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Exchanges Need to Take Initiative to End 
New Scam: 

Fraudulent Listings of Chinese 
Companies on U.S. Exchanges

STEVEN L. HENNING

The author explains the problems with reverse mergers, noting that they 
have long been a favorite technique of financial fraudsters and that they 

now give Chinese companies easy entry to U.S. markets. He says that 
some of those Chinese companies, however, do not actually exist, and 
those that do often publish false, misleading or incomplete financials.

XXX Corporation, based in San Diego, offers investors a new gate-
way into a highly sought-after opportunity — ground-floor invest-
ment in a Chinese company.

 Thanks to a reverse merger, XXX Corporation, a “public shell” traded 
on NASDAQ, “bought” BBB Ltd., a manufacturing company based in 
Tianjin.  Investors can buy shares in XXX and in the process take a posi-
tion in BBB.  Since XXX was already listed on NASDAQ, BBB was not 
required to follow the same protocol if it had opted for a traditional IPO.  
The result of the reverse merger is that BBB had fast access to U.S. capital, 
and U.S. investors had fast access to an investment in China.
 There was only this one problem — except on paper, BBB Ltd. doesn’t 
actually exist.  Months after the reverse merger, a Western investor was able 
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to gain access to the highly restricted area where BBB’s principal factory 
was said to be located.  He reports that there is no factory — there is nothing 
but open fields where BBB’s manufacturing capability is supposed to be.
 Investors have filed suit against XXX.  The U.S. Securities and Ex-
change Commission is investigating.  NASDAQ is taking steps toward a 
delisting.  If the allegations are true — and they have been in similar U.S.-
China reverse mergers — the investors will find it impossible to recover 
their investment.  
 XXX/BBB joins a procession of other Chinese companies — some 
engaged in gross fraud, some in more subtle scams.  Taken together, they 
are the new dark underside of China investment.

DANGER FOR INVESTORS AND DIRECTORS, AND A BURDEN 
FOR REGULATORS

 Like many “gold rushes” before it, the rush to invest in China has 
brought with it a rash of fraud. 
 During the past year, more than 40 U.S.-listed Chinese companies 
have been hit with U.S. securities lawsuits.  The U.S. Securities and Ex-
change Commission (“SEC”) has launched a number of enforcement ac-
tions against such companies, along with other proceedings.  The SEC has 
also issued a formal bulletin warning investors about the risks involved in 
investing in Chinese companies that have gone public in the U.S. through 
reverse merger transactions.  Finally, the commission has launched a task 
force to investigate U.S.-listed Chinese companies.
 The phenomenon has become a significant factor in securities litiga-
tion.  Thanks to the surge in allegations — and a corresponding down-
turn in other forms of securities litigation — shareholder lawsuits against 
Chinese companies traded in the U.S. now dominate the litigation scene.  
In 2011, shareholder lawsuits were 20 percent above the 2010 count and 
were higher than the 1997-2010 average since the passage of the Private 
Securities Litigation Reform Act of 1995.  About 25 percent of those 2011 
filings involved Chinese companies.
 The litigation wave indicates a wave of fraud — one that threatens 
to consume not only U.S. investors but also the many legitimate Chinese 
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companies either listed or seeking access to U.S. capital markets.  Clearly, 
action is called for.  At minimum, investors need to exercise caution in 
screening Chinese companies, and U.S.-based directors of all companies 
involved in reverse merger or investment with all such companies should 
be closely scrutinizing their involvement.  But that is only a tactical step.  
 To have a lasting impact, the exchanges themselves need to take the 
lead, raising the bar to entry so that fraudulent companies are unable to 
pass.  This could be accomplished through the creation of a framework 
that is relatively easy to implement.  At the same time, regulators in both 
the U.S. and China need to play their part, closing loopholes so that re-
verse mergers can no longer provide an open avenue for fraud.

