthbr acquired control of
offshore companies that have made onshore investments in the PRC in the past are required to complete the relevant
registration procedures with the local SAFE branch by M&dg2006. Under the relevant rules, failure to clymyth the
registration procedures set forth in Circular 75 may result in restrictions being imposed on the foreign exchangeo#ctivities
the relevant onshore company, including the increase of its registered capital, the payment of dividends and other
distributions to its offshore parent or affiliate and the capital inflow from the offshore entity, and may also subjett releva
PRC residents to penalties under PRC foreign exchange administration regulations. PRC residents who control our company
from time to time are required to register with the SAFE in connection with their investments in us.

Stock Option RuléOn DecembeR5, 2006, the PBOC issued tAdministration Measures on Individual Foreign
ExchangeControl, and its ImplementatioRules was issued by SAFE on Januarg007, both of which became effective on
Februaryl, 2007. Under these regulations, all foreign exchange matters involved in the employee stock ownership plan,
stock option plan and etc. participated by onshore indal&shall be transacted upon the approval from the SAFE or its
authorized branch. On Mar@8, 2007, SAFE promulgated the Application Procedure of Foreign Exchange Administration
for Domestic Individuals Participating in Employee Stock Holding Plan arkSDption Plan of Overseas Listed Company,
or the Stock Option Rule. Under the Stock Option Rule, PRC citizens who are granted stock options or restricted share units,
or issued restricted shares by an overseas publicly listed company are required,ali?®@hagent or PRC subsidiary of
such overseas publicly listed company, to complete certain other procedures and transactional foreign exchange matters
under the Stock Option Plan upon the examination by, and approval of, SAFE. We and our PRC empioliegs tvaen
granted stock options or restricted share units, or issued restricted shares are subject to the Stock Option Rule. We and our
employees intend to make such application and complete all the requisite procedures in accordance with the 8tock Optio
Rule. However, we cannot assure you that we can complete all the procedures in a timely manner. If the relevant PRC
regulatory authority determines that our PRC employees who hold such options, restricted share units or restricted shares or
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their PRC emloyer fail to comply with these regulations, such employees and their PRC employer may be subject to fines
and other legal sanctions.

M&A Regulations and Overseas Listings

On August, 2006, six PRC regulatory agencies, including the MOC, the SsstASupervision and Administration
Commission, the State Administration for Taxation, the State Administration for Industry and Commerce, the China
Securities Regulatory Commission, or the CSRC, and the SAFE, jointly issued the Regulations on MeAysygiations
of Domestic Enterprises by Foreign Investors, or the M&A Rule, which became effective on Se@g20bér This New
M&A Rule, among other things, includes provisions that purport to require that an offshore special purpose vehicle formed
for purposes of overseas listing of equity interests in PRC companies and controlled directly or indirectly by PRC companies
or individuals obtain the approval of the CSRC pronor to
an ovaseas stock exchange.

On Septembe2l, 2006, CSRC published on its official website procedures regarding its approval of overseas listings
by special purpose vehicles. The CSRC approval procedures require the filing of a number of documents wit@.thide&SR
application of this new PRC regulation remains unclear, with no consensus currently existing among leading PRC law firms
regarding the scope of the applicability of the CSRC approval requirement.

Organizational Structure

Changyou.com Limitedsian indirect subsidiary of Sohu.com Inc. (NASDAQ: SOHU) and the holding company for
the MMORPG business within the Sohu Group. As of the date of this annual report, Sohu indirectly held approximately
67. 1% of the combined t dassAland€lass B drdinargsharas ansl contwlleds apmoxichdatetyg C
81.1% of the total voting power in Changyou.

As of the date of this annual report, we operate our business primarily through the followingavirdlg subsidiaries:

A Changyou.comHK) Limited, or Changyou HK, incorporated in Hong Kong on Audi&t2007 as a direct
wholly-owned subsidiary of Changyou. Changyou HK is our intermediate offshore holding company for our
MMORPG operations in China.

A ICE Entertainment (HK) Limited,rdCE HK, incorporated in Hong Kong on July, 2007 and acquired by us in
May 2010 as a direct wholgwned subsidiary of Changyou HK.

A Beijing AmazGame Age Internet Technology Co., Ltd., or AmazGame, incorporated in the PRC on
SeptembeR6, 2007 ag WFOE and a direct wholgwned subsidiary of Changyou HK.

A Beijing Changyou Gamespace Software Technology Co., Ltd., or Gamespace, incorporated in the PRC on
October29, 2009 as a WFOE and a direct whallyned subsidiary of Changyou HK.

A ICE Information Technology (Shanghai) Co., Ltd, or ICE WFOE, incorporated in the PRC on 2agaso7
as a WFOE and a direct wholbwned subsidiary of ICE HK.

A Beijing Yang Fan Jing He Information Consulting Co., Ltd, or Yang Fan Jing He, incagdnahe PRC on
April 22, 2010 as a direct whollywned subsidiary of AmazGame.

A Changyou.confUS) Inc., or Changyou US, incorporated in the United States on Ja2a2909, as a direct
wholly-owned subsidiary of Changyou HK.

A Changyou.comUK) Co., Ltd., or Changyou UK, incorporated in the United Kingdom on 3uB009, as a
direct wholly-owned subsidiary of Changyou HK.

A Changyou My Sdn.Bhd, or Changyou Malaysia, incorporated in Malaysia on SeptdnB809, as a direct
wholly-owned subsidiary of Changyou HK.

A Changyou.com Korea Limited, or Changyou Korea, incorporated in South Korea on Jar2@it9, as a direct
wholly-owned subsidiary of Changyou HK.

In order to comply with PRC laws restricting foreign ownership irotlane game business in China, we conduct our
MMORPG operations in China through Gamease, Guanyou Gamespace and Shanghai ICE, our VIEs, rather than through our
subsidiaries, and all of our revenues are earned by and paid to Gamease, Guanyou GamespaughantiCE. The equity
interests in each of Gamease and Guanyou Gamespace are owned 60% by Tao Wang, our Chief Executive Officer, and 40%
by Dewen Chen, our President and Chief Operating Officer\Wéing and MrChen are both PRC citizens. The equity
interests in Shanghai ICE are owned by two Changyou employees who are PRC citizens. Gamease and Shanghai ICE hold
the licenses and permits required to operate our MMORPG business, and are controlled by AmazGame and ICE WFOE,
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respectively, through a seriesaafntractual arrangements. Guanyou Gamespace, our newly established operation entity with
no game in operation, is in the process of applying for the licenses and permits required for the operation of MMORPGs and
is controlled by Gamespace through a sesfeontractual arrangements. AmazGame, Gamespace and ICE WFOE undertake
substantially all of our product development and technical support functions, which they provide to Gamease, Guanyou
Gamespace and Shanghai ICE pursuant to contractual arrangements.

In the opinion of Haiwel Partners, our PRC counsel, subject to the uncertainties and risks disclosed elsewhere in this
annual report under the heading fARisk Factors, o the owne
existing lavs, rules and regulations of the PRC and each of such companies has the full legal right, power and authority, and
has been duly approved, to carry on and engage in the business described in its business license.

In May 2010, AmazGame, through its whetiwned subsidiary Yang Fan Jing He, acquired 50% of the equity
interests in each of Shanghai Jingmao and Shanghai Hejin, both of which primarily engage in the cinema advertising business.
In January 2011, Yang Fan Jing He acquired the remaining 50% exdtiity interests in each of Shanghai Jingmao and
Shanghai Hejin and became the sole shareholder of these two companies.

The following diagram illustrates our corporate structure as of the date of this annual report:
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ITEM 5. OPERATING AND FINANCIAL REVIEW AND PROSPECTS

MANAGEMENT®S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI T
OPERATIONS
You should read the following discussion and analysis of our finarmiaiton and results of operations in

conjunction with the section entitled fASelected Consolid
the related notes included elsewhere in this annual report. The discussion in this secdmsdontvardlooking statements
that involve risks and uncertainties. As a resultnéof wvar

Ri sk Factorso and el s e wh e rFouriaotualtfuture sesudtsnay ingateriaflyediffesenttfronro n  For
what we expect.

Overview

We are a leading online game developer and operator in China as measured by the popularity of one of our games,
TLBB. TLBB, which was | aunched i n May 20lheGamasbyGameyv ed an
Pl ayerso at the China Digital Entertainment Expo and Con
2010 and was ranked as one of the worl ddés five mothg pr of
development, operation and licensing of our MMORPGs, which are interactive online games that may be played
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simultaneously by hundreds of thousands of game players. We currently operate seven MMORPGs, including TLBB, which
we developed #house, an@O, BH2, DHSH, ZHYX, IF, and SJQY, which we licensed from third parties. As of

DecembeB 1, 2010, Changyouds g¢ga me s milomagGragate registeraddaccayntp. Fanthe mat e |
three months ended Decemi3ed , 2010, Ch an gy lad dproxigatetyel Sillion aggré€ghte peak

concurrent users, 2iillion aggregate active paying accounts and ARPU of RMB219.

We have several MMORPGs in our pipeline with different graphic styles, themes and features to appeal to different
segmentsf the online game player community. Games in our pipeline include, among others, DMD, which we are
developing irhouse, and LAW, which we licensed from a third party.

We operate our current games under the-based revenue model, meaning that gatageps can play our games for
free, but may choose to pay for virtual items to enhance the-gkayieg experience. Game players purchase prepaid game
cards or game points, which are used to purchase virtual items. We sell our prepaid game cardsltdis&gionars
throughout China, who in turn swdistribute the prepaid game cards to numerous retail outlets, including Internet café& and
various websites, newsstands, software stores, book stores and retail stores. We also directly sell gamepwnitaies
through our online sales platform.

Due to our limited operating history, our perittdperiod operating history may not be meaningful. In addition, our
limited operating history makes it difficult for us to have a historical basis formliei@g certain critical accounting policies
and making certain accoud RiskeRelatedstd QunBaudiness and Gue laddsiDRBrilimitkd Fact o
operating history makes eval uat i rBgrurthermee, the anlinegamesindustnyéndp r o s
Internet usage in China may not continue to grow at current levels.

Factors Affecting Our Results of Operations
Our results of operations are affected by several key factors, including the following:

General econoin conditions affecting the online game industry in China

We have benefited from general conditions typically affecting the online game industry in China, including the overall
economic growth, which has resulted in increases in disposable incomesamtiainary consumer spending; the increasing
use of the Internet with the growth of personal computers and broadband penetration; the growing popularity of online games
in comparison with other forms of entertainment; and favorable demographic trenidsigrdy the growth of the teenage
and young adult population, who are typically more inclined to play online games. We cannot assure you that the Chinese
economy will continue to grow, or that if there is growth, such growth will be steady and unifdrttmaamny such growth
will lead to growth in the MMORPG business, or that if there is a slowdown, such slowdown will not have a negative effect
on our MMORPG business. For example, the Chinese economy experienced a slowing growth rate from the ¢hiofl quart
2007 through the first quarter of 2009 that resulted from the impact of the global crisis in the financial servicestand credi
markets, appreciation of the RMB, and tightening macroeconomic measures and monetary policies adopted by the Chinese
goverrnment ai med at preventing overheating of the Chinese et
other such factors may lead in the future to decreases in the level of disposable income of our game players and negatively
affect their spendig on playing MMORPGs.

Our ability to develop and maintain popular online games and convert our game player base into paying customers

The popularity of our games drives the growth of our game player base, which is the key component driving the sales
and consumption of our virtual items and thus our revenues. To maintain and grow the popularity of our games, we must
diligently maintain the quality of the games and continually enhance the games to meet game player preferences and to
incentivize game plyers to purchase virtual items. We solicit feedback from our game players and have a dedicated product
development team that helps us to identify market trends and user preferences. For TLBB, we typically provide weekly
updates and more substantial enlgaments in the form of expansion packs every few months. We launch new virtual items
to maintain game playersd interest. We pl-monetivifdgeureéxistilg ng o
game player base. We generally only launctuairitems after we have gained a certain number of new game players. If we
fail to manage the growth of our game player base and manage our sales and marketing strategies for new virtual items, our
game player base may not grow and we may not be suddessélliing new virtual items, which would have an adverse
effect on our revenues.
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The popularity and timing of the launch of new games

We currently have several games in the pipeline, including, among others, DMD, which we are developirsg,in
and LAW, which we licensed from a third party. Our results of operations will be significantly affected by the timing of our
new game launches and their popularity.

Product development and sales and marketing expenses

Developing and marketingriew MMORPG and maintaining its popularity in the market requires a commitment of
significant resources, including product development and sales and marketing expenses. We typically incur such expenses
several quarters before such games generate any esvéhsuch games are not popular and do not generate substantial
revenues, we may not be able to recover our product development and marketing expenses. In addition, because our product
development strategy is to focus on a limited number of-figtlity games, the failure of a small number of these games
could adversely impact our growth rate.

The cost of attracting and retaining game development personnel

Competition in the online game industry in China is intense, making it increasingly castgitoand motivate
existing talent and to attract new talent necessary for the growth of our business. Many of our competitors have been
aggressively hiring game development personnel. If we are unable to retain our current talent and to attract, vesv talen
may have difficulty developing new games or enhancements for our existing games or meeting our development schedule,
which could have an adverse impact on our businéRisks fina
Related tdOur Business and Our Indush'fOur busi ness may not succeed 3in a highl

Government Regulation Imposed on online game industry

The Chinese government is formulating new regulations to further strengthen superfvismordine game industry.
These regulations may increase our compliance costs, delay the release of our new games and new expansion packs for
existing games, and restrict the access of certain groups of players, such as minors, to our games, \whitdwyin tur
significantly affect ouroRipekatRealgatred utld sOurSekRu SiiRn sks Fal

Our Revenues

The following table sets forth the revenues generated from our game operations in China and overseas licensing, both
in absolute amount and as a percentage of total revenues for the periods indicated:

For the Year Ended DecembeB1,

2008 2009 2010
% of % of % of
Total Total Total
Amount Revenues Amount Revenues Amount Revenues
(% inthousands except percentages)
Revenues:

Game operations reVENUES.........c.oouvvreeeerieceeeeeieeees 194,607 96.260  259,78% 97.1%  318,92¢ 97.%%
Overseas licensing revVeNUES. .........coovvveeeeeiicceeeenes 7,238 3.6% 7,802 2.% 8,230 2.5%
TOtal FEVEIUES......uvuieeiee et 201,84t 100.06  267,58% 100.06 327,158 100.0%

Game Operations Revenues

Our current seven MMORPGs in China, TLBB, BO, BH2, DHSH, ZHYX, IF and SJQY, are free to play games that
generate revenues using the itbased reenue model through the sale of virtual items that enhance thegayieg
experience. Game players can purchase virtual items, such as gems, pets, fashion items, magic medicine, riding animals,
hierograms, materials, skill books and fireworks by puretiagrepaid game cards or game points.

We report our game operations revenues after netting business taxes, sales discounts and rebates to our distributors. Se
fid Revenue CollectiohGa me Oper ati ons. 0

Overseas Licensing Revenues

We began licensingus game TLBB to operators outside of China in 2007. We began generating overseas licensing
revenues from TLBB in Thailand in September 2010, in Malaysia and Singapore in April 2009, in Taiwan and Hong Kong in
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April 2008, and in Vietnam in August 2007. Tleenses are for terms of either two years or three years. Under our licensing
arrangements, the licensee operators pay us an initial license fee and ongoing royalties based on a percentage of revenues
generated by them over the term of the license pefiadthe year ended Decemisdr, 2010, our overseas licensing

revenues were $8.2 million, representing 2.5% of our total revenues.

Revenue Collection
Game Operations

We sell virtual and physical prepaid game cards to regional distributors, vilvm isubdistribute to retail outlets,
including Internet cafés, various websites, newsstands, software stores, bookstores and retail stores. We typically collect
payment from our distributors upon delivery of our prepaid game cards, but only recogeizgeseds the virtual items are
consumed. We generally offer a sales discount to our prepaid game card distributors based on the popularity of our games. In
2008, we offered an initial sales discount at the rate of 15.0%, which has decreased to theatziokhl.0%, effective as
of January 2009. In addition, we offer a discount of 5.0% to our game players who directly purchase virtual prepaid game
cards and game points from our online sales system. The sales discount represents the differenceebptigeet thhich
we sell prepaid game cards to distributors or game players, as the case may be, and the face value of the prepaid game cards
or the equivalent of game points.

We also offer rebates in the form of credits on future purchases of prepa@agrds to distributors of our prepaid
game cards. Distributors of prepaid game cards will receive a credit on future purchases of our prepaid game cards in an
amount equal to 1.0% to 3.0% of the discounted value of our prepaid game cards, provitdheddisiibutors meet certain
preset sales conditions. Historically, most of our distributors have met the conditions required to receive theseexlédits. Cr
are in the form of free prepaid game cards. We incur transaction costs of 0.1% to 0.5%aé thedife of the virtual prepaid
game cards or the equivalent of game points by usingplairty payment platforms.

The current total discount and rebate rate we typically offer to all of our prepaid game card distributors is
approximately 12.0% to410% of the face value of our prepaid game cards. The total discount and transaction costs
associated with ¢ -dangpaymera plagformsds 5.4% te 5.594 of theHacervdlue of the virtual prepaid
game cards or the equivalent of game tsopurchased.

Overseas Licensing

Our overseas licensing revenues consist of an initial license fee and ongoing easedieoyalties. The initial license
fee includes a fixed amount payable upon signing the license agreement and additiondklsepagable upon achieving
certain sales targets. The ongoing revebaged royalties are generally determined based on the amount charged to game
playersé accounts in a given country or regftregion®ed sal es
typically receive ongoing reventmased royalties on a monthly basis.

Revenue Recognition
Game Operations

Proceeds received from sales of prepaid game cards form the basis of our revenues and are recorded initially as receipts
in advance. Upon activation of the prepaid game cards, proceeds are transferred from receipts in advance to deferred
revenues. Proceeds received from online sales of game points directly to game players are recorded as deferred revenues. As
of DecembeB1, 2010we had receipts in advance from distributors and deferred revenues from our game operations of
$33.8million, compared with $29.6 million and $19.9 million as of Decen@1er2009 and 2008, respectively.

We recognize revenues when virtual items purathdéisegame players are consumed. For consumable virtual items,
including those with a predetermined expiration time, revenues are recognized as they are consumed, and for perpetual virtual
items, revenues are recognized over their estimated lives. Incalgitepaid game cards will expire two years after the date
of card production if they have never been activated. The proceeds from the expired game cards are recognized as revenues
upon expiration of the cards. In contrast, once the prepaid game caedsdréd vat ed and credited to ¢
they will not expire as |l ong as the game account remains
been inactive for a period of 180 consecutive days. The unused balancesarcahinve game pl ayer 6s acc
as revenues when the account is closed. For the years ended Deg&n2@di0, 2009 and 2008, the revenue from expired
game cards and inactive game player sd a,cespedaively.s was $0. 7
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Overseas Licensing

For the initial license fees receivable under our overseas licensing agreements, we recognize revenues ratably over the
remaining license period, during which we are obligated to providesptest services such &ghnical support and
provision of updates or upgrades to the licensed games. Unrecognized initial license fees received are recorded as deferred
revenues. As of Decemb2t, 2010, such deferred revenues were $0.7 million, compared with $0.6 millio0.&8nailion
as of DecembeBl, 2009 and 2008, respectively. With respect to the ongoing rebaiseel royalties, we recognize revenues
when the revenubased royalties are earned under the terms of the overseas licensing agreements, and the collebtion of s
royalties is probable.

Cost of Revenues

Our cost of revenues consists primarily of salary and benefits expenses, includiAgesieareompensation expenses,
relating to the operation of our games, revehased royalty payments to the game depets of our licensed games,
bandwidth leasing costs, amortization of licensing fees, depreciation expenses, PRC business taxaatdedalar, or
VAT, that our PRC subsidiaries pay on the revenue that they derive from their contractual arrangements\ilis. Cost
of revenue increased to $29.9 million for the year ended Dece3tth2010 compared to $17.5 million and $14.6 million,
respectively, for the years ended Deceng8ier2009 and 2008. The increase in cost of revenue is primarily due toreasa
in salary and benefits expenses, bandwidth leasing and communication costs, depreciation of computer equipment (including
servers), revenubased royalty for our licensed games and PRC business tax and VAT that AmazGame pays on the revenues
that itderives from its contractual arrangements with Gamease, as a result of continued growth of TLBB and launching of
new games. We expect the cost of revenue will increase in the future as we continue to expand our game portfolio.

Operating Expenses

Our operating expenses consist of product development expenses, sales and marketing expenses, and general and
administrative expenses, each of which includes dhased compensation expenses. We expect that our operating expenses
will increase in the futuras we expand our game portfolio, and enhance our product development and sales and marketing
activities.

The following table sets forth our product development expenses, sales and marketing expenses and general and
administrative expenses, both in albg® amount and as a percentage of total revenues for the periods indicated:

For the Year Ended DecembeB1,

2008 2009 2010

% of % of % of

Total Total Total

Amount Revenues Amount Revenues Amount Revenues
($ in thousands, except percentages)

Product development..............cccoceeeiiiiiceciiiiie e, 23,862 11.8% 27,353 10.24 37,918 11.6%
Sales and marketing.............ccoeeeveiiiiieeee e 38,917 19.3% 40,048 15.0% 41,002 12.5%
General and administrative..............ccceeeeeevieeeeennen. 9,053 4.5% 18,758 7.0% 17533 5.4%
TOtaAl v 71,832 35.6% 86,160 32.2% 96,453 29.%%

Product Development Expenses

Our product development expenses consist primarily of salary and benefits expenses, includinassidare
compensatin expenses, of personnel engaged in the development of our game development platform and our games, and
content and license expenses relating to our games. Product development expenses increased to $37.9 million for the year
ended Decembed1, 2010 compad to $27.4 million and $23.9 million, respectively, for the year ended Dec&hp2009
and 2008. The increase in such expenses is primarily due to our increased research and development workforce in 2010.
Product development expenses constituted 111822% and 11.8% of our total revenues for the year ended Dec8tnber
2010, 2009 and 2008, respectively.

Sales and Marketing Expenses

Our sales and marketing expenses consist primarily of expenses for advertisement and promotion, and salary and
beneits expenses, including sharased compensation expenses, of our sales and marketing personnel. Sales and marketing
expenses increased to $41.0 million for the year ended Dec8hb2010 compared to $40.0 million and $38.9 million for
the year ended Dember31, 2009 and 2008. This increase was primarily due to an increase in salary and benefits from the
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expansion of our sales and marketing team in 2010. Sales and marketing expenses constituted 12.5%, 15.0%, and 19.3% of
our total revenues for the yearded Decembe3l, 2010, 2009 and 2008, respectively.

General and Administrative Expenses

Our general and administrative expenses consist primarily of salary and benefits expenses, inclueiagesthare
compensation expenses, for management, finamt@dministrative personnel, and professional service fees, such as audit
fees and fees for tax consultation. General and administrative expenses decreased to $17.5 million for the year ended
DecembeB1, 2010 compared to $18.8 million and $9.1 milliontfer year ended Decemiit, 2009 and 2008. This
decrease was primarily a result of decreases in salary and benefits expenses mainly due to the recognitiimefshares
based compensation expense in the second quarter of 2009 after the comptaiionitél public offering. General and
administrative expenses constituted 5.4%, 7.0% and 4.5% of our total revenues for the year ended Bec2dilirr2009
and 2008, respectively.

Sharebased Compensation Expenses

Sharebased compensation exyges for periods prior to the completion of our initial public offering included in our
financial statements include an allocation to us of such
for both Sohu and Changyou. Following compleen of our i niti al public offering,
provide these services and therefore our financial statements do not include such allocations for periods after tha completio
of the offering. We did not issue any options, restdcthare units or other shdrased compensation awards in
Changyou.com Limited prior to Januaky2008. Sharbased compensation expenses included in our financial statements for
periods ended prior to Janudry2008 reflect options or restricted shanits granted by Sohu to employees of Sohu who
were engaged in the MMORPG business and who subsequently became our employees upon our reorganization when we
became a separate, indirect subsidiary of Sohu.

In March 2005, Sohu formed an indirect subsigltarcarry out game development, and granted to Tao Wang, who at
the time was an employee of Sohu, a contingent right to receive a payment equal to 25% of the value of the subsidiary upon
the occurrence of certain events. Sohu later agreed withiising that his contingent right in the subsidiary would be
modified to provide MrWang an equity interest in us in lieu of the contingent right.

In January 2008, we communicated to and agreed witMRng that the equity interest we granted to him would
corsist of 7,000,000 of our ordinary shares and 8,000,000 restricted shares. The terms of the restricted shares included, as a
condition of vesting, the completion of an initial public offering by us on an internationally recognized stock exchange, and
also were subject to a vesting schedule. In addition, the terms of the restricted shares providedtaatgMvould not be
entitled to participate in any distributions by us on his ordinary shares and restricted shares until the completioitialf our i
public offering. In April 2008, we modified the vesting conditions of the restricted shares to provide for vesting over a four
year period, subject to acceleration under certain circumstances, commencing on Fel#0@8y with no condition that an
initial public offering be completed. There was no change, however, to the limitationaidMn gds r i ght to par
distributions declared by us prior to the completion of our initial public offering.

On DecembeB1, 2008, we reserved 20,000,000 of oulimary shares to be used as incentive compensation for our
executive officers and key employees from time to time under our 2008 Share Incentive Plan.

On Januaryl5, 2009, 7,000,000 Class B ordinary shares and 8,000,000 Class B restricted sharesietete is
Mr.rWang out of Sohubs equity interest.

The difference between the fair values, or the Incremental Fair Value, of the 7,000,000 Class B ordinary shares and
8,000,000 Class B restricted shares granted toMang and MrWa n g 6 s ¢ o n tnithe $obustibsidiarygsh t i
accounted for by us as shdyased compensation. Because the terms of the issuance of the ordinary shares and restricted
shares had been approved by us and were communicated to and agreed Wigmdylas of Januai®; 2008, that dte was
deemed as the grant date under U.S. GAAP and, accordingly, the Incremental Fair Value was determined as of that date. The
portion of the Incremental Fair Value related to the 7,000,000 Blasdinary shares, equal to $1.8 million, was recognized
as shardased compensation expenses included in product development expenses for the three months erlied?BR8ch
As a result of the modification of the vesting terms of the 8,000,000 Class B restricted shares 2h 20€B, the portion
of the Incremental Fair Value related to those shares, equal to $7.0 million, was determined as of that date and is accounted
for by us as sharbased compensation over the vesting period starting from the date of the modification, following the
accelerated basaf attribution. Shardased compensation expense relating to the 8,000,000 Class B restricted shares, which
was $3.0 million for the period from Apréll, 2008 to Decemb&l, 2008, $2.3 million for the year ended Decen8ier
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2009, and $1.2 million for thyear ended Decemb@t, 2010, was included as shdm@sed compensation expenses included
in product development expenses. The Incremental Fair Values were determined using the discounted cash flow method.

In April 2008, our Board of Directors approvadd we communicated to our executive officers other than the CEO and
to certain employees, various grants of restricted shares and restricted share units. Pursuant to these approvals,®n January
2009, we issued to our executive officers other thalC®© an aggregate of 1,800,000 Class B restricted shares and we
issued to certain of our key employees an aggregate of 940,000 restricted share units (settleable in Class B ordinary shares)
On March13, 2009, we exchanged the 1,800,000 Class B restshtrés held by executive officers other than the CEO for
Class B restricted share units which have the same vesting and other terms as applied to the Class B restricted shares. The
vesting of the restricted share units was contingent upon the completianirofial public offering by us on an
internationally recognized stock exchange, and are otherwise subject to vesting overearfqariod, subject to
acceleration under certain circumstances, commencing Feldru2008. As of Decembé&l, 2010, oftiese 2,740,000
restricted share units granted 1,370,000 restricted share units are vested, of which 150,000 restricted share units have not
been settled. The grant date fair value of the awards is recognized in our consolidated statements of opeiagjdransta
the date when the vesting conditions became probable, which occurred upon the completion of our initial public offering. The
fair values of these awards, which total $5.4 million, were determined using the discounted cash flow methbds@hare
compensation expense relating to these 2,740,000 restricted share units, which was $nil, $4.1 million and $0.9 million,
respectively, for the year ended Decentbir2008, 2009 and 2010, following the accelerated basis of attribution, were
included in ograting expenses.

On Februaryl 7, 2009, we granted an aggregate of 456,000 @lasstricted share units (settleable upon vesting in
ClassA ordinary shares) to certain of our employees. The fair value of these restricted share units, which i§d8.6/asil
determined using our initial public offering price. The vesting of the restricted share units is contingent upon theoaompleti
of an initial public offering by us on an internationally recognized stock exchange, and such restricted shénesvise ot
subject to vesting over a foyear period, subject to acceleration under certain circumstances, commencing on Helyruary
2009. Shardbased compensation expense relating to these restricted share units, which was $1.4 million and $1.0 million,
under an estimated forfeiture rate of 10%, for the year ended Dec@hb2009 and 2010, was included in operating
expenses. As of Decembgt, 2010, 66,000 Clagsrestricted share units of such 456,000 Classstricted share units to
certain of our emplyees were forfeited.

On April 21, 2009, we granted an aggregate of 1,200,000 @lasstricted share units (settleable upon vesting in
ClassA ordinary shares) to executive officers other than our CEO. The fair value of these restricted shavhbiciiis,
$14.9 million, was determined using the grday market price as a key factor. These restricted shares are subject to vesting
over a fouryear period commencing on ApfllL, 2009. Sharbased compensation expense relating to these restricted sha
units, which was $5.4 million and $5.2 million, respectively, for the year ended Dec8i#809 and 2010, was included
in operating expenses, following the accelerated basis of attribution.

For the year ended Decemlsdr, 2010, we granted an aggate of 27,000 Class restricted share units (settleable
upon vesting in Clas& ordinary shares) to certain of our employees. The fair value of these restricted share units, which is
$0.5 million, was determined using the grdaly market price as a kégctor. These restricted shares are subject to vesting
over a fouryear period commencing on the grant date. Shased compensation expense relating to these restricted share
units, which was $0.1 million, under an estimated forfeiture rate of 10%hdorelar ended Decembt, 2010, was
included in operating expenses, following the accelerated basis of attribution. As of De8&ni#tEt0, 2,000 Clags
restricted share units of such 27,000 Clasgsstricted share units to certain of our employee® i@feited.

On OctobeR4, 2010, we granted an aggregate of 40,000 @lass est ri cted share units und
incentive plan (settleable upon vestinginClassor di nary shares) to certain Sohu em
provision of certain online game advertising services on its websites, under a marketing service agreement between Sohu and
us. These ClasA restricted share units are subject to vesting over ayfear period commencing on Octol2, 2010.

Because the grass are not employees of Changyou, shased compensation expense for such restricted share units is
recognized upon vesting and the fair value is determined
applicable vesting date. Shavased ompensation expense relating to these restricted share units, which was $55,000 for the
year ended Decemb8f, 2010, was included in operating expenses, following the accelerated basis of attribution.

Sharebased compensation expenses recorded foreaeended Decemb@i, 2010 were $8.6 million compared to
$13.4 million and $5.3 million for the year ended Decen#igr2009 and 2008, and included shaased compensation paid
by us to our executive officers, other employees and certain Sohu emplbgegifycated shafieased compensation paid by
Sohu to Sohub6és senior management who pasedconpensaton relateddoe s t o
options and restricted share units granted by Sohu to our employees. Thedmsbdrempensation expenses have been
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allocated to (iost of revenues, (iBales and marketing expenses, @iéneral and administrative expenses andpiigfiuct
development expenses, depending on the responsibilities of the relevant employees.

In addition as of Decembesl, 2010, there was $0.5 million of unrecognized shased compensation cost related to
the 8,000,000 unvested Class B restricted shares granted to the CEO in January 2009, $0.3 million of unrecognized share
based compensation cost rethto the 1,800,000 unvested Class B restricted share units granted to our executive officers
other than the CEO in April 2008 (whose Class B restricted shares were exchanged for Class B restricted share units
(settleable in Class B ordinary shares) onddr3, 2009), $0.Inillion of unrecognized shaifleased compensation cost
related to the 940,000 unvested Class B restricted share units granted to certain of our key employees in April 2008, $0.9
million of unrecognized shaitgased compensation cost rethte the 456,000 unvested Classestricted share unites
granted to certain of our employees in February 2009, net of estimated forfeitures, $4.3 million of unrecognitedstare
compensation cost related to the 1,200,000 unvested £i&sdricted shre unites granted to executive officers other than
the CEO in April 2009, $0.3 million of unrecognized shbased compensation cost related to the 27,000 unvestedClass
restricted share unites granted to certain employees in 2010, net of estimatiéwl ésf

Taxation
Under the current laws of the Cayman Islands, we are not subject to tax on income or capital gains. In addition,
payment of dividends by us is not subject to withholding tax in the Cayman Islands.

Under the current Hong Kong Imid Revenue Ordinance, Changyou.com HK Limited is subject to 16.5% income tax
on its taxable income generated from operations in Hong Kong. Additionally, payments of dividends by Changyou.com HK
Limited to us are not subject to any Hong Kong withholding tax

PRC Corporate Income Tax
Prior to Januaryt, 2008, our operating entities based in the PRC were governed by the Foreign Invested Enterprise and

Foreign Enterprise Income Tax Law of the PRCioasindome he | nt
Tax Law a RPusudiiud tlee Pevious Income Tax Law and Rules, PRC enterprises were generally subject to
Corporate I ncome Tax (the ACITO) at a statutory rate of

certain agdtanced and new technology enterprises, on PRC taxable inEontieermore, advanced and new technology
enterprises were exempted from PRC state income tax for three years, beginning with their first year of operations, and were
entitled to a 50% tax reduonh, to a rate of 7.5%, for the subsequent three years and 15% the®afieg.the years ended
DecembeBl, 2006 and 2007, most of our operations in the PRC were subject to an applicable tax rate of 7.5% or were
exempted from income tax as advanced e technology enterprises.

On January, 2008, the New CIT Law, which unifies the statutory income tax rate of enterprises in China to generally
25%, became effective. The New CIT Law provides a up teyfear transitional period from years 20081l 2 for those
enterprises which enjoyed a favorable income tax rate of less than 25% under the Previous Income Tax Laws and Rules and
were established before Marth, 2007, to gradually raise their rates to 25%.

