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A Caveat on Mandatory General Offer Triggered by
the “Chain Principle”

On January 25, 2022, the Securities and Futures
Commission of Hong Kong (SFC) publicly censured and
imposed a 12-month cold-shoulder order against Chu
Hing Tsung (HT Chu) for breaching the mandatory
general offer obligation under Rule 26.1 of the Code on
Takeovers and Mergers (Takeovers Code). HT Chu will
be denied direct or indirect access to the Hong Kong
securities market for a period of 12 months commencing
on January 25, 2022 and ending on January 24, 2023.

Background

Zhuguang Holdings Group Company Limited (Company)
has been listed on The Stock Exchange of Hong Kong
Limited since 1996. In 2009, Rong De Investments
Limited (Rong De) acquired a controlling interest in the
Company. At that time, Re Dong was owned as to 60%
by Liao Tengjia (Liao) and 40% by Chu Muk Chi (MC
Chu), an older brother of HT Chu.

In 2012, HT Chu sold: (i) the entire issued share capital
in Profaith International Investments Limited (Profaith
International); and (i) a loan owed by Profaith
International and its subsidiaries to him, to a wholly-
owned subsidiary of the Company for a consideration of
RMB354.5 million (2012 Discloseable Transaction). The
consideration would be satisfied by way of issuance to
HT Chu (or a person nominated by him) of 437,453,000
new shares in the Company (Shares) at the issue price
of HK$1.00 per Share (Consideration Shares). The
Consideration Shares represented 17.72% of the
Company’s then existing share capital and 15.05% of
the issued share capital as enlarged by the issue of the
Consideration Shares.

Later in an application for a ruling in relation to a
proposed transaction in 2021, the SFC’'s enquiries
revealed that HT Chu had nominated Rong De to take
up the Consideration Shares. Rong De’s interest in the
Company increased from 52.76% to 59.87% following
the issue of the Consideration Shares. In return, Rong
De issued to HT Chu 50,280 new shares in Rong De,

representing 25.14% of the enlarged issued share
capital of Rong De. That number was determined by
reference to the proportion of the number of
Consideration Shares to the total number of Shares held
by Rong De immediately after the issue of the
Consideration Shares. Following completion of the 2012
Discloseable Transaction, Rong De was held as to 44.92%
by Liao, 29.94% by MC Chu and 25.14% by HT Chu.

It further transpired that on June 15, 2012, Liao
transferred 17,840 shares in Rong De (representing
8.92% in Rong De) to HT Chu as Liao wished to realize
part of his investment. Upon completion of the transfer,
HT Chu became interested in a total of 34.06% of Rong
De. Thereafter the shareholding in Rong De remained
the same to July 2021 with Liao holding 36.00%, MC
Chu 29.94% and HT Chu 34.06%. HT Chu and MC Chu
(deemed to be acting in concert) obtained statutory
control of Rong De by holding more than 50% of the
voting rights in Rong De. Given Rong De held 59.87%
interest in the Company at the material time, HT Chu’s
acquisition of shares in Rong De as a result of the 2012
Discloseable Transaction triggered a mandatory general
offer for the Shares under the “chain principle” pursuant
to Note 8 to Rule 26.1 of the Takeovers Code. However,
no general offer was made at that time.

While the parties had sought legal advice for the 2012
Discloseable Transaction, they were not advised of the
implications under the Takeovers Code. HT Chu
accepted that he had breached Rule 26.1 of the
Takeovers Code and agreed to the disciplinary action
against him.

“Chain principle” under Note 8 to Rule 26.1

A person or group of persons acting in concert acquiring
statutory control (the degree of control which a company
has over a subsidiary, typically over 50%) of a company
(which need not be a company to which the Takeovers
Code applies) may thereby acquire or consolidate
control of a second company because the first company
itself holds, directly or indirectly, a controlling interest in
the second company or holds voting rights which, when
aggregated with those already held by the person or
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group, secure or consolidate control of the second
company.

