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Presenters:

Charles Clark ¢ Partner ¢ Kirkland & Ellis

Charles Clark is a partner in the White Collar and Securities Enforcement
group of Kirkland & Ellis LLP. Prior to joining Kirkland, Charles served for
nearly 9 years in the Enforcement Division at the U.S. Securities and

Exchange Commission, and 4 years as the head of litigation for a Fortune

100 financial services company. While at the Commission, Charles had day-
to-RIFeé NBaLRyairoAtAade F2NJ OKS adalr ¥

Martin Wilczynski ¢ Senior Manaqging Director ¢ FTI Consulting

Martin Wilczynski is an SMD in the FTI Forensic and Litigation Consulting
aS3aAYSyd YR Aa (GKS fSFRSNJI 2F C¢L
practice. Marty has nearly 30 years of accounting and investigative
experience, including 10 years as an auditor with an international

accounting firm and 6 years on the staff of the SEC, where he served for 5
years within the Enforcement Division. Marty was also a shareholder at Ten
Eyck Associates prior to joining FTl in 2003.
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Presenters:

« Jason Frankl ¢ Senior Managing Director ¢ FTI Consulting

Jason Frankl is an SMD in the FTI Forensic and Litigation Consulting
segment and is the leader of the Washington, DC office. Jay has nearly 15
years of legal and consulting experience, including 5 years as an attorney
GAUK b!{5!lvQa [AadAy3d vdzZ ft AFTAOI
responsible for conducting hearings for issuers denied listing and facing
delisting, responding to corporate governance interpretive requests and
numerous rule making efforts. Jay joined FTI in 2004 to found its Listing
Advisory Services practice, which specializes in providing advisory and
expert witness services to clients that encounter listing issues before
NASDAQ, the NYSE, the American Stock Exchange and certain foreign
exchanges. Jay also specializes in working with clients to resolve issues that
underlie SRO non-compliance matters, such as internal investigations,
restatements, disclosure issues and trading analyses.

ﬁ CONSULTING

6

A LAW FIRM REAVING GLOBAL CLIENTSR



Topics to be Covered

* Reverse Mergers and Exchange Considerations

— A primer on reverse mergers and how they work, NASDAQ and NYSE
iInvolvement in regulating post-merger entities and recent areas of abuse

 Audit and Disclosure Perspectives

— Current audit and financial integrity concerns from the PCAOB and SEC,
reliance on local auditing firms, workpaper access issues, PCAOB Research
Note 2011 P-1

 Current Enforcement Cases and Investigations

— Current regulatory initiatives, establishment of SEC working group, survey
of key publicly disclosed matters, projections of likely outcomes
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Reverse Mergers ¢ A Primer

* Non-operating , SEC reporting shell entity quoted off exchange is
acquired by a private operating company

» Post-merger, the combined entity is controlled by the formerly private
entity and assumes the SEC reporting obligations

 Additional capital is then raised, often times while the combined
entity remains off exchange and beyond the scope of SRO listing
standards and corporate governance requirements
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Reverse Mergers CAPrimeré O2 y i

» Reverse mergers have been available to issuers for many years, often
with full transparency to the US exchanges and the SEC

 Since 2007, many Chinese entities have entered the US markets via
reverse merger

* Many are legitimate entities with cost conscious motives; however,
the combined entity can become subject to manipulation and a
vehicle for securities fraud, largely due to the lack of third party
accountability and lax regulatory scrutiny
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A Brief History of Reverse Mergers

1980s-6 a SNESNHE UGKNRdzAK | aKSftfté gSNBE LI
accounting irregularities associated with liabilities and contingent liabilities

1990s¢! Yy S¢g LIKIFaS 2F AaYSNHSNAE OKNPdJzAK
unscrupulous officers merging a marginal operating business into a shell, followed
68 02AfSNI NR2Ya SESOdziAy3d aLMzYL) | yR
shareholders, among others

1999 ¢ SEC enacts new regulations affecting small public companies including the
requirement that entities quoted on the OTC Bulletin Board must timely file

quarterly and annual reports with the SEC

2005 ¢ SEC enacts new regulations further impacting reverse mergers. The primary
new rule requires the filing of a Form 8-K within 4 days of any event altering the
structure or activity of the shell company

2007 ¢ SEC modified Rule 144, which reduced the minimum holding time on the
sale of restricted securities, and permitted the use of Form S-3 by companies with
less than $75 million in public float
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Why Reverse Mergers?