On April 14, 2008, relevant governmehtagulatory authorities released qualification criteria, application procedures
and assessment processes for fadvanced and new technol og
rate of 15%. On Jul§, 2008, relevant governmentalgulatory authorities further clarified that advanced and new
technology enterprises previously qualified under the Previous Income Tax Laws and Rules as of D&eztbercould
retain their previous status as advanced and new technology entemutiseuld enjoy preferential tax rate under the New
CIT Law, on condition that they were-approved for advanced and new technology enterprise status under the new
regulations released on Apii#t, 2008 and on July, 2008. Both AmazGame and Gamease wespproved as advanced
and new technology enterprises on Decendiler2008, and each of them is therefore eligible for the preferential tax rate
under the New CIT Law. Gamespace, Guanyou Gamespace, ICE WFOE and Shanghai ICE are in the process afrapplying f
approval as advanced and new technology enterprises.

In addition, according to a circular issued by the Ministry of Finance of the PRC and the State Administration of
Taxation ofthe PRConFebrug2y2, 2008, fisoft war e e pteexemptionsiostsv@yearsan enj oy
beginning with their first profitable year and a 50% tax reduction to a rate of 12.5% for the subsequent three years. Both
AmazGame and Gamease are qualified as software enterprises, and they would be subject to 0% iraterfer the full
year 2008 and a 50% tax reduction to a rate of 12.5% from fiscal year 2009 to fiscal year 2011. Gamespace, Guanyou
Gamespace, | CE WFOE and Shanghai | CE, have been qualifie
tax exemption for two years beginning with their first profitable year and 50% tax reduction for the subsequent three years.
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We are subject to withholding taxes on the initial license fees and ongoing réhasueeroyalties received from our
licensees in wdous jurisdictions outside of the PRC. We recognize such foreign withholding taxes as income tax expense
when related revenue of initial license fees and ongoing revessed royalties are recognized. Income tax expense related
to such withholding taxesas $1.0 million, $0.9 million and $1.0 million, respectively for the years ended Dec8&tnber
2008, 2009 and 2010.

Under the New CIT Law and its implementation rules, the profits of a foreign invested enterprise arising in 2008 and
onwards which are diributed to its immediate holding company outside the PRC will be subject to a withholding tax rate of
10%. A lower withholding tax rate will be applied if there is a tax treaty between the PRC and the jurisdiction of the foreig
holding company. Holdingompanies in Hong Kong, for example, will be subject to a 5% withholding tax rate under the
ChinaHK Tax Arrangement if such holding companies are consideredPRih resident enterprises, and hold at least 25%
of the equity interests in the foreign invebsenterprises distributing the dividends, subject to approval of the PRC local tax
authority. However, if the Hong Kong resident enterprise is not considered to be the beneficial owner of such dividends
under applicable PRC tax regulations, such divideagt rmmain subject to withholding tax rate of 10%. In the fourth quarter
of 2008, in preparation for our initial public offering, AmazGame declared a dividend to Changyou HK, its immediate parent
company in Hong Kong. We accrued a withholding tax of $5IBomibased on the 5% withholding tax rate. Such $5.0
million withholding tax was paid in the third quarter of 2009, based on the approval of the PRC local tax authority.

On OctobeR7, 2009, the PRC State Administration of Taxation issued Circulam@dh provides guidance on
determining whether an enterprise is a beneficial owner
Kong subsidiaries is, in the light of Circular 601, considered to be -bewoeficial owner for purposes the ChinaHK Tax
Arrangement, any dividends paid to it by any of our PRC subsidiaries would not qualify for the preferential dividend
withholding tax rate of 5%, but rather would be subject to the usual New CIT Law rate of 10%.

PRC Business Tax antAT

We currently operate and distribute our MMORPGs via Gamease and Shanghai ICE in China. Both Gamease and
Shanghai ICE are subject to PRC business tax at the rate of 5% and related surcharges of 0.5% on the revenues from game
operations. Our revenuase presented net of these business tax and related surcharges.

Our PRC subsidiaries AmazGame and ICE WFOE pay business tax and value added tax on the revenues that they
derive from their respective contractual arrangements with Gamease and Shangfai $€kices provided or products
sold to Gamease and Shanghai ICE. We account for such business tax and value added tax as a component of our cost of
revenues.

Critical Accounting Policies and Estimates

Our discussion and analysis of our finah@ondition and results of operations are based upon our consolidated
financial statements, which have been prepared in accordance with accounting principles generally accepted in the United
States, appearing elsewhere in this annual report. The prepaséthese financial statements requires us to make estimates
and judgments that affect the reported amounts of assets, liabilities, revenues and expenses, and related disclosure of
contingent assets and liabilities. On an ongoing basis, we evaluatgtimates based on historical experience and on
various other assumptions that are believed to be reasonable under the circumstances, the results of which form the basis for
making judgments about the carrying values of assets and liabilities that asadibt apparent from other sources. Actual
results may differ from these estimates under different assumptions or conditions. We believe accounting for recognition of
revenues, the determination of shesed compensation expense, the assessment of itecoared valuation allowances
against deferred tax assets, assessment of impairment for intangible assets, fixed assats, liovgstments, other assets
and goodwill and the determination of functional currencies represent critical accounting piodicreslect the more
significant judgments and estimates used in the preparation of our consolidated financial statements.

When reviewing our financial statements, you should consideu(i$election of critical accounting policies, (lie
judgmentand other uncertainties affecting the application of such policies antth€iigensitivity of reported results to
changes in conditions and assumptions.

Recognition of Revenue

We earn revenues from our current MMORPG operations by providing @aimees to game players pursuant to the
item-based revenue model. Under the itbased revenue model, game players play games free of charge and are charged for
purchases of virtual items.
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Under the iterrbased revenue model, proceeds received froes sdlprepaid cards are initially recorded as receipts in
advance. Proceeds from sale of prepaid cards to distributors are deferred when received and, revenue is recognized over the
estimated lives of the virtual items purchased or as the virtual iteres@samed. The revenues are recorded net of business
tax, sales discounts andReveeub @dlest®h Gaomeo udp edriasttiroinbsu.téor s. Se

Under our iterrbased revenue model, game players can access our games free of charge, but maycpnscimasble
virtual items, including those with a predetermined expiration time, such as three months, or perpetual items, suah as certai
costumes that stay bound to a game player for the life of the game. Revenues in relation to consumable virtgal items a
recognized as they are consumed, as our services in connection with these items have been fully rendered to our game player
as of that time. Revenues in relation to perpetual virtual items are recognized over their estimated lives. We will provide
coninuous online game services in connection with these perpetual virtual items until they are no longer used by our game
players. We have considered the average period that game players typically play our games and other game player behavior
patterns to arvie at our best estimates for the lives of these perpetual virtual items. We have also considered that the
estimated lives of perpetual virtual items may be affected by various factors, including the acceptance and popularity of
expansion packs, promotioratents launched and market conditions. However, given the relatively short operating history
of our games, and of our most popular game TLBB in particular, our estimate of the period that game players typically play
our games may not accurately reflect trstimated lives of the perpetual virtual items. We have adopted a policy of assessing
the estimated |ives of perpetual virtual items on a quar
games are used to perform the relevaresmsents. Historical behavior patterns of these paying users during the period
between their first logn date and last legn date are used to estimate the lives of perpetual virtual items. While we believe
our estimates to be reasonable based on avaitgvhe player information, we may revise such estimates in the future as our
gamesd6 operation periods become | onger and we continue t
from changes in the estimates of the lives of perpetuaialitems would be applied prospectively on the basis that such
changes are caused by new information indicating a change in the game player behavior patterns. Any changes in our
estimate of lives of perpetual virtual items may result in our revenueg keiagnized on a basis different from prior
periodsd and may cause our operating results to fluctuat

We also derive revenues from licensing our games in other countries and territories. The licensing agreements provided
for two revenue streams, aritial license fee and a monthly reverbased royalty based on monthly revenues from the
games. The initial license fee consists of both a fixed amount and additional amounts receivable upon achieving certain sales
targets. Since we are required to providenandif-available upgrades to the licensees during the license period, both the
fixed portion and the additional portion of the initial license fee are recognized ratably as revenue over the licen3&@eriod
fixed portion of the initial license feis recognized ratably over the remaining license period from the date the game is
launched, and the additional portion of the initial license fee is recognized ratably over the remaining license pdtied from
date such additional amount is certain. Ti@nthly usagéased royalty fee is recognized when earned, provided that
collectability is reasonably assured.

ShareBased Compensation Expenses

Sharebased compensation expense is for share awards, including ordinary shares, share optided,skeatds and
restricted share units, granted by us to our employees, directors and certain Sohu employdess&hacanpensation
expense is recognized as costs and/or expenses in the financial statements based on the fair values of the twattl share
awards on their grant dates.

Sharebased compensation expense is recognized as costs and/or expenses in the financial statements based on the fair
values of the related shabased awards on their grant dates. Shased compensation expense &stricted share units
granted to certain Sohu employees is recognized upon vesting and the fair value is determined based on the market price of
the Companydés ADSs as of the applicable vesting date.

In determining the fair value of our ordinary sharesfricted shares and restricted share units granted in January and
April 2008, the income approach/discounted cash flow method with a discount for lack of marketability is applied given that
the shares underlying the awards were not publicly traded tirteéef the grant.

Determining the fair value of our ordinary shares requires complex and subjective judgments regarding our projected
financial and operating results, our unique business risks, the liquidity of our ordinary shares and our opoayirmmdi
prospects at the time of the grants.

Because at the time of the grants our MMORPG business was at a different stage of its product life cycle than that of
the publicly listed companies in our industry, we concluded that a market comparisoacippould not have been
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meaningful in determining the fair value of our ordinary shares. As a result, we used the income approach/discounted cash
flow method to derive the fair values. We applied the discounted cash flow, or DCF, analysis based @aated pash

fl ow using management 6s best estimate as of the respecti
among other things, an analysis of projected revenue growth, gross margins, effective tax rates, capital expenditures and
working capital requirements. The income approach involves applying appropriate discount rates, based on earnings forecasts
to estimated cash flows. The assumptions we used in deriving the fair value of the ordinary shares were consistent with the
assumptios that we used in developing our business plan, which included no material changes in the existing political, legal,
fiscal and economic conditions in China; our ability to recruit and retain competent management, key personnel and technical
staff to supprt our ongoing operations; and no material deviation in industry trends and market conditions from economic
forecasts. These assumptions are inherently uncertain and subjective. The discount rates reflect the risks our management
perceived as being assat@d with achieving the forecasts and are based on our estimated cost of capital, which was derived
by using the capital asset pricing model, after taking into account systemic risks and cepgafiy risks. The capital asset

pricing model is a model fqoricing securities that adds an assumed risk premium rate of return to an assuified rese

of return. Using this method, we determined the appropriate discount rates to be 22% as of the January 2008 valuation date
and 23% as of the April 2008 valien date.

We also applied a discount for lack of marketability, or DLOM, to reflect the fact that, at the time of the grants, we
were a closehheld company and there was no public market for our ordinary shares. To determine the discount for lack of
marketability, we used the Bla<g&choles option pricing model. Pursuant to the Bi&choles option pricing model, we used
the cost of a put option, which can be used to hedge the price change before a privately held share can be sold,tas the basis
detemine the discount for lack of marketability. Based on the foregoing analysis, we used a DLOM of 19% to discount the
value of our ordinary share as of the January 2008 and April 2008 valuation dates. Because there was no evidence to indicate
that there woul be a disproportionate return between majority and minority shareholders, we did not apply a minority
discount. As a result, we concluded that the fair value of our company as a going concern was $136 million as of the January
2008 valuation date and $1&8llion as of the April 2008 valuation date.

In determining the fair value of our restricted share units granted in 2009 before our initial public offering, the fair
value of the underlying shares was determined based on the offering price of ABSsfieting. In determining the fair
value of restricted share units granted after our initial public offering, the fair value is determined based on theicearket p
of our ADSs on the grant dates.

In determining the fair value of share options gramtg&ohu to employees of Changyou, we applied the Black
Scholes valuation model. Restricted share units granted by Sohu to employees of Changyou were measured based on the fair
market value of the underlying stock on the dates of grants.

Sharebased comensation expense for our ordinary shares granted is fully recognized in the quarter during which these
ordinary shares are granted. Shhased compensation expense for share options, restricted shares and restricted share units
granted is recognized om accelerated basis over the requisite service period. The number ebabadeawards for which
the service is not expected to be rendered over the requisite period is estimated, and the related compensation éxpense is no
recorded for that number of amis.

The assumptionsusedinshéw@a s ed compensation expense recoghnhition re
on historical experience and consideration to developing expectations about the future. However, these estimates involve
inherent unertainties and the application of management judgment. If factors change or different assumptions are used, the
sharebased compensation expense could be materially different for any period. Moreover, the estimates of fair value are not
intended to predicictual future events or the value that ultimately will be realized by employees who receive equity awards,
and subsequent events are not indicative of the reasonableness of the original estimates of fair value made by us for
accounting purposes.

For the years ended Decemt&t, 2010, 2009 and 2008, our shesed compensation expenses amounted to $8.6
million, $13.4 million and $5.3 million, respectively.

Income Tax and Valuation Allowance Against Deferred Tax Assets
We estimate income tax expenfor each jurisdiction in which we operate and for each period presented, which
includes estimating current tax exposure as well as assessing realizable deferred tax assets and deferred tax liabilities.

Subsequent to 2006, the majority of our defeteedassets resulted from the differences between the book and tax
bases of assets transferred as part of the reorganization of the MMORPG business and tax benefits-rasedhare
compensation. As of Decemb@t, 2007, we had recorded a full allowanceiagtaour gross deferred tax assets based on the
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following factors: (1)we were in a net loss position until 2007 and had no historical track record of profits to utilize the
deferred tax assets; (@hcertainty related to our entitlement to preferentiaktaatment based on the new tax laws;

(3) intense competition leading to uncertain success. In the years ended De8&n@@€)8 and 2009, we reversed the
allowance previously recorded and recognized deferred tax assets to the extent such deferedd taw agpected to be
realized for certain subsidiaries. If events were to occur in the future that would allow us to realize more of ourttabeferred
assets than the presently recorded amount, an adjustment would be made to the deferred tax assélsnbetage

income for the period. If events were to occur in the future that would require us to realize less of our deferred tizxrassets
the presently recorded amount, an adjustment would be made to the valuation allowance against defertisdhiak asse
would decrease income for the period. Significant management judgment is required in determining income tax expense and
deferred tax assets and liabilities. As of Decen®er2010 and 2009, our net deferred tax assets were $2,369,000 and
$1,383,00, respectively, resulting from temporary differences between accounting and tax basis.

Assessment of Impairment for Lelinged Assets, equity investment and goodwill
Our longlived assets include intangible assets, fixed assets and other assets.

Intangible assets mainly comprise operating rights of licensed games, computer software purchased from unrelated
third parties, developed technologies and other filnrel intangible assets which are separable from the fixed assets. We
amortize the caf intangible assets over their expected future economic lives. Fixed assets mainly comprise office building,
computer equipment (including servers) and leasehold improvements, and are depreciated over the estimated useful lives of
the assets on a stratgine basis. Other assets mainly represent prepayment for an office building under construction.
Management s judgment is required in the assessment of t
assets and other assets. Bagethe existence of one or more indicators of impairment, we measure any impairment of
intangible assets, fixed assets and other assets based on a projected discounted cash flow method using a discount rate
determined by our management which is commensuiigttethe risk inherent in our business model. An impairment charge
would be recorded if we determined that the carrying value of intangible assets, fixed assets or other assets may not be
recoverable. Our estimates of future cash flows require signifigdgiment based on our historical results and anticipated
results and are subject to many factors. As of DeceBihe2010, 2009 and 2008, our impairment for intangible assets was
$2.9 million, $nil and $nil, respectively.

We continually review our in&ments in an investee to determine whether a decline in fair value below the carrying
value is other than temporary. The primary factors we consider in our determination are the length of time that tree fair valu
of the investment is below its carryinglwe; and the financial condition, operating performance andteearprospects of
the investee. The determination of whether a decline in value is other than temporary requires significant judgment. If the
decline in fair value is deemed to be other tteamporary, the carrying value of the investment is written down to fair value.
Write-downs for equity method investments are included in equity in losses of affiliated companies. No impairment losses for
our equity investments were recorded for the yeaded Decembe3l, 2010, 2009 and 2008.

Goodwill represents the excess of the purchase price over the fair value of the identifiable assets and liabilities acquired
as a result of our acquisitions of interests in our subsidiaries and VIEs. Goodwiltispneciated or amortized but is tested
for impairment at reporting unit level (business segment) on an annual basis, and between annual tests when an event occurs
or circumstances change that could indicate that the asset might be impaired. The inhpestroensists of a comparison of
the fair value of goodwill with its carrying value. Application of a goodwill impairment test requires significant management
judgment, including the identification of reporting units, assigning assets and liabilitegsoibing units, assigning goodwill
to reporting units, and determining the fair value of each reporting unit. The judgment in estimating the fair valuéraf repor
units include estimating future cash flows, determining appropriate discount rates dang otlh&r assumptions. Changes in
these estimates and assumptions could materially affect the determination of fair value for each reporting unit. Any
impairment losses recorded in the future could have a material adverse impact on our financial emutditsnlts of
operations. No impairment losses for goodwill were recorded for the years ended Deggn@®d:0, 2009 and 2008.

Determination of Functional Currencies

Our reporting and functional currency is the U.S. dollar. The functional curcdrmeyr subsidiaries and our VIEs in
China is the RMB. The functional currency of our subsidiary in the United Kingdom is the British Pound, the functional
currency of our subsidiary in Malaysia is the Malaysian Ringgit, the functional currency of ouliayhisi Korea is the
Korean Won and the functional currency of our subsidiaries in Hong Kong and the United States of America is the U.S.
dollar. An entityés functional currency is the anally,rency
that is the currency of the environment in which it prim
in the determination of the functional currency which is made by assessing various indicators, such as cash floweg sales pri
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and market, expenses, financing and ktmpany transactions and arrangements. Assets and liabilities of our subsidiaries

and VIEs in China are translated into U.S. dollars, our reporting currency, at the exchange rate in effect at the ledlance she
date and revenues and expenses are translated at the current exchange rate in effect during the reporting period. Foreign
currency translation adjustments are not included in determining net income for the period but are accumulated in a separate
componenbf consolidated equity on the balance sheet. The accumulated foreign currency translation adjustment as of
DecembeB1,2010, 2009 and 2008 was a gain of $10,776,000, $778,000 and $631,000, respectively.

Year to Year Comparisons
Year Ended Decemb8i, 2010 Compared to Year Ended Decen8ier2009

RevenuesTotal revenues increased by $59.5 million to $327.1 million for the year ended De&imBedo0,
compared to $267.6 million for the year ended Decer@beR009. The increase was maidlye to increased popularity of
our flagship game, TLBB, which we launched in May 2007. For the year ended De&ImB64.0, we generated overseas
licensing revenues of $8.2 million, compared to $7.8 million for the year ended Dec®mB09. The incase was mainly
due to increased momentum of TLBB in Vietnam and Malaysia.

Cost of Revenue®©ur cost of revenues increased by $12.4 million to $29.9 million for the year ended De&é&mber
2010, compared to $17.5 million for the year endedelidaer31, 2009. The increase was primarily due to an increase in our
salary and benefits expenses, which increased by $4.3 million to $10.2 million for the year ended D&Lehiti€Y,
compared to $5.9 million for the year ended Decer8ie2009, our batwidth leasing and communication costs, which
increased by $1.9 million to $5.3 million for the year ended DeceB1he2010, compared to $3.4 million for the year ended
DecembeB1, 2009, our depreciation and amortization costs, which increased by $ibi i$4.4 million for the year
ended Decembedl, 2010, compared to $2.7 million for the year ended Dece&ih&009, our revendgased royalty costs,
which increased to $1.7 million for the year ended Decer®bg2010, compared to $nil for the yesnded Decembedl,

2009, our PRC business tax and VAT that AmazGame pays on the revenues that it derives from its contractual arrangements
with Gamease, which increased by $1.2 million to $4.9 million for the year ended De&imB64.0, compared to $3.7
million for the year ended Decembi&t, 2009, as a result of continued growth of TLBB and launching of new games.

Gross Profit As a result of the foregoing, our gross profit increased by $47.2 million to $297.3 million for the year
ended Decendy 31, 2010, compared to $250.1 million for the year ended Dece3th@009. Our gross margins were
90.9% and 93.5% for the years ended Decer@beP010 and Decembad, 2009, respectively. The decline in gross margin
was mainly due to an increase inas@s and benefits and higher bandwidth and server depreciation costs associated with the
operation of more games in 2010.

Operating Expenses

A Product Development ExpenseBroduct development expenses increased by $10.5 million to $3%dhrfor
the year ended Decemtigt, 2010, compared to $27.4 million for the year ended Dece®ih@009. The
increase was primarily because salary and benefits expense increased by $3.7 million to $28.0 million for the
year ended Decembadt, 2010 compad to $24.3 million for the year ended Decentiir2009, due to our
hiring of more game engineers, content and license expenses increased by $3.0 million to $4.4 million for the
year ended Decemb8d, 2010, compared to $1.4 million for the year endecebser31, 2009, depreciation
and amortization expense increased by $1.9 million to $2.5 million for the year ended De8&nafdi0,
compared to $0.6 million for the year ended Decer3ie2009.

A sales and Marketing ExpenseSales ananarketing expenses increased by $1.0 million to $41.0 million for the
year ended Decemb8d, 2010, compared to $40.0 million for the year ended DeceBih@009. The increase
was primarily due to the rise of salary and benefits by $1.6 million to $4ibmfor the year ended
Decembe1, 2010 due to expansion of headcount, compared to $2.9 million for the year ended D&8&ember
2009, offset by a $0.6 million decrease in other expenses.

A General and Administrative Expense&eneral and adinistrative expenses decreased by $1.3 million to $17.5
million for the year ended Decembt, 2010, compared to $18.8 million for the year ended DeceBih@009.
The decrease was primarily due to decreases in salary and benefits expense, whicktddec&hg million to
$10.8 million for the year ended DecemBéar, 2010, compared to $12.5 million for the year ended Decesdher
2009. This decrease was mainly due to the recognition of-iraeeshare based compensation expense in the
second quarterfo 2009 after the completion of the Companyds

Operating Profit. As a result of the foregoing, we had operating profit of $200.8 million for the year ended
DecembeBl, 2010, compared to an operating profit of $163.9 miliarihe year ended Decemkgt, 2009.
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Interest Income and Foreign Currency Exchange Gain/Lo$%r the year ended Decemisdr, 2010, interest income
and foreign currency exchange gain or loss was $3.7 million, compared to $3.4 million for thedgzhDecembe31, 2009.
The increase was primarily due to increased average cash balance for the year.

Interest ExpenseFor the year ended Decemidr, 2010, interest expense was $39,000, compared to $104,000 for the
year ended Decembad, 2009.

Other (Expenses)/ Incomd-or the year ended Decemisr, 2010, other expense represents expense of $1.4 million,
compared to income of $0.2 million for the year ended DeceBhe2009. The other expense consisted primarily of loss
from interests irequity investees.

Income Tax Expenseincome tax expense was $28.2 million for the year ended Dec&hp2010, compared to
$22.7 million for the year ended DecemBér, 2009.

Net Income As a result of the foregoing, we had netanme of $174.9 million for the year ended Decenir2010,
compared to net income of $144.7 million for the year ended Dece3thb2009.

Year Ended Decembe31, 2009 Compared to Year Ended Decem®&y 2008

RevenuesTotal revenues increagdy $65.8 million to $267.6 million for the year ended DecerBie2009,
compared to $201.8 million for the year ended DecerBbeR008. The increase was mainly due to increased popularity of
our flagship game, TLBB, which we launched in May 2007. Reryiear ended Decembigt, 2009, we generated overseas
licensing revenues of $7.8 million, compared to $7.2 million for the year ended Dec&mBe08. The increase was mainly
due to increased momentum of TLBB in Vietnam and Malaysia.

Cost of Reveneas Our cost of revenues increased by $2.9 million to $17.5 million for the year ended De@&mber
2009, compared to $14.6 million for the year ended DeceBhe2008. The increase was primarily due to an increase in our
bandwidth leasing and commigation costs, which increased by $1.1 million to $3.4 million for the year ended Dec&mber
2009, compared to $2.3 million for the year ended DeceBibe2008, our PRC business tax and VAT that AmazGame pays
on the revenues that it derives from itsicactual arrangements with Gamease, which increased by $1.0 million to $3.7
million for the year ended Decemktt, 2009, compared to $2.7 million for the year ended Dece&ih&008, and our
salary and benefits expenses, which increased by $0.8 nidli$5.9 million for the year ended DecemBér 2009,
compared to $5.1 million for the year ended Decer8ie2008, all of which were due to the growth of TLBB.

Gross Profit As a result of the foregoing, our gross profit increased by $62l@mid $250.1 million for the year
ended Decembed1, 2009, compared to $187.2 million for the year ended Dece3ib@008. Our gross margins were
93.5% and 92.8% for the years ended Decer8beP009 and Decembad, 2008, respectively.

Operating Expenses

A Product Development ExpenseBroduct development expenses increased by $3.5 million to $27.4 million for
the year ended Decembit, 2009, compared to $23.9 million for the year ended Dece3ih@008. The
increase was primarily due salary and benefits expense increasing by $2.1 million to $24.3 million for the year
ended Decembedl, 2009, compared to $22.2 million for the year ended DeceBih@008. This increase is
primarily due to an increase in the size of our research arelagenent workforce in the year ended
DecembeB1, 2009.

A Sales and Marketing ExpenseSales and marketing expenses increased by $1.1 million to $40.0 million for the
year ended Decemb8d, 2009, compared to $38.9 million for the yeadezhDecembeB1, 2008. The increase
was primarily due to salary and benefits increasing by $1.3 million to $2.9 million for the year ended
DecembeB1, 2009, compared to $1.6 million for the year ended Dece®&ih&008, offset by a $0.2 million
decreaseni other expenses. The increase of salary and benefits was due to expansion in sales and marketing
headcount in the year ended Decengier2009.

A General and Administrative Expense&eneral and administrative expenses increased by $9.@miili$18.8
million for the year ended Decemkit, 2009, compared to $9.1 million for the year ended Dece®ih&008.
The increase was primarily due to increases in salary and benefits expense, which increased by $6.6 million to
$12.5 million for the yar ended Decemb@, 2009, compared to $5.9 million for the year ended Deceg&iher
2008. This increase was mainly due to the expansion ofdiffick headcount. Professional fees increased by
$1.7 million to $4.1 million for the year ended Decembgr 209, compared to $2.4 million for the year ended
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DecembeB1, 2008. This increase is mainly due to our enforcement of intellectual property rights in the year
ended Decembedl, 2009.

Operating Profit As a result of the foregoing, we had operatingfit of $163.9 million for the year ended
DecembeB1, 2009, compared to an operating profit of $115.4 million for the year ended De@&ImB6e08.

Interest Income and Foreign Currency Exchange GaiRor the year ended Decemi3dr, 2009, intereshcome and
foreign currency exchange gain was $3.4 million, compared to $1.2 million for the year ended D&derabe8. The
increase was primarily due to increased interest income resulting from increases in cash deposited in our bank accounts.

Interest Expensd-or the year ended Decemisdr, 2009, interest expense was $0.1 million, compared to $0.2 million
for the year ended Decemi&t, 2008. The decrease was primarily due to the repayment of aestmotban of $8.5 million
in April 2009.

Other (Expense )/ Incomeror the year ended Decemtsdr, 2009, other income represents income of $0.2 million,
compared to the expenses of $0.3 million for the year ended Dec8int608.

Income Tax Expenselncome tax expense was $22afllion for the year ended Decembgt, 2009, compared to $8.1
million for the year ended Decemligt, 2008. The increase was mainly due to the income tax rate for both AmazGame and
Gamease having increased from 0% of 2008 to 12.5% of 2009.

Net Income As a result of the foregoing, we had net income of $144.7 million for the year ended De8&n@09,
compared to net income of $108.0 million for the year ended Dece3tb2008.

Liquidity and Capital Resources

We have financed our opeiats primarily through cash flows from equity contributions by Sohu and cash flows from
operations. We also received loans in the amount of $5.0 million and $3.5 million, respectively, from Sohu.com Limited in
September 2007 and December 2008. Such loans repaid to Sohu in April 2009.

In April 2009, we received net proceeds of $54.7 million from our initial public offering.

On April 1, 2009, we declared a cash dividend of $96.8 million payable solely to Sohu.com (Game) Limited, which is
an indiret¢ wholly-owned subsidiary of Sohu.com Inc. In the fourth quarter of 2009, after receiving approval from the PRC
government, we paid the dividend to Sohu.com (Game) Limited. In connection with such dividend we also paid PRC
withholding tax of $5.0 million.

The following table sets forth a summary of our cash flows for the periods indicated:

For the Year Ended

December31,
2008 2009 2010

($ in thousands)
Net cash provided by operating activities.............ccceeeeeee 133,916 187,801 207,223
Net cash used in investing activities................ccccvvvieeennnn. (7,809 (45,839 (87,692
Net cash used in financing activities...............cccccvvieeennnn. (7,309 (49,899 (3,000
Effect of exchange rate changes on cash and cash equiv 215 389 7,525
Net increas in cash and cash equivalents......................... 119,020 92,462 124,056
Cash and cash equivalents at beginning of the year......... 15,419 134,439 226,901
Cash and cash equivalents at end of the.year.................. 134,439 226,901 350,957

Operating Ativities

Net cash provided by operating activities for the year ended Dec&hp2010 was $207.2 million, which was
primarily attributable to the following factors: it income of $174.9 million, (igharebased compensation expenses of
$8.5 million, (iii) depreciation of $7.5 million, (ivan increase in tax payable of $6.8 million andgw)increase in accrued
compensation and benefits of $3.3 million.

Net cash provided by operating activities for the year ended Dec&hb2009 was $187 ®illion, which was
primarily attributable to the following factors: it income of $144.7 million, (i& decrease in prepaid and other
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receivables of $16.2 million primarily due to the tax refund received of $18.9 milliorsh{@iebased compensatio
expenses of $13.1 million (ign increase in receipts in advance and deferred revenue of $9.5 million, partially offset by an
increase in accounts receivable of $2.4 million.

Net cash provided by operating activities for the year ended Dec&hp&08 was $133.9 million, which was
primarily attributable to the following factors: fiet income of $108.0 million, (i&n increase in accrued salary and benefits
of $14.6 million, (iii)an increase in receipts in advance and deferred revenue of $1ihb chie to increased proceeds
received from sales of prepaid game cards and game points aad {igrease in tax payables of $8.1 million due to the
accrual of a 5.0% withholding tax in relation to the dividends declared by AmazGame to ChangyoutH& acwtual of
business tax and VAT, partially offset by an increase in prepaid and other current assets of $20.3 million primarihgconsisti
of tax refund receivables.

Investing Activities

For the year ended Decemlsdr, 2010, net cash used in @sting activities was $87.7 million and was primarily
attributable to our prepayment for an office building of $58.1 million, equity investments and shareholder loan to &n investe
of $10.2 million, purchase of fixed assets of $10.1 million, purchaseaarsfgible assets and other assets of $6.6 million, and
cash paid for business acquisition (net of cash acquired) of $2.7 million.

For the year ended Decemtsdr, 2009, net cash used in investing activities was $45.8 million and was primarily
attributableto our purchase of fixed assets of $43.2 million and purchase of intangible assets and other assets of $2.6 million.

For the year ended Deceml&dr, 2008, net cash used in investing activities was $7.8 million and was primarily
attributable to purchas# fixed assets of $7.3 million and purchase of intangible assets and other assets of $0.5 million.

Financing Activities

For the year ended Decemisdr, 2010, net cash used in financing activities was $3.0 million, which was due to
repayment of shotterm loan borrowed by an acquired entity from third parties prior to the acquisition.

For the year ended Deceml8dr, 2009, net cash used in financing activities was $49.9 million, which was primarily
due to a dividend distribution to Sohu of $96.8liom, and repayment of shetérm loan from Sohu of $8.5 million, partially
offset by net cash inflow of $55.7 million from our initial public offering.

For the year ended Deceml8dr, 2008, net cash used in financing activities was $7.3 million, wieshprimarily due
to a distribution to Sohu of a deemed dividend of $9.9 million, partially offset by-t&ortioan proceeds from Sohu of $3.5
million.

Restrictions on Cash Transfers to Us

To fund any cash requirements, from time to time, we n@gd to rely on dividends, loans or advances made by our
PRC subsidiaries. We conduct substantially all of our operations through Gamease, Guanyou Gamespace and Shanghai ICE,
our VIEs, which generate all of our operating revenues. As our VIEs are nad dwroeir subsidiaries, they are not able to
make dividend payments to our subsidiaries. Instead, each of AmazGame, Gamespace and ICE WFOE, which are our
subsidiaries in China, has entered into a number of contracts with its corresponding VIE to preidds sesuch VIE in
return for cash payments. In order for us to receive any dividends, loans or advances from our PRC subsidiaries, or to
distribute any dividends to our shareholders and ADS holders, we will need to rely on these payments made fesriour V
our PRC subsidiaries. Depending on the nature of services provided by our PRC subsidiaries to their corresponding VIEs,
certain of these payments are subject to PRC taxes, including business taxes and VAT, which effectively reduce the amount
that aPRC subsidiary receives from its corresponding VIE. In addition, the PRC government could impose restrictions on
such payments or change the tax rates applicable to such payments.

In addition, regulations in the PRC currently permit payment of dividehd$?RC company, such as AmazGame,
Gamespace or ICE WFOE, only out of accumulated profits as determined in accordance with accounting standards and
regulations in China. Each of our PRC subsidiaries is also required to set aside at least 10% etbitspaftfir based on
PRC accounting standards each year to its general reserves until the cumulative amount reaches 50% of its registered capital.
These reserves are not distributable as cash dividends, or as loans or advances. A PRC company mayeaspation
of its aftertax profits, as determined by its Board of Directors, to its staff welfare and bonus funds, which may not be
distributed to us.
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Furthermore, under regulations of the SAFE, the RMB is not convertible into foreign currenciagifaraccount
items, such as loans, repatriation of investments and investments outside of China, unless the prior approval of the SAFE is
obtained and prior registration with the SAFE is made.

Any dividends paid by any of our PRC subsidiaries tdiitsct holding company in Hong Kong will be subject to a
withholding tax at a rate of at least 5% and could be as high as 10%, which will reduce the amount of cash available for
distribution t od Risksrel@e o Ddirlg BusikessHirnaadd dhers are significant uncertainties under
the new Corporate Income Tax Law of the PRC, or the New CIT Law, which became effective on 1ap088y regarding
our PRC enterprise income tax liabilities, such as tax on dividends paid to us by osulf¥R{laries. The New CIT Law
also contains uncertainties regarding possible PRC withholding tax on dividends we pay to our overseas shareholders and
gains realized from the transfer o¥ our shares by our ov

We do not expdany of such restrictions or taxes to have a material impact on our ability to meet our cash obligations.

