




Legislative Council Panel on Housing

Arbitration between Housing Authority and Zen Pacific
 relating to Yuen Chau Kok Short-Piling Case

Purpose

This paper briefs Members on the arbitration on the contract
dispute between the Housing Authority (HA) and its piling contractor,
Zen Pacific, in relation to the Yuen Chau Kok short-piling case.  Both
the arbitration and the subsequent settlement agreement between HA and
Zen Pacific are subject to usual non-disclosure conditions.  In order to
enable Members to gain a better understanding of the matter, we have
secured Zen Pacific’s consent to our disclosure to Members of the
Legislative Council, of pertinent information about the arbitration and the
settlement agreement.

Background

2. In 2000, after discovering defective piling works for two
building blocks at Yuen Chau Kok, HA1 decided to demolish the two
blocks and subsequently took various actions against the piling contractor,
Zen Pacific.  These actions include –

(a) removing Zen Pacific permanently from HA’s Lists of Large
Diameter Bored Piling Contractors and Demolition
Contractors;

(b) prohibiting Ngo Kee (a sister company of Zen Pacific with
broadly the same management) from tendering for all HA
projects for a period of 24 months; and

(c) seeking, through arbitration, to establish Zen Pacific’s
liability for breaches of contract and hence compensation
from it for HA’s losses arising therefrom.

                                                
1 Most matters concerning the piling works and the contract dispute between HA and Zen Pacific

are handled by the Building Committee of HA under delegated authority.
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3. The contract between HA and Zen Pacific provides generally
that a contract dispute between the contracting parties must be settled by
mediation or arbitration.  Having considered various possible
alternatives (see paragraphs 7 - 10 below for additional information) to
recover HA’s losses, HA decided in early 2001 to go for arbitration in
accordance with contract provisions.

4. In the arbitration, HA sought to establish that Zen Pacific
had breached the contract in failing, inter alia, to construct the piles in
accordance with specifications, to properly supervise the works, and to
discover and report the defects.  Furthermore, HA sought damages in the
amount of $605 million, comprising HA’s direct costs of $212 million
(including wasted expenditure, demolition costs, investigation costs and
abortive costs), compensation claimed by the superstructure contractor of
the two demolished blocks (up to $65 million), as well as loss of asset
value ($328 million).  On the other hand, Zen Pacific lodged counter-
claims against HA for damages incurred as a result of alleged negligence
by HA and its agents in carrying out inspections of the piling works.

Outcome of Arbitration

5. The arbitration was completed in August 2003 after an eight-
week hearing.  The arbitrator determined that there was a series of
breaches of contract by Zen Pacific including those mentioned in
paragraph 4 above, and dismissed its counter-claims against HA in their
entirety.  The arbitrator awarded to HA $199 million for its direct costs,
full indemnity by Zen Pacific for any HA payment to the superstructure
contractor, plus interests and legal costs2.  No award was made for loss
of asset value mainly because of HA’s decision not to rebuild the two
demolished blocks.

                                                
2 The cumulative legal cost incurred by HA is $38.6 million over a period of 4 years (2000 - 2003).

This cost comprises $20.8 million for solicitors’ fees, $8.0 million for counsels’ fees, $6.8 million
for experts’ fees, $2.4 million for arbitrator’s fees, and $0.6 million for other arbitration expenses.
The cost reflects the protracted process and complexity of the case.
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Settlement Agreement

6. After the arbitrator’s award was made, HA entered into
negotiations with Zen Pacific, at the latter’s request, for a settlement of
the award.  An agreement was subsequently reached.  Under this
agreement, Zen Pacific will pay HA $80 million in phases before the end
of 2004 as full and final settlement of the arbitrator’s award.  Zen
Pacific’s parent company, Wai Kee Group (a listed company in the Stock
Exchange of Hong Kong), will guarantee to pay HA any shortfall in the
event that Zen Pacific defaults in paying the settlement sum in whole or
in part.  HA has decided to accept this settlement having regard to the
financial position of Zen Pacific.  The settlement sum of $80 million
already exceeds the net asset value of Zen Pacific as assessed by a
professional accounting firm commissioned by HA.  The payment will
be made in phases to allow Zen Pacific, with net asset value well below
$80 million, to ease its cash-flow difficulties.  This settlement
arrangement represents the best that HA could get from Zen Pacific in the
circumstances.