Chinese legal restrictions against foreign ownership of
domestic companies

Lower Cost - involvement of underwriters, accountants,
lawyers and investors is significantly less than an IPO

Expedited Process ¢ fewer regulatory hurdles to clear than an
IPO

Faster Market Access ¢ a reverse merger can enhance the
timing by which an operating entity effects the merger and
subsequently raises capital for the company as compared to
an IPO
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The Problem with
Reverse Mergers

Reverse mergers are often utilized
by foreign entities that want
access to U.S. capital markets
without the rigors that
accompany an IPO.

Many legitimate business
enterprises engage in reverse
mergers, but the structure can be
utilized for impure motives given
the lack of third party and
regulatory scrutiny.

ﬁ CONSULTING

Accountability

Investment bankers - May not be party to
the transaction at all, or involvement may be
limited to match-making between the
merging entities, not identifying investors

Regulators ¢ The actual merger transaction
and numerous investment rounds occur off
exchange and via private placement, beyond
the focus of the SROs and the SEC

Professional advisors ¢ Lesser recognized
names and/or reduced role in the merger and
subsequent investment rounds, where third
LI NI1é@ RdzS RAf A3ISYyOS
2dz0¢ oO0FR FOU2NAR I YR
scrutinized later
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The Problem with .

Reverse Merqgers

Reverse mergers are often utilized
by foreign entities that want
access to U.S. capital markets
without the rigors that
accompany an IPO.

Many legitimate business
enterprises engage in reverse
mergers, but the structure can be
utilized for impure motives given
the lack of third party and
regulatory scrutiny.
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Opportunity

Short sellers

Largely focused on a single factor - ALPHA!

Less investment and regulatory scrunity
create an opportunity for shenanigans

Management of foreign entities who are
not well advised or versed in local markets
Yle y2u0 0SS ot S 02

FGGr O &6

Geographical distance and/or dispersion of
business activities with entities that are not
well known in local markets can make short
seller accusations seem plausible and
more difficult to defend against

US exchanges made considerable efforts to
attract Chinese listings since 2007 given
growth in the Chinese economy and dearth
of new US listings
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NASDAQ and NYSE-Amex Response

 Inlate-2010, several short sellers who also publish Internet
research reports disseminate negative articles on Chinese
companies listed on NASDAQ

« In some cases, quick management resignations result. In
others, companies fight back to preserve their reputation and
credibility with investors, vendors and employees

« NASDAQ contacts subject companies seeking additional
Information

 Lack of sufficient issuer response to such requests can lead to
a trading halt, disclosure of NASDAQ inquiry and/or delisting
proceedings
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Suggestions for Responding to
NASDAQ and NYSE-Amex

Respond promptly and candidly (a trading halt is not your friend)

Be prepared to support public statements responding to allegations
with thorough, third party verification negating assertions

Establish credibility by working with recognized audit, law and
Investor relations firms on customary corporate disclosures

Follow US protocols in responding to fraud allegations, working
with well-known professional advisors who are respected by the
exchanges, the SEC and the DOJ, and are willing to stand behind
their work

Eat your own cooking ¢ consider promptly implementing a share
buy-back
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Audit and Disclosure Perspectives
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Financial Reporting and SEC Concerns

Reverse mergers and shell companies have always had
the attention of the SEC and reputable audit firms

China region reverse merger activity picked up in mid-
HnnnQa

2005 SEC rulemaking intended to make process and
reporting more rigorous and transparent

Flow of reverse mergers continued to accelerate

Auditing and reporting concerns began to appear more
frequently
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July 2010 PCAOB Staff Audit Practice Alert No. 6

The PCAOB noted the increase in US auditing firms issuing audit reports
on companies with the majority of operations outside of the U.S.