We believe that our existing cash is sufficient to sustain our operations for at least the next twelve months.

Capital Expenditures

Our capfal expenditures include the purchase of fixed assets, intangible assets and other assets. Our capital
expenditures were $74.9 million, $45.8 million and $7.0 million for the years ended De&mBéd0, 2009 and 2008,
respectively.

In August 2010, wéad entered into agreements with a property developer for the purchase of an office building to be
built in Beijing, which is to serve as our headquarters, with an area of approximately 56,200 square meters at a price of
approximately $150.0 million. Undé¢he agreement, the property developer is to start construction in the first half of 2011,
subject to necessary permits being obtained, and is expected to complete construction and deliver the building to us by the
end of 2012. We will pay the purchasécprin installments from 2010 to 2012, upon completion of various milestones. As of
DecembeBl, 2010, we have paid $59.8 million to the property developer.

Research and Development, Patents and Licenses, etc.

Our research and development effa@its primarily to keep pace with technological advances in order to make our
online game development capabilities and our games competitive in the market. Moreover, we also focus on the
improvement of our licensed games. We intend to further expand etmahgame development capabilities and license
more new games that are attractive to users in China.

Off-balance Sheet Arrangements

We have not entered into any financial guarantees or other commitments to guarantee the payment obligations of third
parties. We have not entered into any derivative ctpntrac
or that are not reflected in our consolidated financial statements. Furthermore, we do not have any retained or contingent
interest in assets transferred to an unconsolidated entity that serves as credit, liquidity or market risk support tg.such entit
We do not have any variable interest in any unconsolidated entity that provides financing, liquidity, market risk or credit
support to us or that engages in leasing, hedging or product development services with us.

Contractual Obligations

The following table sets forth our contractual obligations and commercial commitments as of De2Eraipd0 (in
thousands):

Lessthan More than

Total 1Year 1-3 Years 3 Years
Operating lease obligations. ...........occvveviieiiieee e 2,696 1,842 854 0
Bandwidth leasing charges...........cooooiiiiiiiicce e, 2,674 2,450 224 o)
License fees of online games developed by tpadies..................... 1,827 1,374 453 0
Purchase of an office building..............cccooiiiiieeciiiiii 89,691 59,794 29,897 o)
B o) - | PSSO PR 96,888 65,460 31,428 o}

Other than the obligations set forth above, we did not have any materidgelomgebt obligations, operatihepse
obligations, purchase obligations or other lktagn liabilities as of Decemb@d, 2010.
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IMPACT OF RECENTLY ISSUED ACCOUNTING STANDARDS

I n October 2009, the Financial Accounting Stanodf@r ds Bo
arrangements with multiple deliverables and certain revenue arrangements that include software elements. By providing
another alternative for determining the selling price of deliverables, the guidance for arrangements with multiple éeliverabl
will allow companies to allocate consideration in multiple deliverable arrangements in a manner that better reflects the
transactionés economics and will often result in earlier
requirementsof prei ous gui dance by all owing fAbest -spexificiobjestivee of sel |
evidence (AVSOEO) and other vendor objective -mastyi dence (A
evidence) for determining the selling piof a deliverable. A vendor is now required to use its best estimate of the selling
price when VSOE or TPE of the selling price cannot be determined. In addition, the residual method of allocating
arrangement consideration is no longer permitted undatetiveguidance. The new guidance for certain revenue
arrangements that include software elements removesafomare components of tangible products and certain software
components of tangible products from the scope of existing software revenue guidanitieg in the recognition of
revenue similar to that for other tangible products. The new guidance is effective for fiscal years beginning on or after
Junel5, 2010. However, companies may adopt the guidance as early as interim periods ended Spt2ad8rThe
guidance may be applied either prospectively from the beginning of the fiscal year for new or materially modified
arrangements or retrospectively. We have not early adopted the new guidance and is currently evaluating the impact on our
consoldated financial statements of adopting this guidance.

I n December 2010, the Financial Accounting Standards E
Step 2 of the Goodwill Impairment Test for Reporting Units with Zero or Negative Cguyimounts. The revised guidance
specify that, an entity with reporting units that have carrying amounts that are zero or negative is required to asseis wheth
is more |ikely than not that the r eprmesthatinsgnone liketleidnoty o od wi
that the goodwill of one or more of its reporting units is impaired, the entity should perform Step 2 of the goodwiill
impairment test for those reporting unit(s). Any resulting goodwill impairment should be recordednaglativeeffect
adjustment to beginning retained earnings in the period of adoption. Any goodwill impairments occurring after the initial
adoption of the revised guidance should be included in earnings as required by 3s&806+85. The revised guidae is
effective for fiscal years, and interim periods within those years, beginning after Dec&mBed.0. Early adoption is not
permitted. We are currently evaluating the impact on our consolidated financial statements of adopting this guidance.

In December 2010, FASB issued revised guidance on the Disclosure of Supplementary Pro Forma Information for
Business Combinations. The revised guidance specifies that if a public entity presents comparative financial statements, the
entity should disclose remue and earnings of the combined entity as though the business combination(s) that occurred
during the current year had occurred as of the beginning of the comparable prior annual reporting period only. The revised
guidance also expands the supplementalfgrma disclosures to include a description of the nature and amount of material,
nonrecurring pro forma adjustments directly attributable to the business combination included in the reported pro forma
revenue and earnings. The revised guidance is effgotospectively for business combinations for which the acquisition
date is on or after the beginning of the first annual reporting period beginning on or after Detgn@d10. We have not
early adopted the new guidance and are currently evaluagrigygiact on our consolidated financial statements of adopting
this guidance.

ITEM 6. DIRECTORS, SENIOR MANAGEMENT AND EMPLOYEES
Directors and Senior Management

The following table sets forth information regarding our directors and executigersfas of the date of this annual
report. The business address of each of our directors and executive officers is East Tower, Jing Yan Builting, No.

Shijingshan Road, Shijingshan District, Beijing 100043,
Directors and Executive Officers Age  Position

Charles Zhang...........oooooiiiiiee e 46 Chairman of the Board of Directors

TAO WANG ..ottt 35CEO and Director

DeWEN CheN......ccoiiiiiiiiie it 35President and Chief Operating Officer

AIBX HOLc e 36 Chief Financial Officer

Xiaojian HONG........ceeiiiiiieiiiie et 33Chief Technology Officer

Dave De Yang (L)...ccoooeeiioiiiiiiiiieeee e 45Independent Director

John Zhuang Yang (1)....ccceeeeeeeiiiiiieee e eciieee e 56 Independent Director

Baoquan Zhang (1)......ccoocveeereeiiniiiieneiiee e esiieeee e 53Independent Director




(1) Member of the audit committee of our Board of Directors.

Dr. Charles Zhangs theChairman of our Board of Directors. Dthang is the founder of Sohu and has been Chairman
of the Board and CEO of Sohu since August 1996. Prior to founding Sohzih&nrg worked for Internet Securities Inc., or
ISI, and helped establish its China operati s . Prior to joining |ISI, he worked as
liaison officer with China. DrZzhang has a Ph.D. in Experimental Physics from the Massachusetts Institute of Technology
and a bachelor of science degree from Tsinghua UniyénsBeijing.

Tao Wangs our CEO and a director. MWang has over 13 years of experience in the computer game industry in
China and was one of the principal founders of our online game business. Prior to owutdrem Sohu, MrWang served
as Sohubés Vice Presi de Manggined SdMOiRPeGmbeu 2004 arel svas instrivhnental in the ramp
up of our MMORPG business and played a key role in the success of TLBB. Prior to joining SoWargrworked at Sina
and was the Managingethnology Director for its iIGAME development and operations. From 2001 to 2008y aig
served as the Vice President and Chief Technology Officer of Beijing Tian Ren Interactive Software Technologies Co. Ltd., a
PRC games distributor and operator. Fror@8.& 2001, MrWang was a project manager at Object Software (Beijing)
Limited, one of the pioneer games and mmitidia software developers in China, responsible for itsd?Sole games,
Internet games and mutitiedia educational software developmembarr 1997 to 1998, MiWang worked at Fuzhou Wai
Xin Software Technologies Co. Ltd. as a software development engine&idng r ecei ved a bachel or 6
Engineering from Hangzhou Industrial Electronics Institute.

Dewen Cheris our Presiderind Chief Operating Officer and one of the principal founders of our online game
business. MrChen joined Sohu in 2005 as a business manager, responsible for building our sales team for games products
and starting May 2006, MChen was in charge of tlev e r a | | mar keti ng, promoti on, sal e
games products. Prior to our carve out from Sohu,Wen was the Director of MarketilgOperations of the MMORPG
business of Sohu. From April 2000 to April 2005, @hen worked atlganghai Hua Teng Software System Co. Ltd. as a
pre-sale technology consultant and sale manager of its business with banks. Prior to tGagrivirad worked with Fujian
Shi Da Computer Group as a software engineer, project manager and later the Diitbet@reahnology Department at its
Shanghai branch office. MEhen received a bachelords degree in Computer

Alex Hois our Chief Financial Officer. Prior to our initial public offering, Nto was the Sear Finance Director of
Sohu, which he joined in January 2005. Prior to joining SohuHdmnwvorked at Arthur Anderset Co. and
PricewaterhouseCoopers in Hong Kong and Beijing, where he was a Senior Manager of Assurance and Business Advisory.
With an extasive knowledge of and background in both U.S. and Chinese accounting principles and tax laws, financial
management and SEC reporting, Mo has helped companies through executing mergers and acquisitions in Asia,
restructuring businesses, completingittigal public offering process for international markets, as well as compliance with
Section404 of the Sarbanédxley Act of 2002. MrHo has a bachel orés degree in Finan
University of Hong Kong. MrHo is a member of the Ameea Institute of Certified Public Accountants, the Institute of
Management Accountants and the Hong Kong Institute of Certified Public Accountants.

Xiaojian Hongis our Chief Technology Officer and was one of the principal founders of our MMORPebsisi
Mr. Hong has significant experience in the security, efficiency and stability of online games software and operations. Prior to
our carveout from Sohuy MrHong was a Senior Manager of Sohu and played
software dgelopment division and was responsible for strategic planning for technology framework design and module
development for our MMORPG business. From 2004 to 2005HiIng worked at Sina and was a research and development
manager of its iIGAME project. Fron®@1 to 2004, MrHong was the Manager of Research and Development of Beijing
Tian Ren Interactive Software Technologies Co. Ltd., responsible-fayuee digital games design and development and
introduction, distribution and localization of popular owa&rs games products. From 1999 to 2001,Hng was a project
manager of Object Software (Beijing) Limited. \fong received a bachel ords degree i
Technology University.

Dave Yandhas served as an independent directoraeam@&mber of our audit committee since April 2009. For the
pastnine years, MrtYang has wor ked for McDonal dés Cor por aMangdhas as a
served as Corporate Controllerf t h e MChiha. Rraod tals@ch roleghserved as acting controllefr
Mc Dondlndlésa and I ndonesia and as a senior director of McD
division where he oversaw the development and supervision of financial strategy andf@ictpj oi ni ng Mc Donal ¢
Corporation, Mr.Yang worked in the U.S. business unit of Estoung LLP for seven years in various positions,
including as a senior advisor and group manager. During/Mrn g 6 s t e &Woureg LBP, he Ebcuses on business
risk management consultation, corporate M&A, restructuring of corporate internal management processes, internal audits,
risk assessment, control system designs, and auditing of corporate financial statements, primarily for Fortune 500 companies.
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Mr.Yanghasana st er of business administration degree from the
Management and Engineering from the Graduate School of t
degree in Physics from the UniversitiyScience and Technology of China. Miang is a member of the U.S. Institute of

Certified Internal Auditors, the Institute of Certified Public Accountants and the Institute of Certified Management
Accountants.

Dr. John Zhuang Yanhas served as andependent director and a membépur audit committee since April 2009.
Dr. Yang is the Dean of the Beijirigternational MBA program at Beijing University, Professor of Managemehtat
National School of Development at Beijing University and an AsseBPean and Associate Professor of Management at
Fordham University. DrYang received his Ph.D. in Business Administration from Columbia Universit991 and
received an M.A. in Sociology, also from Columbia Universityl 985. In addition, DrYangreceived an MPA degree in
International andPublic Affairs from The Woodrow Wilson School of Public and Internatiétgdirs of Princeton
University in 1984. He Emgksk leamguagedandalitebature ioenBaijingdUnivedsigygSinece i n
SeptembeR007, Dr.Yang has served on the Board of Directors of New Oridtdatation& Technology Group, a public
company listed on the New Yoftock Exchange (NYSE: EDU) since September 2006, which provides prokatational
services in China.

Baoquan Zhan@as served as an independent director and a member of our audit committee since April 2009.
Mr. Zhang is the President of Antaeus Group, which he founded in the early 1990s and is one of the largest real estate
development companies in fieg. The Antaeus Group has recently branched out to the entertainment industry with its
investment in the Chinese filnp Man, a film about a legendary Kung Fu master. Blrang also operates the Today Art
Gallery, a large nowprofit art gallery in Rijing. In June 2008, MiZhang received the 2008 Mont Blanc de la Culture Arts
Patronage Award, presented by the German luxury goods manufacturer to honor those who have dedicated time, energy and
financial support to the arts and cultural developmeniratdhe world. MrZhang also publishes art magazines and
numerous art books every year. Mhang is a member of the Chinese Writers Association and the Chinese Calligraphers
Association. He received a bachel ogrbés degree in Art from

Compensation of Directors and Executive Officers

For the year ended Decemlsdr, 2010, we paid an aggregate of approximately $5.3 million in cash compensation to
our executive officers. We paid an aggregate of $150,000 in cash compensationdo-executive directors other than
Dr. Charles Zhang. None of our directors have service contracts that provide for benefits upon termination of employment.
For information regarding shatmsed compensation paid to officers and directors, seéltenirgctbrs, Senior
Management and Employge€ompensation of Directors and Executive Office&h ar e | ncenti ve Pl an. 0

Employment Agreements with Executive Officers

We have entered into employment agreements with each of our executive officers. Uredagteements, we may
terminate an executive officerés employment for caaise, a
or gross negligence, repeated failure to perform substantially his duties, indictment or convictiaofdession of a felony,
or any crime involving moral turpitude. In such case, such officer will not be entitled to receive payment of any severance
benefits or other amounts by reason of termination other than accrued salary and vacation throughf tteerditation and
such officerés right to all/|l ot her benefits wildl terminat

We may also terminate our employment agreements with our executive officers without cause updaytlidyance

written notice. In ach case of termination by us and also in a case where an executive officer voluntarily terminates his
employmentwithusuponthinrg ay s ® advance written notice for figood reas
severance benefits equal to an amaymto six (6)months of his monthly base salary, provided that such executive officer
complies with -tcommpetitibhenorp bbyeet abhon, confidenti al infor mat
during the severance period and execute areleasecagte nt i n the form requestay by us.
significant change in the executive officerés duttihes and
his title and position, and (igny material breach of thenployment agreement by us, including any reduction in the
executive officerés base salary or our failure to pay to

In addition, each of our executive officers has entered into an employemmgetition, norsolicitation, confidential
information, and work product agreements with us. Under these agreements, each of our executive officers has agreed to be
bound by (i)non-competition restrictions during his employment and for one year after the termination of oy mewu or
for such longer period during which we pay him any severance benefits, amsh(@dlicitation restrictions during the non
competition period. Each executive officer has agreed to hold, both during and after the termination or expiry of his
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empdoyment agreement, in strict confidence and not to use, except as required in the performance of his or her duties in
connection with the employment, any of our confidential information or trade secrets, any confidential information or trade
secrets of ouclients or customers, or the confidential or proprietary information of any third party held by us in confidence.
The executive officers have also agreed to disclose to us all inventions which they conceive and develop during the
employment and to assigti right, title and interest in them to us and agreed not to assert any such rights against us.

Share Incentive Plan

In December 2008, our Board of Directors and our shareholders adopted our 2008 Share Incentive Plan to attract,
motivate and retaithe best available personnel, provide additional incentives to our employees, directors and consultants
and promote the success of our business. Our 2008 Share Incentive Plan provides for the issuance of up to 20,000,000
ordinary shares, of which 17,740are Class B ordinary shares and 2,260,000 are Slasdinary shares.

Plan Administration Our Board of Directors or our compensation committee will administer our share incentive plan.
The compensation committee or the full Board of Directarsyppropriate, will determine the provisions and terms and
conditions of our awards.

Types of AwardsThe following briefly describes the principal features of the various awards that may be granted
under our 2008 Share Incentive Plan.

A Options.Options provide for the right to purchase our ordinary shares at a specified exercise price subject to
vesting, and generally will become exercisable in four equal annual installments beginning on the first
anniversary of the date of grant.

A Restricted Shareg\ restricted share award is the sale of ordinary shares at a price determined by our board or
our compensation committee or a grant of our ordinary shares, in each case subject to vesting terms.

A Restricted Share UnitRestricted share units represent the right to receive our ordinary shares, subject to vesting.
Restricted share units will be settled upon vesting, subject to the terms of the award agreement, either by our
delivery to the holder of the number of ordinarais that equals the number of the vested restricted share units
or by a cash payment to the holder that equals the then fair market value of the number of underlying ordinary
shares. If any of the restricted share units that are settleable in Class@\ostiares expire without settlement,
such underlying Class B ordinary shares will be automatically converted into/ACtaidsary shares and such
ClassA ordinary shares so converted will become available for future issuance under our 2008 Shave Incenti
Plan.

Award DocumentAwards granted under our share incentive plan are evidenced by an award document that sets forth
the terms and conditions applicable to each of these awards, as determined by our board or compensation committee in its
solediscretion.

Termination of the Share Incentive PlaMithout further action by our Board of Directors, our share incentive plan
will terminate in August 2018. Our Board of Directors may amend, suspend, or terminate our 2008 Share Incentive Plan a
any time; provided, however, that our Board of Directors must first seek the approval of the participants of our share
incentive plan if such amendment, suspension or termination would adversely affect the rights of participants with respect to
any of tteir existing awards.

Issuance of Restricted Shares and Restricted Share Units to Executive Officers

On Januaryl. 5 , 20009, 8,000,000 Class B restricted shares wer
interest in us to Prominence Investmdrits., a British Virgin Islands company beneficially owned by Tao Wang, our CEO.
These restricted shares will vest over a fgear period, subject to acceleration under certain circumstances, commencing on
Februaryl, 2008, and will be forfeited to SohumdGame) Limited if the vesting conditions are not met. Prominence

I nvestments Ltd.o6s right to sell 2,000,000 of such restr
restricted through January 2015. As of Decen®ier2010, 4,000,0006f such restricted shares have become vested and are
no | onger subject to forfeiture and 4,000,000 remain sub
Prospectd Operating ExpensésShareb ased Compensati &n Expenseso in |tem

On Januaryl5, 2009, we issued to our executive officers other than Tao Wang an aggregate of 1,800,000 of our Class
B restricted shares. On MaréB, 2009, we exchanged these Class B restricted shares for restricted share units (settleable in
Class B ordinary shares)he vesting of these restricted share units was contingent upon the completion of an initial public
offering by us on an internationally recognized stock exchange, and the restricted share units are otherwise suhject to vesti
over a fouryear period, sbject to acceleration under certain circumstances, commencing Febr2a38. On April1,
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2009, we granted to our executive officers other than Tao Wang an aggregate of 1,200,000 of dureStasted share

units. These restricted share units angject to vesting over a fowyear period and will be forfeited to us if the vesting
conditions are not met. See fiOpaéOmtatingExpersdsBharebased nc i al Rev
Compensation Expenses. 0

As of DecembeB1, 2010, we had grantdide following restricted shares and restricted share units to our directors and
executive officers pursuant to our 2008 Share Incentive Plan.

Restricted
Sharesand
Restricted
Share End of Vesting
Directors and Executive Officers Units Date of Grant Period
Ta0O Wang.......oooeeeiiieieiiiiiire e 8,000,000V Januaryl5, 2009 Februaryl, 2012
Dewen Chem.......ccoceviiiieiiie e 750,000 January 15, 200 February 1, 201
500,000 April 21, 2008 April 21, 2013
AIBX HO .o * @ January 15, 20® February 1, 201
* @) April 21, 2009 April 21, 2013
Xiaojian HoNgG........ccovviveiiiiie e 750,000 January 15, 200 February 1, 201
500,000° April 21, 2009 April 21, 2013

(1) Class B restricted shares. As of Decen®£2010, 4,000,000 of such Class B restricted shares have become vested
and are no longer subject to forfeiture.

(2) Restricted share units settleable in Class B ordinary shares.

(3) Restricted share units settleable in Clasgdinary shares.

* Less than 1% of our total outstanding voting securities.

Board of Directors

Our Board of Directors currently consists of Bharles Zhang, Tao Wang, Dave De Yang,Idhn Zhuang Yang and
Baoquan Zhang. Our directors are elected by the holders ofdimary shares and will hold office until our next annual
general meeting of shareholders and until their successors are duly elected or appointed, or until their resignati@ or remov
in accordance with the provisions of our memorandum and artickssotiation. A director is not required to hold any
shares in our company by way of qualification. A director may vote with respect to any contract, proposed contract or
arrangement in which he is materially interested provided that the nature of swebtirg disclosed prior to any vote
thereon. A director may exercise all the powers of our company to borrow money, mortgage or charge our undertakings,
property and uncalled capital or any part thereof, and issue debentures or other securities whgtharas security for
any debt, liability or obligation of our company or of any third party.

A company of which more than 50% of the voting power i
companyo under t he NASRGGIiDlIeS commaky nddd notkceniply With theeapplicalde NASDAQ
corporate governance rules requiring its Board of Directors to have a majority of independent directors and independent
compensation and corporate governance and nominating committees. Baoaeisean 50% of the voting power of our
company is held by Sohu, we qualify as a Acontrolled com
ourselves of the controlled company exception provided under those rules. In the event that wenger @oclontrolled
company, a majority of our Board of Directors will be required to be independent and it will be necessary for us to have
compensation and corporate governance and nominating committees that are composed entirely of independent directors,
subject to a phasie period during the first year we cease to be a controlled company.
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Committees of the Board of Directors

Audit CommitteeOur audit committee currently consistsizdve De Yang, DrJohn Zhuang Yang and Baoquan
Zhang. OumBoard of Directors has determined that Dave De YangJ@m Zhuang Yang and Baoquan Zhang satisfy the
independence requirements of Rule i®Ander the Securities Exchange Act of 1934 and Rule 5605 of the NASDAQ Stock
Market Rules. In addition, our Bahpof Directors has determined that Dave De Yang meets the criteria of an audit committee
financial expert as set forth under the applicable SEC rules and Rule 5605(c)(2) of the NASDAQ Stock Market Rules. The
full responsibilities of our audit committee avet forth in its charter, which will be reviewed and updated annually and
approved by our board, and will be posted on our website at www.changyou.com. The audit committee is responsible for,
among other things:

A selecting the independent auditorsigreapproving all auditing and nesuditing services permitted to be
performed by the independent auditors;

A overseeing our accounting and financial reporting processes and audits of the financial statements of our

company;
A reviewingwithhe i ndependent auditors any audit problems or
A reviewing and approving all proposed related party transactions, as defined #0#ehRegulation ¥ under

the Securities Act and in the NASDAQ Stock Markedds;
A discussing the annual audited financial statements with management and the independent auditors;
A reviewing major issues as to the adequacy of our internal controls over financial reporting and any special audit

steps adopted in the lighf any significant deficiencies or materially weakness in our internal controls; and
A meeting separately and periodically with management and the independent auditors.

Duties of Directors

Under Cayman Islands law, our directors have a conlewmlutyto act honestly in good faith with a view to our best
interests and for a proper purpose. Our directors also have a duty to exercise the skill they actually possess wathdthe care
diligence that a reasonably prudent person would exercise ipazabie circumstances although the courts are moving
towards an objective standard with regard to the required skill and care. In fulfilling their duty of care to us, ous directo
must ensure compliance with our memorandum and articles of associagimciple, Changyou will normally be the
proper plaintiff in any suit alleging a breach of duty and a derivative action may not be brought by a minority shareholder.
However there are exceptions to this including when a company acts besypadersor illegally; or the required
sharehol der vote was not obtained; or where those in con

Terms of Directors and Officers

A director may be removed by ordinary resolution passed by a majority of anethsiiders before the expiration of
such directoro6s term. Officers are elected by and serve

Employees

As of DecembeB1, 2008, 2009, and 2010, we had 628, 1,248 and 2,16@figlemployees, respectiyelThe
following table sets forth the number of our employees by department as of De@&mbeto:

As of December31,2010

Number Percentage
Product development............ooiiiiiiiiiieeee e 989 46.%%
Game OPEratioNS..........eeiiiiiiiiiiiie e 437 20.7%6
Sales and BIKETING........oourriiiei e 237 11.26
CUSTOMET SEIVICE. ..uuniiiiiiie et eeeeee et e et e e et eeeeaaans 254 12.1%
General and administratiQn..........ccocooevviiieiieeeeeciiee e 192 9.1%
Lo ] = 1 2,109 100%

(1) Includes technical support employees.

In addition, as of Decemb&il, 2010, we had 81 paitne employes. None of our employees are represented by a
labor union. None of our employees are represented under collective bargaining agreements.
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Share Ownership

Re f e tem¥: Majat Shareholders and Related Party Transactionsb e | o w f o rof the shdre avoership t i o n
of our directors and senior executive officers.

ITEM 7. MAJOR SHAREHOLDERS AND RELATED PARTY TRANSACTIONS
Major Shareholders

The following table sets forth information with respect to the beneficial ownership of our sharfdsedruary?8,
2011 by:

A each of our directors and executive officers; and
A each person known to us to own beneficially more than 5% of our shares.

Ordinary Shares
Beneficially Owned?

Number %
Directors and Executive Officers:
Charles Zhang..........ccuuiuiiiiiiiiiceeee e ererr e * *
B I= 1o TRV = U T 14,400,00¢( 13.8%
(DTN =Y o [ O o 1= o DO * *
ALBX HO e e ee e e ———— * *
Xiaojian HONQG......cooee e eee e e e e e e e ee e * *
DAV D YANG...ceiiuiiuiiiiiiie et eeeeee ettt o} o}
JOhN Zhuang Yang.......oooo oo o} o}
Baoquan Zhang.........ccccouiiiiiiiiiieee e o} o}
Principal Shareholder:
Sohu.com (Game) Lt@..........coeiiiiiiiiiereeeeeee e 70,250,00( 67.1%
Prominence Investments LE...........ccoooooviiiiiiiieiice e 14,400,00¢( 13.8%

* Less than 1% of our total outstanding voting securities.

(1) Includes the number of Clagsordinary shareand percentage ownership represented by @lagslinary shares
determined to be beneficially owned by a person or entity in accordance with rules of the SEC. Holders of Class B
ordinary shares may convert their Class B ordinary shares into the same onfi@lzssA ordinary shares at any time
and, accordingly, are deemed to beneficially own such @lassinary shares. The number of Cldssrdinary shares
or Class B ordinary shares beneficially owned by a person or entity includes restricted shénatusitisvest within
60 days after FebruaB8, 2011. Clasé ordinary shares or Class B ordinary shares issuable upon the vesting of
restricted share units are deemed outstanding for the purpose of computing the percentage of outstamling Class
ordinary shares owned by that person or entity. Such Gasslinary shares or Class B ordinary shares issuable upon
such vesting are not deemed outstanding, however, for the purpose of computing the percentage ownership of any other
person or entity.

(2) Corsists of 12,400,000 Class B ordinary shares and 2,000,000 Class B restricted shares held of record by Prominence
Investments Ltd. Prominence Investments Ltd. is a British Virgin Islands company which is ultimately owned by a
trust of which Tao Wang, our QE is the primary beneficiary. The business address of Prominence Investments Ltd. is
c/o Credit Suisse Trust, SingaporeRaffles Link #0502, Singapore. The 2,000,000 Class B restricted shares
beneficially held by MrWang, that remain unvested as of thate of this annual report will be forfeited to Sohu.com
(Game) Limited in the event that a vesting condition is not met. The 14,400,000 Class B ordinary shares held of record
by Prominence Investments Ltd represent approximately 16.6% of the voting @foalleissued and outstanding
ordinary shares of Changyou.

(3) Consists of Class B ordinary shares held by Sohu.com (Game) Limited. Sohu.com (Game) Limited, a Cayman Islands
corporation and an indirect wholywned subsidiary of Sohu.com Inc. Tiegistered address of Sohu.com (Game)
Limited is Scotia Centre,"#loor, P.O. Box 2804, George Town, Grand Cayman, Cayman Islands1kK¥2 The
70,250,000 Class B ordinary shares held of record by Sohu.com (Game) Ltd. represent approximatelfytB&.1% o
voting power of all issued and outstanding ordinary shares of Changyou. The 2,000,000 Class B restricted shares
beneficially held by MrWang, that remain unvested as of the date of this annual report will be forfeited to Sohu.com
(Game) Limited inlie event that a vesting condition is not met.

Our ordinary shares are divided into Classrdinary shares and Class B ordinary shares. With respect to matters
requiring a shareholder vote, holders of Claswdinary shares and holders of Class B aadjrshares vote together as one
class. Each Clags ordinary share is entitled to one vote and each Class B ordinary share is entitled to ten votes. We issued
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ClassA ordinary shares represented by our ADSs in our initial public offering. Holders of Etasknary shares may

choose to convert their Class B ordinary shares into the same number oA Glagsary shares at any time. Tao Wang

holds Class B restricted shares, and once such shares are vested, he may choose to convert his Class B esdirtary shar
the same number of Cla8sordinary shares. Class B restricted shares are only transferable to an affiliate of the holder.

All of 20,013,000 Clas# ordinary shares issued and outstanding as of FebR8ar3011, or approximately 19.1% of
the canbined total of our outstanding Cladsand Class B ordinary shares, were held by a single holder of record in the
United States, the Bank of New York Mellon, the depositary for our ADS program.

Related Party Transactions

As of the date of thisannua r eport, Sohu held approximately 67. 1% of
ClassA and Class B ordinary shares and controlled approximately 81.1% of the total voting power in Changyou. As of
DecembeBl, 2010, Sohu continues to have the poaating alone to approve any action requiring a vote of the majority of
our ordinary shares and to elect all our directors.

Contractual Arrangements with our VIEs and their Shareholders

PRC laws currently restrict foreign ownership of online gamenlessies. To comply with PRC laws, we conduct our
game operations and distribution businesses through contractual arrangements of our PRC subsidiaries AmazGame,
Gamespace and ICE WFOE with their corresponding VIEs Gamease, Guanyou Gamespace and SharghtidiCE
respective shareholders. The equity interests in each of Gamease and Guanyou Gamespace are owned 60% by Tao Wang, ol
Chief Executive Officer, and 40% by Dewen Chen, our President and Chief Operating Officer. The equity interests in
Shanghai ICEare owned by two Changyou employees who are PRC citizens. The following is a summary of the agreements
currently in effect :

Contractual Arrangements with Gamease and its Shareholders

A Loan Agreementbetween AmazGame and Gamease shareholBleese loan agreements provide for loans of
$906,000 to Tao Wang and of $604,000 to Dewen Chen for them to make contributions to the registered capital
of Gamease in exchange for the 60% and 40% equity interests, respectively, in Gamease. The ltemestare in
free and are repayable on demand, but the shareholders can only repay the loans by transferring to AmazGame of
their respective equity interests in Gamease.

A Equity Interest Purchase Right Agreemearsong AmazGame, Gamease and Gameasetsfiders. Pursuant
to these agreements, AmazGame and any third party designated by AmazGame have the right, exercisable at any
time during the term of the agreement, if and when it is legal to do so under PRC law, to purchase from Tao
Wang or Dewen Chemas the case may be, all or any part of his or her equity interests in Gamease at a purchase
price equal to their initial contributions to the registered capital of Gamease or the respective proportion of such
initial contribution in the case of a part@lirchase of such equity interests in Gamease.

A Equity Pledge Agreementsmong AmazGame, Gamease and the shareholders of Gamease. Pursuant to these
agreements, Tao Wang and Dewen Chen pledged to AmazGame their equity interests in Gameaséhe secur
performance of their respective obl i garlatedageermentss. Gam
If any of the shareholders of Gamease breaches his or her respective obligations undefrataied E
agreements ( Ga meodits ebbigations unden thehvarious \Vielated agreements will be treated
as the sharehol dersdé breach of their respective obl
is entitled to exercise its rights as the beneficiary under theyHajgitige Agreement, including all the rights
such shareholder has as a shareholder of Gamease.

A Business Operation Agreemeamong AmazGame, Gamease and the shareholders of Gamease. This agreement
sets forth the rights of AmazGame to contha tictions of the shareholders of Gamease.

A Powers of Attorneyexecuted by the shareholders of Gamease in favor of AmazGame. These powers of attorney
give AmazGame the exclusive right to appoint nominees to act on behalf of each of the twgg&amea
shareholders in connection with all actions to be taken by Gamease.

A Technology Support and Utilization Agreemésgtween AmazGame and Gamease. Pursuant to this agreement,
AmazGame has the exclusive right to provide certain product develbpmeapplication services and
technol ogy support to Gamease for a fee equal to a

A Services and Maintenance Agreement, between AmazGame and G&uesasmt to this agreement,
AmazGame provides miagting, staffing, business operation and maintenance services to Gamease in exchange
for a fee equal to the cost of providing such services plus a predetermined margin.
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Contractual Arrangements with Guanyou Gamespace and Its Shareholders

A

Loan Agreementsbetween Gamespace and Guanyou Gamespace shareholders. These loan agreements provide
for loans of $906,000 to Tao Wang and of $604,000 to the Dewen Chen for them to make contributions to the
registered capital of Guanyou Gamespace in exchamghd 60% and 40% equity interests, respectively, in
Guanyou Gamespace. The loans are interest free and are repayable on demand, but the shareholders can only
repay the loans by transferring to Gamespace of their respective equity interests in GuangspaGam

Equity Interest Purchase Right Agreementsong Gamespace, Guanyou Gamespace and Guanyou
Gamespacebds sharehol der s. Pursuant to these agr eeme
have the right, exercisable at any ticheing the term of the agreement, if and when it is legal to do so under

PRC law, to purchase from Tao Wang or Dewen Chen, as the case may be, all or any part of his or her equity
interests in Guanyou Gamespace at a purchase price equal to theiranitiglutions to the registered capital of
Guanyou Gamespace or the respective proportion of such initial contribution in the case of a partial purchase of
such equity interests in Guanyou Gamespace.