Previous Offers of Settlement by Zen Pacific

7. There is concern that the amount ultimately recovered from
Zen Pacific through the arbitration is less than the settlement offers
previously proposed by Zen Pacific.  Members may wish to note the
following sequence of events leading to the arbitration and the factors
that HA took into account in deciding to resolve the contract dispute
through arbitration.

8. In June 2000, Zen Pacific made two alternative offers to HA
as follows -

(a) Zen Pacific to pay HA $100 million by instalments, with
Wai Kee Group providing a parent company guarantee for
the payments; or
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(b) Zen Pacific’s sister company (Ngo Kee) to build two
replacement blocks at a price of $465 million payable by
HA, and Zen Pacific to compensate HA for abortive piling
and building costs and the superstructure contractor’s
claims.

The following main conditions were attached to these offers -

(a) Zen Pacific will voluntarily de-list from HA’s List of Large
Diameter Bored Piling Contractors, and will refrain from
bidding for any other HA contracts for one year;

(b) HA will use its best endeavours to persuade Government to
maintain business relationship with Zen Pacific for all types
of contracts except large diameter bored piling;

(c) HA will use its best endeavours to encourage the two
railway corporations and the Airport Authority to trade
normally with Zen Pacific;

(d) HA will not make any further sanction against any company
of the Wai Kee Group, or any company having directors in
common with the Group arising from the defective piling
case; and

(e) HA will not sanction any officer of Zen Pacific arising from
the defective piling case except in circumstances of
suspected criminal conduct.

9. These offers were rejected by HA in July 2000.  After
consideration, HA made the following counter-proposal to Zen Pacific -

(a) HA to receive a sum of $200 million by instalments; and

(b) Zen Pacific to be de-listed from HA’s Lists of Large
Diameter Bored Piling Contractors and Demolition
Contractors.
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Zen Pacific responded with an offer of $140 million by instalments but
resisted being de-listed from demolition works.  HA rejected Zen
Pacific’s revised offer.  In view of public discontent about sub-standard
piling works in public housing projects at the time, HA was keen to make
public the whole matter to achieve transparency and to establish the
liability of the contractor.  On these considerations, HA preferred
litigation in court (which was not the normal route of dispute resolution
as provided under the contract) to a negotiated settlement.

10. Subsequently, in January 2001, having regard to the fact that
the Independent Commission Against Corruption had charged a number
of persons involved in the case for criminal offence, as well as the
establishment by the Legislative Council of a Select Committee to
examine various incidents related to construction problems in public
housing, HA considered that the facts of the case would be made public
in due course.  As the objective of exposing the matter to the public
would be met, HA decided to go for arbitration with Zen Pacific in
accordance with contract provisions, instead of litigation as originally
intended.

11. The arbitration process started in mid-2001.  In November
2002, Zen Pacific proposed two alternative offers for settlement -

(a) a cash payment of $50m plus $10m for legal costs; or

(b) a cash payment equivalent to two-thirds of its net asset value
($80 million as claimed by Zen Pacific).

Noting that HA had a strong case to win in the arbitration, and that the
cash offer was much lower than the previous offer of $140 million made
in July 2000, HA rejected the offers.

12. It should be noted that the primary reason for HA to pursue
litigation or arbitration, instead of a negotiated settlement, is to establish
and demonstrate to the community that the liability falls fully and
squarely on Zen Pacific.  HA’s rejections of Zen Pacific’s offers were
consistent with this over-riding consideration.  HA was well aware of
the consequence that, in taking the course as it did, it might ultimately
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recover much less than it would have got had it accepted a settlement,
having regard to the probable decrease in net asset value of Zen Pacific
over time and the legal costs involved.

Housing, Planning and Lands Bureau
November 2003
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