Note 8 to Rule 26.1 of the Takeovers Code provides that
the Executive Director of the SFC’s Corporate Finance
Division (Executive) will not normally require an offer to
be made under Rule 26 in these circumstances unless
either:—

(a) the holding in the second company is significant in
relation to the first company. In assessing this, the
Executive will take into account a number of factors
including, as appropriate, the assets and profits of
the respective companies. Relative values of 60%
or more will normally be regarded as significant
(substantiality test); or

(b) one of the main purposes of acquiring control of the
first company was to secure control of the second
company (purpose test).

The Executive should be consulted in all cases which
may come within the scope of Note 8 to Rule 26.1, which
is commonly referred to in the Takeovers Code as the
“chain principle”, to establish whether, in the
circumstances, any obligation arises under Rule 26.

In this case, HT Chu and MC Chu, which are considered
to be a group of persons acting in concert, held in
aggregate more than 50% of Rong De (the first company)
and therefore obtained statutory control of it. HT Chu’s
position was further consolidated following completion of
the transfer from Liao. Since Rong De is an investment
holding company, its holding of 59.87% interest in the
Company (the second company) at the time of the
completion of the 2012 Discloseable Transaction is
significant in relation to Rong De. It is clear that a chain
principle offer had been triggered by HT Chu as a result
of his acquisition of shares in Rong De in the 2012
Discloseable Transaction.

Remarks

While the SFC sympathized with the parties not being
advised of the Takeovers Code implications for the 2012
Discloseable Transaction and noted that the 2012
Discloseable Transaction was approved by all of the
independent shareholders of the Company that had
voted, the Company’s shareholders were deprived of the
right to receive a general offer.

Rule 26.1 is one of the most fundamental provisions in
the Takeovers Code and expects persons who are
actively engaged in the securities market to comply with
the Takeovers Code which includes identifying potential
Takeovers Code issues. This is particularly the case in
respect of a listed company director who has undertaken
to use the best of his or her abilities to comply with the
Takeovers Code. Inadequate legal advice is not a viable

defense for violation of the Takeovers Code. The SFC
considered that HT Chu’s conduct merits disciplinary
action.

On the other hand, professional advisers, even if they
may have not been engaged to advise on the Takeovers
Code, could remind parties to seek advice on the
Takeovers Code, if and as necessary. A simple reminder,
even if superfluous, would be harmless. In case of doubt,
the Executive should be consulted at the earliest
opportunity before embarking on a course of action
which might have implications under the Takeovers
Code.
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Market Misconduct Tribunal Sanctions Tianhe
Chemicals Group Limited and its Executive Director
for Issuing False or Misleading Information in the
Company’s Listing Prospectus

On January 25, 2022, The Market Misconduct Tribunal
(MMT) has found Tianhe Chemicals Group Limited
(Tianhe) and its executive director, Mr. Wei Xuan (Wei)
culpable of market misconduct by issuing false or
misleading IPO prospectus to overstate the company’s
revenue by over RMB6.7 billion following proceedings
brought by the Securities and Futures Commission
(SFC).

The SFC instituted proceedings in the MMT against
Tianhe and Wei for market misconduct under section
277 of the Securities and Futures Ordinance (SFO). The
SFC suspended the share trading of Tianhe on May 25,
2017 under section 8 of the Securities and Futures
(Stock Market Listing) Rules. The shares of Tianhe
were delisted by the Stock Exchange of Hong Kong
Limited with effect from June 11, 2020.
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The MMT is satisfied that the IPO prospectus contained
materially false or misleading information regarding
Tianhe’s revenues and profits for its track record period
for the financial years from 2011 to 2013 and makes the
following order under section 257 of the SFO:

¢ Wei, who was a substantial indirect shareholder and
chief executive officer of Tianhe at the material time,
was disqualified from being a director and being
involved in the management of a listed company for
four years (section 257(1)(a) of the SFO);

e an order that each of Tianhe and Wei shall not
perpetrate any conduct which constitutes market
misconduct (section 257(1)(c) of the SFO); and

e an order against Tianhe and Wei to pay costs to the
Government and the SFC (section 257(1)(e) and (f)
of the SFO).

The MMT is also satisfied that 53% of Tianhe’s total
track record revenue of RMB12.6 billion disclosed in the
prospectus was overstated. The overstated revenue
and profits were likely to induce subscriptions for or
purchases of the shares of Tianhe and/or to increase the
share price of Tianhe in Hong Kong.