Equity Pledge Agreement@mong Gamespace, Gyau Gamespace and the shareholders of Guanyou

Gamespace. Pursuant to these agreements, Tao Wang and Dewen Chen pledged to Gamespace their equity
interests in Guanyou Gamespace to secure the performance of their respective obligations and Guanyou
Gamespades obl i gat i ons -relatedeagreements. If &ang of theoshaseholler&of Guanyou
Gamespace breaches his or her respective obligations under anyé/IlEat ed agr eements ( Gua
breach of any of its obligations under the variousYIE | at ed agreements will be tr
breach of their respective obligations), including the Equity Pledge Agreement, Gamespace is entitled to exercise
its rights as the beneficiary under the Equity Pledge Agreement, including alittkeesuch shareholder has as a
shareholder of Guanyou Gamespace.

Business Operation Agreemeatong Gamespace, Guanyou Gamespace and the shareholders of Guanyou
Gamespace. This agreement sets forth the rights of Gamespace to control thetitteoskareholders of
Guanyou Gamespace.

Powers of Attorneyexecuted by the shareholders of Guanyou Gamespace in favor of Gamespace. These powers
of attorney give Gamespace the exclusive right to appoint nominees to act on behalf of katiwv@Guanyou
Gamespace shareholders in connection with all actions to be taken by Guanyou Gamespace.

Technology Support and Utilization Agreemdrgtween Gamespace and Guanyou Gamespace. Pursuant to this
agreement, Gamespace has the exclugi¥e to provide certain product development and application services
and technology support to Guanyou Gamespace for a fee equal to a predetermined percentage of Guanyou
Gamespacebds revenues.

Services and Maintenance Agreemémttween Gamespa and Guanyou Gamespace. Pursuant to this agreement,
Gamespace provides marketing, staffing, business operation and maintenance services to Guanyou Gamespace in
exchange for a fee equal to the cost of providing such services plus a predetermined margin.

Contractual Arrangements with Shanghai ICE and its Shareholders

A

A

Exclusive Business Cooperation Agreembatween ICE WFOE and Shanghai ICE. This agreement sets forth
the exclusive right of ICE WFOE to provide business support and technigigeseto Shanghai ICE.

Exclusive Technology Consulting and Service Agreerbetween ICE WFOE and Shanghai ICE. Provides to

ICE WFOE the exclusive right to provide technical consultation and other related services to Shanghai ICE in
exchangd or a fee equal to the balance of Shanghai | CEO
expenses.

Business Operation Agreemgeatmong ICE WFOE, Shanghai ICE and the shareholders of Shanghai ICE. This
agreement sets forth the rightl&f WFOE to control the actions of the shareholders of Shanghai ICE.

Call Option Agreemenamong ICE WFOE, Shanghai ICE and Shanghai ICE shareholders. Provides to ICE

WFOE and any third party designated by ICE WFOE the right, exercisablg ttr@during the term of the

agreement, if and when it is legal to do so under PRC law, to purchase from the shareholders all or any part of
their shares in Shanghai ICE or purchase from Shanghai ICE all or part of its assets or business at the lowest
purchase price permissible under PRC law. The agreement further provides that Shanghai ICE or its shareholders
will transfer back to ICE WFOE any such purchase price they have received from ICE WFOE, upon the request
of ICE WFOE, as and to the extent allowetler PRC law.

Share Pledge Agreemeiaimong ICE WFOE, Shanghai ICE and the shareholders of Shanghai ICE. Pledge by
the shareholders to ICE WFOE of their equity interests in Shanghai ICE, to secure the performance of their

75



obligations and Shanghi | CE6s obl i gat i ereladed agreehents. It Shanghai ECE orany sf VI E
the shareholders of Shanghai ICE breaches its, his or her obligations under arlatéd& agreements, ICE
WFOE is entitled to exercise its rights as pledgee ofdqé\einterests.

Transactions with Shenzhen Zhou You Network Technol ogy

Transactions with Zhou You, amounted to $0.9 million, $nil and $nil, respectively, for the years ended D8&ember
2010, 2009 and 2008. The amount was royi@es paid to Zhou You for a licensed game.

Transactions with Shanghai Jingmao

During the year ended Decemt&r, 2010, we provided a nénterest bearing shareholder loan of $4.9 million to
Shanghai Jingmao for working capital purposes.

Transactilms and Agreements with Sohu

Expenses charged from Sohu for sales and marketing ser
PEAK system, amounted to $10.8 million, $20.1 million and $19.3 million for the years ended De8é&n@0 2009 and
2008, respectively. The amounts of these charges were agreed to by Sohu and us with reference to amounts charged for
similar services by unrelated parties. Total corporate marketing and general administrative expenses allocated from Sohu
were $01 million, $0.3 million and $11.3 million for the years ended Decer@lhe2010, 2009 and 2008, respectively.

For 2008, the corporate marketing and general administrative expenses allocated from Sohu using a proportional cost
allocation methodology caisted primarily of shared corporate marketing expenses,-bhassl compensation of senior
management and shared services of management including finance, legal, technology, human resources and internal audit.
The amounts of these charges were allocates trased on revenues, number of employees and number of servers
attributable to us. Generally, shared services of human resources were allocated to us based on our headcount as a proportior
of total headcount in the Sohu Group; shared services of tegynakre allocated to us based on our usage of servers as a
proportion of total servers of the Sohu Group; and shared corporate marketing expensésssitacempensation of senior
management and other shared services were allocated to us based varmesras a proportion of total revenues of the
Sohu Group.

For 2009 and 2010, we continued to use the Sohu logo, to purchase banner advertisements from Sohu, and to include

advertisements for and | inks t o ourchddchRéEss, we paidSohhatthes 17
same rates as Sohu charges third parties for such serviec
provide |Iinks to our MMORPG website on Sratheomparabledosthemai n w

rates charged by thirgarty providers for similar services. In 2011, for so long as Sohu remains as our controlling
shareholder, we intend to enter into new agreements, or make amendments to existing agreements, between timand Sohu
involve significant expenditures or commitments with reference to the terms of similar agreements between unrelated third
parties. We will also submit such agreements and amendments for review by the audit committee of our Board of Directors,
which will assess such agreements and amendments for potential conflicts of interest in accordance with NASDAQ Stock
Market Rules, and seek to ensure that terms of such agreements and amendments are no less favorable than would be
comparable agreements betweemng an unrelated third party. We have adopted a policy for our audit committee setting
forth the guidelines under which related party transactions, including transactions between Sohu and us, must be reviewed
and approved or ratified by the audit comnd@tt assessing a related party transaction, the audit committee is required to
consider such factors as {lile benefits to us of the transaction; {lii¢ commercial reasonableness of the terms of the related
party transaction; (iijhe materiality oftie transactionto us; and (ivYh e ext ent of the rel ated pa
transaction.

The following are summaries of a Master Transaction Agreement, €CNimpetition Agreement, and an Amended
and Restated Marketing Services Agreement bet@edn and us:

Master Transaction Agreement

The Master Transaction Agreement contains key provisions relating to ourazdrfrem Sohu. The Master
Transaction Agreement provides for crasdemnities that generally will place the financial respotigiton us for all
liabilities associated with the current and historical MMORPG business and operations transferred to us, and generally will
pl ace on Sohu the financi al responsi bility ficalbusihdssedi | it i
and operations, in each case regardless of the time those liabilities arise. The Master Transaction Agreement also contains
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indemnification provisions under which we and Sohu indemnify each other with respect to breaches of the Master
Transction Agreement or any related irtempany agreement.

In addition to our general indemnification obligations described above relating to the current and historical Sohu
business and operations, we have agreed to indemnify Sohu against liabisties fapm misstatements or omissions in the
prospectus for our initial public offering or the registration statement of which it is a part, except for misstatements or
omissions relating to information that Sohu provided to us specifically for inclustbe wrospectus or the registration
statement of which it forms a part. We also have agreed to indemnify Sohu against liabilities arising from any misstatements
or omissions in our periodic SEC filings and from information we provide to Sohu specifeallyfi ncl usi on i n Sc
or quarterly reports, but only to the extent that the information pertains to us or our business or to the extent Setuprovid
prior written notice that the information will be included in its annual or quarterly repatttha liability does not result
from the action or inaction of Sohu.

I n addition to Sohuds gener al i ndemni fication obligati
business and operations, Sohu will indemnify us against ligsilirising from misstatements or omissions with respect to
information that Sohu provided to us specifically for inclusion in the prospectus for our initial public offering or the
registration statement of which it is a part. Sohu will also indemnify amsigiabilities arising from information Sohu
provides to us specifically for inclusion in our periodic SEC filings, but only to the extent that the information pertains t
Sohu or Sohudés business or to t hetthe xformatidnwilwlee inpdudedinioate So hu
periodic SEC filings and the liability does not result from our action or inaction.

For liabilities arising from events occurring on or before the date of the prospectus for our initial public offering, the
Master Transaction Agreement contains a general release. Under this provision, we release Sohu and its subsidiaries, VIES,
successors and assigns, and Sohu will release us and our subsidiaries, VIE, successors and assigns, from any ilapilities aris
from events between us on the one hand, and Sohu on the other hand, occurring on or before the date of the prospectus,
including in connection with the activities to implement our initial public offering. The general release does not apply to
liabilities allocatecbetween the parties under the Master Transaction Agreement or the otheompemy agreements or to
specified ongoing contractual arrangements.

Furthermore, under the Master Transaction Agreement, we have agreed to use our reasonable bestseffiwes to
same independent certified public accounting firm selected by Sohu and to maintain the same fiscal year as Sohu until such
time as Sohu no longer owns at least a majority of our voting securities. We also have agreed to use our reasonable best
efforts to complete our audit and provide Sohu with all financial and other information on a timely basis so that Sohu may
meet its deadlines for its filing annual and quarterly financial statements.

NonCompetition Agreement

Under the NorCompetition Agreement, Sohu has agreed, until the later of three years after Sohu no longer owns in the
aggregate at least 10% of the voting power of our then outstanding voting securities and five years after,Ma69 the
date that the registration statementdar initial public offering was first publicly filed with the SEC, or the rampetition
period, that it will not compete with us in the MMORPG business anywhere in the world. We have agreed during the non
competition period not to compete with Sohuhia Internet portal, search, mobile vakdded services and games business,
and any other businesses, except MMORPGs and related support services, conducted or contemplated to be conducted by
Sohu as of the date of the prospectus for our initial publériaf). Sohu is entitled to continue to provide links to
MMORPGs and other games, including to those of our competitors, that it provides on its 17173.com website. In addition,
both parties have agreed not to solicit the employees of the other party.

Amended and Restated Marketing Services Agreement

We entered into a Marketing Services Agreement with Sohu, effective Jdn2§9 and amended and restated as of
Januaryl, 2010, pursuant to which Sohu provides certain rights and services tousjinch g mar ket i ng ser vi
PEAK system for the distribution of our virtual prepaid game cards. The agreement further provides for the license from
Sohu to us of certain domain names, permits us4orand our games with the Sohu hame and logasalows us to
identify ourselves as a member of the Sohu Group. The agreement will terminate upon the later of the date that is three years
after the first date upon which Sohu ceases to own in the aggregate at least 10% of the voting power ofutiséatiding
securities of Changyou and the fifth anniversary of Marth2009. The amendment and restatement of the Marketing
Services Agreement effective Janu&r2010 includes certain amendments to the original agreement, including clarifications
and ate adjustments, and terms under which Sohu provides us with space on Sohu servers for the purpose of our display on
Sohu websites of banner ads and promotional material, continues to give us rights to use the Sohu brand and logo, certain
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Sohu domain nameSohu Passport and the Sohu PEAK online payment system, and provides certain services to us, such as
the construction and maintenance of a bulletin board system for some of our MMORPGs.

Loans Outstanding

We received loans in the amount of $5.0 miiliand $3.5 million from Sohu.com Limited in September 2007 and
December 2008, respectively. The $5.0 million loan made in 2007 was advanced by Sohu to fund the establishment of
AmazGame, and the $3.5 million loan made in 2008 was advanced to providafargicapital needs of Changyou HK.

The loans were repaid in April 2009. In 2010, we did not borrow any additional amounts from Sohu and the balance of loan
is $nil as of Decembed1, 2010.

Amounts Due to/from Sohu

Intercompany payables to Sohusarg mainly from expenses charged from Sohu for sales and marketing services
provided to us, amounted to $5.2 million as of Decer8ie2010, compared to $5.0 million as of Decengigr2009 and
$10.8 million as of Decemb@&l, 2008. Intercompany receidab from Sohu, arising mainly from customer advances
collected by Sohu on our behalf, were $0.3 million, $0.3 million and $8.5 million, respectively, as of De8&n#i=0,

2009 and 2008. These balances are interest free and settleable on demandnaereduaszl at the amount of consideration
established and agreed to by the related parties, which approximates amounts that would be charged to third parties.

Interests of Experts and Counsel
Not applicable.

ITEM 8. FINANCIAL INFORMATION
Consoldated Financial Statements

Pleaseseelteh8 A Fi nanci al Statementso for our audited conso
annual report.

Legal Proceedings

We may be subject to legal proceedings, investigations and clairderiitali to the conduct of our business from time
to time. We are not currently a party to, nor are we aware of, any legal proceeding, investigation or claim which, in the
opinion of our management, is likely to have a material adverse effect on our buéieessal condition or results of
operations.

Dividend Policy

On April 1, 2009, we declared a cash dividend of $96.8 million payable solely to Sohu.com (Game) Limited, which is
an indirect whollyowned subsidiary of Sohu.com Inc. In the fourth tpraof 2009, after receiving approval from the
government, we paid the dividend to Sohu.com (Game) Limited. Our only other shareholder dn 2@08, Prominence
Investments Ltd., a British Virgin Islands company beneficially owned by Tao Wang, ouni2E@pot entitled to
participate in this dividend.

In 2010, we did not declare or pay any dividends and we do not expect to pay dividends on our ordinary shares in the
foreseeable future. We currently intend to retain all available funds and any fartnirggs for use in the operation and
expansion of our business, and do not anticipate paying any cash dividends on our ordinary shares, or indirectly on our ADSs,
for the foreseeable future.

Future cash dividends, if any, will be declared at the disereff our Board of Directors and will depend upon our
future operations and earnings, capital requirements and surplus, general financial condition, contractual restrictions and
other factors as our Board of Directors may deem relevant.

Holders of ADSawill be entitled to receive dividends, subject to the terms of the deposit agreement, to the same extent
as the holders of our ordinary shares, less the fees and expenses payable under the deposit agreement. Cash dividends will b
paid by the depositarptholders of ADSs in U.S. dollars, subject to the terms of the deposit agreement. Other distributions, if
any, will be paid by the depositary to holders of ADSs in any means it deems legal, fair and practical.
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ITEM 9. THE OFFER AND LISTING
OurADSs are | isted on the NASDAQ Gl obal Sel ect Mar ket un
commenced on Apri2, 2009.

The following table provides the high and low reported sale prices for our ADSs on the NASDAQ Global Select
Market for (1)each quaer in the most recent two fiscal years and the most recent quarter a&aatif2)f the most recent six
months.

Trading Price ($)

High Low
2009 (from April 2, 2009)
FUIL Y @A .ttt et e e e e e e e e e e e e e s s e 48.37 19.00
Second Quarter (from ApPril 2, BO).......oovviiiiiiiiiiiee e 46.85 19.00
LI 1T O VT o = USRS 48.37 35.20
FOUIh QUAIEE ...t ce e e e e e e e e e e e, 35.73 29.00
2010
FUIL Y @A .ttt et e e e e e e e e e e e e e s s e 36.40 24.85
L TS RO LU= U (=] USSR 36.40 29.40
SECONA QUAIMEE. ..o i ittt eeee e e sttt e e ee e e e e e eeeeeeeeeans 36.25 25.76
LI 11 I U= o = SO TS 30.34 24.85
FOUIh QUAIE......cc e ce e e e e e e e e ee e e, 36.35 26.80
AUGUSE ... 30.10 25.49
SEPLEMDEL. ...ceiiiiiiiie e 30.34 25.77
10 o3 1o ] o 1= PP PRESRRRR PPN 36.35 27.00
N[ 1YY 31 1= SRS 34.09 29.13
DECEMDIEL. ...t 30.99 26.80
2011
JaNUAIY 2011 ..o s 34.50 28.51
February 2011 (through February 25, 2011)........ccccevviiiiiiceeieeeeeee, 39.72 34.56

ITEM 10. ADDITIONAL INFORMATION
Memorandum and Articles of Association

We incorporate by reference into this annual report the description of our second amended and restated memorandum
of association contained in our Registration Statement on FdirrfFite N0.333-158061) originally filed with the SEC on
March17, 2009. Our shareholders adopted our second amended and restated memorandum and articles of association by a
special resolution on Marct6, 2009.
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Differences in Corporate Law Mergers and Similar Arrangemets

Set forth below is a summary of the significant differences between the provisions of the Companies Law of the
Cayman Islands regarding mergers and similar arrangements that are applicable to us and the laws applicable to companies
incorporated in ta United States and their shareholders:

Previously Cayman Islands law did not provide for mergers as that expression is understood under United States
corporate law. However, the Companies (Amendment) Law, 2009 which came into force &&,\2809 intoduced a new
mechanism for mergers and consolidations between Cayman Islands companies (and between Cayman Islands companies
and foreign companies if the merged company or consolidated company will continue to be a Cayman Islands company).
Merger means thenerging of two or more constituent companies into a sole remaining constituent company or surviving
company and the vesting of the assets and liabilities of the constituent companies in the surviving company. Consolidation
means the combination of two wrore constituent companies into a new consolidated company and the vesting of the
undertaking, property and liabilities of the constituent companies in the consolidated company. The directors of each
constituent company must approve a written planofmerg@r consol i dation (the APl anodo) .
prescribed information including the basis of converting the shares in each constituent company into shares of the
consolidated company or surviving company and the rights attached therepoopaged amendments to the memorandum
and articles of the surviving company in a merger or the proposed new memorandum and articles of the consolidated
company in a consolidation and details of all secured creditors. The Plan must be approved byhibldetsané each
constituent company by either:

A a majority in number representing 75% in value of the shareholders voting together as one class; or

A a special resolution of the shareholders voting together as one class if the sharesitmitie &ssch shareholder
in the consolidated company or in the surviving company are to have the same rights and economic value as the
shares held in the constituent company.

Shareholders do not need to approve a merger between a Cayman Islands pgramy emd a Cayman Islands
subsidiary. For this purpose a subsidiary is a company of which at least 90% of the issued shares entitled to vote are owned
by the parent company.

The consent of each holder of a fixed or floating security interest overstituent company is required unless this
requirement is waived by a court in the Cayman Islands.

The Plan must be filed with the Registrar of Companies together with supporting documents including a declaration
(i) of solvency (debts as they fall dué)) that the merger or consolidation is bona fide and not intended to defraud
unsecured creditors of the constituent companiespfithe assets and liabilities of each constituent companyth@t)no
proceedings are outstanding and that no ordeb&as made or resolution passed to wind up the constituent company or to
appoint a receiver, trustee or administrator in any jurisdictioth@t)no scheme, order, compromise or arrangement has been
made in any jurisdiction whereby the rights of credittage been suspended or restricted and an undertaking that a copy of
the certificate of merger or consolidation will be given to members and creditors of the constituent company and published in
the Cayman Islands Gazette.

A certificate of merger or caolidation is issued by the Registrar of Companies which is prima facie evidence of
compliance with all statutory requirements in respect of the merger or consolidation.

The effective date of a merger or consolidation is the date the Plan is redistéhedRegistrar of Companies although
the Plan may provide for an effective date up tal@gs after the date of registration.

A dissentient shareholder of a Cayman Islands constituent company is entitled to payment of the fair value of his shares
upondissenting to a merger or consolidation unlesar{ippen market on a recognized stock exchange or interdealer
guotation system exists for the shares at the end of the dissent period (see belowjrenohé€iiper or consolidation
consideration consistif shares of the surviving or consolidated company or depository receipts in respect thereof; shares or
depository receipts of any other company which are listed on a national securities exchange or designated as a national
market system security on a ogmized interdealer quotation system or held of record by more than 2000 holders on the
effective date of the merger or consolidation; cash in lieu of fractional shares or depository receipts. The exercisabf appr
rights will preclude the exercise ahy other rights save for the right to seek relief on the grounds that the merger or
consolidation is void or unlawful.

The following procedure will otherwise apply:

A The dissentient shareholder mustjgctvieowdo)ttent hetc ol
company before the vote to approve the merger or consolidation.
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A within 20days of the vote approving the merger or consolidation the constituent company must give written
notice of the appr owiasentigntfshapipoldersmdnd sermed & notice dd gbjedtiam. a | |

A Within20days (fidi ssent periodod6d) of the approval noti ce
di ssent (fAnotice of dissento) t othefairesalue ofhissharesuent co

A Within 7 days of the expiry of the dissent period or withe¥'s of the date on which the plan of merger or
consolidation is filed with the Registrar of Companies (whichever is later) the constituent companingurviv
company or consolidated company must make a written
to purchase their shares at a price determined by the company to be their fair value.

A If the company and the dissentient shareholtiéf$o agree the price within 3fays of the fair value offer
(finegotiati on p eays obthede)pirytotite negatiationiperiod the Bompany must apply to the
Grand Court of the Cayman Islands to determine the fair value of the sharby h#lldissentient shareholders
who have served a notice of dissent and who have not agreed the fair value with the company.

All rights, benefits, immunities, privileges and property (including business and goodwill) of each of the constituent
companis will vest in the surviving or consolidated company which will be liable for all debts, contracts, obligations,
mortgages, charges, security interests and liabilities of each constituent company. Existing claims, proceedings, judgments,
orders or rulingspplicable to each constituent company will automatically apply to the surviving company or the
consolidated company.

In addition, there are statutory provisions that facilitate the reconstruction and amalgamation of companies, provided
that the arragement is approved by a majority in number of each class of shareholders and creditors with whom the
arrangement is to be made, and who must in addition represenfdbrtes in value of each such class of shareholders or
creditors, as the case may begttare present and voting either in person or by proxy at a meeting, or meetings, convened for
that purpose. The convening of the meetings and subsequently the arrangement must be sanctioned by the Grand Court of the
Cayman Islands. While a dissenting igtelder has the right to express to the court the view that the transaction ought not to
be approved, the court can be expected to approve the arrangement if it determines that:

A the statutory provisions as to the required vote have been met;

A the shareholders have been fairly represented at the meeting in question and the statutory majority are acting
bona fide without coercion of the minority to promote interests adverse to those of the class;

A the arrangement is such thaaiyrbe reasonably approved by an intelligent and honest man of that class acting in
respect of his interest; and

A the arrangement is not one that would more properly be sanctioned under some other provision of the Companies
Law.

When a takeover offer is made and accepted by holders of 90.0% of the shares within four months, the offeror may,
within a two month period commencing on the expiration of such four month period, require the holders of the remaining
shares to transfer such shares ortéhms of the offer. An objection can be made to the Grand Court of the Cayman Islands
but this is unlikely to succeed in the case of an offer which has been so approved unless there is evidence of friyd, bad fai
collusion or breach of the Companies Law

If an arrangement and reconstruction or taker offer is approved or accepted, the dissenting shareholder(s) are
unlikely to have any rights comparable to appraisal rights, which would otherwise ordinarily be available to dissenting
shareholders dfinited States corporations, providing rights to receive payment in cash for the judicially determined value of
the shares.

Material Contracts

We have not entered into any material contracts within the past two fiscal years other than in theardisargf
business, other than those listedinlter@ A Ex hi bi t s0 or described el sewhere in

Purchase of Office Building

On August?23, 2010, we, through our whollywned PRC subsidiary AmazGame, entered amagreement with a
property developer to purchase an office building to be built in Beijing, China, which is to serve as our headquarters, for a
purchase price of approximately $150.0 million. Under the agreement, the developer is to start constthetimstimalf of
2011, subject to necessary permitsdéd being obtainedy and
the end of 2012. The building is expected to have an office and ancillary area of approximately 56,200etgtsmrd/e
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will pay the purchase price in installments upon completion of various milestones. We plan to pay the purchase price from
our cash reserves. The agreement calls for us and the developer to enter into a detailed purchase and sale agthement after
developer has finished obtaining all governmental permits necessary to permit the development and sale of the building.

Amended and Restated Market Services Agreement with Sohu
Pl ease refer to A Rdlamsdciods ailadgreemts With @ohds ai cnt7. | ot nesm

Exchange Controls

Chinadbs government |imposes control over the convertibi
into foreign currencies, including U.S. dollars, has been based on rates announeed ¥ tho pl e 6s BanRkRl,of Ch
2005, the PRC government changed its decadi@olicy of pegging the value of the RMB to the U.S. dollar. Under the new
policy, the RMB is permitted to fluctuate within a narrow and managed band against a baskatrofareign currencies.

This change in policy has resulted in an approximately 25% appreciation of the RMB against the U.S. dollar by the end of
2010. While the international reaction to the RMB revaluation has generally been positive, there renigamsign

international pressure on the PRC government to adopt an even more flexible currency policy, which could result in a further
and more significant appreciation of the RMB against the U.S. dollar.

Pursuant to the Foreign Exchange Control Regulatissued by the State Council on Jan@&ry1996, and effective
as of Aprill, 1996 (and amended on Janubdy 1997 and Augud, 2008) and the Administration of Settlement, Sale and
Payment of Foreign Exchange Regulations which came into effect o, JL8@6 regarding foreign exchange control, or the
Regulations, conversion of RMB into foreign exchange by foreign investment enterprises for current account items, including
the distribution of dividends and profits to foreign investors of joint ventisgeermissible. Foreign investment enterprises
are permitted to remit foreign exchange from their foreign exchange bank account in China on the basis of, inter alia, the
terms of the relevant joint venture contracts and the board resolutions declardisgttitbution of the dividend and payment
of profits. On Januarg4, 1997, the State Council amended the Foreign Exchange Control Regulations and added, among
other things, an important provision, as Article 5 provides that the State shall not imposgoresbn recurring
international current account payments and transfers. Conversion of RMB into foreign currencies and remittance of foreign
currencies for capital account items, including direct investment, loans, security investment, is stilteubgeapproval of
the SAFE, in each such transaction.

Under the Regulations, foreign investment enterprises are required to open and maintain separate foreign exchange
accounts for capital account items (but not for other items). In addition, foreigstiment enterprises may only buy, sell
and/or remit foreign currencies at those banks authorized to conduct foreign exchange business upon the production of valid
commercial documents and, in the case of capital account item transactions, documeat &pprdkie SAFE.

Currently, foreign investment enterprises are required
certificates for foreign investment enterprisesocifitdwhi ch
conditions and which are subject to review and renewal by the SAFE on an annual basis). With such foreign exchange
registration certificates and required underlying transaction documents, or with approval documents from the SAFE if the
transactionsre under capital account (which are obtained on a transdmtiansaction basis), foreignvested enterprises
may enter into foreign exchange transactions at banks authorized to conduct foreign exchange business to obtain foreign
exchange for their regls.

Taxation

The following summary of the material Cayman Islands, PRC and United States federal income tax consequences of an
investment in our ADSs or Clagsordinary shares is based upon laws and relevant interpretations thereof in effethas of
date of this annual report, all of which are subject to change. This summary does not discuss all possible tax consequences
relating to an investment in our ADSs or Cl@serdinary shares, such as the tax consequences under United States state,
local and other tax laws.

Cayman Islands Taxation

The Cayman Islands currently levies no taxes on individuals or corporations based upon profits, income, gains or
appreciation and there is no taxation in the nature of inheritance tax or estate dutyr@merether taxes likely to be
material to us levied by the Government of the Cayman Islands except for stamp duties which may be applicable on
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instruments executed in, or brought within the jurisdiction of the Cayman Islands. The Cayman Islandstyg twoapga
double tax treaties. There are no exchange control regulations or currency restrictions in the Cayman Islands.

PRC Taxation
PRC taxation of us and our corporate group

We are a holding company incorporated in the Cayman Islands, wHith 1% of the equity interests in
AmazGame, Gamespace and ICE WFOE, our PRC subsidiaries, indirectly through Changyou HK and ICE HK, our Hong
Kong subsidiaries. Our business operations are principally conducted through Gamease, Guanyou Gamespagkaind Shan
ICE, our VIEs controlled by AmazGame, Gamespace and ICE WFOE, respectively. The New CIT Law and its
implementation rules, both of which became effective on Jariy&908, provide that Chirsourced income of foreign
enterprises, such as dividendsdoay a PRC subsidiary to its overseas parent that is not a PRC resident enterprise and has no
establishment in the PRC, will normally be subject to PRC withholding tax at a rate of 10%, unless there are applicable tax
treaties that reduce such rate. Unither ChinaHK Tax Arrangement, such dividend withholding tax rate may be reduced to
5% if a Hong Kong resident enterprise is considered aRR@ resident enterprise and owns at least 25% of the PRC
company distributing the dividends, subject to approféh® PRC local tax authority. However, if the Hong Kong resident
enterprise is not considered to be the beneficial owner of such dividends under applicable PRC tax regulations, such
dividends may remain be subject to withholding tax at a rate of 10%.c@€27, 2009, the PRC State Administration of
Taxation issued Circular 601, which provides guidance o
Chinabs tax treaties and tax ar r an greorheabereficial @wner,audntgyr 60 1
generally must be engaged in substantive business activities. It also sets forth a list of factors, the existence of which
generally does not provide support that the treaty resident is a beneficial owner. An ageiudrcompany, which refers
to a company that is set up for the purpose of avoiding or reducing taxes or transferring or accumulating profitsewill not b
regarded as a beneficial owner and, therefore, will not qualify for treaty benefits such anfpiedféividend withholding tax
rates. If any of our Hong Kong subsidiaries is, in the light of Circular 601, considered to b&éenedicial owner for
purposes of the ChirdK Tax Arrangement, any dividends paid to it by any of our PRC subsidiariesl wotiualify for
the preferential dividend withholding tax rate of 5%, but rather would be subject to withholding tax at the usual New CIT
Law rate of 10%.

n

Under the New CIT Law, enterprises established under the laws of jurisdictions outside Chinatwit e i r fAde f a
management bodiesodo |l ocated within China may be considere
substantial majority of the members of our management team as well as the management team of Changyou HK are located
in China If we, Changyou HK or ICE HK is considered as a PRC tax resident enterprise under the above definition, then our
global income will be subject to PRC enterprise income tax at the rate of 25%.

PRC taxation of our overseas shareholders

The implementton rules of the New CIT Law provide that, {fithe enterprise that distributes dividends is domiciled
in the PRC, or (ii)f gains are realized from transferring equity interests of enterprises domiciled in the PRC, then such
dividends or capital gairere treated as Chirmo ur ced i nc o me. I't is not clear how 0
New CIT Law, and it may be interpreted as the jurisdiction where the enterprise is a tax resident. Therefore, if we and
Changyou HK are considered as a PRCrésident enterprise for tax purposes, any dividends we pay to our overseas
shareholders or ADS holders as well as gains realized by such shareholders or ADS holders from the transfer of our shares or
ADSs may be regarded as Chisaurced income and agesult become subject to PRC withholding tax at the rate up to 10%.
See A Ri $Khefe are sigoificant uncertainties under the new corporate income tax law of the PRC, or the New CIT
Law, which became effective on Janu&r2008, regarding our PRCterprise income tax liabilities, such as tax on
dividends paid to us by our PRC subsidiary. The New CIT Law also contains uncertainties regarding possible PRC
withholding tax on dividends we pay to our overseas shareholders and gains realized fronsfdreotfranr shares by our
overseas shareholders. o

United States Federal Income Taxation

The following is a general summary of the material United States federal income tax considerations related to the
purchase, ownership and disposition of our ARS ClasdA ordinary shares by U.S. holders (as defined below). This
summary applies only to U.S. holders that hold the ADSs or @lasdinary shares as capital assets and that have the U.S.
dollar as their functional currency. This discussion is basetthe tax laws of the United States as in effect on the date of this
annual report and on United States Treasury regulations in effect or, in some cases, proposed, as of the date of this annual
report, as well as judicial and administrative interpretatitiereof available on or before such date. All of the foregoing
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authorities are subject to change, which change could apply retroactively and could affect the tax consequences described
below.

The following discussion does not describe all of the tasequences that may be relevant to any particular investor

or to persons in special tax situations such as:
A certain financial institutions;

insurance companies;
broker dealers;
traders that elect to mark to market;
tax-exempt entities;
persons liable for alternative minimum tax;

o o Do Do Do Do

persons holding ADSs or Cla8sordinary shares as part of a straddle, hedging, conversion or integrated
transaction;

T

persons that actually or constructively own 10% or méi@uo voting shares; or
A persons holding ADSs or Classordinary shares through partnerships or other-gassigh entities.

U.S. holders are urged to consult their tax advisors about the application of the United States federal tax rutes to thei
particular circumstances as well as the state, local and foreign tax consequences to them of the purchase, ownership and
disposition of ADSs or Clagsordinary shares.

The discussion below of the Unitedh$tadeesof ewdét alapiphgo
owner of ADSs or Clasa ordinary shares who is, for United States federal income tax purposes,

A acitizen or individual resident of the United States;

A a corporation (or other entity taxable as a corpondiio United States federal income tax purposes) organized
under the laws of the United States, any state or the District of Columbia;

A an estate whose income is subject to United States federal income taxation regardless of its source; or
A

a frust that (1)s subject to the supervision of a court within the United States and the control of one or more
United States persons or (23s a valid election in effect under applicable United States Treasury regulations to
be treated as a United Stapesson.

The tax treatment of a partner in a partnership or other entity taxable as a partnership that holds ADSA or Class
ordinary shares, depends on the partnerds status and the

The discussion below assumes thatrd@esentations contained in the Deposit Agreement are true and that the
obligations in the Deposit Agreement and any related agreement will be complied with in accordance with their terms. A
holder of ADSs, you will be treated as the holder of the unihgriglassA ordinary shares represented by those ADSs for
United States federal income tax purposes. Accordingly, deposits or withdrawals oRGledisary shares for ADSs will
not be subject to United States federal income tax.