REVERSE MERGERS, OFTEN A GATEWAY TO FRAUD, PLAY 
THAT ROLE AGAIN

 The danger of fraud, and the resulting litigation risk, centers on com-
panies that have gone public in the U.S. through a reverse merger process.  
A reverse merger effectively shortens and streamlines the regulatory filing 
process in order to speed an investment to market.  In the past it has often 
served as a gateway to fraud, and in the case of fraudulent Chinese com-
panies pursuing U.S. listings, that seems to be the case again.
 Definitions are in order.  A reverse merger is a process through which a 
private company, often from overseas, merges with a publicly traded U.S. 
shell company in order to trade in the U.S. and gain access to U.S. capital 
markets. 
 A public shell company is defined as one that has shareholders, but 
has either no assets or earnings, or minimal assets and earnings.  In a tra-
ditional reverse merger with a public shell company, your company — the 
private one — merges with the public shell.  Your company is deemed to 
be the surviving one. You and the people who own the stock end up with 
a significant majority, but not all, of the issued and outstanding stock after 
the reverse merger with the public shell is completed.
 In a legitimate reverse merger, the private company is a going concern 
— it has both earnings and assets.  The reverse merger gives it access to 
U.S. markets through the public-company listing already held by the pub-
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lic shell company.  It is not mandatory for the private company to prepare 
filings required by a traditional Initial Public Offering (“IPO”) because 
that process has already been completed by the public shell.
 Supporters of reverse mergers argue that the process makes it faster 
and less expensive for companies to go public.  The result, they say, is that 
companies get quicker access to capital, and investors get quicker access 
to investment opportunity, all without the burdensome regulatory process 
that goes with a traditional IPO.   
 But critics insist that short-circuiting the regulatory process puts in-
vestors at risk.  They say that a reverse merger allows companies to avoid 
scrutiny of their finances and operations — a central element of the IPO 
process that reverse-merger advocates say is too burdensome.
 The practice of reverse mergers has come under fire — primarily 
because the Chinese companies currently under scrutiny came to the 
U.S. markets almost exclusively through reverse mergers.  While there 
have been only a few cases of gross fraud such as we described in our 
opening scenario, there have been many accusations leveled at the ac-
counting practices of companies said to have issued false or misleading 
statements.  
 For example: 

• Shareholder lawsuits have been filed against China Electric Motor, 
China Natural Gas and China Agritech.  

• Trading into China Natural Gas was halted after the CFO resigned.  
China Agritech dismissed its auditor, Ernst & Young.  

• Deloitte resigned as auditor of China MediaExpress Holdings, saying 
it could no longer rely on the representations of management.  

• The SEC is investigating Duoyuan Printing and China SkyOne Medi-
cal.  Duoyuan Printing was delisted by the New York Stock Exchange 
in April 2011.1  

 These anecdotes illustrate the nature of the problem but don’t describe 
its full scope.  There are more problems where these came from.  In all, 30 
Chinese companies have been delisted or suspended from U.S. exchanges.



EXCHANGES NEED TO TAKE INITIATIVE TO END NEW SCAM

295

 The outbreak of fraud related to Chinese-company reverse mergers 
has been an embarrassment to U.S. exchanges.  Many of the companies 
that are the subject of fraud allegations have only listed in the U.S. within 
the past 12-24 months.  And apparently, they have encountered few ob-
stacles on their road to U.S. listings.