The PCAOB indicated that some of those auditing firms may be relying on
the work of other firms that may not meet the standards established by
the PCAOB.

The concern of US firms relying on other auditors prompted the alert to be
Issued.

Language and cultural considerations should be factored when reviewing
the work of other auditors or reviewing their work.

Assistants that may be used to aid in the completion of the audit need to
be properly vetted by the principal auditor and their work reviewed.

Practice Alert No 6 led to the issuance of Research Note #2011-P1.




AU Section 543, Part of Audit Performed by Other
Independent Auditor ¢ A Refresher

An auditor must decide whether his own participation is sufficient to enable
him to serve as the principal auditor.

The principal auditor needs to decide if a reference to the work of the other
auditor should be made in the audit opinion.

The principal auditor has a responsibility to conduct due diligence on the
other auditor including research their reputation and independence.

If the principal auditor assumes responsibility for the other auditor, AU 543
lists specific information from the other auditor that a principal auditor must
obtain, review and retain. Paragraph 12 of AU 543 is key in this regard.

Assistants (i.e. translators) hired by the principal auditor to complete the
audit are subject to the same standards as its own employees. Consideration
must be given to the knowledge, skill, ability, and independence of the
assistants as well as the level of supervision and review to be implemented.
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Congressional Letter to the SEC

* On September 9, 2010 Reps. Lee and Bachus of the
Financial Services Committee sent letters to the SEC and
the PCAOB.

« d! YSNAOI Y Ay OScualiyddE RSAaS
Independent financial reporting so that all market
participants can trust the accuracy of the audit work for
U.S.publicjt N RSR O2YLJI yASaXxhb

* The letter questions the lack of rigor in auditing Chinese
companies and lays out a number of broad concerns
about Chinese companies.

F T |
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SEC Concerns and Staff Practice

« SEC has seen many instances where a U.S. accounting firm will issue
audit reports on financial statements in which 100% of operations
are based in the China region.

 Like the PCAOB findings and observations, the SEC is similarly
concerned about the size and qualifications of the audit firms
Issuing the opinions, local language capabilities and the level of
supervision being conducted on the foreign audits.
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SEC Concerns and Staff Practice

{9/ adl¥F KIa | d¢natygdléa-athaytie A y 3
principal auditor has to audit at least 50% of revenues and assets.

This practice would be based on an assumption that another
F dZRA 02 NXQaA NBLRZNI Aada NBFSNBYyOS

SEC staff also search for instances in which the subsidiary foreign
operations being audited are based on a different basis of
accounting ¢ such as IFRS or other foreign GAAP. The SEC is
concerned with who is responsible for the conversion into U.S.
GAAP, and generally requires that someone needs to take
affirmative responsibility for this conversion.
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March 2011 PCAOB Research Note 2011-P1

¢KS t/!'h.Qa h¥FAOS 2F wSaSlk ND
GwSASINDODK b23S¢ 2y al NOK wmnZ
Involving China Region companies.

Research Note 2011-P1 reiterated that PCAOB staff is concerned
that some U.S. registered accounting firms may not be conducting
audits of companies outside the U.S. in accordance with PCAOB
standards.
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March 2011 PCAOB Research Note 2011-P1

The Research Note stated some interesting findings:

« The PCAOB identified that between January 1, 2007 and March
31, 2010, there were 159 China region companies that have
accessed U.S. capital markets through means of a reverse
merger.

« U. S. registered firms audited 74% of the China region
companies identified

* 59% of China region companies reported revenues less than $50
million.

«1d4 2F al NOK oMX HamMnX GUONRS
of China region companies.
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Highlights of speech given by

SEC Commissioner Luis A. Aguilar’
Council of Institutional Investors
Spring Meeting

Washington, D.C.

