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P.A.C. Report No. 56 — Part 1

I ntroduction

The Establishment of the Committee The Public Accounts
Committee is established under Rule 72 of the Rules of Procedure of the Legidlative
Council of the Hong Kong Specia Administrative Region, a copy of which is
attached in Appendix 1 to this Report.

2. Member ship of the Committee  The following Members are appointed
by the President under Rule 72(3) of the Rules of Procedure to serve on the
Committee:

Chairman : Dr Hon Philip WONG Y u-hong, GBS
Deputy Chairman : Hon Paul CHAN Mo-po, MH, JP
Members : Hon Andrew CHENG Kar-foo
Hon Abraham SHEK Lai-him, SBS, JP
Hon Ronny TONG Ka-wah, SC
Hon Cyd HO Sau-lan
Hon Starry LEE Wai-king, JP
Clerk : MsMirandaHON Lut-fo

L egal Adviser - Mr KAU Kin-wah
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The Committee's Procedure The practice and procedure, as
determined by the Committee in accordance with Rule 72 of the Rules of Procedure,

are asfollows:

(@

(b)

(©)

(d)

(€)

(f)

the public officers called before the Committee in accordance with
Rule 72 of the Rules of Procedure, shall normally be the Controlling
Officers of the Heads of Revenue or Expenditure to which the
Director of Audit has referred in his Report except where the matter
under consideration affects more than one such Head or involves a
guestion of policy or of principle in which case the relevant Director
of Bureau of the Government or other appropriate officers shall be
called. Appearance before the Committee shall be a personal
responsibility of the public officer called and whilst he may be
accompanied by members of his staff to assist him with points of
detail, the responsibility for the information or the production of
records or documents required by the Committee shall rest with him
alone;

where any matter referred to in the Director of Audit's Report on the
accounts of the Government relates to the affairs of an organisation
subvented by the Government, the person normally required to
appear before the Committee shall be the Controlling Officer of the
vote from which the relevant subvention has been paid, but the
Committee shall not preclude the calling of a representative of the
subvented body concerned where it is considered that such a
representative could assist the Committee in its deliberations;

the Director of Audit and the Secretary for Financial Services and
the Treasury shall be called upon to assist the Committee when
Controlling Officers or other persons are providing information or
explanations to the Committee;

the Committee shall take evidence from any parties outside the civil
service and the subvented sector before making reference to themin
areport;

the Committee shall not normally make recommendations on a case
on the basis solely of the Director of Audit's presentation;

the Committee shall not allow written submissions from Controlling
Officers other than as an adjunct to their personal appearance before
the Committee; and
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(g0 the Committee shall hold informal consultations with the Director of
Audit from time to time, so that the Committee could suggest
fruitful areas for value for money study by the Director of Audit.

2. Confidentiality Undertaking by Members of the Committee To
enhance the integrity of the Committee and its work, members of the Public
Accounts Committee have signed a confidentiality undertaking. Members agree
that, in relation to the consideration of the Director of Audit's reports, they will not
disclose any matter relating to the proceedings of the Committee that is classified as
confidential, which shall include any evidence or documents presented to the
Committee, and any information on discussions or deliberations at its meetings,
other than at meetings held in public. Members also agree to take the necessary
steps to prevent disclosure of such matter either before or after the Committee
presents its report to the Council, unless the confidential classification has been
removed by the Committee.

3. A copy of the Confidentiality Undertakings signed by members of the
Committee has been uploaded onto the Legidative Council website.

4, The Committee's Report This Report by the Public Accounts
Committee corresponds with Report No. 56 of the Director of Audit on the results of
value for money audits which was tabled in the Legislative Council on 13 April
2011. Vaue for money audits are conducted in accordance with the guidelines and
procedures set out in the Paper on Scope of Government Audit in the Hong Kong
Special Administrative Region - 'Vaue for Money Audits which was tabled in the
Provisional Legislative Council on 11 February 1998. A copy of the Paper is
attached in Appendix 2.

5. The Government's Response The Government's response to the
Committee's Report is contained in the Government Minute, which comments as
appropriate on the Committee's conclusions and recommendations, indicates what
action the Government proposes to take to rectify any irregularities which have been
brought to notice by the Committee or by the Director of Audit and, if necessary,
explains why it does not intend to take action. It is the Government's stated
intention that the Government Minute should be laid on the table of the Legidative
Council within three months of the laying of the Report of the Committee to which it
relates.
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Consideration of the Director of Audit's Report tabled in the
L egidlative Council on 13 April 2011 As in previous years, the Committee did
not consider it necessary to investigate in detail every observation contained in the
Director of Audit's Report. The Committee has therefore only selected those
chaptersin the Director of Audit's Report No. 56 which, in its view, referred to more
serious irregularities or shortcomings. It is the investigation of those chapters
which constitutes the bulk of this Report. The Committee has also sought and
obtained information from the Administration on some of the issues raised in
another chapter of the Director of Audit's Report No. 56. The Administration's
response has been included in this Report.

2. Meetings The Committee held a total of nine meetings and four public
hearings in respect of the subjects covered in this Report. During the public
hearings, the Committee heard evidence from a total of 17 witnesses, including two
Directors of Bureau and two Heads of Department. The names of the witnesses are
listed in Appendix 3 to this Report. A copy of the Chairman's introductory remarks
at the first public hearing in respect of the Director of Audit's Report No. 56 on
5May 2011 isin Appendix 4.

3. Arrangement of the Report  The evidence of the witnesses who
appeared before the Committee, and the Committee's specific conclusions and
recommendations, based on the evidence and on its deliberations on the relevant
chapters of the Director of Audit's Report, are set out in Chapters 1 and 3 of Part 4
below.

4, The audio record of the proceedings of the Committee's public hearings is
available on the Legidative Council website for the public to listen to.

5. Acknowledgements The Committee wishes to record its appreciation
of the cooperative approach adopted by all the persons who were invited to give
evidence. In addition, the Committee is grateful for the assistance and constructive
advice given by the Secretary for Financial Services and the Treasury, the Lega
Adviser and the Clerk. The Committee also wishes to thank the Director of Audit
for the objective and professional manner in which he completed his Report, and for
the many services which he and his staff have rendered to the Committee throughout
its deliberations.
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A. Introduction

The Hong Kong 2009 East Asian Games ("2009 EAG"), held between
5and 13 December 2009, was the first large-scale international multi-sports event
ever held in Hong Kong. The Audit Commission ("Audit") conducted a review to
examine the planning, organisation and implementation of the 2009 EAG. The
review focused on the following areas:

post-implementation review;

- operating cost and revenue;

- reduction in number of shooting competition events;

- conversion of squash courts into office accommodation;

- admission ticketing arrangements; and

- Audit survey.
2. The Committee held two public hearings on 5 and 7 May 2011 respectively
to receive evidence on the findings and observations on this subject in the Director of
Audit's Report ("Audit Report"). