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INVESTIGATIONS AND LITIGATION RELATED TO CHINESE REVERSE MERGER COMPANIES

Shares of  Chinese reverse merger companies (CRMs) listed on U.S. exchanges have fallen almost 50 percent1 
in 2011 as CRMs have come under increased scrutiny from U.S. regulators. The Securities and Exchange 
Commission (SEC) has issued an investor warning2 related to the accounting and disclosure practices of  CRMs, 
and the Public Company Accounting Oversight Board (PCAOB) has published a research note identifying 
potential concerns in audits performed by U.S.-registered accounting firms.3 The SEC has also launched a 
number of  investigations against and suspended trading in some CRMs.4, 5 Many of  these companies are also 
being named in shareholder class actions. 

Since the beginning of  2010, plaintiffs have filed at least 33 securities class actions alleging violations of  
Section 10(b), Rule 10b-5, or Section 11 in matters involving CRMs.6 For the CRMs named in these complaints, 
the aggregate market capitalization decline during the putative class periods was greater than $8 billion, and 
the average market capitalization decline was $250 million. Seven out of  the 33 complaints name an investment 
bank as codefendant, including five complaints that allege violations of  Section 11. 

Since the beginning of 2010, plaintiffs have filed at least 

33 securities class actions in matters involving CRMs.
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Background on chinese reverse Mergers

The SEC defines a reverse merger (also known as a reverse takeover or RTO) as one in which an existing 
public shell company acquires a private company.7 As a result of  the acquisition, the private company’s share-
holders gain a controlling interest in the public shell company. The private company, in effect, becomes the 
SEC reporting entity with registered securities and thus can access U.S. capital markets. 

A number of  Chinese companies have used reverse mergers to access U.S. capital markets. Between 
January 2007 and March 2010, only 56 Chinese companies accessed U.S. capital markets through an initial 
public offering,8 compared with an estimated 150 companies that gained access via a reverse merger.9  
Roughly two-thirds of  these CRMs have stock traded on the OTC Bulletin Board, and the others are listed  
on NASDAQ or the NYSE.10  

As SEC reporting companies with registered securities, CRMs are required to file audited financial state-
ments with the SEC, and their auditors are required to be registered with the PCAOB. Typically, CRMs 
employ a U.S.-registered accounting firm as their auditor.11 The audit practices of  these accounting firms in 
conducting CRM audits and the accuracy of  the audited financial statements issued by CRMs have been ques-
tioned by regulators and investors. 

In July 2010, the PCAOB issued “Staff  Audit Practice Alert No. 6” that highlights emerging trends in work 
performed for CRM clients by U.S.-registered accounting firms.12 The alert noted that some accounting firms 
may not be conducting audits of  CRMs in accordance with PCAOB standards, chiefly AU 543, “Part of  Audit 
Performed by Other Independent Auditors” (AU 543). According to the PCAOB, this section establishes 
requirements that apply when an auditor uses the work and reports of  other independent auditors or contractors.

In summer 2010, the SEC also began investigating the audit practices of  Moore Stephens Wurth Frazer 
& Torbett, LLP (MSWFT), a U.S.-registered PCAOB accounting firm that had several CRM clients. In 
December 2010, the SEC issued a cease and desist order against MSWFT after finding the company had 
failed to follow applicable professional standards, including PCAOB standards, in reviewing the financial 
statements of  China Energy Savings, Inc., a CRM.13  

Following this SEC order, more than 24 CRMs announced auditor resignations, most of  which were U.S.-
registered auditors.14 The SEC, NASDAQ, and the NYSE have suspended trading, halted trading, or delisted 
the securities of  at least 29 CRMs citing, among other reasons, public interest concerns, removal of  audit 
opinions, failure to respond to information requests, failure to comply with SEC requirements, and failure to 
evidence compliance with initial listing standards.15 On June 9, 2011, the SEC issued an investor bulletin warn-
ing investors of  the potential risks of  investing in CRMs.16  

Between January 2007 and March 2010, an estimated 150 Chinese 

companies gained access to U.S. capital markets via a reverse merger.
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Questions Arising in Investigations and Litigation Related to chinese reverse mergers

Below, we outline and address some of  the questions that may arise in CRM-related SEC investigations and securities lit-
igation and that require economic, statistical, and accounting analysis, and knowledge of  industry customs and practices.

Are the CRM-related securities traded in efficient markets?
In Section 10(b) claims, plaintiffs typically allege classwide reliance through a fraud-on-the market claim. This claim 
requires that the CRM-related security trade in an efficient market. Whether the market is efficient is a rebuttable pre-
sumption that, given the securities involved, may warrant further investigation. For example, CRM-related securities may 
not be followed by many analysts, may experience low trading volume, or may be associated with few market-makers. In 
addition, CRM-related securities may exhibit other indicia of  trading in an inefficient market. 

Are shareholder losses caused by the alleged misrepresentations? 
In Section 10(b) and Section 11 claims, causation plays a central role in assessing alleged damages. Typically, an analysis 
of  loss causation in a fraud-on-the-market claim under Section 10(b) examines the price change when the alleged truth 
is revealed to the market. Alternatively, an analysis of  negative causation under Section 11 begins with an examination of  
any price decline occurring prior to the alleged truth being revealed to the market. 

According to some participants, there has been a market adjustment in the pricing of  risk of  Chinese stocks in general.17 
Careful economic and statistical analyses may be required to distinguish share price declines caused by the alleged fraud 
from general market or industry declines related to any general perception of  fraud among China-related stocks. Analysis 
may also be required to separate the impact of  short-sellers and press reports of  unsubstantiated rumors posted on 
Internet bulletin boards on the price of  CRM-related securities from the effects of  the alleged fraud.18  

Did investment bankers perform a reasonable level of due diligence in these transactions?
A number of  complaints list investment banks as codefendants. According to plaintiffs, these investment banks knowingly 
permitted false and misleading statements to be made in offering-related documents, including revised registration state-
ments or prospectuses. Analysis that compares industry customs and practices with those applied to a CRM in question 
often plays an important role in assessing the conduct of  the bank.

Did the U.S.-registered auditor comply with PCAOB standards in performing its audit function?
The PCAOB has reported that post-merger, the public company frequently dismisses the auditor of  the former shell 
company and retains the Chinese operating company’s auditor, often a U.S. accounting firm.19 In some situations, the 
U.S. auditor will engage the services of  another firm to perform part of  the audit. AU 543 governs the degree of  reliance 
that U.S. auditors can place on the work and reports of  other independent auditors. In brief, a firm cannot serve as 
principal auditor and report as such on the financial statements unless the firm’s participation in the audit is sufficient.20 
Analysis that compares industry customs and practices with those applied to CRMs is often required to determine 
whether the degree of  reliance was consistent with the regulatory requirement.

Did the CRMs publish audited financial statements in accordance with GAAP?
Like other SEC registrants, CRMs are required to file audited financial statements with the SEC, and the auditors of  
those statements are required to certify that the statements are prepared in compliance with U.S. generally accepted 
accounting principles (GAAP). However, since CRMs are headquartered and operated in the China region, their exist-
ing accounting policies and systems in many cases are designed to comply with Chinese GAAP. Translating accounting 
reports and disclosures from non-U.S. to U.S. GAAP can introduce significant complexity into issues of  GAAP compli-
ance for CRMs. A deep understanding of  the different accounting standards and the processes for mapping one set of  
accounts to the other is often necessary to determine whether the accounts published in the United States are compliant 
with U.S. GAAP.
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