April 4, 2011
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are proving to have significant accounting

2NJ 6 SAYy3

RSTAOASYOASaA

U 2

[China reverse mergers have] raised some unique
AdadzsSax wAyOfdzRAYy3IB8 X
the quality of the auditing and financial reporting;
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securities laws, and for investors to recover their
losses when disclosures are found to be untrue, or
SOSY TN dzRdzt Sy i o «a
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based almost entirely on work performed by
Chinese audit firms. If this is true, it could appear
that the U.S. audit firms are simply selling their
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A{ AJYAFAOIYdcks dZRA oO2yirydsSa
wAalac inspections in China, based primarily on

assertions by the Chinese of national sovereignty

A&adzSa e

B I A

I N f 2
2F 2 LIS

« 4¢KSN
l dzR A (i

Q)¢ bj>

A
2

e <,

aA3
UAazy

Z o

« "If Chinese companies want to attract U.S. capital
for the long term, and if Chinese auditors want to
garner the respect of investors, they need the
credibility that comes from being part of a joint
inspection process that includes the U.S. and
20KSN) aAYAf NI e O2yal

Highlights of speech given by
PCAOB Chairman James Doty
Council of Institutional Investors
Spring Meeting

Washington, D.C.

April 4, 2011
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Auditor Enforcement

The SEC and PCAOB are closely scrutinizing conduct of auditors who assist
Chinese companies in reverse merger transactions.

On December 20, 2010, the SEC brought a settled administrative
proceeding against Moore Stephens Wurth Frazer and Torbet, a California
accounting firm and auditor of China Energy.

The SEC charged that although Moore Stephens identified the
Sy3aFr3asSyYSyid a aKAIK NRATE YR GA
Internal controls, it failed to exercise "due professional care" and

"neightened skepticism™ in conducting its audit.

The PCAOB is also active. One example is an enforcement order against
Clancy & Co. PLLC.

CONSULTING A LAW FIRM REAVING GLOBAL uui"mz7



Current Enforcement Cases
and Investigations

F T I KIRKLAND & ELLIS LLP
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SEC Task Force

« Commissioner Augilar confirmed, in his April

4th speech, a task force has been created:

-~ &L adzldll2NL ff 2F GKS STF2NI A
has been working collaboratively and tirelessly with many others to
Investigate and shed light on this situation. It has been widely
reported that the SEC set up an internal task force to investigate fraud
In overseas companies with listings on U.S. exchanges, with particular
emphasis on companies engaging in these mergers to achieve
o0F Ol R22NJ {9/ NBIAAUNIGA2YD ¢KS
O2YyGAYydzS (2 eAStRX NBadzZ (aodé




im

China Energy Savings Technology

The Company and its auditors are among the first of the recent reverse
mergers to be prosecuted by the SEC. The settlement provides a potential
precedent for future reverse merger settlements.

December 2006, SEC files an emergency action and complaint against the
company and its officers and controlling shareholder after the company
FFAftA (2 NBaLRyYyR (2 GKS {9/ Qa Ay
March 2009 Company is ordered to pay approximately $35 million for
overstating revenue, and violating anti fraud and registration provisions.

December201@{ 9/ FAYSR [/ KAYyl 9y SNHE& Q&
firm $129,500 and was bared from accepting new issuer clients with
operations in China, Hong Kong, or Taiwan until other conditions of the
settlement, including the hiring of an independent consultant for fraud
detection training are met and approved by the SEC.
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SEC Action Against Eight Individuals and

Three Companies

* In February 201 1the SEC filed fraud charges against operators of a $33.0
million microcap stock scheme involving eight small U.S. companies
KSI RIljdzr NI SNBER Ay (UKS tS2LX SQ8ECwWS
Berger, et al, Litigation Release No. 21833 (February 1, 2011).

» SEC alleged that the reverse merger, pump-and-dump scheme was
primarily organized and devised by defendants Greg Berger, Francis
Tribble, How Wai Hui and Kwong-Chung Chan.

» Along with three of the subject companies, SEC also charged the following
corporate insiders in the fraudulent scheme to conceal the sale of millions
2F aKIFINBa 2F GKSANI O2YLJI yASaQ as
Shing Ng, Shay Ben-Asulin and Mordecai Broudo.