THE CHINA REVERSE MERGER PROBLEM HAS MANY CAUSES

 What went wrong?  Why have Chinese-company reverse mergers be-
come the latest Wild West of investment?  The China reverse merger prob-
lem has many causes: lower regulatory scrutiny, over-eager markets and 
investors, auditor turnover, the challenge of due diligence in China, and 
the failure of the regulatory system.
 The first is the nature of reverse mergers themselves.  As noted, these 
back-door registrations involve less regulatory scrutiny than do IPOs.  As 
a result, for fraudsters seeking to defraud investors, the reverse merger is a 
useful mechanism that can provide Chinese companies with access to U.S. 
capital in a matter of weeks.
 But lack of scrutiny is only part of the story.  There are many par-
ticipants, and blame goes far and wide.  The financial markets themselves 
need to own up to a degree of responsibility, since they are all too eager 
to accept listing fees from overseas issuers.  The number of IPOs has been 
declining over the past decade, and the number of foreign listings has been 
declining as well.  Chinese reverse mergers represent an opportunity for 
exchanges to “get in on the action,” generating revenue by winning the 
competition for listings against overseas exchanges.
 Investors played their role as well.  They wanted in on China — and 
reverse mergers were an easy way to get in, and, perhaps, generate spec-
tacular wealth.  The mergers gave U.S. investors easy access to the grow-
ing Chinese economy.  The perception spread that Chinese companies list-
ing in the U.S. were among the best China had to offer — therefore, the 
risk was lower.  Now, investor losses on these Chinese businesses have 
stretched into the billions.
 Due diligence has been a problem, to put it mildly.  Many of the Chi-
nese companies involved in reverse-merger fraud are located in remote 
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parts of China, where foreigners have a hard time getting access, either 
because the locations are hard to travel to, or because access is prohibited.
 This lack of access led to the most extreme frauds.  There have indeed 
been cases where no factory existed at the address where it was supposed 
to be.  Where factories exist, they are often vacant, or there is no sign of 
manufacturing activity.  Sometimes the manufacturing activity claimed 
in the company’s financials exceeds 100 percent of the factory’s physical 
capacity.  Warehouses do not exist, or are empty.  Companies do not have 
government permits to manufacture and sell what they are supposedly 
manufacturing.
 As should be clear from these descriptions, the company’s financial 
reports can be a tissue of lies.  They should certainly be greeted with skep-
ticism.  It has been alleged that the official financial results reported to the 
Chinese government are a small fraction of those reported in U.S. public 
filings.  Companies report to their U.S. investors about nonexistent cus-
tomers or employees and market share.
 One clear warning sign of possible fraud is the presence of auditor 
turnover or failures.  If a company has changed auditors multiple times in 
the past five years, that represents a red flag.  “Downscaling” is another 
— if a company started with a large auditor, then moved to smaller firms 
that lack global sophistication, investors should be concerned.   As for the 
failure of auditors to detect fraud, some may be the result of that lack of 
sophistication on the part of smaller firms.  But some may be caused by 
reliance on local, China-based offices of global firms, without sufficient 
U.S. participation or oversight.
 Some have suggested that modern Chinese culture is a breeding 
ground for fraud — that growing up under a harsh Communist regime, 
many Chinese learned to “end-run” the system and cut corners to gain ad-
vantage.  Whether there is anything to this or not is hard to say — cultural 
biases and fear of legitimate Chinese competition may well play a role in 
these perceptions.  Certainly China has no monopoly on fraud, as recent 
U.S. financial history attests.  It does seem clear, though, that structur-
ally, Chinese fraudsters do have a reason to target U.S. investors, who 
have “deep pockets,” and who will find it difficult or impossible to recover 
losses from U.S.-listed Chinese companies.
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 As to U.S. culpability — the story of 1999-2001 and 2007-2008 points 
to severe failures in our own regulatory system.  And those failures have 
continued.  Even amid the wreckage of the “dot.com” bubble a decade 
ago, and of the 2007-2008 financial collapse, bankers, lawyers and en-
trepreneurs were hard at work, spiriting Chinese companies to the U.S.  
Deft financial maneuvers — all of them perfectly legal — enabled these 
companies to go public while sidestepping all of the usual rules.  In spite 
of known problems with reverse mergers and shell companies — long 
associated with fraud — the strategy allowed these Chinese companies ac-
cess to U.S. capital markets without any of the federal and state regulatory 
review routinely required in IPOs.  How did this happen given the many 
regulations in place, such as Sarbanes-Oxley?  A serious review of the 
state of U.S. regulation — and an effort to close the gaps and loopholes — 
seems to be in order.

WHAT IS TO BE DONE?  