Taxation of Dividendsand Other Distributions on ADSs or Clags Ordinary Shares

Subject to the passive foreign investment company rules discussed below, the gross amount of our distributions to a
U.S. holder with respect to ADSs or Classrdinary shares including any anmdwithheld in respect of PRC taxes
generally wild!@l be included in U.S. hol derds gross i ncome
depositary, in the case of ADSs, or by the U.S. holder, in the case offGiadmary shares, buinly to the extent that the
distribution is paid out of our current or accumulated earnings and profits (as determined under United States federal income
tax principles). To the extent, if any, that the amount of any such distribution exceeds ourangr@rtumulated earnings
and profits, it will be treated firstasathxr ee r et urn of the U. S. holAbdinadyshatesa x b a:
(thereby increasing the amount of any gain or decreasing the amount of any loss realizedlsethestisale or
disposition of such ADSs or Classordinary shares) and thereafter as capital gain. However, we do not intend to calculate
our earnings and profits under United States federal income tax principles. Therefore, a U.S. holder shotieapect
distribution generally will be reported as a dividend even if that distribution would otherwise be treated-tsxatlen
return of capital or as capital gain under the rules described above. The dividends will not be eligible for the dividends
received deduction allowed to corporations in respect of dividends received from other United States corporations.
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With respect to certain necorporate U.S. holders including individual U.S. holders, for taxable years beginning before
Januaryl,2011di vi dends may be taxed at a capital gains rate ap
(1) the ADSs or ClasA ordinary shares are readily tradable on an established securities market in the United Steges, (2)
are not treated as a passioreign investment company with respect to the U.S. holder (as discussed below) for our taxable
year in which the dividend was paid and we were not a passive foreign investment company in the preceding taxable year,
and (3)certain holding period requingents are met. Under Internal Revenue Service authority, our £larsinary shares,
or ADSs representing such shares, will be considered for the purpose of claatsevéljo be readily tradable on an
established securities market in the United Stdtihey are listed (as our ADSs currently are) on the NASDAQ Global
Select Market. U.S. holders should consult their tax advisors regarding the availability of the lower rate for dividends paid
with respect to our ADSs or Cla8sordinary shares. For foraigax credit purposes, dividends paid on our Chassdinary
shares will generally constitute fApassive category incom
category income. 0

If PRC withholding taxes apply to dividendsighto a U.S. holder with respect to our ADSs or Clagsdinary shares,
subject to certain conditions and limitations, such PRC withholding taxes will be treated as foreign taxes eligible for credi
against the U.S. hol de radliability. Mhetues govemiagtforeggn thxerddits aselcomplexamdme  t
therefore, U.S. holders should consult their tax advisors regarding the availability of a foreign tax credit in suchk &.$. Bob
particular circumstances.

Taxation of Disposition 6 Shares

Subject to the passive foreign investment company rules discussed below, a U.S. holder will recognize taxable gain or
loss on any sale, exchange or other taxable disposition of an ADS oACledimiary share equal to the difference between
the amount realized forthe ADSorClass or di nary share and the U. SAordnary der 6 s |
share. The gain or loss will be capital gain or loss. Acanporate U.S. holder, including an individual U.S. holder, who has
held theADS or ClassA ordinary share for more than one year will be eligible for reduced tax rates. The deductibility of
capital losses is subject to limitations. Any such gain or loss that a U.S. holder recognizes will be treated as Usiited State
source incomeqf loss, in the case of losses, subject to certain limitations).

As described ab®RRC uhaxat ifdfm,xtatdamy gain fr onhotdineey di spo
shares may be subject to PRC withholding tax. In such event, a U.S. haldisreligible for the benefits of the income tax
treaty between the United States and the PRC may elect to treat the gain as PRC source income for foreign tax credit
purposes. U.S. holders should consult their tax advisors regarding their eligibiligrfefits under the income tax treaty
between the United States and the PRC and their ability to credit any PRC tax withheld in respect of a sale of our ADSs or
ClassA ordinary shares against their United States federal income tax liability.

Passive Foeign Investment Company

We believe that we wil!/ not be treated as a passive fo
purposes for our taxable year ending Decendlie2011. Our expectation is based on our current and anticipad¢eations
and composition of our earnings and assets for the 2010 taxable year, including the current and expected valuation of our
assets (including goodwill) based on the expected price of our ADSs in the market. However, because we currently hold, and
expect to continue to hold a substantial amount of cash and the value of our other assets may be based in part on the market
price of our ADSs, which has fluctuated and is likely to continue to fluctuate (and may fluctuate considerably given that
market pices of Internet and online game companies historically have been especially volatile), our PFIC status may depend
in large part on the market price of our ADS. Accordingly, fluctuations in the market price of our ADSs may result in our
being a PFIC for antaxable year. In addition, the composition of our income and assets will be affected by how, and how
quickly, we spend our cash. Furthermore, it is not entirely clear how the contractual arrangements between us and our
consolidated variable interest digs will be treated for purposes of the PFIC rules. Also our actual PFIC status for any
taxable year will depend upon the character of our income and assets and the value of our assets for such year, which will no
be determinable until after the closetloé taxable year. Accordingly, there is no guarantee that we will not be a PFIC for any
taxable year.

A nonU.S. corporation is considered a PFIC for any taxable year if either:
A at |l east 75% of its gross imnépmeoi s passive income

A at least 50% of the value of its assets (based on an average of the quarterly values of the assets during a taxable
year) is attributable to assets that produce or are
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We will be treated as owning our proportionate share of the assets and earning our proportionate share of the income of
any other corporation in which we own, directly or indirectly, at least 25% (by value) of the shares.

We must make a separate determinagiach year as to whether we are a PFIC. As a result, our PFIC status may
change.

If we are a PFIC for any taxable year during which a U.S. holder holds ADSs oA Gladimary shares, such U.S.
holder will be subject to special tax rules withrespecttany fiexcess distributiono that s
that such U.S. holder realizes from a sale or other disposition (including a pledge) of the ADSs Arc@ii&sary shares,
unl ess t he hoHdnmear kneatkoe se | asseit bishonwnk-oapsirpode obtlese special rules, if we are a PFIC
for any year during which a U.S. holder holds ADSs or Chassdinary shares, we will continue to be treated as a PFIC with
respect to such U.S. holder for all succeeding years during whathU.S. holder holds ADS or Clas®rdinary shares.

Under certain attribution rules, if we are a PFIC, a U.S
of any subsidiaries or other entities which are PFICs in which we hott{lgior indirectly through other PFICs) an equity
interest (fAsubsidiary PFICso0), and will generall yelbe tre

the shares of such subsidiary PFICs.

Under these special rules, distiiloms that a U.S. holder receives in a taxable year that are greater than 125% of the
average annual distributions that such U.S. holder received during the shorter of the three preceding taxable yearS.or such U
hol derés hol di ng [assA drdinary shaves wilt be geatéddSan exaeass distribution. Under these special
tax rules:

A the excess distribution or gain wil.l be allocated r
ClassA ordinary shares,

A the amout allocated to the current taxable year, and any taxable year prior to the first taxable year in which we
became a PFIC, will be treated as ordinary income, and

A the amount allocated to each other taxable year will be subject to the highest taeffaiet for that taxable
year and the interest charge generally applicable to underpayments of tax will be imposed on the resulting tax
attributable to each such taxable year.

The tax liability for amounts allocated to years priortothe yearobdésp t i on or fAexcess distri
by any net operating losses for such years, and gains (but not losses) realized on the sale of ADS5 erd€iasg shares
cannot be treated as capital, even if the U.S. holder holds the ADSs oAG@adinary shares as capital assets. A U.S.
holder will be subject to the same United States federal income tax rules as described above on indirect or constructive
distributions that the U.S. holder is deemed to receive on shares of a subsidiary PRiGnaliréct or constructive
dispositions of shares of subsidiary PFICs.

Al ternatively, a U. S. hol der of fAmar ket atbiaeketglecboo k 6 ( as
for such stock of a PFIC to elect out of the tax treatment distus$be two preceding paragraphs. A merkmarket
election will not be available, however, with respect to any subsidiary PFICs. If a U.S. holder makesamaakKet
election for the ADSs or Clagsordinary shares, such U.S. holder will include iodme each year an amount equal to the
excess, if any, of the fair market value of the ADSsorClassor di nary shares as of the cl os
year over such U.S. hol der 6Aordindry shaes.dhk UlBalder will be atowedac h ADS s
deduction for the excess, if any, of the adjusted basis of the ADSs orAGiadmary shares over their fair market value as
of the close of the taxable year. However, deductions are allowable only to the extent of any {tetmaaket gains on the
ADSsorClasp or di nary shares included in the U.S. hol der éds in
hol der 6s i nc acmarket eledton, asavell msagaitk on the actual sale or other dispositionAdd 8seor
ClassA ordinary shares, will be treated as ordinary income. Ordinary loss treatment will also apply to the deductible portion
of any markto-market loss on the ADSs or Cladordinary shares, as well as to any loss realized on the actual sale or
disposition of the ADSs or Clagsordinary shares, to the extent that the amount of such loss does not exceed the-net mark
to-market gains previously included for such ADSsorChassor di nary shares. A U.S. Ahol der
ordinaryshares will be adjusted to reflect any such income or loss amounts. If the U.S. holder maketoamasgtkt
election, tax rules that apply to distributions by corporations which are not PFICs would apply to distributions by tis (excep
that the lowerapgpi cabl e capital gains rate for fAqualified dividen
adjustment and income or loss inclusion described here under this alternate-market regime will only apply during
years in which we are a PFIC.

The marktoo-mar ket el ection will only be available for fAmar k¢
minimis quantities on at least 15 days during each calendar quarter on a qualified exchange or other market, as defined in
applicable Teasury regulations. We expect that the ADSs will continue to be listed and regularly traded on the NASDAQ
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Global Select Market, which is a qualified exchange for these purposes, and, consequently, it can be expected that the mark
to-market election woulthe available to U.S. holders of our ADSs if we were to become a PFIC.

A third alternative taxation regime which may be avail
el ecting fundo (QEF) tr eat mmofbur ADS83 or Clasthoodinarybskares. Vhisiis bexdusee t o
QEF treatment requires the PFIC to supply annually certain information to U.S. holders of ADSs ér @tiisary shares,
and we will not be supplying such information.

A U.S. holder of ADS®r ClassA ordinary shares in any year in which we are a PFIC will be required to file Internal
Revenue Service Form 8621 regarding distributions received on the ADSs oAQlasary shares and any gain realized
on the disposition of the ADSs or Clas®rdinary shares. In addition, if we are a PFIC for a taxable year in which we pay a
dividend, or for the prior taxable year, the lower applicable capital gains rate discussed above with respect to diddends pa
to certain norcorporate U.S. holders walihot apply.

Holders and prospective holders of our ADSs are urged to consult their tax advisors regarding the application of the
PFIC rules to an investment in ADSs or Classrdinary shares.

Information Reporting and Backup Withholding

Dividend payments with respect to ADSs or Cldssrdinary shares and proceeds from the sale, exchange or
redemption of ADSs or Clagsordinary shares may be subject to information reporting to the Internal Revenue Service and
possible United States backup witkdiog at a current rate of 28%. Backup withholding will not apply, however, to a U.S.
holder who furnishes a correct taxpayer identification number and makes any other required certification or who is otherwise
exempt from backup withholding. U.S. holderso are required to establish their exempt status must provide such
certification on Internal Revenue Service ForrfOWU.S. holders should consult their tax advisors regarding the application
of the United States information reporting and backup withhgldiles.

Backup withholding is not an additional tax. Amounts withheld as backup withholding may be credited against a U.S.
hol derds United States federal income tax Iliability, and
under the backup withholding rules by filing the appropriate claim for refund with the Internal Revenue Service and
furnishing any required information.

Available Additional Information

We are subject to the periodic reporting and other informatiogalnements of the Securities Exchange Act of 1934,
as amended, or the Exchange Act. Under the Exchange Act, we are required to file reports and other information with the
SEC.

Copies of reports and other information, when so filed, may be inspecteditvitimrge and may be obtained at
prescribed rates at the public reference facilities maintained by the Securities and Exchange Commissio8tetetQ0
N.E., Room 1580, Washington, D.C. 20549. The public may obtain information regarding the Washir@tdtyblic
Reference Room by calling the Commission-&800-SEG0330. The SEC also maintains a website at www.sec.gov that
contains reports, proxy and information statements, and other information regarding registrants that make electronic filings
with the SEC using its EDGAR system. As a foreign private issuer, we are exempt from the rules under the Exchange Act
prescribing the furnishing and content of quarterly reports and proxy statements, and officers, directors and principal
shareholders are exenfpdm the reporting and shestwing profit recovery provisions contained in Secti@nof the
Exchange Act.

As permitted under NASDAQ Stock Market Rule 5250(d)(1)(C), we will post our annual reports filed with the SEC on
our Web site at http://www.chapgu.com. We will not furnish hard copies of such reports to holders of our ADSs unless we
are requested to do so in writing by a holder. Upon receipt of such a request, we will provide a hard copy of such reports to
such requesting holder free of charge.

ITEM 11. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.
Foreign Currency Exchange Risk

While our reporting currency is the U.S. dollar, to date the majority of our revenues and costs are denominated in RMB
and a significant portion afur assets and liabilities are denominated in RMB. As a result, we are exposed to foreign
exchange risk as our revenues and results of operations may be affected by fluctuations in the exchange rate between U.S.
dollar and RMB. If the RMB depreciates agstithe U.S. dollar, the value of our RMB revenues and assets as expressed in
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our U.S. dollar financial statements will decline. For example, as reported in our U.S. dollar financial statementsrincluded

this annual report, our revenues for the year ématecembeBl, 2010 were $327.1 million and our total assets as of

DecembeBl, 2010 were $502.5 million, representing revenues of RMB2.2 billion and total assets of RMB3.3 billion at the
noon buying rate of RMB6.6000 to $1.00 on Decendier2010. If thevalue of the RMB were to depreciate by

approximately 10% to RMB7.2600 to $1.00, the value of the same amount ofdeiBninated revenue and total assets in

U.S. dollars would be $297.4 million and $456.8 million, respectively. We do not hold any deroradiveer financial
instruments that expose us t 00 RisksbRelated totDdiregBusimsgirkGina r i sk. S
Fluctuation in the value of the RMB may h3ave a materi al

TheRMBiscurent |l y freely convertible under the fcur—rent acc
related foreign exchange transactions, but not under the
addition, commencing on JuBA, 2005 China reformed its exchange rate regime by changing to a managed floating
exchange rate regime based on market supply and demand with reference to a basket of currencies. Provisions on
Administration of Foreign Exchange, as amended in August 2008,furtreh anged Chi nads exchange
floating exchange rate regime based on market supply and demand. Under the managed floating exchange rate regime, the
RMB is no longer pegged to the U.S. dollar. The exchange rate of the RMB against thelldr Svat adjusted to
RMB8.11per U.S. dollarasof Ju® 2, 2005, representing an appreciation of
announce the closing prices of foreign currencies such as the U.S. dollar traded against the RMB irbtrekioteign
exchange market after the closing of the market on each business day, and will make such prices the central parigy for tradin
against the RMB on the following business day. On W&y, 2007, the Peopleds Bank of Ch
the maximum daily floating range of RMB trading prices against the U.S. dollar in théamkispot foreign exchange
mar ket from 0.3% to O0.5%. While the international react.
tradingband havegersed | y been positive, with the increased fl oati ng
the RMB may appreciate or depreciate significantly in value against the U.S. dollar or other foreign currencies in the long
term, depending on the fluctir of the basket of currencies against which it is currently valued. To date, we have not
entered into any hedging transactions in an effort to reduce our exposure to foreign currency exchange risk. While we may
decide to enter into hedging transactiamghie future, the effectiveness of these hedges may be limited and we may not be
able to successfully hedge our exposure. Accordingly, we may incur economic losses in the future due to foreign exchange
rate fluctuations, which could have a negative impacbur financial condition and results of operations.

The following table sets forth a summary of our foreign currency sensitive financial instruments as of D&8Gember
2010, which consisted of cash and bank deposits, current assets other than baskk degosits, and current liabilities. The
maturity of those financial instruments was less than one year and their book value approximated fair value.

Denominated in

uss RMB Total
(in thousands)
Cash and bank depitS............ccccueeieiiiiiiieeciieee e, $ 31,3129 $ 319,63¢ $ 350,957
Current assets other than cash and bank deposits..... 5,312 8,847 14,159
Current liabilitieS . ......cooevveeiiiieee e, 5,078 83,083 88,161

Inflation Rate Risk

According to the National Bureau of Statistics of China, ttengk in the consumer price index in China was 3:3%,
0.7% and 5.9% in 2010, 2009 and 2008, respectilfalyflation rises, it may materially and adversely affect our business.

Interest Rate Risk

Our investment policy limits our investments atess cash in highuality corporate securities and limits the amount
of credit exposure to any one issuer. We protect and preserve our invested funds by limiting default, market and reinvestment
risk. We have not been, nor do we expect to be, exposedtawiat risks due to changes in interest rates on borrowings
because we have not incurred, and do not expect to incur, any significaiatirdiebt. Our exposure to interest rate risk
primarily relates to interest income generated by excess casteihwestemand deposits with original maturities of three
months or less.
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ITEM 12. DESCRIPTION OF SECURITIES OTHER THAN EQUITY SECURITIES.

The following table summarizes the fees and charges that a holder of our ADSs may have to pay, direicdgtby, ind
pursuant to the Deposit Agreement, which was filed as an exhibit to our Registration Statement ol Fisethwth the
SEC on March7, 2009 (File No333-158061), and the types of services and the amount of the fees or charges paid therefor:

Persons depositing or withdrawing shares or ADS holders muFor:

pay: A Issuance of ADSs, including issuances resulting
$5.00 (or less) per 100 ADSs (or portion of 100 ADSSs) from a distribution of shares or rights or other
property

A Cancellation of ADSs for the purpose of withdra
including if the Deposit Agreement terminates

$.02 (or less) per ADS A Any cash distribution to ADS holders

A fee equivalent to the fee that would be payable if securities A Distribution of securities distributed to holders of
distributed to you had been shares and the shares had been deposited securities which are distributed by the
deposited for issuance of ADSs depositary to ADS holders

$.02 (or less) per ADSs per calemgear A Depositary services

Registration or transfer fees A Transfer and registration of shares on our share

register to or from the name of the depositary or
agent when you deposit or withdraw shares

Expenses of the depositary A Cable, telex and facsimile transmissions (when
expressly provided in the Deposit Agreement)

A converting foreign currency to U.S. dollars

Taxes and other governmental charges the depositary or the A As necessary
custodian have to pay on any ADS or sharéaulying an ADS, fo
example, stock transfer taxes, stamp duty or withholding taxe:

Any charges incurred by the depositary or its agents for servicA  As necessary
the deposited securities

Pursuant to an agreement dated Apyi2009 between us and the Bank of New York Mellon, the depositary for our
ADSs, the depositary reimbursed us in May 2009 and May 2010 for our expenses, including investor relations expenses,
legal fees, accounting fees, NASDAQ listing application astthl fees and related expenses, of $1,087,000 and $6,000,
respectively, which is net of U.S. withholding tax, related to the establishment of an American depositary receipt facility.

PART I

ITEM 13. DEFAULTS, DIVIDEND ARREARAGES AND DELINQUENCIE S
Not Applicable.

ITEM 14. MATERIAL MODIFICATIONS TO THE RIGHTS OF SECURITY HOLDERS AND USE OF
PROCEEDS

Use of Proceeds

On April 1, 2009, our registration statement on Forh fFile N0.333-158061), as amended, was declared effective
by the SEE for our initial public offering, pursuant to which we and Sohu.com (Game) Limited, an indirect \whwoigd
subsidiary of Sohu and the selling shareholder in the offering, offered and sold a total of 8,625,000 ADSs at the public
offering price of $16.0@er ADS. The offering was completed on Agtjl2009.

We sold 3,750,000 ADSs and the selling shareholder sold 4,875,000 ADSs in our initial public offering. We received
net proceeds of approximately $54.7 million, after deducting underwriting discanshtsommissions of approximately $4.2
million and other expenses of approximately $1.1 million. None of the underwriting discounts and commissions or other
expenses were paid directly or indirectly to any director, officer, or general partner of outkeir &ssociates, persons
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owning ten percent or more of any class of our equity securities, or to any of our affiliates. We did not receive arsy proceed
from the sale of our ADSs by the selling shareholder. Credit Suisse Securities (USA) LLC and Mechill Rierce,
Fenner& Smith Incorporated were the managing underwriters for the offering

As of DecembeB1, 2010, we had not used any of the net proceeds to us from our initial public offering in April 2009.
Proceeds from the offering have been depdsith banks.

ITEM 15. CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

As of the end of the period covered by this annual report, our principal executive officer and principal financial officer
have performed an evaluation of the effemtess of our disclosure controls and procedures as defined and required under
Rules 13al5(e) and 15d.5(e) of the Securities Exchange Act of 1934, as amended. Based upon that evaluation, they have
concluded that our disclosure controls and procedures gffective in ensuring that the information required to be disclosed
by us in the reports that we file and furnish under the Securities Exchange Act of 1934, as amended, is recorded, processed,
summarized and reported, within the time periods speciiedby t he Securities and Exchange
regulations.

Management 8s Annual Report on Internal Control over Fin

Our management is responsible for establishing and maintaining adequate internal control over finarmal aspor
defined in Rules 134a5(f) and 15€15(f) under the Securities Exchange Act of 1934, as amended. Our internal control over
financial reporting is a process designed to provide reasonable assurance regarding the reliability of our financel reportin
and the preparation of financial statements for external purposes in accordance with U.S. GAAP. Our internal control over
financial reporting includes those policies and procedures thartin to the maintenance of records that, in reasonable
detail,accurately and fairly reflect the transactions and dispositions of our assgt)\(ijje reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted
accounting priciples, and that receipts and expenditures of are being made only in accordance with authorizations of
management; and (iiprovide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use,
or disposition of any ofur assets that could have a material effect on the financial statements. Because of its inherent
limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any
evaluation of effectiveness to futyperiods are subject to the risk that controls may become inadequate because of changes
in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

Under the supervision and with the participation of our managemehiding our principal executive officer and
principal financial officer, we conducted an assessment of the effectiveness of our internal control over financial reporting
based upon criteria estdabnltiesghreadt eidn [d byetheldomitedofpensa®e nt r o |
Organizations of the Treadway Commi ssion (ACOSO00) . Based
internal control over financial reporting is effective as of Decerthe2010.

The effectiveness of our itnal control over financial reporting as of Decenier2010 has been audited by
PricewaterhouseCoopers Zhong Tian CPAs Limited Company, our independent registered public accounting firm, as stated
in its report included on pageZ

Changes in Intenal Control over Financial Reporting

There were no changes in our internal control over financial reporting identified in connection with the evaluation
required by Rules 1345 or 15d15 that occurred during the period covered by this annual repdtals materially affected,
or is reasonably likely to materially affect, our internal control over financial reporting.

ITEM 16A. AUDIT COMMITTEE FINANCIAL EXPERT

Our Board of Directors has determinedltbapebDaveabed¥an
the applicable SEC rules and Rule 5605(c)(2) of the NASDAQ Stock Market Rules. Our Board of Directors has determined
that all three members of our aud3undecteBecuritics Exehardyeta fAi ndep
1934 and Rule 5605 of the NASDAQ Stock Market Rules.
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ITEM 16B. CODE OF ETHICS

Our Board of Directors adopted a code of ethics and conduct that is applicable to all of our directors, officers and
employees. A copy of our code of ethics anddumt was filed as an exhibit to our Registration Statement on FdritFie
No. 333158061) originally filed with the SEC on Mardf, 2009, and is also posted on our website at
http://mww.changyou.comnder t he fil h@QoepsratoGoveRecl ea.toi o n s

ITEM 16C. PRINCIPAL ACCOUNTANT FEES AND SERVICES.

The following table sets forth the aggregate fees by categories specified below in connection with certain professional
services rendered by PricewaterhouseCoopers Zhong Tian CPAs Limited r§omyaprincipal external auditors, for the
periods indicated below.

For the year ended

December31,
2009 2010
uss$ uss$
(in thousands)
F N0 Lo [ (=TT LTS $ 1544 $ 1,103
Audit related FEES ... ... o} 159
TAX BB .. e e —— 191 279
All Other fEES ... e o} o}
1 ] = | PRSPPI $ 1,735 $ 1,541
1) AAudit feesd means the aggregate fees billed in each o
principal auditors fothe audit of our annual financial statements and our internal controls over financial reporting.
2) nAudet ated feesd means the aggregate fees billed in ea

by our principal auditors tated to the audit of our financial statements and our internal controls over financial

reporting that are not reported under AAudit FeesO and

B ATax feesd means t he &tigedisca yeard listed foepeofessionallséneces renderecebyg cuh o
principal auditors for tax compliance and tax advice.

Audit Committee Preapproval Policies and Procedures

Our audit committee has adopted procedures which set forth the mannéchrtivehcommittee will review and
approve all audit and neswudit services to be provided by PricewaterhouseCoopers Zhong Tian CPAs Limited Company
before that firm is retained for such services. Thegmgroval procedures are as follows:

A Any auditor nonaudit service to be provided to us by the independent accountant must be submitted to the audit

committee for review and approval, with a description of the services to be performed and the fees to be charged.

A The audit committee in its sotiiscretion then approves or disapproves the proposed services and documents
such approval, if given, through written resolutions or in the minutes of meetings, as the case may be.

ITEM 16D. EXEMPTIONS FROM THE LISTING STANDARDS FOR AUDIT COMMITTEES.
Not Applicable.

ITEM 16E. PURCHASES OF EQUITY SECURITIES BY THE ISSUER AND AFFILIATED PURCHASERS.
None.

ITEM 16F. CHANGE I N REGI STRANTO6S CERTIFYI NG ACCOUNTANT
Not Applicable.
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ITEM 16G. CORPORATE GOVERNANCE.

Because Sohuowns moretha 50 % of t he total voting power of our

A

A

that we have a corporate governance and nominating committee that is composed entirely of independent
directors with a written charter addressing the

ord
under the NASDAQ Stock Market Rules. We intend to rely on certain exemptions that are available to controlled companies
from NASDAQ corporate governance requirementduiiog the requirements:

com

that we have a compengaticommittee that is composed entirely of independent directors with a written charter
addressing the committeebds purpose and responsibili

A for an annual performance evaluation of the nominating and governance committee and compensatiteecomm

We are not required to and wil/l not voluntarily meet
companyo exemptions, our investors wild/l not have the s
toalof NASDAQO6s corporate governance requirements.

PART Ill
ITEM 17. FINANCIAL STATEMENTS.

We have elected to provide financial statements pursuant tdlBem

ITEM 18.

The consolidated financial statements of Changymilits subsidiaries and VIEs are included at the end of this annual

report.

ITEM 19.

Exhibit
Number

FINANCIAL STATEMENTS.

EXHIBITS.

Description of Document

1.1

2.1

2.2

2.3

4.1

4.2

4.3

4.4

Second Amended and Restated Memorandum and Articles of Association of the Registrant (ircbbyorat
reference to Exhibit 3.1 to our Registration Statement on Fet(filE no. 333158061) filed with the Securities
and Exchange Commission on March 17, 2009).

Regi strant 6s Speci men Ameri can De p ohii4laooyr REysta
Statement on Form-E(file no. 333158061) filed with the Securities and Exchange Commission on March
2009)

Registrantdés Specimen Certificate for Cl| astsouA
Registration Statement on ForrvilHile no. 333158061) filed with the Securities and Exchange Commissiol
March 17, 2009)

Form of Deposit Agreement among the Registrant, the depositary and all registered holders and benefic
of the American Depositary Shares (incorporated by reference to Exhibit 4.3 to our Registration Stateme
Form R1(file no. 333158061) filed with the Securities and Exchange Commission on March 17, 2009)

2008 Share Incentive Plan (incorporatsdreference to Exhibit 10.1 to our Registration Statement on Ferm
1(file no. 333158061) filed with the Securities and Exchange Commission on March 17, 2009)

Form of I ndemnification Agreement wiererte td Exldbit Rde2do
our Registration Statement on Forri ffile no. 333158061) filed with the Securities and Exchange Commis
on March 17, 2009)

Form of Executive Employment Agreement with Executive Officers (incorporated by refeocBxhibit 10.3 ta
our Registration Statement on Forri ffile no. 333158061) filed with the Securities and Exchange Commis
on March 17, 2009)

Form of Executive Employee NeBompetition, NorSolicitation Agreement, Confidential InformationcaWork
Product Agreement with Executive Officers (incorporated by reference to Exhibit 10.4 to our Registration
Statement on Form-E(file no. 333158061) filed with the Securities and Exchange Commission on March
2009)
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Exhibit
Number

Description of Document

4.5

4.6

4.7

4.8

4.9

4.10

411

412

413

4.14

4.15

4.16

4.17

4.18

419

Share Subscription Agement between Registrant and Prominence Investments Limited (incorporated by
reference to Exhibit 10.5 to our Registration Statement on Fet(filE no. 333158061) filed with the Securitie
and Exchange Commission on March 17, 2009)

Form of Restricted Share Unit Agreement with Executive Officers (incorporated by reference to Exhibit 1(
our Registration Statement on Forriffile no. 333158061) filed with the Securities and Exchange Commis
on March 17, 2009)

Form of Restricéd Share Unit Agreement between Registrant and certain executive officers and employe
(incorporated by reference to Exhibit 10.7 to our Registration Statement on Fiffite ho. 333158061) filed
with the Securities and Exchange Commission on MarcRad9)

English translation of Form of Loan Agreements, dated August 20, 2008, between Beijing AmazGame A
Internet Technology Co., Ltd (or AmazGame) and Tao Wang and between AmazGame and a Changyou
(incorporated by reference to Exhithi®.8 to our Registration Statement on Forth(fle no. 333158061) filed
with the Securities and Exchange Commission on March 17, 2009)

English translation of Form of Equity Interest Purchase Right Agreements, dated August 20, 2008, betw
AmazGame and Tao Wang and between AmazGame and a Changyou employee (incorporated by refere
Exhibit 10.9 to our Registration Statement on Forf(file no. 333158061) filed with the Securities and
Exchange Commission on March 17, 2009)

Englishtranslation of Form of Equity Pledge Agreements, dated Afys2008, between AmazGame and Ti
Wang and between AmazGame and a Changyou employee (incorporated by reference to Exhibit 10.10"
Registration Statement on ForrilHile no. 333158061) fled with the Securities and Exchange Commissior
March17, 2009)

English translation of Form of Powers of Attorney, dated August 20, 2008, by Tao Wang in favor of Ama:
and by a Changyou employee in favor of AmazGame (incorporated bynedeiee Exhibit 10.11 to our
Registration Statement on ForrvilHile no. 333158061) filed with the Securities and Exchange Commissiol
March 17, 2009)

English translation of Business Operation Agreement, dated August 20, 2008, between AmazdG&ameas:
Tao Wang and a Changyou employee (incorporated by reference to Exhibit 10.12 to our Registration Stz
on Form F1(file no. 333158061) filed with the Securities and Exchange Commission on March 17, 2009)

English translation oServices and Maintenance Agreement, dated November 30, 2007, between AmazG
Gamease (incorporated by reference to Exhibit 10.13 to our Registration Statement orlffilemb. 333
158061) filed with the Securities and Exchange Commission on Ma&rck009)

English translation of Technology Support and Utilization Agreement, dated August 20, 2008, between
AmazGame and Gamease (incorporated by reference to Exhibit 10.14 to our Registration Statement on
1(file no. 333158061) filedwith the Securities and Exchange Commission on March 17, 2009)

Master Transaction Agreement, dated January 1, 2009, by and between Sohu.com Inc. and Changyou.c
Limited (or Changyou) (incorporated by reference to Exhibit 10.15 to our Regist@ttitement on Form Kfile
no. 333158061) filed with the Securities and Exchange Commission on March 17, 2009)

Non-Competition Agreement, dated January 1, 2009, between Sohu.com Inc. and Changyou (incorporat
reference to Exhibit 10.1® tour Registration Statement on Forri (file no. 333158061) filed with the
Securities and Exchange Commission on March 17, 2009)

Marketing Services Agreement, dated January 1, 2009, between Sohu.com Inc. and Changyou (incorpo
referenceo Exhibit 10.17 to our Registration Statement on Forhfife no. 333158061) filed with the
Securities and Exchange Commission on March 17, 2009)

English translation of Asset Transfer Agreement, dated November 23, 2007, bBwijgen Sohu New Era
Information Technology Co., Ltd. (or Sohu Era) and AmazGame (incorporated by reference to Exhibit 1C
our Registration Statement on Forriffile no. 333158061) filed with the Securities and Exchange Commis
on March 17, 2009)

English translation of Asset Transfer Agreement, dated November 23, 2007, between Sohu Era and Gat
(incorporated by reference to Exhibit 10.19 to our Registration Statement on Fdfite Fo. 333158061) filed
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Exhibit
Number

Description of Document

4.20

4.21

4.22

4.23

4.23.1

4.24

4.25

4.26

4.27

4.28

429

4.30

4.31

4.32

with the Securities and Exchange Coission on March 17, 2009)

English translation of Service Transfer Agreement, effective as of December 1, 2007, between Sohu Era
Gamease (incorporated by reference to Exhibit 10.20 to our Registration Statement orlffilemb. 333
158061 filed with the Securities and Exchange Commission on March 17, 2009)

English translation of Technology Transfer Agreement, dated November 10, 2007, between Beijing Fire
Digital Technology Co. Ltd. (or Beijing Fire Fox) and Gamease (ingatpd by reference to Exhibit 10.21 to
Registration Statement on ForrilHile no. 333158061) filed with the Securities and Exchange Commissiol
March 17, 2009)

English translation of Trademark Assignment Agreement, dated November Z8 b2®®een Beijing Fire Fox
and Gamease (incorporated by reference to Exhibit 10.22 to our Registration Statement o1 @ilemnd- 333
158061) filed with the Securities and Exchange Commission on March 17, 2009)

TLBB License Agreement, datédarch 30, 2007, amorigeijing Sohu Internet Information Service Co., Ltd.
Sohu Internet), Beijing Fire Fox and FPT Telecom (incorporated by reference to Exhibit 10.23 to our Rec¢
Statement on Form-E(file no. 333158061) filed with the Smurities and Exchange Commission on March 11
20094

Supplement to Game License Agreement, dated December 1, 2007, among Sohu Internet, Beijing Fire F
Gamease and FPT Telecom (incorporated by reference to Exhibit 10.23.1 to our RexgiStetment on Forn
F-1(file no. 333158061) filed with the Securities and Exchange Commission on March 17, 2009)

English translation of Operation Agreement effective as of August 23, 2007 between Gamease and Beiji
Software Technology & Ltd. (incorporated by reference to Exhibit 10.24 to our Registration Statement or
F-1(file no. 333158061) filed with the Securities and Exchange Commission on March 17, 2009)

English translation of Trademark License Agreement, effeetivef August 23, 2007, between Gamease anc
Beijing Pixel Software Technology Co. Ltd. (incorporated by reference to Exhibit 10.25 to our Registratio
Statement on Form-E(file no. 333158061) filed with the Securities and Exchange Commission on March
2009)

English Translation of LAW Game Software License Agreement, dated Dec8n@07, between Gamease
Guangzhou No. 9 Art Network Technology Co. Ltd. (incorporated by reference to Exhibit 10.26 to our
Registration Statement on Forrilfile no. 333158061) filed with the Securities and Exchange Commissiol
March17, 20097

English Translation of TLBB License Agreement (Taiwan), dated December 25, 2007, between Gameas
(Taiwan) Zhi Guan Technology Co. Ltd. (incorporatgdreference to Exhibit 10.27 to our Registration
Statement on Form-E(file no. 333158061) filed with the Securities and Exchange Commission on March
20094

English Translation of TLBB License Agreement (Hong Kong and Macau), dated becen2007, between
Gamease and Zhi Ao Online Games Group Co. Ltd. (incorporated by reference to Exhibit 10.28 to our
Registration Statement on ForrvilHile no. 333158061) filed with the Securities and Exchange Commissiol
March 17, 20097

English Translation of License Agreement regarding Immortal Faith, dated July 21, 2008, between Gam
Beijing Game Top Software Co. Limited (incorporated by reference to Exhibit 10.29 to our Registration
Statement on Form-E(file no. 333158061 )filed with the Securities and Exchange Commission on March 1
2009)A

English Translation of License Agreement between Gamease and Louis Cha regarding TLBB (incorpora
reference to Exhibit 10.30 to our Registration Statement on Fet(fil& no. 333158061) filed with the
Securities and Exchange Commission on March 17, 2009)

English Translation of License Agreement between Gamease and Louis Cha regarding DMD (incorporat
reference to Exhibit 10.31 to our Registrationt&teent on Form £ (file no. 333158061) filed with the
Securities and Exchange Commission on March 17, 2009)

English Translation of License Agreement between Gamease and Louis Cha regarding TLBB (incorpora
reference to Exhibit 10.32 twur Registration Statement on Forri@ile no. 333158061) filed with the
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Exhibit

Number Description of Document
Securities and Exchange Commission on March 17, 2809)

4.33 English Translation of Premises Lease Agreement, dated October 16, 2007, between AmazGame and B
Yan Hotel Co. Ltd. (incorporated by reference to Exhibit 10.33 to our Registration Statement on-E@ile fo.
333-158061) filed with the Securities and Exchange Commission on March 17, 2009)

4.34  English Translation of Zhong Hua Ying Xiong License égment, dated September 30, 2009, between
AmazGame and Dragon Online (Beijing) Technology Co., Atd.