« Berger was indicted, and Tribble and Hui have pleaded guilty, in parallel
criminal actions arising from the fraudulent scheme.

« Civil settlements included disgorgement, monetary penalties, and
officer/director and penny stock offering bars.
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Representative Matters

« Recent Company Listing / Trading Issues:

Rino International: SEC suspends trading (April 2011)

China Changjiang Mining/New Enerd8EC suspends trading (April 2011)
Duoyan Printing:NYSE suspends trading (April 2011)

Fugi International: NASDAQ delists security (March 2011)

Heli ElectronicsSEC suspends trading (March 2011)

China Agritech:NASDAQ halts trading (March 2011)

China Media Express HoldingBIASDAQ halts trading (March 2011)
China Century Dragon Media\lYSE halts trading (March 2011)

China Intelligent Lighting / ElectronicstYSE halts trading (March 2011)
China Electric Motor:NASDAQ halts trading (March 2011)

NIVS Intellimedia Technology GroulYSE suspends trading (March
2011) and delists security (April 2011)
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Fuqgi International

Oct 2007¢ stock begins to trade
Sep 2009; stock hits a high of $30

Mar 2010¢ announces delay in filing
2009 10-K

Jun 201Q receives an extension
from NASDAQ for filing annual
reports

Sep 201@; announces company is
under SEC investigation

Mar 2010¢ moved to OTC

Mar 2010¢ Company announces that
financial statements still delayed due
to pending internal investigation

CONSULTING
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China Century Dragon Media

Feb 2011 ¢ stock begins to trade

Mar 23 2011 ¢ company notified of
potential delisting

Mar 24 2011 ¢ company served with
a subpoena by the SEC

Mar 28 2011 ¢ auditor resigns

3 r'<; " PKI ANIDY R 11 :4‘_-' -
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k\ China Sky One Medical, Inc.
J)’

NASDAQ:CSKI

China Sky One Medical

Sep 2008 ¢ stock begins to trade

Sep 2009 ¢ company is subpoenaed
by the SEC. The subpoena is not
disclosed to investors

Dec 2009 ¢ stock hits high of $24

Jan2011¢O2 YLI y & Q&
letter to shareholder refuting charges
of fraud and claims they are driven
primarily by short sellers

/ 9h

BEER) express

China Media Express

Nov 2007 ¢ stock begins to trade

Dec 2009 ¢ Deloitte & Touche are
named auditors

Jan 2011 ¢ stock hits high of $21

Mar 14 2011 ¢ Deloitte resigns as
Auditér dn§ r@conhmends that an
internal investigation of the company
be conducted

Apr 4 2011 ¢ company is notified by
NASDAQ that stock could be
suspended from trading on April 12th




Responding to an SEC Subpoena

China Region Matters

* Involve Counsel Immediately
— Consider geographic and global requirements
— Consider local language and translation skills
— Consider SEC reporting and enforcement expertise
— Consider audit, PCAOB, accounting implications

* Preserve Documents Immediately

— Put litigation hold on all responsive materials, e-mails and
electronic documents.

— Destruction of responsive materials could subject you to
greater scrutiny than the investigation itself.
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Responding to an SEC Subpoena

Strategies Going Forward

A Counsel should call the SEC or DOJ, acknowledge
receipt of subpoena and begin dialogue on production

A Counsel should coordinate international aspects

A Do not engage in informal communications with
regulators

A Employees should not “talk amongst themselves”

A Counsel should develop plan to get in front of
Investigation and relevant case facts

A Prepare a comprehensive defense
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Responding to an SEC Subpoena

Strategies Going Forward

A Maximize the benefits of cooperation while minimizing
exposure

A Establish early credibility

A Negotiate scope of document requests and be
complete

A Work to avoid escalation

A Consider document preservation and privilege issues
A Focus on fact investigation and witness interviews

A Consider tactical issues and collateral concerns
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Questions?
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Thank You
for Attending This Webcast



