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Regulators Ramp Up China Reverse Merger Scrutiny

By Nicoras MorGaN aND PaTtrick Hunnius

creasing its scrutiny of China-based companies
with securities traded on U.S. stock exchanges.
Particular emphasis is being placed on those companies
that went public through a reverse merger transaction
involving a publicly traded shell company (Chinese Re-
verse Merger companies or CRMs). As outlined in an
August 8, 2011, press release, the SEC’s efforts have in-
cluded increased coordination with Chinese regulators
and increased enforcement efforts, investor education,
and increased scrutiny of companies’ auditors by the
Public Company Accounting Oversight Board
(PCAOB).
In a speech to the Council of Institutional Investors
on April 4, 2011, SEC Commissioner Luis Aguilar, on

The Securities and Exchange Commission is in-

the subject of capital formation, expressed his “concern
that the U.S. capital markets are being exploited by cer-
tain foreign companies, not only harming U.S. inves-
tors, but also negatively effecting the environment for
capital formation.” Commissioner Aguilar further
noted, “We have seen a spike in private companies
merging with a public shell company as a way of going
public. While it is Chinese companies that have grabbed
recent headlines, the problems coming to the forefront
would not necessarily be limited to companies based in
China.”

According to the SEC, since January 2007, there have
been over 600 reverse mergers, over 150 of which in-
volved companies based in the China region. Commis-
sioner Aguilar commented that “while the vast majority
of these Chinese companies may be legitimate busi-
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nesses, a growing number of them are proving to have
significant accounting deficiencies or being outright
vessels of fraud.” He went on to outline several initia-
tives the SEC had undertaken or would soon undertake
to address these issues.'

Both before and after Commissioner Aguilar’s
speech, the SEC took a number of steps to ramp up its
scrutiny of CRMs, including the formation of an inter-
nal task force to investigate fraud in overseas compa-
nies with listings in the US.

Continuing that effort, on March 15, 2011 the PCAOB
released a research note on CRMs, comparing those
companies to China-based companies that went public
in US markets through a traditional initial public offer-
ing. Among other things, the PCAOB found that (1)
there were three times as many CRM companies as IPO
companies, (2) the CRM company market capitaliza-
tions and revenues tended to be lower than the IPO
company market capitalizations and revenues; and (3)
24% of the CRM firms were audited by China-based au-
diting firms, which the PCAOB was prevented from in-
specting?

Subsequently, the Chairman of the PCAOB noted
that it “continues to meet resistance to inspections in
China” and stated that its “inability to inspect the work
of registered firms from China is a gaping hole in inves-
tor protection”3

On June 8, 2011, the NASDAQ Stock Market filed a
proposed rule change with the SEC that would impose
additional listing requirements for CRMs.* Under the
proposed ‘“‘seasoning’ rule, a company would have to
satisfy the following conditions in order to be eligible
for a NASDAQ listing:

(i) it must have traded for at least six months in the
U.S. over-the-counter market, on another national
securities exchange, or on a foreign exchange, fol-
lowing the filing with the Commission or Other
Regulatory Authority of all required information
about the transaction, including audited financial
statements for the combined entity;

(ij) it must have maintained a Bid Price of $4 per
share or higher on at least 30 of the most recent 60
trading days;

(iii) in the case of a domestic issuer, it must have
filed its most recent two required periodic financial
reports with the Commission or Other Regulatory
Authority (Forms 10-Q or 10-K) containing at least
six months of information about the combined en-
tity; or

(iv) in the case of a Foreign Private Issuer, it must
have filed comparable information on Forms 6-K,
20-F or 40-F, which must be presented in English.

On June 9, 2011 the SEC released an investor educa-
tion bulletin warning potential investors of the risks as-
sociated with investing in foreign reverse mergers.
While not singling out China-based companies, the SEC

1

Speech available at |http:/www.sec.gov/news/speech/2011/
[spch040411laa.htm}
2PCAOB Research Note available at |http:/pcaobus.org/]

[News/Releases/Pages/03152011 ResearchNote.aspx]

listed several CRMs whose securities had been sus-
pended from trading, leaving little doubt about the in-
tended focus of the bulletin. The SEC listed the follow-
ing risks associated with such investments: lack of pub-
lic company experience by the foreign private
company; no history of compliance with US securities
laws and accounting rules; and the possibility of not be-
ing able to meet the SEC’s filing and internal control re-
porting requirements.’