4.35 English Translation of Real Estate Purchase Agreement, dated August 8, 2009, between AmazGame ar
Yinhe Wanda Real Estate Co., Ltd.

4.36* English Translation of Project Cooperation Agreement, dated August 23, 2010, between AmazGame ani
Raycom Jingyuan Real Estate Development Co., Ltd.

4.37* Amended and Restated Marketing Services Agreement, dated January 1, 20&8n lighangyou and Sohu.

4.38* English translation of Form of Loan Agreements, dated September 1, 2010, between Beijing Changyou
Gamespace Software Technology Co., Ltd (or Gamespace) and Tao Wang and between Gamespace ar
Chen

4.39* English translation of Form of Equity Interest Purchase Right Agreements, dated September 1, 2010, am
Gamespace, Beijing Guanyou Gamespace Digital Technology Co., Ltd. (or Guanyou Gamespace) and 1
and among Gamespace, Guanyou Gamespace and Dewen Chen

4.40* English translation of Form of Equity Pledge Agreements, dated September 1, 2010, among Gamespace
Gamespace and Tao Wang and among Gamespace, Guanyou Gamespace and Dewen Chen

4.41* English translation of Form of Powers of Attorneiated September 1, 2010, by Tao Wang in favor of
Gamespace and by Dewen Chen in favor of Gamespace

4.42* English translation of Business Operation Agreement, dated September 1, 2010, between Gamespace &
Guanyou Gamespace, Tao Wang and Dewen Chen

4.43* English translation of Services and Maintenance Agreement, dated September 1, 2010, between Games
Guanyou Gamespace

4.44* English translation of Technology Support and Utilization Agreement, dated September 1, 2010, betwee
Gamespce and Guanyou Gamespace

4.45* English translation of Exclusive Business Cooperation Agreement, dated Septdmbd@d7, between ICE
Information Technology (Shanghai) Co., Ltd (or ICE WFOE) and Shanghai ICE Information Technology
Ltd.(or Shanghi ICE)

4.46* English translation of Exclusive Technology Consulting and Service Agreement, dated September 11, 2(
between ICE WFOE and Shanghai ICE

4.47* English translation of Business Operation Agreement, among ICE WFOE, Shanghai ItDE ghdreholders o
Shanghai ICE

4.48* English translation of Call Option Agreement, among ICE WFOE, Shanghai ICE and the shareholders of
Shanghai ICE.

4.49* English translation of Form of Share Pledge Agreement, among ICE WFOE, Shanghad ItBE sinareholders
of Shanghai ICE.

8.1*  Subsidiaries of the Registrant

111 Code of Ethics and Conduct for Directors, Officers and Employees (incorporated by reference to Exhibit
our Registration Statement on Forri ffile no. 33315806 filed with the Securities and Exchange Commis:
on March 17, 2009)

12.1*  Certification of Chief Executive Officer Required by Rule 113Ha)

12.2*  Certification of Chief Financial Officer Required by Rule 1B3Ha)
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Exhibit

Number Description of Document

13.1*  Certification of Clief Executive Officer Required by Rule 134(b) and Section 1350 of Chapter 63 of Title !
of the United States Code

13.2*  Certification of Chief Financial Officer Required by Rule 13%b) and Section 1350 of Chapter 63 of Title 1
the United Stees Code

15.1*  Consent of PricewaterhouseCoopers Zhong Tian CPAs Limited Company, an independent registered pt
accounting firm

15.2*  Consent of Haiwen & Partners

* Filed with this Annual Report on Form Z0
A Portions of these exhitsihave been omitted pursuant to a request for confidential treatment, and the omitted
information has been filed separately with the Securities and Exchange Commission.
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SIGNATURES

The registrant hereby certifies that it meets all of the requirenfenfiling its annual report on Form Z0and that it
has duly caused and authorized the undersigned to sign this annual report on its behalf.

CHANGYOU.COM LIMITED

By /s Tao WaNG
Name: Tao Wang
Title: Chief Executive Officer
By /sl ALEx Ho
Name: Alex Ho

Title: Chief Financial Officer

Date: Februarg8, 2011
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Report of Independent Registered Public Accounting Firm
To Board of Directors and Shareholders of Changyou.com Limited:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations and
comprehensiveincome,ons ol i dated statements of shareholdersdé equit:
fairly, in all materi al respects, the financial position
DecembeBl, 2010 and Decemba8f, 2009, and the results of their operations and their cash flows for each of the three

years in the period ended DecemB#r 2010 in conformity with accounting principles generally accepted in the United

States of America. Also in our opinion, the Companyma@ned, in all material respects, effective internal control over

financial reporting as of Decemb@t, 2010, based on criteria established in Internal Conlntégrated Framework issued

by the Committee of Sponsoring Organizations of the Treadwayr@b s si on ( COSO). The Companybd
responsible for these financial statements, for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting, includledMa nage ment 6 s Annual
Internal Control over Financial Reporting appearing under ItBraf the accompanying Form-E) Our responsibility is to
express opinions on these financial st at eepatimgbasechondur on t h
audits (which were integrated audits in 2010 and 2009). We conducted our audits in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Those standards require that we plan and perfditsitthe au
obtain reasonable assurance about whether the financial statements are free of material misstatement and whether effective
internal control over financial reporting was maintained in all material respects. Our audits of the financial statements

included examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing
the accounting principles used and significant estimates made by management, and evaluating the overall financial statement
presentatin. Our audit of internal control over financial reporting included obtaining an understanding of internal control

over financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the design and
operating effectivenasof internal control based on the assessed risk. Our audits also included performing such other
procedures as we considered necessary in the circumstances. We believe that our audits provide a reasonable basis for our
opinions.

A company 6 grol bvertfirancialaelportingoisna process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance ity gener
accepted accounting principls . A companyo6s internal contr ol over financi
that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of tb@mpany; (ii)provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are beirngde only in accordance with authorizations of management and directors of the
company; and (iiiprovide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
di sposition of the c oamatenayeffest omtsedimancial staténments. coul d have

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subjbetriek that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

/sl PricewaterhouseCoopers Zhong Tian CPAs Limited Company
Beijing, the oPGiogpl eds Republic

February 28, 2011
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Assds

CHANGYOU.COM LIMITED

CONSOLIDATED BALANCE SHEETS AS OF DECEMBER 31, 2009 and DECEMBER 31, 2010

(In thousands, except par value)

Current assets:

Cash and bank dePOSILS. ........ouuiiiieiiitie e
ACCOUNES TECEIVADIE. .....eiii ittt e e e ne e naaeee s
Prepaid and other current assets (including $nil and $4,983, respectively, of sharel

[0aN t0 AN EQUILY INVESTER). ..ottt e bbb
DU FrOM SONUL.... ettt e et e e e e e e e e e e e e e e sanme e e e e e eaaaaaaeeeas

Total current assets

Non-current assets:

LD (=0 = LT KT T
INtANQIDIE ASSELS, NEL.. ..o e e e e e e e rer e e e e e e
EQUILY INVESTMENTS. ... e e e e e e e e e e e e e e e reeneeeeeeeeenen,
1707 T 111 PP
L@ 11 g1 = TS Y= ST 1=

Total assets

Liabi

l'ities and sharehol dersd equity

Current liabilities:

Receipts in advance and deferred reVeNUE.............ccoviiiimeeiiiieiie i
Accrued salary and DENEILS..........c.uuviiiiiiiiee e
Accrued liabilities 10 SUPPIEES ... ..veiiiie e
TaX PAYADIES. ... e
Other accrued liabilities (including $nil and $453, respectively, to an equity investes
[T 1= (o I8 o o 1 PP
Deferred tax abilii@S.........ovii it

Total current liabilities

Commitments and CONLINGENCIES.........cieviieiiiiies e reeeer e e e et e e e e e e e e e e e e aeeesaaees
Sharehol dersdé equity:

Tot al
Tot al

ClassA ordinary shares par value $0.@D0,000 authorized; 17,860 and 19,428 issue

and outstanding as of Deceml3dr, 2009 and 2010, respectively..........ccccceeevirieenen.
Class B ordinary shares par value $0.01, 97,740 authorized; 85,250 and 84,650 is!

outstanding as of Decemb@&t, 2009 and 210, respectively..........ccccccvveeeeeeiveeecnnnnn,
Additional paidin CaPItal...........uuuiiiiiiii e ———
) 101 (0] YA (= 1ST=T AV SRR
(R (] = 1] = To J= Y= T 1] o T
Accumulated other comprenensive INCOME.........ciiiieiieiiiiieeee e e

shaguyhol der sbé6 e
l'iabilities and sharehol dersd equit)y

As of December31,

Notes 2009 2010

Uss$ uss$
226,901 350,957
3,395 1,464
7 4,720 12,383
340 312
235,35€  365,11¢
8 49,178 53,659
9 3,221 7,251
10 0 3,645
11 0 10,258
12 1,636 62,583
289,391 502,51z
14 30,244 34,508
16,800 20,088
8,954 9,579
6,628 13,471
864 5115
5,046 5,155
0 243
68,536 88,161

21

179 194
852 847
63,960 72,544
18 5,748 5,748
149,338 324,24z
778 10,776
220,855 414,351
289,391 502,51z

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

10C



CHANGYOU.COM LIMITED

CONSOLIDATED STATEME NTS OF OPERATIONS AND COMPREHENSIVE INCOME
FOR THE YEARS ENDED DECEMBER 31, 2008, 2009 and 2010

(In thousands, except per share or per ADS data)

For the Year Ended December31

Notes 2008 2009 2010
uss$ uss$ uss$
Revenues
Game OPErAtiONS FEVENUES.......eeiieeiiiriieiteeateeeaatrreeeeesaannnee e e eeateeesannnreeeeesannns 194,607 259,783 318,923
OVerseas lICENSING FEVENUES.........cciiiiiiiiiiiieeree e et e e e eneer e e e s sneeeeeee s 7,238 7,802 8,230
TOAI FEVENUES.....vueieieii et e ettt e e e e et e e e s eeme et e e e e e tb e e e s esban s eeaeeeeeesaanaeeeesnen 201,845 267,585 327,153
COSE Of FEVENUEBS ...ttt e e e e e ettt e et e e e e e e e e e e e e e e s e e s smmeeeaaaeeeeeeas 14,633 17,518 29,852
Gross profit 187,212 250,067 297,301
Operating expenses:
Product development (including transactions with related parties of $167, $1.
$98B2, rESPECHIVEIY)...eveeiieei ittt 23,862 27,353 37,918
Sales and marketing (including transactiaiith a related party of $28,248,
$20,075 and $10,804, reSPeCtiVELY).......cuveiiiiiiiiiie e 38,917 40,048 41,002
General and administrative (including transactions with a related party of $2,
$143 and $75, r€SPECHVELY).......evverreirierie et ste e eene e 9,053 18,759 17,533
Total operating expenses 71,832 86,160 96,453
Operating profit 115,380 163,907 200,848
Interest income and foreign currency exchange gain/loss.............coooveivceeeeeen. 1,235 3,379 3,667
Interest expense (including interest expense of $245, &40 $nil, respectively, 1
A TEIAIEA PAIMY) .. vviiiei e ittt ee ettt e et e e e e e e e e et e e e e s ebbre e e e e s eereenaans (249 (104 (39
Other (EXPENSE) INCOME........cei it ieeee e e e e s e ee e (278 158 (1,399
Income before income tax expense 116,092 167,340 203,082
INCOME 18X EXPEINSE ..eitt e eeeeit ettt e et et e e ettt e e e eerneeee b s e e e eebaneeeeenansns 16 8,106 22,656 28,178
Net income 107,986 144,684 174,904
Other comprehensive income: Foreign currency translation adjustment......... 1,103 147 9,998
L= Tt 1= 107,986 144,684 174,904
Comprehensive income 109,089 144,831 184,902
BasiC Nt INCOME PEI SNAKE.........uiiiiiiiiiiie et e e 19 1.14 1.44 1.69
Diluted Net iNCOME PEI SNAE........cciiiiiiiiiiie e eee e eeeeeaeeae s 19 1.14 1.40 1.65
BasiC NEt INCOME PEI ADS ... . ..ttt ittt eeeet bbbttt e e e e e e e eeere e e e e e e e e e e e e e e e e e e e e e amnes 2.27 2.87 3.37
Diluted Net iNCOME P ADS ... ...ttt e e et eeeeab bbb e e e e eeeeaeaeeeean 2.27 2.81 3.29
Weighted &erage number of ordinary shares outstanding, basic.............ccccccceeeenee 95,000 100,728 103,792
Weighted average number of ordinary shares outstanding, diluted.......................... 95,000 103,051 106,241
Weighted average number of ADS outstanding, basiC.................ovvvviviiiiininneenn, 47,500 50,364 51,896
Weighted average number of ADS outstanding, diluted.................c.euveceniviiiiennnnn. 47,500 51,526 53,121
Total share-based compensation cost included in:
COSE Of FEVENUES. ...ttt 14 324 194
Product deVEIOPMEINL .. ...ttt e e ettt e bbb e e e e e e e aaeaeeeesaaan 4,919 7,404 4,399
Sales and MArketing..........eeveeiiiiiiiii e 10 261 220
General and adminiStratiVE...........ceuviiieiiiceeee e eeeme e e 404 5,412 3,781

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

101



Balance as of Januan,
2008
Due from shareholder for
issuance of ordinary shar
Sharebased compensation..
Sharebased compensation
allocated from Sohu........
Appropriation to statutory
TESEIVES....uvvveeeiiirrireaannns
Foreign currency translation
adjustment......................
Net income..........cccoeeeeennee

Balance as of DecembeB1,
2008

Issuance of ordinary shares
upon initial public offering
Issuance of ordinary shares
upon vesting and
settlement of restricted
share units..............eeeeeee.
Payments from shareholder
Sharebased compensatian..
Sharebased compensation
allocated from Sohw........
Initial public offering
EXPENSES...ceeeeeicrrriereaanans
Dividend distribution tdSohu
Foreign currency translation
adjustment......................
Net income..............ooeeenee

Balance as oDecember 31,
2009

Issuance of ordinary shares
upon vesting and
settlement of restricted
share units.............eeeeeeee.

Sharebased compensatiaon..

Sharebased compensation
allocated from Sohu........

Foreign currency translation
adjustment.............eeeeeee.

Net income..........ccccoeevinne

Balance as oDecanmber 31,
2010

CHANGYOU.COM LIMITED

CONSOLI DATED STATEMENTS OF SHAREHOLDERS® EQUI T
FOR THE YEARS ENDED DECEMBER 31, 2008, 2009 and 2010
(In thousands)
(Distribution
in excess of
. additional
Ordinary shares paid-in
capital) (Accumulated Accumulated
Additional Receivables deficit) other Total
paid-in from Statutory Retained comprehensive shareho
Shares Amount Capital shareholders reserves earnings (loss) income (deficit) equity
uss uss Uss Uss$ Uss Uss$ Uss$
95,000 950 (9,436 ) 458 (1,242 (472 (9,742
3 30 (30) 3 3 3 3
o} 4,752 0 0 0 o} 4,752
o} 595 0 0 0 o} 595
8 B 8 5,290 (5,290 B B
o} o} 0 0 0 1,103 1,103
o} o} 0 0 107,986 o} 107,986
95,000 950 (4,059 (30 5,748 101,454 631 104,694
7,500 75 55,725 0 0 0 o} 55,800
610 6 (6) 3 3 3 3 3
o} 15 30 0 0 o} 45
o} 13,143 0 0 0 o} 13,143
o} 258 0 0 0 o} 258
8 (1,116 K} K} K} 3 (1,116
8 3 K} K} (96,800 8 (96,800
o} o} 0 0 0 147 147
o} o} 0 0 144,684 o} 144,684
103,11C 1,031 63,960 0 5,748 149,338 778 220,855
968 10 (10) 3 8 8 8 B
o} 8,478 0 0 0 o} 8,478
o} 116 0 0 0 o} 116
o} o} 0 0 0 9,998 9,998
o} o} 0 0 174,904 o} 174,904
104,07¢€ 1,041 72,544 0 5,748 324,242 10,776 414,351

10z



(Distribution

in excess of
. additional
Ordinary shares paid-in
capital) (Accumulated Accumulated
Additional Receivables deficit) other Total
paid-in from Statutory Retained comprehensive shareho
Shares Amount Capital shareholders reserves earnings (loss) income (deficit) equity
uss uss uUss$ Us$ uUss$ Uss$ Uss$

The accompanying notes areiategral part of these consolidated financial statements.
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CHANGYOU.COM LIMITED

CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED DECEMBER 31, 2008, 2009 AND 2010

(In thousands)

Cash flows from operating activities:

= T ot o 3T PP PRPP PP

Adjustments to reconcile net income to net cash provided by operating activities
=T o] =Tl = 1o o T PPRRR
Amortization of intangible assets.............cooiiiciii e —————
Impairment loss of iINtangible aSSEtS..........cccuvviiiiiiiieer e
Sharebased compensation allocated from SORU............ooooviiiiiccc e
Sharebased coOmMpPeNnSatioN EXPENSE. .......cuiiiiiriiiie ettt errme e
Loss from interestB) equIty INVESTEES.........coiiiiiiiiiii e
Disposal 10SS Of fIXEd ASSELS........uuuiiiiiiiiiiii e,
DEfErr@d taX ASSELS. .. eeiiiiiiiiiiee ettt e e
Deferred taxX llabilitieS.......cccceieiiiiiii e e e e e

Changes in current assets and liabilities, net of acquisition:
ACCOUNLS FTECEIVADIE. .....uviiiiiiieiii e
Prepaid and Other CUMENE @SSELS.......uuiiiiiiiiiiie e
D TULC R {10 4 1T ) o [
(@)1 LT =TIy =] £ o 1= SRR
Receipts in advance and deferred reVENUE............cuvviiiiiecce e
DUETO SONU.... .ot e e e et e e e e e e eestsseeeeeeeaaeaaeeeeens
Accrued salary and DeNefitS ...
Accrued liabilities t0 SUPPHEELS......coi i
TAX PAYADIES.....ceeiieiiiiieee e
Other accrued labilitieS........cuuviiiiie e

Net cashprovided by operating acCtiVIities...........cooouuiiiiiiiiiiiieiee e

Cash flows from investing activities:
PUrchase Of fIXed @SSETS.......uuuiiiiiiiiii ettt e e e e e e e
Purchase of intangible assets and other assets..........ccceeeiiiieeeiiiiiin e
Prepayment for an office BUIlding ..o e
Cash paid for business acquisition, net of cash acquired...............ccccvceevviviieiinnenn,
Shareholder 108N t0 an INVESIEE. ..........uuiiiiiiiiii e e e
INvestmMent in qUILY INVESIEES........oii i re e

Net cash used in INVESHING ACHVILIES........uiiii i ereer e e e e e e

Cash flows from financing activities:
Shortterm [0an from SORNUL...........uuiiiiiiiiii e e e e
Repayment of shoterm loan from Sohu or third partiesS........cccceeee e,
Issuance of Ordinary SNAKES..........uuiiiiiiiieee e
Deemed dividend paid to SONU...........eiiiiiiiiiiiieeeiiee e
Dividend Paid 0 SONUL........oiiiuiiiiiie e
Other proceeds relating to financing activities..........uuvvvviiiiiiicccciiiieeecee e
Other cash payments rélay to financing activities...........cccvvvevivivivieeecieeeeeeeee

Net cash used in fiINANCING ACHIVILIES..........coiiiiiiiii e
Effect of exchange rate changes on cash and cash equivalents.............cccccccvieeciivvnnnnnen.

Net increase i cash and cash eqUIVAIENTS. ...
Cash and cash equivalents, beginning Of YEAI.............uuiiiiiiiiiiicciiiiiie e,

Cash and cash equivalents, end Of YEAL..........ccooiiiiiiiiiiic e

For the Year Ended

December31,
2008 2009 2010
Uss$ Uss$ US$
107,986 144,684 174,904
2,366 3,501 7,471
283 270 1,307
o] o] 2,949
595 258 116
4,752 13,143 8,478
o] o] 1,771
o] 6 71
(237 (1,149 (989
3 3 (12)
(926 (2,376 1,999
(20,253 16,185 (5,841
300 8,195 28
3 3 (159
12,530 9,541 2,821
(229 (5,776 109
14,575 (365 3,289
3,531 4,047 201
8,074 (2,539 6,813
569 169 1,894
133,916 187,801 207,223
(7,309 (43,220 (10,115
(501 (2,616 (6,619
8 B (58,149
8 8 (2,652
8 8 (4,859
8 8 (5,300
(7,809 (45,839 (87,692
3,500 o] o]
3 (8,450 (3,00
o] 55,845 o]
(9,889 3 3
3 (96,800 3
d 1,087 d
(917 (1,579 3
(7,309 (49,899 (3,009
215 389 7,525
119,020 92,462 124,056
15,419 134,439 226,901
134,439 226,901 350,957



For the Year Ended

December31,
2008 2009 2010
us$ us$ us$
Supplemental disclosures ofash flow
Cash paid fOr INCOME TAXES ... .ueeieiiiriiiiee e ireeee sttt e rmee et e e e st eeeeesanes (3,609 (26,049 (28,539
Cash paid fOr INTEreSt EXPEIMSE. ......uueiiii ettt ieeet et e e o} (410 (39
Supplemental schedule of nortash investing activity
Consideration payable for business acquISItION...........ccoviiviiiieeneee i o} o} 2,000

The accompanying notes are an integral part of these consolidated financial statements.
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CHANGYOU.COM LIMITED
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. ORGANIZATION AND NATURE OF OPERATIONS

The accompanying consolidated financialtetents include the financial statements of Changyou.com Limited (the
AfCompanyo or fAiChangyouo) and its subsidiaries and variahb
the Cayman Islands on Augu&t2007. The Company, all the subaiis and the VIEs are collectively referred to as the
AGroup. 6 The major subsidiaries and VI Es, through3lwhi ch
2010, are described below:

Name of entity Place and date of incorporaibn Effective interest held

Controlled entities:

Changyou.com ( HK) Li nHongKong, China, August 13, 2007 100%

HKO)

Beijing AmazGame Age Internet Technology Beijing, China, Segmber 26, 2007 100%

Co., Ltd. (AAmazGamec

Changyou.com (US), | rDelaware, United States of America, January 100%
2009

Changyou.com (UK) Co .London,United Kingdom of Great Britain, Jul 100%

UKO) 3, 2009

Changyou My Sdn. Bhd ( A KualaLumpur, Malaysia, September 10, 200! 100%

Mal aysi ao)

Beijing Changyou Gamespace Software Beijing, China, October 29, 2009 100%

Technol ogy Co. , Ltd.

Changyou.com Kor ea L iSeoul Korea, January 7, 2010 100%

Koreao)

Beijing Yang Fan Jing He Information and Beijing, China, April 22 , 2010 100%

Consultant Co., Ltd.

| CE Entertainment ( HkHongKong, China, acquired on May 28, 201( 100%

ICE Information Shanghai, China, acquired on May 28, 2010 100%

Technology (Shanghai)

WF OEO0)

VIEs:

Beijing Gamease Age Digital Technology Co.,Beijing, China, August 23, 2007 100%

Ltd. (AGameaseod)

Shanghai ICE Information Technology Co., Shanghai, China, acquired on May 28, 2010 100%

Ltd. (AShanghai | CEO)

Beijing Guanyou Gamespace Digital Beijing, China, August 5, 2010 100%

Technol ogy Co. , Ltd. (

The Group is princiglly engaged in the development, operation and licensing of massivelyptaykr online role
playing games (AMMORPGsO0). The Groupds principal operati
Republic of China (the APRCO0) .

On April 7, 2009, the Company completed an initial public offering on the NASDAQ Global Select Market. In the
of fering, 8,625,000 American deposi t @Aprdinas khareseveere 6ofdAodhes 0 ) ,
public at a price of $16.00 per ADSf these, 3,750,000 ADSs, representing 7,500,000 @lasdinary shares, were sold by
the Company; and 4,875,000 ADSs, representing 9,750,000 & asknary shares, were sold by an indirect whallyned
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subsidiary of Sohu. c o proceéedsdo the Canmpanifrom theimtialpublic offereng, aftertdeducting
commissions and offering expenses, were approximately $54.7 million.

2. REORGANIZATION AND SHARE SPLIT
a. Reorganization

INAugust2 007, Sohu. com, whlimath paiest compary, uBdenopka negtrdicturing and
reorganization (the fAReorganizationo). Sohu.com and its
and VIEs, are collectively ref er and\EstimludngthefCSmopany anditsSo hu. ¢
subsidiaries and VIEs, are collectively referred to as t

a contemplated initial public offering by the Company on the NASDAQ Global Select Market.

As part of the Reorganization, the Company established AmazGame as a wholly-éova@phenterprise and
AmazGame entered into a series of agreements with Gamease and its equity owners. The Company is the primary beneficiary
of Gamease t hr cantgattualmeagerBentmwith Gamease. Accordingly, the Company has consolidated
Gameasebs results of operations, assets and I|iabilities
accounting principles in the United Statesof Ameca ( AU. S. GAAPO) .

Prior to the establishment of the Group, the operation and licensing of MMORPGs were carried out by various
companies owned or controlled by Sohu.com (the APredeces
Predecesor Operations, which include all operating assets and liabilities relating to the operation of MMORPGs, were
transferred to the Group with legal effect as of Decerib2007.

In cases involving assets and liabilities not specifically identifiableygarticular operation of Sohu Group, only
those assets and I|liabilities related to the MMORPG opera
to 2009, the Groupbs statement of o p eeradonsiinclmdsg an allochtiordoé s a |
certain general corporate expenses of Sohu Group which are not directly related to MMORPG operations. These general
corporate expenses consist primarily of shared corporate marketing expensesasédreompensation sénior
management and shared services of management including finance, legal, technology, human resources and internal audit.
These allocations were made using a proportional cost allocation methodology and were based on revenues, number of
employees andumber of servers attributable to the Group. Generally, shared services of human resources were allocated to
the Group based on the Groupébs headcount as a proportion
technology were allocated basedtot he Gr oupdés usage of servers as a propor
shared corporate marketing expenses, shased compensation of senior management and other shared services were
all ocated based on t he dbiotal tepedues of tiee\Sehn Greup. Mansigermentbelievesdhese i o0 n
allocations are reasonable. Total corporate marketing and general administrative expenses allocated from Sohu was
$11,321,000 for the year ended 2008. From 2009, since the Group has estdtslistv finance, legal, technology, human
resources and internal audit function, and begun to promote its own brands, no such general corporate expenses of Sohu
Group were allocated to the Group, except for shaseed compensation expenses related tiorgand restricted share
units granted by Sohu Group to employees of Changyou. The total fair values of these options and restricted share units were
expensed during the years ended 2008, 2009 and 2010, which were $232,000, $258,000 and $116,0a€lyrddpect
Groupbs statements of operations also include the sales
Sohu Group, which were $19,260,000, $20,107,000 and $10,839,000, respectively, for the years ended 2008, 2009 and 2010.
The transactions are measured, after making reference to similar transactions with third parties, at the amount of
consideration established and agreed to by the related parties. Interest expenses charged from Sohu Group were $245,000,
$104,000 and $nikespectively, for the years ended 2008, 2009 and 2010.

b. Share Split and Issuances

() In May 2008, the Company effected a share split of each $1.00 par value share into 100 shares of $0.01 par value each,
resulting in 5,000,000 ordinary shares awibed, issued and outstanding.

I n May 2008, the Companyds authorized share capital wa
with a par value of $0.01 per ordinary share, and in June 2008 the Company issued to Sohu.com (Gamen) Limited a
additional 3,500,000 ordinary shares, such that Sohu.com (Game) Limited then held an aggregate of 8,500,000 ordinary
shares, then representing 100% of the outstanding share capital of the Company.

(ii) In December 2008, the Company effected the foltmutransactions: (é&§ohu.com (Game) Limited transferred 8,500,000
ordinary shares to the Company for cancellationtfi{p)Company increased its authorized ordinary shares from 10,000,000
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to 109,774,000 ordinary shares, par value $0.01 per share, Wih00O000 of such shares designated as @lassdinary
shares and 9,774,000 of such shares designated as Class B ordinary sharethe@iepany issued 8,000,000 Class B
ordinary shares to Sohu.com (Game) Limited.

(i) On March16, 2009, the Compwy increased its authorized ordinary shares from 109,774,000 to 297,740,000 ordinary
shares, par value $0.01 per share, with 200,000,000 of such shares designatedfagr@ileay shares and 97,740,000 of
such shares designated as Class B ordinaryshamnd effected a tefor-one split of outstanding Class B ordinary shares by
way of a bonus share issuance of nine Class B ordinary shares for each Class B ordinary share then outstanding.

The impact of the share splits and issuances is accountestrimactively in the periods presented herein.

3. VARIABLE INTEREST ENTITIES
Consolidated VIEs

PRC laws and regulations prohibit or restrict foreign ownership of companies that operate online games and internet
content services. Consequently, Geup operates its MMORPG businesses through the VIEs. Both Gamease and Guanyou
Gamespace are directly owned by the Companyds Chief Exec
President and Chief Operat i €fis@hddbytweorChaogydu emphyeeseCapital orrthe 0 ) .
VIEs is funded by the Company through | oans provided to
employees, and the loans are initially recorded as loans to related parties. These tlodims, capital of the VIEs, are
eliminated for accounting purposes during consolidation.

Under contractual agreements with the Company, shareholders of Gamease, Guanyou Gamespace and Shanghai ICE
are required to transfer their ownership in Gamease, ypua@amespace and Shanghai ICE to the Company, if permitted by
PRC laws and regulations, or, if not so permitted, to designees of the Company at any time to repay the loans outstanding. Al
voting rights of Gamease, Guanyou Gamespace and Shanghai |IGEigred to the Company; the Company has the right
to designate all directors and senior management personnel of Gamease, Guanyou Gamespace and Shanghai ICE. The
Companyb6s CEO and President and the two Chaouanywou empl oye
Gamespace and Shanghai ICE as collateral for the loans. As of De@&ImBO0N9 and 2010, the aggregate amount of these
loans was $1,465,000 and $3,609,000, respectively.

The Group has adopted the guidance of accounting for variable intetidgesewhich requires certain variable interest
entities to be consolidated by the primary beneficiary o
between the Company, AmazGame and Gamease, the relationships between the Compeapaddand Guanyou
Gamespace and the relationship between the Company, ICE WFOE and Shanghai ICE and the economic benefit flow of the
above contractual arrangements. In connection with such evaluation, management also took into account the fact that
AmazGane, Gamespace and ICE WFOE, as a result of the above contractual arrangements, control 100% of the

sharehol dersd voting interests in the VIEs. The Group co
ICE is a variable interest entity of tkleo mp a ny , of which the Company is the prim
Guanyou Gamespacebs and Shanghai | CE6s results of operat

consolidated financial statements.

As of DecembeBl, 2010, the total assets of the consolidated VIEs were $77.6 million, mainly comprising cash and
cash equivalents, accounts receivable and fixed assets. As of De@dmbet 0, the total liabilities of the consolidated VIEs
were $45.4 million, mainly coprising receipts in advance and deferred revenue of $34.5 million, accrued liabilities to
suppliers of $4.2 million, tax payable of $6.1 million and other accrued liabilities of $0.6 million. These balances are
refl ected i n Comp anstalements with Bitertomphayttrendactibris aeliminated. &hder the contractual
arrangements with the VIEs, the Company has the power to direct activities of the VIEs, and can have assets freely
transferred out of the VIEs without any restrictions. Therefiiee Company considers that there is no asset in any of
consolidated VIEs that can be used only to settle obligations of the VIES, except for registered capital and PRC statutory
reserves of the VIEs in the amount of $4.9 million as of DeceBhe2010. A all the consolidated VIEs are incorporated as
limited liability companies under the PRC Company Law, creditors of the VIEs do not have recourse to the general credit of
the Company for any of the liabilities of the consolidated VIEs.

