Soft shell creep

Securities lending is feeling the impact when exchanges halt trading for
Chinese RTOs, says SunGard’s Andrew Shinn
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In the February 15th edition of Securities
Lending Times, | wrote about the challenges
of investing in Chinese reverse-merger com-
panies. In a reverse merger, a Chinese com-
pany will acquire a shell company that has a
stock listing in the US, merge with the shell
company, and thereby secure a listing on
Nasdaq or NYSE. The Chinese company ben-
efits by avoiding the more rigorous disclosure
of an initial public offering.

When there is less disclosure, however, there is
an opportunity for unscrupulous behavior. When
| wrote about the situation in March, there were
allegations that several Chinese reverse-merg-
er companies had issued fraudulent financial
statements. Some companies were alleged to
have inflated revenue; other companies sup-
posedly made up clients out of whole cloth. But
it was difficult to determine the accuracy of the
allegations because they had been issued by
hedge funds that had short positions.

Nevertheless, many investors believed they
knew enough about the situation and took long
and short positions as well as purchased or
wrote options contracts. However, while inves-
tors were prepared for stock prices to fluctuate,
it seems that few were prepared for trading to
be halted by Nasdaq and NYSE.

For instance, after it appeared that China Media
Express (NASDAQ:CCME) had successfully
defended itself against two hedge funds that re-
ported that CCME had inflated its revenue, CC-
ME’s auditor and CFO resigned and its shares
were halted on Nasdaqg on March 11 at $11.88.
Stock exchanges have the power to halt trading
in any stock if a company has news that is mate-
rial to the price of the stock. A halt with code T1

is for pending news, but in the case of CCME,
the resignation of the CFO and auditor caused
Nasdagq to issue a halt code T12. Code T12 in-
dicates that Nasdaq has asked the company to
provide additional information. In the case of
CCME, Nasdaq gave the company until the end
of the month to provide a ‘plan of compliance’
regarding the fact CCME hadn’t yet produced a
10K for the last fiscal year. However, as it turned
out, CCME’s shares did not resume trading for
two months.

The extraordinary thing about the trading halts
was that short sellers could not exit their posi-
tion. Instead, they had to continue to pay high
rates to maintain borrowed positions. If an in-
vestor sold CCME short on March 1 for $12.27,
he would have had to pay 10 per cent per month
to maintain his position.

For the short seller of CCME, the trade worked
out despite the high borrowing costs, because
CCME finally started trading again on May 19
at $2.16, allowing the short seller to close out
his position for a gain of 82 per cent. If CCME
was able to answer its critics’ questions and the
shares opened higher than $11, it could have
been much worse.

While short sellers had to continue to pay bor-
rowing costs on a halted stock, holders of put
options suffered much more. Because CCME’s
shares were extremely hard-to-borrow in the se-
curities lending market, many investors were not
able to borrow shares in order to deliver them to
put option writers. For put options that expired
when trading was halted for CCME, investors
had to let their put options expire worthless,
even if those put options were in-the-money,
leaving them with nothing.

Atrading halt is not something that most options
investors would have ever imagined. A repre-
sentative at the OCC said that he was fielding
dozens of calls from options investors who were
shocked to learn that their options would expire
worthless unless they could borrow stock. But
going forward, especially when it involves op-
tions on Chinese reverse-merger stocks, inves-
tors will at least know that there’s a chance that
trading may be halted.

The SEC and the US House of Representatives
have already begun to take a look at the issue
of Chinese companies coming to the US capi-
tal markets through a reverse merger. The SEC
has filed lawsuits against some firms that have
helped companies execute reverse mergers. But
it remains legal for an auditor to outsource to a
local Chinese auditor, so unscrupulous compa-
nies can still take advantage of the system.

There are still twenty companies whose shares
remain halted on US exchanges. The longest-
standing halt is actually on Vitacost.com, a vi-
tamin company based in Boca Raton, Florida.
Its shares have been halted since December 7,
2010. More than half of the twenty stocks, how-
ever, are Chinese reverse-merger stocks.

Below is a list of the most expensive-to-
borrow Chinese stocks that trade on US ex-
changes. The list includes companies that is-
sued an IPO as well as those that conducted
a reverse merger. SLT
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