The SEC’s foreign reverse merger bulletin followed
closely on the heels of a related bulletin issued on June
1, 2011, explaining to investors the basis for, and im-
pacts of, a stock trading suspension.®

On August 8, the SEC issued a press release describ-
ing the Sino-US Symposium on Audit Oversight held in
Beijing on July 11 and 12 between representatives of
the SEC and PCAOB and Chinese officials at the Minis-
try of Finance and the Securities Regulatory Commis-
sion to discuss cross-border inspections access in the
context of CRMs. The regulators outlined their efforts
to strengthen cross-border audit oversight and coopera-
tion between the regulators, including sending staff to
observe the inspection of accounting firms in each oth-
er’s jurisdictions.

On July 11 and 12, representatives of the SEC and
PCAOB met with Chinese officials in Beijing at the Min-
istry of Finance and the Securities Regulatory Commis-
sion to discuss cross-border inspections access in the
context of CRMs.”

Finally, China-based auditors now potentially face
scrutiny from the SEC’s Enforcement Division for their
audit work for US-traded Chinese issuers. On Septem-
ber 8, 2011, the SEC filed an action in federal court in
Washington, D.C. to enforce an investigative subpoena
issued to a Shanghai-based public accounting firm as
part of an investigation into a China based client whose
American depositary shares traded on the NYSE until
trading was halted prior to delisting in August 2011.
SEC v. Deloitte Touche Tohmatsu CPA Ltd., U.S. Dis-
trict Court, District of Columbia, No. 1:11-mc-512. Ac-
cording to the SEC’s subpoena enforcement action, the
auditor had not produced any documents in response to
SEC subpoenas. The SEC takes the position that a
United States Federal Court has jurisdiction over the
Chinese auditor by virtue of the fact that the auditor
consented that its audit reports could be filed with the
SEC “knowing full well that they would be relied upon
by U.S. investors.” If litigated to conclusion, this juris-
dictional issue could have a major impact on the SEC’s
enforcement efforts in the CRM context.

The rapid pace of change in the US regulatory land-
scape impacting CRMs has created uncertainty. The
practical implications of the uncertainty and increased
scrutiny are only now unfolding. For institutional inves-
tors that own positions in CRMs, there is an increased
risk of loss of value in the event of a regulatory
inquiry—even if such an inquiry does not result in any
finding of wrongdoing, markets have tended to react
unfavorably to the existence of an investigation. And, of
course, if a CRM is delisted or has its trading sus-
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pended, institutional investors will face a loss of liquid-
ity as well.

Nick Morgan is a partner and West Coast
Chair of DLA Piper’s Securities Enforcement
Practice. Prior to joining DLA Piper, Mr. Mor-
gan was Senior Trial Counsel in the SEC’s En-
forcement Division, and he now represents cli-
ents in connection with SEC investigations, se-
curities litigation, and related matters. Patrick
Hunnius is a senior counsel in DLA Piper’s se-
curities litigation practice in Los Angeles, Cali-
fornia. Mr. Hunnius represents clients in a
broad array of securities-related litigation mat-
ters, including class actions, derivative suits,
state regulatory actions and SEC investiga-
tions.

To help avoid the risks, investors can incorporate into
their due diligence some of the same questions that the
regulators are asking:

® |s the company audited by a China-based auditing
firm beyond the PCAOB’s inspection ability?

® How long has the company had its financial state-
ments audited?

® Do the company’s management and directors have
significant prior public company experience?

®m Do securities analysts of major brokerage firms
provide coverage of the company?

® Is the company current in its SEC periodic filings?

Many CRMs will face regulatory issues and increased
scrutiny, and robust due diligence can help institutional
investors and others discern between those that will
overcome those issues and survive the scrutiny and
those that will not.
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