Currently thered no contractual arrangement that requires the Company to provide additional financial support to the
VIEs. As the Company is conducting its Internetaited business mainly through the VIEs, the Company may provide such
support on a discretionary basigfe future, which could expose the Company to a loss.
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VIEs Not Consolidated within the Group

I n 2010, in order to diversify the Companyds mar keting
interest in Shanghai Jing Mao Culturall@mmu ni cati ons Ltd. (AShanghai Jingmaoo)
Jingmao and its affiliate are variable interest entities, Changyou is not the primary beneficiary because Changyoe is not abl
to direct their activities, and therefore Changyoesinot consolidate them. The investment is being accounted for under the

equity method of accounting. Asof DecemBet , 2010, Changyoudés maxi mum exposur e
with the investees is $7.9 million, which includes the balanfe Changyouds ori gi nal i nvest me
investment | oss, of $2.9 million and funds provided for

current assets of $5.0 mil |l i ostatements.t he Companyé6és consol i d

4. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
a. Basis of presentation and consolidation

The consolidated financial statements have been prepared on a historical cost basis to reflect the financial position and
results of operations ¢fie Company in accordance with U.S. GAAP and on a going concern basis.

The consolidated financial statements include the financial statements of the Company and its controlled operating
entities including the subsidiaries and the VIEs. All indempary balances and transactions within the Group have been
eliminated on consolidation.

The Company has reclassified the presentation of its accrued liabilities for prior periods to conform to the current
presentation, and it will reclassify all comparapéiods hereafter.

b. Use of estimates

The preparation of these financial statements requires the Company to make estimates and judgments that affect the
reported amounts of assets, liabilities, revenues and expenses, and related disclosurgencassets and liabilities. On
an ongoing basis, the Company evaluates its estimates based on historical experience and on various other assumptions that
are believed to be reasonable under the circumstances, the results of which form the basisdqudgmkents about the
carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may difésefrom th
estimates. Significant judgments and estimates include accounting for recognition of revenues, theateteahshare
based compensation expense, the determination of fair value of identifiable assets and liabilities acquired through business
combination, the assessment of income tax and valuation allowance against deferred tax assets, assessmendffanpai
intangible assets, fixed assets, other assets, equity investments and goodwill and the determination of functional currencies
which represent critical accounting policies that reflect the more significant judgments and estimates used er#tiemprep
of the Companyds consolidated financi al statement s.

c. Fair value measurement

The Companyés financi al instruments include cash and c
deferred revenue and accrued liabilities. The caggimounts of these financial instruments approximate their fair values.
For fair value measurement, U.S. GAAP establishes a-tlaehierarchy which prioritizes the inputs used in the valuation
methodologies in measuring fair value:

Level 1- observéle inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in active markets.
Level 2- other inputs that are directly or indirectly observable in the marketplace.
Level 3- unobservable inputs which are supported byelitti no market activity.

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize the use of
unobservable inputs when measuring fair value.

Asof DecembeB1, 2009 and 2010, t hécl@etimpdepogitd with mausities obtiraei v al e n
months or less amounting to $161.1 million and $302.0 million, respectively, which are classified within Level 2. This is
because the time deposits are valued using pricing sources and models utilizingobseketble inputs.

d. Equity investments

Investments in entities over which the Company has significant influence but does not control are recorded as equity
i nvest ments and are accounted for by t lareofthgposhadquisitionet hod .
profits or | osses of the equity investment is recognized
Companyds swlcgrud saft ipmstmovements in equity i nvsemsoldatedt s i s
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balance sheets. Unrealized gains on transactions between the Company and its equity investments are eliminated to the exten
of the Companyédés interest in the equity invest ovdest s. Unr
evidence of an i mpairment of the asset transferred. When
exceeds its interest in the equity investment, the Company does not recognize further losses, unless the Company has
incurred oligations or made payments on behalf of the equity investee.

e. Cash and cash equivalents

Cash and cash equivalents consists of cash and bank deposits with an original maturity of three months or less that are
placed with banks.

f. Fixed asset@nd depreciation

Fixed assets, comprising office buildings, computer equipment (including servers), leasehold improvements are stated
at cost less accumulated depreciation and impairment. Fixed assets are depreciated at rates sufficient to wGEstsf the
less impairment, if any, over the estimated useful lives of the assets on a-$itnaighisis, with no residual value. The
estimated useful lives are as follows:

Estimated useful life

Office building........ccccoeveeeiiiiiiiiieeer e, 47 years
Computer equipmentr(cluding servers)......4 years
Leasehold improvements.............cccceeeeenn.. Lesser of the term of the lease or th

estimated useful lives of the assets
Expenditure for maintenance and repairs is expensed as incurred.

The gain or loss on the disposal of fixed assets isiffezehce between the net sales proceeds and the carrying amount
of the relevant assets and is recognized in operating expenses in the consolidated statement of operations.

As of DecembeB1, 2009 and 2010, the original costs of fully depreciated asbéth are still in use were $0.9
million and $1.6 million, respectively.

g. Goodwill

Goodwill represents the excess of the purchase price over the fair value of the identifiable assets and liabilities acquired
as a result of tnsefint€rests massybsidiaries angl MIEss i t i o

The Company tests goodwill for impairment at the reporting unit level (operating segment) on an annual basis as of
Octoberl, and between annual tests when an event occurs or circumstances change thetticatedhat the asset might be
impaired. The impairment test consists of a comparison of the fair value of goodwill with its carrying value. Application of
goodwill impairment test requires significant management judgment, including the identifiztteporting units, assigning
assets and liabilities to reporting units, assigning goodwill to reporting units, and determining the fair value of e repo
unit. The judgment in estimating the fair value of reporting units includes estimating fairé@vs, determining
appropriate discount rates and making other assumptions. Changes in these estimates and assumptions could materially affec
the determination of fair value for each reporting unit.

h. Intangible assets

Intangible assets, compimng operating rights for licensed games, computer software purchased from unrelated third
parties, developed technologies and other filivted intangible assets which are separable from the fixed assets, are stated at
cost less accumulated amortizatidéimortization is computed using the straidine method over the estimated useful lives
of the assets. The weighted average amortization period for intangible assets is eight years, four years and four years,
respectively, for the years ended Decen8ie2008, 2009 and 2010.

i. Impairment of longlived assets and intangible assets

The carrying amounts of loAived assets and intangible assets are reviewed for impairment whenever events or
changes in circumstances indicate that the carrying améantasset may not be recoverable. Recoverability of assets to be
held and used is evaluated by a comparison of the carrying amount of assets to future undiscounted net cash flows expected
to be generated by the assets. If such assets are consideréapaibed, the impairment to be recognized is measured by
the amount by which the carrying amounts of the assets exceed the fair value of the assets. Assets to be disposed of are
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reported at the lower of the carrying amount or fair value less cost tdlselCompany tests impairment of laliged assets

and intangible assets at the reporting unit level when impairment indicator appeared and recognizes impairment in the event
that the carrying value exceeds the fair value of each reporting unit. The Irapagharges of intangible assets recorded in
product development expense for the year ended Decedhp2008, 2009 and 2010 were $nil, $nil and $2.9 million,
respectively.

j. Foreign currency translation

The Companyds functeinaryali sander dmonteidngtauarers dol |l ar (Al
of the Companyés subsidiaries and VIEs in China is the R
subsidiary in the United Kingdom is the British Pound, the functionec ur r ency of the Companyds s
the Mal aysian Ringgit, the functional currency of the Co
functional currency of the CompanydsfAmeribassithe U.8.ddolla.s i n Hon

Accordingly, assets and liabilities of the China subsidiaries and VIEs are translated at the current exchange raga in effect

the balance sheet date, and revenues and expenses are translated at the average exchaRiBates/f8: dollars in

effect during the reporting period. Gains and losses resulting from foreign currency translation to reporting currency are
recorded in accumul ated other comprehensive i tthegean® i n t h
presented.

Foreign currency transactions are translated at the ap
prevailing at the dates of the transactions. Monetary assets and liabilities denominated in foreign curreadiataateh
sheet date are remeasured at the applicable rates of exchange in effect at that date. Gains and losses resulting from foreign
currency remeasurement are included in the consolidated statements of operations.

k. Revenue recognition
Game opgtions revenues

The Group earns revenue through providing MMORPGs to players pursuant to tiagedirevenue model. Under
the itembased model, the basic game play functions are free of charge and players are charged for purctyzsas of in
virtual items.

Game operations revenues are collected by the Company?o
sells in both virtual and physical forms to thipdrty distributors and players. Proceeds received from sales of prepaid cards
are initially recorded as receipts in advance from customers and, upon activation or charge of the prepaid cards, are
transferred from receipts in advance from customers to deferred revenues. As the Group does not have control of, and
generally does not kv, the ultimate selling price of the prepaid cards sold by distributors, net proceeds from distributors
form the basis of revenue recognition.

Under the iterbased revenue model, revenue is recognized over the estimated lives of the virtual iteesegwrch
as the virtual items are consumed. If different assumptions were used in deriving the estimated lives of the virtim items, t
timing in which the Company records its revenues would be impacted.

Revenues are recorded net of business tax, dissamd rebates to distributors.

Prepaid cards will expire two years after the date of card production if they have never been activated. The proceeds
from the expired game cards are recognized as revenue upon expiration of cards.

Oncetheprepaidcad s are activated and credited to a playeros p
the personal game account remains active. The Group is e
has been inactive foraperiolio 180 consecutive days. The unused bal ances
are recognized as revenues when the account is suspended and closed.

For the years ended December 2008, 2009 and 2010, the Group recognized revenues in coithestjgred un
activated prepaid cards and unused balances of activated prepaid cards in an inactive account of approximately $173,000,
$236,000 and $712,000, respectively.

Overseas licensing revenue

The Group enters into licensing arrangementswither seas | i censees to operate the
countries or territories. These licensing agreements provide two revenue streams, consisting of an initial license fee and a
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monthly revenuédased royalty fee based on monthly revenue and salasaincillary products of the games. The initial

license fee is based on both a fixed amount and additional amounts receivable upon achieving certain sales targets. Since the
Group is obligated to provide pestles services such as technical support amdgion of updates and whemdf -

available upgrades to the licensees during the license period, the initial license fee from the licensing arrangement is
recognized as revenue ratably over the license period. The fixed amount of the initial licesasedegriized ratably over

the remaining license period from the launch of the game and the additional amount is recognized ratably over the remaining
license period from the date such additional amount is certain. The monthly réasmageroyalty fee isscognized when

earned, provided that collectability is reasonably assured.

I. Receipts in advance and deferred revenue

For game operations revenue, proceeds received from sales of prepaid game cards form the basis of the revenues and
are recordednitially as receipts in advance, then transferred from receipts in advance to deferred revenues when the prepaid
cards are activated or charged to their respective personal game accounts by players, but which have not been consumed by
the players or expitke For overseas licensing revenue, deferred revenue represents the unamortized balance of initial license
fees paid by overseas licensees.

m. Cost of revenues

Cost of revenues mainly consists of salary and benefits, rexsraael royalty payments toe game developers,
bandwidth leasing charges, amortization of licensing fees, depreciation expenses, business taxatdechtag, which
primarily arises from the revenue that AmazGame derives from its contractual arrangements with Gamease daedtother
COsSts.

n. Product development expenses

Costs incurred for the development of MMORPGs prior to the establishment of technological feasibility and costs
incurred for maintenance after the MMORPGs are available for marketing are expensedcwired gnd are included in
product development expenses.

During the years ended Decemi3dr, 2008, 2009 and 2010, the Company did not capitalize any product development
expense.

0. Government Grant

A government grant is recognized when the granéceived and the relevant requirements have been complied with.
Government grants are generally recorded as other income, and grants for which the government stipulates specified uses are
recorded as a reduction of the corresponding expenses. For thengled Decembe&l, 2008, the Company received a
government grant of $427,000, and recorded it as a reduction of product development expense. For the year ended
DecembeB1, 2009 and 2010, the Company received awards from the PRC government in thecdu$b46{000 and
$721,000, respectively, which were recorded in other income.

p. Advertising expense

Advertising expenses, which generally represent the cost of promotions to create or stimulate a positive image of the
Company or adesiretobuythempanydés products and services, are expense
expense are advertising costs of $36,886,000, $35,946,000 and $35,129,000, respectively, for the years ende8 December
2008, 2009 and 2010. Advertising expensegbd from Sohu were $19,194,000, $20,094,000 and $10,839,000,
respectively, for the years ended 2008, 2009 and 2010.

g. Operating leases

Leases for which substantially all of the risks and rewards of ownership of assets remain with the leasimga@mpa
accounted for as operating leases. Payments made under operating leases net of any incentives received by the Company
from the leasing company are charged to the consolidated statements of operations and comprehensive income-on a straight
line basisover the lease periods.

r. Sharebased compensation expense

Sharebased compensation expense is for the share awards, including ordinary shares, share options, restricted shares
and restricted share units, granted by the Company to employeegydirect and cert ai n Shadedi 6s e mpl ¢
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compensation expense of employees is recognized as costs and/or expenses in the financial statements based on the fair
values of the related shabased awards on their grant dates. Shaseed compensation exse for restricted share units
granted to certain Sohud s-engployeésofithe Eosnpanyyib recognized uponovessng and thee d
fair value is determined based on the markatt. price of th

I n determining the fair value of the Companyés ordinar
January and April 2008, the income approach/discounted cash flow method with a discount for lack of marketability is
applied gien that the shares underlying the awards were not publicly traded at the time of grant.

Determining the fair value of the ordinary shares of the Company required complex and subjective judgments
regarding its projected financial and operating resuisjnique business risks, the liquidity of its ordinary shares and its
operating history and prospects at the time the grants were made.

Because at the time of the grants the Companyhatof busi ne
the publicly listed companies in the online game industry, it was concluded that a market comparison approach would not

have been meaningful in determining the fair value of th
income appoach/discounted cash flow method to derive the fair values. The Company applied the discounted cash flow, or
DCF, analysis based on the Companyés projected cash fl ow

dates. The projected cafibw estimate included, among other things, an analysis of projected revenue growth, gross margins,
effective tax rates, capital expenditures and working capital requirements. The income approach involves applying
appropriate discount rates, based oniegsiforecasts, to estimated cash flows. The assumptions the Company used in
deriving the fair value of its ordinary shares were consistent with the assumptions used in developing its MMORPG business
plan, which included no material changes in the exigilgical, legal, fiscal and economic conditions in China; its ability to
recruit and retain competent management, key personnel and technical staff to support its ongoing operations; and no
material deviation in industry trends and market conditions foomomic forecasts. These assumptions are inherently

uncertain and subjective. The discount rates reflect the risks the management perceived as being associated with achieving
the forecasts and are based on t lasdervadtmpuainmgyhé capitel assetpricginge d ¢
model, after taking into account systemic risks and compeyific risks. The capital asset pricing model is a model for

pricing securities that adds an assumed risk premium rate of return to an assusfred risle of return. Using this method,

the Company determined the appropriate discount rates to be 22% as of the January 2008 valuation date and 23% as of the
April 2008 valuation date.

The Company also applied a discount for lack of marketabiliti)L@M, to reflect the fact that, at the time of the
grants, Changyou.com Limited was a closeéld company and there was no public market for its ordinary shares. To
determine the discount for lack of marketability, the Company used the-BduNdes optio pricing model. Pursuant to the
Black-Scholes option pricing model, the Company used the cost of a put option, which can be used to hedge the price change
before a privately held share can be sold, as the basis to determine the discount for lack abifitsrlBdsed on the
foregoing analysis, the Company used a DLOM of 19% to di
January 2008 and April 2008 valuation dates.

Because there was no evidence to indicate that there would beapditipnate return between majority and minority
shareholders, the Company did not apply a minority discount. As a result, it was concluded that the fair value of
Changyou.com Limited as a going concern was $136 million as of the January 2008 valuatanddt98 million as of the
April 2008 valuation date.

I n determining the fair value of Changyouds restricted
offering, the fair value of the underlying shares was determined based affetirey price of ADSs in the offering. In
determining the fair value of restricted share units granted after the initial public offering, the fair value is detesisgéded
on the market price of the Companydés ADSs on the grant d

In determining tk fair value of share options granted by Sohu to employees of Changyou, the Company applied the
Black-Scholes valuation model. Restricted share units granted by Sohu to employees of Changyou were measured based on
the fair market value of the underlyingek on the dates of grants.

Sharebased compensation expense for ordinary shares granted is fully recognized in the quarter during which these
ordinary shares are granted. Shhased compensation expense for share options, restricted shares anedestaie units
granted is recognized on an accelerated basis over the requisite service period. The numbebadeshaweards for which
the service is not expected to be rendered over the requisite period is estimated, and the related compemsatismexpe
recorded for that number of awards.
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The assumptionsusedinshéd@ s ed compensation expense recognition re
on historical experience and consideration to developing expectations about the futuresiiimeges involve inherent
uncertainties and the application of management judgment, however. If factors change or different assumptions are used, the
sharebased compensation expense could be materially different for any period. Moreover, the edtifaateslwe are not
intended to predict actual future events or the value that ultimately will be realized by employees who receive equity awards
and subsequent events are not indicative of the reasonableness of the original estimates of fair vajuthen@enpany
for accounting purposes.

s. Income taxes

Current income taxes are provided on the basis of income for financial reporting purposes, adjusted for income and
expense items which are not assessable or deductible for income tax purpasestdance with the regulations of the
relevant tax jurisdictions. Deferred income taxes are provided using the liability method. Under this method, deferred income
taxes are determined based on the differences between the financial reporting anestak &ssets and liabilities and are
measured using the currently enacted tax rates and laws. The deferred tax assets are reduced by a valuation allewance if it i
considered based on available evidence more likely than not that some portion, or @alfjeféthed tax assets will not be
realized.

t. Uncertain tax positions

In order to assess uncertain tax positions, the Company applies a more likely than not threshold-atepa two
approach for the tax position measurement and financial stateaeegnition. For the twstep approach, the first step is to
evaluate the tax position for recognition by determining if the weight of available evidence indicates that it is more likely
than not that the position will be sustained, including resolutisalated appeals or litigation processes, if any. The second
step is to measure the tax benefit as the largest amount that is more than 50% likely to be realized upon settlement.

u. Earnings per share

Basic earnings per share is computed using #igited average number of ordinary shares outstanding during the
year. Diluted earnings per share is computed using the weighted average number of ordinary shares and, if dilutive, potential
ordinary shares outstanding during the year. Potential ordihargs consist of shares issuable upon the exercise of stock
options for the purchase of ordinary shares and the settlement of restricted share units and are accounted for using the
treasury stock method. Potential ordinary shares are not included imthmidator of the diluted earnings per share
calculation when inclusion of such shares would bedihttive, such as in a period in which a net loss is recorded. Earnings
per share is computed on Classrdinary shares and Class B ordinary shares togdibeause both classes have the same
dividend rights and the same participation rights in the

v. Comprehensive income

Comprehensive income is defined as the change in equity of a company during a period frotomaresat other
events and circumstances excluding transactions resulting from investments from owners and distributions to owners.
Accumulated other comprehensive income, as presented on the accompanying consolidated balance sheets, consists of the
cumulaive foreign currency translation adjustment.

w. Segment reporting

The Group operates and manages its business as a single segment. As the Group primarily generates its revenues from
customers in the PRC, no geographical segments are presented.

X. Recently issued accounting standards

I n October 2009, the Financial Accounting Standards Bo
arrangements with multiple deliverables and certain revenue arrangements that include softwate &gmeviding
another alternative for determining the selling price of deliverables, the guidance for arrangements with multiple égliverabl
will allow companies to allocate consideration in multiple deliverable arrangements in a manner that leetethef
transactionés economics and will often result in earlier
reqguirements of previous guidance by al | oespecificgbjefititee st est i
evidene (AVSOEO) and other vendor objective evidmmyce (AVOE,
evidence) for determining the selling price of a deliverable. A vendor is now required to use its best estimate ofjthe sellin
price when VSOE or TPEf the selling price cannot be determined. In addition, the residual method of allocating
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arrangement consideration is no longer permitted under the new guidance. The new guidance for certain revenue
arrangements that include software elements removesafomare components of tangible products and certain software
components of tangible products from the scope of existing software revenue guidance, resulting in the recognition of
revenue similar to that for other tangible products. The new guidancedsiedffor fiscal years beginning on or after

Junel5, 2010. However, companies may adopt the guidance as early as interim periods ended S¥pt@6t@rThe

guidance may be applied either prospectively from the beginning of the fiscal year for natecalig modified

arrangements or retrospectively. We have not early adopted the new guidance and are currently evaluating the impact on our
consolidated financial statements of adopting this guidance.

In December 2010, FASB issued revised guidanceé 9%vhen t o Perform Step 2 of the G
Reporting Units with Zero or Negative Carrying Amounts. 0
that have carrying amounts that are zero or negative is required $s adsether it is more likely than not that the reporting
unitsdéd goodwill i s i mpaired. I f the entity determines th
reporting units is impaired, the entity should perform Step 2 of thevgbaghpairment test for those reporting unit(s). Any
resulting goodwill impairment should be recorded as a cumuaffeet adjustment to beginning retained earnings in the
period of adoption. Any goodwill impairments occurring after the initial adoptfdhe revised guidance should be included
in earnings as required by Sect®50-20-35. The revised guidance is effective for fiscal years, and interim periods within
those years, beginning after Decemb®gy 2010. Early adoption is not permitted. We @raently evaluating the impact on
our consolidated financial statements of adopting this guidance.

I n December 2010, FASB issued revised guidance on the
Busi ness Combi nat inespecifies thahifea puble eritity predenty comphiative financial statements, the
entity should disclose revenue and earnings of the combined entity as though the business combination(s) that occurred
during the current year had occurred as of the Iméggnof the comparable prior annual reporting period only. The revised
guidance also expands the supplemental pro forma disclosures to include a description of the nature and amount of material,
nonrecurring pro forma adjustments directly attributablééobusiness combination included in the reported pro forma
revenue and earnings. The revised guidance is effective prospectively for business combinations for which the acquisition
date is on or after the beginning of the first annual reporting periodrirgion or after Decembéb, 2010. We have not
early adopted the new guidance and are currently evaluating the impact on our consolidated financial statements of adopting
this guidance.

5. CONCENTRATION OF RISKS

There are no revenues from distridms that individually represent exceeding 10% of the total revenues for the years
ended Decembed1, 2008, 2009 or 2010.

Over 90% of the Groupds net Ble20@68n2009 and 20a0rwere theevedyfrerma s e n d
single MMORPG, Tian Log Ba Bu, which was launched in May 2007.

Over 90% of the Groupds net Ble20@8n2009 and 2040rwere theevedyfrerma r s e n d
domestic operations.

A majority of the Groupébs sal es aBaédndasigpificanspersonofth@a ns act i
Groupbs assets and l|iabilities is denominated in RMB. Th
certain foreign exchange transactions are required by law to be transacted only by autimamiogal fnstitutions at
exchange rates set by the PBOC. Remittances in currencies other than RMB by the Group in China must be processed
through the PBOC or other China foreign exchange regulatory bodies, which require certain supporting documentation in
order to affect the remittance.

AsofDecembeB 1, 2009 and 2010, a majority of the Groupbs ca
the PRC, which management believes are of high credit quality.

6. BUSINESS COMBINATIONS
InMay201Q t he Group acquired 100% of the equity interest:

Groupo), which are engaged in online games devel opment a
Since Changyou has unilateantrol of ICE Group as a result of its control of 100% of the voting equity interests, the

Company began to consolidate | CE Groupb6s financial state
acquisition of ICE Group as an integral pieéeot he Companyo6s strategy to expand it
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On the acquisition date, the allocation of the purchase price of the assets acquired and liabilities assumed based on their
fair values was as follows (in thousands):

As of May 31,
2010
Tangible assets aCqUIred..........cccvvuiiieiirieeeiiieiieeeee e eeeeees $ 4,091
Identifiable intangible asSets.........ccccceevviiiiiiece e 252
Game under development...........cooeeiiiiiiiieceiee e 769
L€ ToTo o 111/ | TP 10,258
Liabilities @SSUMEd.........cccvieiiiieeiieeeee e (8,370
Total $ 7,000

The excess of purchase price over tangible assgetstifiable intangible assets (mainly registered game players and
game operating platform) and game under development acquired and liabilities assumed was recorded as goodwill. The
acquired identifiable intangible assets were valued by various appsp@utiading incomeapproach and replacement
costapproach, as appropriate. As of Decengier2010, no measurement period adjustment had been recorded.

Prior to the acquisition, ICE Group did not prepare its financial statements under accountimdesroenerally
accepted in the United States of America. The Company determined that the cost of reconstructing the financial statements of
ICE Group for the periods prior to the acquisition outweighed its benefits. Based on the assessment on aliethe acqui
companiesé financi al performance made by the Group, I CE
Group. Thus management believes the presentation of the pro forma financial information with regard to a summary of the
results of oprations of the Group for the business combination is not necessary.

Total identifiable intangible assets acquired upon consolidation mainly include game operating platform of $221,000,
and registered game players of $31,000, which have an estimgigttad average useful life of twears. Total goodwill of
$10.3million primarily represents the expected synergies from combining operations of the Company and ICE Group, which
are complementary to each other. In accordance with ASC 350, goodwilldsmpdized but is tested for impairment and is
not deductible for tax purposes.

7. PREPAID AND OTHER CURRENT ASSETS (in thousands):

As of December31,

2009 2010

Shareholder loan to an equity INVESLEE............cccecviiiiceeeeeeeeeiieee e, $ 0 $ 4,983
Individua income tax paid on behalf of employees...........cccvvvveiiviennen 8 2,530
VAT refund reCeIVabIES...........cuviiiiice e 1,026 1,214
Employee advanCes.............uvuuuiiiiii e 1,740 1,104
(O] 01T £ TSP PPUPRRU R 1,946 2,552
Total $ 4,720 $ 12,383

8. FIXED ASSETS, NET (in thousands):

As of December31,

2009 2010

OFfice DUIIAING. ... $ 33370 $ 34,415
Computer equipment (including SErVers).........ccccovvieeiieeneeeniiiieeeennn 15,457 23,809
Leasehold improVEMENLES.........c.coiiiiiiiiie et 7,357 9,906
OFfiCE TUIMITUIE. ...t 195 879
VENICIES. ..t 140 283
10 1 PSP 56,519 69,292
Less: accumulated depreciatiOn.............oocveeveiiecceeeiniiiiiee e (7,34) (15,633
Net book value $ 49,178 $ 53,659
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The depreciation expense for fixed assets was $2,366, $3,501 and $7,471, respectively, for the years ende@December

2008,

2009 and@10.

9. INTANGIBLE ASSETS, NET (in thousands)

The amortization expense for intangible assets was $283, $270 and $1,307, respectively, for the years ended@December

2008,

As of DecembeB1, 2010, amortization expense of intangible assets for future years is expdutastimllows:

2009 and 2010.

Amortization expense
of intangible assets

2000 e $ 1,771
2002 e 1,836
2003 e 1,382
2004 1,103
2005, e 738
B S == 1 =T SO 421
Total expected amortization eXPense..........coovvvveveerieceeeeeinnen. $ 7,251

10. EQUITY INVESTMENTS

In January 2010, AmazGame acquired 30% of the equity interests in Shenzhen Zhou You Network Technology Ltd

(AZhou Youod). Zhou You is primarily

engaged

n

t he

In May 2010, AmazGame, through its whetiyned subsidiary YapFan Jing He, acquired 50% of the equity
interests of Shanghai Jingmao and its affiliate. Shanghai Jingmao and its affiliate are principally engaged in the cinema
advertising business.

The Company has significant influence over Zhou You, Shanghai dmgmd its affiliate. Therefore, the equity
investments were accounted for using the equity method with the cost allocation as follows:

onl

The following table summarizes the Companyds intangible
As of December31, 2010
Gross Net
Carrying Accumulated Carrying
Items Amount Amortization Impairment Amount
Operating rights for licensed games...........cccovevvevvvveeniveesinnnn, $ 8428 % (1,352 $ (2,019 $ 5,060
COMPULET SOftWAIE. .....ieiiiiiiei ittt 2,454 (379 0 2,083
Developed teChnologies. ........cccoiiiiiiiiiiiiree e 1,077 (144 (933 o}
Trademarks and domain NAMES............cccovruririmeciieeeeeiniiineene 136 (28 0 108
LI ] 7= | PP OTPPPRPN $ 12,095 $ (1,895 $ (2949 $ 7,251
As of December31, 2009
Gross Net
Carrying Accumulated Carrying
Iltems Amount Amortization Impairment Amount
Operating rights folicensed games............cccccecoeevveiecmeveeeenee. $ 3536 % 402 $ 0 $ 3134
COomMPULEr SOftWAIE. ... .uvviiie et 104 (68) o} 36
Developed teChnolOgIies...........ocvvvvieiiiiieeereee e 139 (139 o} o}
Trademarks and domain NAMES.............eevieieiiiieeeiviiiiiiieeeeeen, 61 (20 o} 51
1] 7 | PP $ 3840 $ (619 $ o} $ 3,221
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As of December 31,

2010
Share of net tangible assets acquired................cccvvieeennn. $ 1,047
Investment goodwill.............occuvieiiiiiiimnicee e 4,388
Loss from interests in equity investees recorded in other
EXPEINSE ettt e e ettt eeer e et e e 1,779
Foreign exchange translation adjustments........................ (29
Carrying amount of equity investments $ 3,645

11. GOODWILL (in thousands):
The changes in the carryinglua of goodwill are as follows:

Balance as of Decembai, 2009

(€0 Yoo 111/ PSP $ o)

Accumulated impairment [0SSES...........cooiiiiiiiiiaee e o}
Transactions in 2010

oo {81 1o 10,258

IMPAIrMENT IOSSES......coiiiiiiiet e o}
Balance as of DecembeB1, 2010 $ 10,258

12. OTHER ASSETS, NET (in thousands):

As of December31,

2009 2010
Prepayment for an office building..............ccccoviiieei e $ 0 $ 59,794
Deferred tax asSets, NEL ... 1,383 2,369
L0 1 = £ PR SSURPRPR 253 420
Total $ 1636 $ 62,583

In August 2010, Changyou entered into agreements with a property developer for the purchase of an office building to
Ch ameggeysatad s

be built in Beijing, which is to serve as

2011, subject to necessary permits being obtained, and is expected to complete construction and delivarghe buildi
Changyou by the end of 2012. Changyou will pay the purchase price in installments from 2010 to 2012, upon completion of
various milestones. As of Decemltsdr, 2010, Changyou had paid $59.8 million to the property developer.

13. FAIR VALUE MEASUREM ENT, NET (in thousands):
Fair Value of Financial Instruments
The Companyés financi al instruments incl

ude

cash

hea
price of approximately $150.0 million. Under the agreement, the property developer is to start construction in theofirst half

and

deferred revenue and accrued liabilities. The carrying amount of thesadiriaettuments approximates their fair value. For
fair value measurement, U.S. GAAP establishes a-iwedierarchy which prioritizes the inputs used in the valuation

methodologies in measuring fair value:

Level 1- observable inputs that reflectatad prices (unadjusted) for identical assets or liabilities in active markets.

Level 2- include other inputs that are directly or indirectly observable in the marketplace.

Level 3- unobservable inputs which are supported by little or no markiettact

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize the use of

unobservable inputs when measuring fair value.

11€
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The following table sets forth the financial instruments, measured at fair, bgllevel within the fair value hierarchy

as of DecembeBl, 2010 and 2009:

Fair value measurementat reporting date using

Quoted Prices

Significant

Significant

As of in Active Markets Other Unobservable
December31, for Identical Assets Observablelnputs Inputs
Items 2010 (Level 1) (Level 2) (Level 3)
Cash and cash equivalents:............ccccuvviiieeeneeeiniiiieeen,
TiME dEPOSILS...eeiiieiiiiiiiiie e iiree e $ 301,992 $ o $ 301,992 $ o}
$ 301,99z $ o} $ 301,99z $ o}
Fair value measurementat reporting date using
Quoted Prices Significant Significant
As of in Active Markets Other Unobservable
December31, for Identical Assets Observablelnputs Inputs
Iltems 2009 (Level 1) (Level 2) (Level 3)
Cash and cédsequivalents:
TIiME dEPOSILS...ceiiiiiiiiiiiiie e iireee e $ 161,097 $ o $ 161,097 $ o}
$ 161,097 $ o} $ 161,097 $ o}

14. RECEIPTS IN ADVANCE AND DEFERRED REVENUE (in thousands):

Receipts in advance
Deferred revenue

Total

15. SHARE-BASED COMPENSATION
Share Awards Granted before Initial Public Offering
Sharebased compensation allocatéi®m Sohu
Sohués Stock I ncentive
The 2000 Stock I ncenti

Pl an

ve Pl an of the

As of December31,

2009

2010

................................................................. $ 22,182 $ 21,271
8,062 13,238

$ 30,244 $ 34,50¢

Companyos

stock options and restricted stock units to purchase up to 9,500,000 shares of common stocletbeyupldyees. The
maximum term of any issued stock right is ten years from the grant date.

The fair value of each option grant to employees is estimated on the date of grant using HseBdéek option
pricing model. There was no grant of stock ops by Sohu to Changyou during 2008, 2009 or 2010.

A summary of option activity, rel ati
Stock Incentive Plan as of DecemiBdr, 2010 and changes during the year then ensl@desented below:

ng to options

Weighted Average
Number of Remaining Aggregate

Shares Weighted Average Contractual Life Intrinsic Value
Options (in thousands) Exercise Price (Years) (in thousands)
Outstanding at Januafly 2010..........cccccvveeviiviivieceeeeennn 21 $ 17.61 522 $ 849
EXEICISE....oiiiiiiiiiiiii e 9 17.68
Forfeited. ... o}
Outstanding at Decemb8fl, 2010............cceeeeeeeriieiiienn, 12 17.56 4.16 556
Vested at Decembé&l, 201Q.........ccevveveeiievrieeiieeeeeeiennnn. 12 17.56 4.16 556
Exercisable at Decemb8f, 10..............ccceeeevveviiiveens, 12 17.56 4.16 556

ul ti mat

hel d



The aggregate intrinsic value in the preceding table represents the total intrinsic value based on the closing price on
DecembeBl, 2010 of shares of Sohu.com common stock on NASDAQ of $63.49.

The total far values of options expensed during the years ended Dec&hb2008, 2009 and 2010 were $69,000,
$95,000 and $nil, respectively. The total intrinsic values of options exercised during the years ended [3dce0b8y
2009 and 2010 were $1,685,000, 8400 and $383,000, respectively. As of Decen®ier2010, there was no unrecognized
compensation expense for options because the requisite service periods for the remaining options had been satisfied on or
prior to that date.