 What can be done to stamp out reverse-merger fraud and protect both 
U.S. investors and legitimate Chinese companies? A cooperative frame-
work involving U.S. exchanges and Chinese officials would protect U.S. 
investors — as well as legitimate Chinese companies that need access to 
global capital.
 Indeed, to answer the question of what is to be done, we need to ask 
a more fundamental question: What do the people who create and sell 
investments owe to those who buy the investments?  Should the Chinese 
executives and their bankers who engineered the deals be held responsible 
for investor losses?  Should the investors who bought these stocks bear the 
loss, on the grounds that the risks — especially in hindsight — were clear?  
And what about auditors?  What if any responsibility should they bear?
 And where, if anywhere, were the regulators?  The U.S. has more 
regulations affecting business than any other country in the world.  Why, 
then, do large-scale fraud events continue to happen here?  True, the shares 
of more than 20 Chinese companies have been delisted or suspended — 
but only after billions of dollars of market value were wiped out.  And 
while new regulations come on-stream — such as the Dodd-Frank Act — 



FINANCIAL FRAUD LAW REPORT

298

they can hurt our ability to compete globally while providing only a small 
safety net.
 Another alternative is a requirement that a private company doing a 
reverse merger into a shell should go through the same protocol that other 
companies seeking to access the U.S. markets are required to follow, i.e. 
through the IPO process.
 Additional promise seems to lie in the “seasoning” proposals recently 
put forward by the NYSE and NASDAQ.  These represent an example 
of self-policing by the exchanges themselves.  A response to the rash of 
Chinese-company reverse-merger fraud, they involve the imposition of 
tougher standards that reverse-merger companies would have to meet in 
order to list on a U.S. exchange.
 “Seasoning” refers to a process of delaying listing until a company can 
show that it meets certain standards.  Seasoning requirements effectively 
slow the pace of reverse-merger listings and set bars that companies would 
have to clear to earn the right to a listing.  
 Specific proposals would require reverse-merger companies to trade 
for at least six months (NASDAQ) or one year (New York Stock Ex-
change) in the U.S. over-the-counter market, or on another U.S. exchange 
or a regulated foreign market.  They would also have to obtain a minimum 
share price of $4 (NYSE) or some other minimum amount (NASDAQ) for 
an extended period.  In the course of qualifying, they would have to file 
audited financial statements with the SEC. 
 The hope is that these requirements will provide investors with greater 
assurance that the company’s operations and financial reporting are reli-
able.  In addition, they would provide more time to scrutinize companies 
in order to detect potential problems.
 These proposals are promising as far as they go.  The problem with 
them is that they are U.S.-centric, and ignore the important fact that many 
Chinese companies have had successful listings on U.S. exchanges.  Ide-
ally, a framework can be developed under which the Chinese companies 
with the greatest likelihood of success can be identified for listing on U.S. 
exchanges.  
 This framework will consider not only the company’s past operating 
performance and success, but also the ability of the company to operate 
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successfully in Western economies.  In addition to the steps required under 
the seasoning proposals, it would include the training of Chinese execu-
tives in the ways of doing business in other cultures, including legal and 
ethical constraints.
 The rash of Chinese-company reverse merger fraud can be seen as just 
one more episode in a sequence of frauds and scams that have plagued the 
U.S. economy in recent years.  Or they can be dismissed as a consequence 
of China’s growth, and the eagerness of U.S. investors to get in on the ac-
tion.  Both of these viewpoints ignore the fact that no one wins if fraud is 
allowed to run rampant — neither U.S. investors nor legitimate Chinese 
businesses.  A cooperative framework — involving the exchanges, Chi-
nese companies and Chinese regulators — might succeed where exist-
ing regulations have clearly failed.  The resulting combination of existing 
regulation and new private initiatives would serve to restore the legitimacy 
of Chinese business on the U.S. stage, while giving investors exposure to 
the massive opportunity that China represents.  It deserves to be put into 
action — the need is great, and the time is now.

NOTE
1 “Fraud in Chinese Reverse Mergers on American Exchanges — And We’re 
Surprised?” Walter Pavolo, Forbes.com, April 8, 2011: http://www.forbes.
com/sites/walterpavlo/2011/04/08/fraud-in-chinese-reverse-mergers-on-
american-exchanges-and-were-surprised/.   