The MMT concludes that Tianhe and Wei were reckless
as to whether the overstated revenue and profits in the
prospectus were false or misleading when authorizing
the issuance of the prospectus.

Tianhe issued the prospectus on June 9, 2014 for its IPO
in Hong Kong and raised net proceeds of approximately
HK$3.52 billion.
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China Securities Regulatory Commission Issues
“Guidance on Improving the Quality of Prospectus
Information Disclosure under the Registration
System”

On January 28, 2022, in order to further promote the
improvement of the quality of information disclosure in
prospectuses, the China Securities Regulatory
Commission (CSRC) issued the ‘Guidance on Improving
the Quality of Information Disclosure in Prospectuses
under the Registration System’ (the Guidance).

The prospectus is the main vehicle for information
disclosure in the issuance phase of shares under the
registration system and is the basic basis for investors
to make value judgments and investment decisions. It is
the core and most important legal document in the
process of issuance and listing of enterprises. In the
course of the registration system pilot reform, while the
quality of prospectus information disclosure is being
improved, there are still problems such as poor
readability, relevance of investment decisions and
relevance of information disclosure to be enhanced,
which have been voiced out by various parties in the
market. The issuance of the Guidance, through a series
of measures to improve the quality of prospectus
information disclosure, so that prospectuses become
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information  disclosure documents that ordinary
investors are willing to read and understand, and help
intermediaries reduce duplication of efforts and return to
their duties. Therefore, it is an important measure to
enhance the sense of accessibility to the reformed
registration system, protect the legitimate rights and
interests of small and medium-sized investors, and
provide more solid legal protection for the full
implementation of the registration system for stock
issuance.

The Guidance mainly contain the following contents:
Firstly, it follows three basic principles: setting the needs
of investors as the guide, meeting the diversified needs
of different types of investors, focusing on outstanding
issues and adopting pragmatic and feasible measures
and clarifying the boundaries of responsibilities and
improving the reasonable trust system. Secondly, the
Guidance urges issuers and intermediaries to do their
part in writing and preparing high quality prospectuses.
It encourages issuers and intermediaries strengthen
their collaboration and cooperation and carry out

prospectus writing in earnest. When writing a prospectus,

they should reduce compliance and redundant
information, closely integrate the disclosure with the
issuer's own characteristics, and focus on optimising the

language and layout of the prospectus. At the same time,

the criteria and procedures for sponsors and securities
service providers to reasonably rely on the professional
opinions or basic work of other intermediaries should be
refined; it should be made clear that those who meet the
conditions for reasonable reliance can be exempted
from administrative legal liability in accordance with the
law. Thirdly, the Guidance emphasizes the role of
administrative supervision, self-regulation and market
discipline mechanisms to guide the improvement of the
quality of prospectus information disclosure. The
relevant departments of the CSRC and the stock
exchanges should form a joint effort to guide issuers and
intermediaries to improve the quality of information
disclosure in prospectuses by strengthening audit
guidance and improving systems and rules. Fourthly, the
Guidance strengthens accountability to crack down on
fraudulent information disclosure in accordance with the
law and to firmly guard the bottom line of truthful,
accurate and complete information disclosure. For
cases that do not constitute falsification of information
disclosure, but the prospectus has unclear expressions,
confusing logic, contradictions, inconsistent expressions
of the same facts and substantial differences, seriously
affecting the understanding of investors, etc.,
supervisory measures or disciplinary measures will be
taken in accordance with the law to ensure the
implementation of measures to improve the quality of
information disclosure in prospectuses.

Improving the quality of information disclosure in
prospectuses is a long-term and systematic task that
requires the joint efforts and synergies of all parties
concerned. In the next step, the CSRC will
conscientiously implement the concepts and principles
established in the Guidance in its specific supervisory
work, revise and improve the system rules, promote
continuous improvement of the quality of prospectus
information disclosure, and lay a good foundation for the
full implementation of the registration system for stock
issuance.
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Information in this update is for general reference only
and should not be relied on as legal advice.
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