A summary of restricted @tk unit activity, relating to restricted stock units held by employees of the Predecessor
Operations under Sohuds 2000312010, arkli changes dunirtg ithg year thénanmdedais o f
presented below:

Number of Weighted-Average

Units Grant-Date
Restricted Share Unis (in thousands) Fair Value
Unvested at Januafly 2010..............ccoveeeeiuieeeieeeiee e, 9 $ 50.48
Granted........ocuvveiiiiie e 0
VESEEA. ...eiie ittt (6) 37.37
FOIfRItEd....oveeee e (@] 24.07
Unvested at Decemb8t, 2010.........ccccovvrmreeeeeiiiieemninnneeen, 2 86.58
Expected to vest thereafter.............ccoovvvviiiieer e, 2 86.58

As of DecembeB1, 2010, there was $40,000 of unrecognized compensation cost related to unvested restricted stock
units, net of estimated forfeitures. This amount is expected to be recognized over adaighdge period of 0.7 years. The
total fair values of restricted stock units expensed during the years ended De8&n#f}8, 2009 and 2010 were $163,000,
$163,000 and $116,000, respectively.

The total fair value of vested restricted stock unitshair respective vesting dates during the years ended
DecembeB1, 2008, 2009 and 2010 were $379,000, $382,000 and $242,000, respectively.

Theshardbased compensation expense related to Sohuds seni
the Company was included in the operating expense allocat.i
senior management were not reflected in the preceding table summarizing option activity and restricted stock unisactivity, a
they werenot employees of the Predecessor Operations. The total fair values of options and restricted stock units expenses
relating to Sohuds senior management al3l 2008& 2089kndt2@l0t he Gr
were $363,000, $nil anch®, respectively.

There were no capitalized shdrased compensation costs during the years ended Decgéii2808, 2009 and 2010.

The maximum term of any issued stock right under the Sohu 2000 Stock Incentive Plan is ten years from the grant date.
The Sohu 2000 Stock Incentive Plan expired on Jar2#gr2010 and a new plan was adopted on 2uB010. As of the
expiration date, 9,128,724 shares of common stock had been issued or were subject to issuance upon the vesting and exercise
of share optins or the vesting and settlement of restricted share units granted under the plan.

Non-recourse note to an employee

In 2005, Sohu and an employee, who later became the CEO of the Company, became shareholders of a newly
organized entity, BeijingFr Fox Di gital Technology Co. Ltd. (ABeijing F
holding 75% and 25% interests, respectively. Sohu, being the primary beneficiary of Beijing Fire Fox, provided a non
recourse interedtee loan to the employee foistshare of capital contribution to the entity. Under the terms of the agreement
with Sohu, there was an implied 5 year service requirement before the employee would be entitled to a contingent right to
receive a payment equal to 25% of the value of Bgiiite Fox. As the substance of this arrangement was similar to the
grant of an option, this arrangement was accounted for asishsed compensation. The amount of compensation recorded
was based upon the intrinsic value on the grant date, which wamioheté based upon the difference between fair market
value of the contingent right and the principal and interest due on the note. As of the date of grant, the intrinsis value wa
determined to be zero.
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On Januaryl, 2006, the Company recognized the pemsation cost of the nemcourse note based on its grant date
fair value over the remaining requisite service period.

Sharebased compensation to the Chief Executive Officer (0

In January 2008, Sohu communicated to and agreed with the CEfistisantingent right in Beijing Fire Fox would
be modified to an equity interest in the Company. The equity interest Sohu granted to the CEO would consist of 7,000,000
ordinary shares in the Company and 8,000,000 restricted shares in the Company amdavoull out of Sohuds
interest in the Company. The restricted shares included, as a condition of vesting, the completion of an initial puglic offer
by the Company on an internationally recognized stock exchange, and also were subject to achedtitey $n addition,
the terms of the restricted shares provided that the CEO would not be entitled to participate in any distributions by the
Company on his ordinary shares and restricted shares until the earlier of the completion of an initialfpriblichgfthe
Company or February 2012. In April 2008, the vesting conditions of the restricted shares were modified to provide for
vesting over a fouyear period, subject to acceleration under certain circumstances, commencing on Bel20@8y with
no condition that an initial public offering be completedc
to participate in distributions declared by the Company prior to the completion of an initial public offering.

The difference bsveen the fair values, or the Incremental Fair Value, of the 7,000,000 ordinary shares and 8,000,000
restricted shares granted to the CEO and his contingent right to receive a payment equal to 25% of the value of Beijing Fire
Fox was accounted for as shdw@sed compensation. Because the terms of the issuance of the ordinary shares and restricted
shares had been approved and were communicated to and agreed with the CEO as &, Z&rthis was considered the
grant date under U.S. GAAP and, accordimtfhe Incremental Fair Value was determined as of that date. The portion of the
Incremental Fair Value related to the 7,000,000 ordinary shares, equal to $1.8 million, was recognizeebaseshare
compensation expense in product development expensie ftiree months ended Margh, 2008. As a result of the
modification of the vesting terms of the 8,000,000 restricted shares in April 2008, the portion of the Incremental Fair Value
related to those shares, equal to $7.0 million, was determined a$ ddthand is accounted for as sHaased
compensation over the vesting period starting from the date of the modification, following the accelerated basis ohattributi
The Incremental Fair Values were determined using the discounted cash flow method.

A summary of restricted shares activity relating to th
Incentive Program as of and for the year ended Dece®ihe2010, is presented below:

Number of Weighted-Average
Shares Grant-Date Fair

Restricted Shares (in thousands) Value
Unvested at Januafly 2010............cceeeirimiiieieicaceeeiiiieeeenn 6,000 $ 1.36
LT =T o1 (Yo SR o}

VESEEA. ..o ittt (2,000 1.36
Unvested at Decemb8d., 2010..........cceeeevieveeiieieeeeeeiennnnn, 4,000 1.36
Expected to vest thereafter.............ccoovvvviiieeeeiieee, 4,000 1.36

Sharebased compensation expenses relating to the 8,000,000 restricted shares for the years ended3e286ther
2009 and 2010 were $3.0 million, $2.3 million and $1.2 million, respectively, and recognized in product development
expenses. A of DecembeBl, 2010, there was $0.5 million of unrecognized compensation expense related to unvested
restricted shares granted to the CEO.

The total fair values of restricted stock units vested on their respective vesting dates during the years ended
Decembel, 2008, 2009 and 2010 were $nil, $16.0 million and $32.7 million, respectively.

Sharebased compensation to senior management and certain key employees

In April 2008, the Company approved and communicated to the recipients the graraggregate of 1,800,000
restricted ordinary shares to its executive officers other than the CEO and 940,000 restricted share units, whiclblere settlea
in ordinary shares upon vesting to certain key employees. These restricted shares and resteicteidsshig subject to
vesting over a fouyear period, subject to acceleration under certain circumstances, commencing Fehi2088; and
vesting was further subject to a successful initial public offering by the Company.

On March13, 2009, the Conamy exchanged the 1,800,000 restricted ordinary shares for Class B restricted share units,
that otherwise have the same vesting and other terms as applied to the restricted ordinary shares described above. Including
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the exchange, Class B restricted shaniésigranted to executive officers other than the CEO and certain key employees
totaled 2,740,000.

A summary of the restricted share units activity as of and for the year ended De8é&n@t0, is presented below:

Number of Weighted-Average
Units Grant-Date Fair

Restricted Share Units (in thousands) Value
Unvested at Januafly 2010...........ccccoevvveeeevriceeeecrieeene, 2,055 $ 1.98
Granted........oooiiiiiiiiiee e e o}

VESTEA. ...t (685 1.98
FOrfeited.........uvieiieii e (50 1.98
Unvested at Decemb8t, 2010...........cccvveveeriiivirmnininenenn. 1,320 1.98
Expected to vest thereafter...........ccccceeiiieeecie e 1,320 1.98

* including 150,000 shares not settled as of Decei®be?010.

Sharebased compensation expense relating to the 2,740,000 restricted share units for the year ended¥lecember
2009 and 2010 wasA$l million and $0.9 million, respectively. As of DecemBér 2010, there was $0.4 million of
unrecognized compensation cost related to unvested Class B restricted share units granted to executive officers ether than th
CEO and certain key employees.

The total fair values of restricted stock units vested on their respective vesting dates during the years ended
DecembeB1, 2008, 2009 and 2010 were $nil, $12.4 million and $11.2 million, respectively.

Share Awards to Other Employees

On Februaryl7,2009, the Company granted an aggregate of 456,000 £lastricted share units to certain of its
employees. These restricted share units are subject to vesting ovelyadbperiod commencing upon the completion of the
l'isting of t hfordDarynspases iy dnsnitiaCpublis offering. The grant date fair value of the awards was
recognized in Changyoubs consol i dag, a009, sherasAD8smepredergingthe o per
Co mp a ny Aorditaty shares were firisted on the NASDAQ Global Select Market.

A summary of restricted share units activity as of and for the year ended De@&ImBeno, is presented below:

Number of Weighted-Average
Units Grant-Date Fair

Restricted Share Units (in thousands) Value
Unvested at Januafly 2010...........cccoiieeiiiieeeneeniee e 432 $ 8.00
L€ =1 1] (=0 ISR o}

VESTEA.....cci ittt (108 8.00
FOIfRItEd....oveeee e (42 8.00
Unvested at Decemb8d., 2010..........ccceeeevveieeeeeieeeeeeiennnnn, 282 8.00
Expected to vest thereafter.............ccoovvvviiieeeeiieee, 254 8.00

Sharebasedcompensation expense relating to the 456,000 @lasstricted share units for the year ended
DecembeB1, 2009 and 2010 was $1.4 million and $1.0 million, respectively. As of Dec&hp2010, unrecognized
compensation expense related to unvested @lasstricted share units of the Company granted to employees before the
initial public offering was $0.9 million.

The total fair values of restricted stock units vested on their respective vesting dates during the years ended
Decembel, 2008, 2009 an?010 were $nil, $nil and $1.7 million, respectively.
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Share Awards Granted after Initial Public Offering

Sharebased compensation to senior management and employees

On April 21, 2009, the Company granted an aggregate of 1,200,000/0lagsicted share units (settleable upon
vesting in Clas#\ ordinary shares) to executive officers other than the CEO. These/ACtasticted share units are subject
to vesting over a fodyear period commencing on Apé8lL, 2009. The fair value as of Ap8L, 2009, the grant date of
restricted share units, was determined based on the Comp

For the year ended Deceml&dr, 2010, we granted an aggregate of 27,000 @lasstricted share units (settleable
upon vesting irClassA ordinary shares) to certain of our employees. These @lasstricted share units are subject to
vesting over a fouyear period commencing on grant dates. The fair values as of grant dates of restricted share units were
determined basedonthe@@ any 6s share price on the grant dates.

A summary of restricted share units activity under the Changyou Stock Incentive Plan as of and for the year ended
DecembeBl, 2010 is presented below:

Number of Weighted-Average
Units Grant-Date Fair

Restricted Share Units (in thousards) Value

Unvested at Januafly 2010............coeeeviiviieeieicaceeeiiiieeeenn 1,200 $ 12.41
Grantea......cooooiiiiiiiieeeeeeeee e eee e 27 17.27
VESTEA....cci ittt (300 12.41
FOrfRIted.....eeeieiiiiiieiee e ()] 17.08
Unvested at Decemb8d, 2010..........ccceveevveiiieeeeieeeeeerinnnnn, 925 12.54
Expected to vest theafter...............ccuvvvviiiiiieeeiiiiiieeee 923 12.53

Sharebased compensation expense recognized for restricted share units for the year ended Béceftieand 2010

under Changyoud6s Stock Incentive Plan was $352040,therelwasi on a
$4.6 million of unrecognized compensation expense related to unvested restricted share units. The expense is expected to be
recognized over a weighted average period of 1.0 years.

The total fair values of restricted stock units vestedheir respective vesting dates during the years ended
DecembeB1, 2008, 2009 and 2010 were $nil, $nil and $4.9 million, respectively.

Share Awards to NotEmployees

On OctobeR4, 2010, the Company granted an aggregate of 40,000/ Ctastrictedshare units (settleable upon
vesting in Clas#\ ordinary shares) to certain Sohu employees for their involvement in the provision of certain online game
l inks and advertising services to the CompamMarketingSohuo6s
Service Agreement between the Company and Sohu.com. TheséCéstdcted share units are subject to vesting over a
four-year period commencing on the grant date. The Company accounted for tha fdasgted share units granted to
Sohuemployees as share awards granted teamployees under ASC 5@®. Sharebased compensation expense for such
restricted share units is recognized upon vesting and the fair value of restricted share units was determined based on the

market price ofthe€mpany és ADSs as of the applicable vesting date.
Number of
Units Weighted-Average Fair
Restricted Share Units (in thousands) Value
Unvested at Januafly 2010............cceeeeriiiiiiiicenceeeennns o % 0
[T = 0] (= N 40 14.26
V2T (<o d
L0 ] (=1 (=0 d
Unvested at Decemb@d, 201Q.........ccocevevvveeerivvrmmnnnnn. 40 14.26
Expected to vest thereafter...........cccccovviiiviceeieenne, 40 14.26

Sharebased compensation expense relating to these 40,000/0lassicted share units for the year ended
DecembeBl, 2010 was $0.1 millim

12¢



16. TAXATION
a. Business tax and related Surcharges

The Group is subject to a 5% business tax and 0.5% related surcharges for city construction and education on revenues
from online game business in the PRC. Business tax and the relatedgesdrarrecognized when the revenue is earned.

b. VAT

Effective 2008, in addition to business tax and related surcharges, the Group is subject to VAT at an effective rate of
3% for the revenues from intra group software sales in the PRC.

c. Incometax
Cayman Islands

Under the current tax laws of the Cayman Islands, the Company is not subject to tax on its income or capital gains. In
addition, upon payment of dividends by the Company to its shareholders, no Cayman Islands withholdingeax will
imposed.

Hong Kong

Changyou HK and ICE HK are subject to taxes in Hong Kong at 16.5% for the years ended D8der20@8, 2009
and 2010.

China

The Companyds subsidiaries and VI Es in Chilhaawada)r,e whoivceh
became effective on Janudry2008. Pursuant to the CIT Law and its implementation rules, enterprises in China are
generally subjected to tax at a statutory rate of 25%, certain Advanced and New Technology Enterprises are entitled to a
favoreble statutory tax rate of 15%, and Software Enterprises can enjoy an income tax exemption for two years beginning
with their first profitable year and a 50% tax reduction to a rate of 12.5% for the subsequent three years. Both AmazGame
and Gamease are qifigld as software enterprises, and they would be subject to 0% income tax rate for the full year 2008 and
a 50% tax reduction to a rate of 12.5% from fiscal year 2009 to fiscal year 2011. At the initial stage for the appliC#fion of
Law, in accordancewt h t he rel evant tax authoritiesd administrativi
for the first three quarters of 2008, which amounted to $18.9 million as of Dec8it®608. In January 2009, the
Company received a full refund of $uprepaid income taxes. Gamespace, Guanyou Gamespace, ICE WFOE and Shanghai
| CE have been qualified as fisoftware enterpriseso and wi
with their first profitable year and a 50% tax reductionthe subsequent three years.

The license fees and royalties received from licensees in various jurisdictions outside of the PRC are subject to foreign
withholding taxes. The Group recognizes such foreign withholding taxes as income tax expense wdiatethlicense fee
and royalty revenue is recognized.

Under the CIT Law and its implementation rules, the profits of a foreign invested enterprise arising in 2008 and
onwards which are distributed to its immediate holding company outside the PR wiilbject to a withholding tax rate of
10%. A lower withholding tax rate will be applied if there is a tax treaty between the PRC and the jurisdiction of the foreig
holding company. A holding company in Hong Kong, for example, will be subject to a f#tolding tax rate under the
Arrangement Between the PRC and the Hong Kong Special Administrative Region on the Avoidance of Double Taxation
and Prevention of Fiscal Evasion withHReSprcArtanchament O
holding companies is considered a fRRIRC resident enterprises and holds at least 25% of the equity interests in the PRC
foreign invested enterprise distributing the dividends, subject to approval of the PRC local tax authority. However, if the
Hong Korg holding company is not considered to be the beneficial owner of such dividends under applicable PRC tax
regulations, such dividend may remain subject to withholding tax rate of 10%. In the fourth quarter of 2008, in preparation
for our initial public ofering, AmazGame declared a dividend to Changyou HK, its immediate parent company in Hong
Kong. We accrued a withholding tax of $5.0 million based on the 5% withholding tax rate. Such $5.0 million withholding tax
was paid in the third quarter of 2009, basedhe approval of the PRC local tax authority.

On OctobeR7, 2009, the PRC State Administration of Taxation issued Circular 601, which provides guidance on
determining whether an enterprise i s angemente Ifangdf@ilHomwner
Kong subsidiaries is, in the light of Circular 601, to be considered -fb@oaficial owner for purpose of the ChiliK Tax
Arrangement, any dividends paid to it by any of our PRC subsidiaries would not qualify for therpiedfdieidend
withholding tax rate of 5%, but rather would be subject to the usual New CIT Law rate of 10%.
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The Company decided that its foreign invested enterprises will not distribute any profit arising in year 2010 and beyond
to their immediate fieeign holding companies and will maintain such cash onshore to reinvest in its PRC operations.

For the years ended DecemBBdr, 2008, 2009 and 2010, the Company did not have any interest and penalties
associated with tax positions nor did the Compamelany significant unrecognized uncertain tax positions.

Composition of income tax expense

The current and deferred portions of income tax expense included in the consolidated statements of operations are as
follows (in thousands):

For theyear endedDecember31,

2008 2009 2010
Income before iNComMe tax EXPENSES........ceeeveveeeeiieeeeeeeerieeeans $ 116,092 $ 167,340 $ 203,082
Income (loss) from foreign entities...........cccceevviiviieecneenen, (6,382 (17,339 (17,860
Income from PRC eNntitieS.......ccovvivririeeeiiiiennriiieee e 122,474 184,676 220,942
Current iINCOME tax EXPENSE....uuviriiieiieeieeeeeerceiereeeeaaaaaaeans 2,371 22,857 28,209
Deferred taX..... ... (237 (1,149 (998
Income tax expenses applicable to PRC entities.............c......... 2,134 21,711 27,211
Foreign withholding taX eXpense.......ccccccveeiiiiiiieeciiieieeeeeee, 1,022 945 967

Withholding tax for dividend distribution...............cccceeviiiiieninnns 4,950 o} o}

Income tax expense $ 8,106 $ 22656 $ 28,178

Reconciliation between the statutory CIT rate and the

For the year ended December31,

2008 2009 2010
StAtULOrY ClIT Fate......coeeeieiiieeeee e eeee e e 25.00 25.0% 25.0%
Effect of tax holidays..........cceevieiiiiiiiiieee e, (26.3% (13.9% (13.7%
Effect of withholding taxes............uuviiiiiiiiiiiiecciieee 5.1% 0.6% 0.5%
Changes in valuation allowance............cccccveiiricermniiniene e, 3.%% (0.5% 2.5%
Other permanent boetax differences............ccccccvviiiecc e, (0.7% 1.5% (0.9%
Effective CIT rate 7.0% 13.3% 13.9%

The combined effects of the income tax expense exemption and reduction available to the Group are as follows (in
thousands,xept per share data):

For the year endedDecember31,

2008 2009 2010
Tax holiday effeCh..........ccciuviiiiiiiiiieee e, $ 30574 $ 21852 $ 27,727
Basic earnings per Shar@.........ccccvvveeeeeiiieeciivviiiireeeeeeeeeeeen $ 032 % 022 % 0.27

d. Deferred tax assets and liabilities
Significant components of the Groupbs deferred tax assets ¢

As of December31,

2009 2010

Deferred tax assets
Net operating loss from operations............cccccceevveieennnn, $ 524 $ 6,750
Intangible assets transfer...........cccccviiiiieecc e, 2,246 3,782
Accrued salary and benefits...........cccccceeviiiiiieciie i, 2,084 2,451
OtNEIS ... 362 1,496




As of December31,

2009 2010
Total deferred tax assets..........oovvvvviiiiiiiieeciiiicee e 5,216 14,479
Less: Valuation allowance................uvveeeieiieneiiiiiiiiiiineeeeeeeeenn (3,833 (12,110
Net deferred tax asSets........vveeiiiii i icceeie e $ 1383 $ 2,369
Net defered tax liabilities...............oovviiiiiiiiececicc e, $ o) $ 243

As of DecembeB1, 2009 and 2010, the Group has made a valuation allowance against its deferred tax assets to the
extent such deferred tax assets are not expected to be realized by certain subsidiaries. drtte \BEOUp evaluated a
variety of factors in determining the amount of the valu
uncertainty as to the success of the Groupb6bs games due t

17. CHINA CONTRIBUTION PLAN

The Companydés subsidiaries and VmaRdated nmulemfogerdefiR€ par t i ci
contribution plan pursuant to which certain retirement, medical and other welfare benefits are provided teemploye
Chinese | abor regulations require the Companybs subsidia
contribution at a stated contribution rate based on the monthly basic compensation of qualified employees. The relevant local
labor bureau is responsible for meeting all retirement benefit obligations; the Group has no further commitments beyond its
monthly contribution. During the years ended Decendier2008, 2009 and 2010, the Group contributed approximately a
total of $1,752,00, $4,389,000 and $8,788,000, respectively, to these funds.

18. STATUTORY RESERVES

The Co mp a rbgsédssubSidiaries and VIEs are required to make appropriations to certdistriontable
reserve funds.

Pursuant to the China Foreign Inteme nt Ent er pri ses | aws-basedasubgdiates, wiiche Com
are called wholly foreigp wned enterprises (AWFOEsO), h a-taxeprofitas make appr
determined under generally accepted accounting principles PB€ (t htaxpfi@af i ¢ér under PRC GAAPC
distributable reserve funds, including ggneral reserve fund, (nterprise expansion fund, and (8taff bonus and welfare
fund. Each year, at least 10% of the afteeprofit under PRC GAAP isequired to be set aside as general reserve fund until
such appropriations for the fund equal 50% of theraichpital of the applicable entity. The appropriation for the other two
reserve funds is at t he Comp an yDirectorddf sachretityi on as deter min

Pursuant to the China Co mp a njpasédsubsidiaries, ovimod are dalled doreestiCatlymp a n
funded enterprises, as well as the Co mp-tarpofitsnda/ARE SAAPh a v e
to nondistributable reserve funds, including a statutory surplus fund and a discretionary surplus fund. Each year, at least 10%
of the aftertax-profit under PRC GAAP is required to be set aside as statutory surplus fund until such apprepoiation
fund equal 50% of the paid capital of the applicable entity. The appropriation for the discretionary surplus fund is at the
Companyb6s discretion as determined by the Board of Direc

Upon certain regulatory approvals anbject to certain limitations, the general reserve fund and the statutory surplus
fund can be used to offset prior year losses, if any, and can be converted ifitoqagiilal of the applicable entity.

For the years ended DecemBdr, 2008, 2009 and02.0, profit appropriation to statutory surplus fund was
approximately $5,290,000, $nil and $nil, respectively.

19. EARNINGS PER SHARE

The following table sets forth the computation of basic and diluted net income per share for the years imdicated (
thousands except per share data):

For the year endedDecember31,

2008 2009 2010
Numerator:

NEL INCOME....eiiiiiiiiiiiiie ettt e e e $ 107,98¢ $ 144,684 $ 174,904
Numerator for basic earnings per share............ccocvveveeenee. 107,98¢€ 144,684 174,904
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For the year endedDecember31,

2008 2009 2010
Numeraor for diluted earnings per share..............cccocvvveenee 107,98¢€ 144,684 174,904
Denominator:
Weighted average basic ordinary shares outstaédiagic..... 95,000 100,72¢ 103,79z
Dilutive effect of restricted share units..............ccccccviieeenn. o} 2,323 2,449
Weighted average number of shares outstardlidduted......... 95,000 103,051 106,241
Basic net income per Share.........ccccocovvvvviiicceeee e $ 114 $ 144 $ 1.69
Diluted net income per share...........ccccooeecvviviceeeee e, $ 114 $ 1.40 $ 1.65

20. RELATED PARTY TRANSACTIONS (in thousands)
The table below sets forth the major related parties and their relationships with the Group:

Company name Relationship with the Group

Sohu Under common control of Sohu.com
Shanghai Jingmao and its affiliates Equity investees of the Company
Zhou You An equity investee of the Company

During the years ended Decemi3dr, 2008, 2009 and 2010, significant related party transactions were as follows:

For the year ended

December31,
Transactions with Sohu 2008 2009 2010
Sdes and marketing service provided by Sohu.................. $ 19,194 $ 20,094 $ 10,839
Corporate marketing and general administrative expenses

allocated from SONLL.........cooviiiiiiiiei i, 11,321 258 116
Other service provided by SORUL...........coiiiiiiiiiin 66 13 o}
Interest expense for shadrm lban from Sohu...................... 245 104 o}
For the year ended

December3l,
Transactions with Zhou You 2008 2009 2010
Royalty fees to Zhou You for a licensed game................... $ o $ o $ 906

As of DecembeB1, 2008, 2009 and 2010, the amounts tduelated parties were as follows:

As of December31,

2008 2009 2010
Shortterm loan from SONU........ccccovviieiiiir e, $ 8450 $ o $ o}
Due to Sohu (2008, mainly arising from expenses charged fi
Sohu for sales and marketing services ptetito the Group
and an allocation of Sohué¢
and 2010, mainly arising from expenses charged from So
for sales and marketing SErviCes.).......ccccceviiirriiicenceeeennns 10,812 5,046 5,155
Due to Zhou You (royalty fees payable to Zhou You)............. 0 0 453

Shortterm loans from Sohu of $8,450 at annual interest rates from 4.8% to 5.05% are for the establishment of
AmazGame and working capital for Changyou HK. The loans were repaid in April 2009.

As of DecembeB1, 2008, 2009 and 2010, aomds due from related parties were as follows:



As of December31,

2008 2009 2010

Due from Sohu (mainly arising from customer advances collect
Sohu on behalf of the Group).............ooevveiiiiiieeeeceeee e, $ 8535 % 340 $ 312
Shareholder loan to Shamy JINgMaO0...........cccceeeeiiiiiiiieeeeeee e, o} o} 4,983

Shareholder loan to Shanghai Jingmao of $4,983 was infezesadvances for working capital purposes.

The transactions are measured at the amount of consideration established and agreed to by the relateicparties, wh
approximates amounts charged to third parties. Allocations from Sohu are based on a variety of factors and are dependent on
the nature of the expenses being allocated. These balances are interest free and settleable on demand.

21. COMMITMENTS AND CO NTINGENCIES (in thousands)
The Group has future rental commitments related to its bandwidth leasing charges and office rental:

Bandwidth leasing Office rental
12 0 PP OO PPPPPPPPPPRPRN $ 2,450 $ 1,842
2002 e e 219 854
2003 e e e e 5 0
2014 and therder...........oovviiiiiiiiiie e o} 0
Total minimum payments required............ccccevviivimeniieeeeens $ 2,674 $ 2,696

Rental expenses, including bandwidth leasing charges and office rental, were approximately $2,919, $4,774 and $6,789,
respectively, for the years ended Decen8iR008, 2009 and 2010 and were charged to the statement of operations as

incurred.

The Group estimated the future capital commitments related to license fees of online games developepkiptyethird
and construction of office building developed by adiparty as follows:

Licensefeesof game Office building
developedby third -parties developedby a third -party
2011 $ 1,374 $ 59,794
2012 453 29,897
2013 and thereafter..........ccc........ 0 o}
Total minimum payments require $ 1,827 $ 89,691

Amortization expenses related to license fees of online games for the years ended Datesiifi3, 2009 and 2010
were approximately $233, $250 and $641, respectively.

The Group did not have any other significant capital aiher commitments or guarantees as of DeceBhe2010.

The Group did not have any interest and penalties associated with tax positions nor did the Company have any
significant unrecognized uncertain tax positions as of Dece&ihe2010.

TheGrop i s not currently a party to any | egal proceeding
management, is likely to have a material adverse effect on the business, financial condition or results of operations.

The Group has not remed any legal contingencies as of Decen#igr2010.

22. RESTRICTED NET ASSETS

Relevant PRC laws and regulations permit payments of dividends bybB&d operating entities, such as AmazGame,
Gamease, Guanyou, Guanyou Gamespace, Yan Fan JilQE®/FOE and Shanghai ICE, only out of their retained
earnings, if any, as determined in accordance with PRC accounting standards and regulations. In additased®RC
operating entities are required to annually appropriate 10% of netaftércome tdhe statutory surplus reserve fund (see
Note 18) prior to payment of any dividends, unless such reserve funds have reached 50% of their respective registered capital
As a result of these and other restrictions under PRC laws and regulationbaB&Coprating entities are restricted in their
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ability to transfer a portion of their net assets to the Company either in the form of dividends, loans or advances of the
Groupbs total <consol i d34, 2@ Everethough thesCoinpmany aotedoes noDrequire amg e r
such dividends, loans or advances from RiGed operating entities for working capital and other funding purposes, the
Company may in the future require additional cash resources frorbB& operating entities due to changdsuisiness
conditions, to fund future acquisitions and development, or to declare and pay dividends to or distribution to its gisareholde

23. SUBSEQUENT EVENTS

In January 2011, the Company acquired the remaining 50% of the equity in Shanghao Jingrita affiliate.
Shanghai Jingmao and its affiliate are primarily engaged in cinema advertising in China. The purpose of the acquisition was
to secure additional advertising resources f or etibnlofdshepr o mo
transaction, the Company holds 100% of the equity in Shanghai Jingmao and its affiliate and commenced consolidating them
in its financial statements starting from Februhr2011. The Company is still in the process of doing valuation and
purchase price allocation.

The Company has performed an evaluation of subsequent events through F2®raadl, which is the date the
financial statements were issued, with no other material events or transactions needing recognition or disclasure found

24. ADDITIONAL INFORMATION 6 CONDENSED FINANCIAL STATEMENTS

The condensed financial statements of Changyou.com Limited have been prepared in accordance with SEC Regulation
S-X Rule 504 and Rule 1:94.

The Company records its investment in sulasids under the equity method of accounting. Such investment and long
term |l oans to subsidiaries are presented on the hdHeance
profit of the subsi diracgfiiets dfs 9ulesiedit ®rdi ems dirsch av a&r iod b Ipe i
operations.

For the VI Es, where the Company is the primary benefic
the balance sheet as afirlinatbelree sitnst eirne sstu besnitdiitaireisedos aanndd tvh e p
AShare of profit of subsidiaries and variable interest e

The footnote disclosures contain supplemental information relating to thdiopermaf the Company and, as such,
these statements should be read in conjunction with the notes to the Consolidated Financial Statements of the Company.
Certain information and footnote disclosures normally included in financial statements prepareddaraewith
U.S.GAAP have been condensed or omitted.

As of DecembeB1, 2009 and 2010, there were no material contingencies, significant provisions fterlong
obligations, or guarantees of the Company, except for those which have been sepacibskdin the consolidated
financial statements, if any.



Assets

Total current assets

Interests in subsidiaries and variable interest entities
Total assets

Liabi

ities

Accrued liabilities

Total liabilities
Sharehol der so

Financial information of Changyou.com Limited

Condensed Balance Sheets
(In thousands, except par value)

and sharehol dersd equity

equity

Cash and bank deposits
Prepaid and other receivable
Due from Sohu

ClassA ordinary shares par value $0.01, 200,@ithorized; 17,860 and 19,428 issued and

outstanding as of Decemb@t, 2009 and 2010, reSPecCtiVely.........cccvveeeriiiiieeciieee e,
Class B ordinary shares par value $0.01, 97,740 authorized; 85,250 and 84,650 issued ai

outstanding as of Decemh&t, 2009 and 2010, resgtively
Additional paidin capital
Statutory reserves
Retained earnings
Accumulated other comprehensive income

Tot al
Tot al

sharehol der s o6

i abi

Il ities

and

equity

sharehol der s o

13C

equity

As of December31,

2009 2010

uss$ Us$
36,415 24,614
81 64
o} 30
36,496 24,708
184,72 390161
221,21¢ 414,86¢
364 518
364 518
179 194
852 847
63,960 72,544
5,748 5,748
149,33 324,242
778 10,776
220,85t 414,31
221,21¢ 414,86¢




Financial information of Changyou.com Limited

Condensed Statements of Operations
(In thousands)

For the year ended

December31,

2008 2009 2010

us$ us$ Us$
Operating expenses:

General and adminNiStratiMe.........coviiiiieiiii e 102 1,788 2,039
Total operating expenses 102 1,788 2,039
Operating loss (102 (1,789 (2,039

Share of profit of subsidiariemd variable interest entities...............ccvvveren, 108,333 146,576 176,904

Interest (EXPENSE) INCOMB........uiiiiiiie it (249 (109 39
Income before income tax expense 107,986 144,684 174,904
Net income 107,986 144,684 174,904

Condensed Statement of Cash Flows
(In thousands)

For the yearended

December31,
2008 2009 2010
us$ Us$ Us$
Net cash used in operating activities o} (1,499 (1,861
Cash flows from investing activities:
INvestment iN SUDSIAIANES ........cooiiiiiiiie e (3,500 0 0
Dividend received from SubSIdiaries?...........ccccoiiiiiiiiiien e o} 87,800 o}
Other cash paid relating to investing activities.............ccccccivieeciiiiiiieeeeeeeeeeenn. o} o} (9,940
Net cash (used in) provided by investing activities (3,500 87,800 (9,940
Cash flows from financing activities:
Shortterm [oan from SONU...........oooiiiiiiii e 3,500 o} o}
Repayment of shoterm loan from SONU...........oooiiiiiiiine 0 (8,450 0
Issuance of ordinary SNALES...........coiiiiiiiiiieeee e 0 55,845 0
Dividend paid t0 SONU..........oiiiiiiiiiiiii e 0 (96,800 0
Other proceeds relating to financing actiVities.............ccccccivieeciiiiiieeeeeeineeeenn. o} 1,087 o}
Other cash payments relating to financing activities.................ccceeeeiivnnnnnnen, o} (1,579 o}
Net cash provided by (used in) financing activities 3,500 (49,89) o}
Net increase (decrease) in cash and cash equivalents o} 36,414  (11,80)
Cash and cash equivalents at beginning of year 1 1 36,415
Cash and cash equivalents at end of year 1 36,415 24,614

* Cash dividend received from Changyou HK.
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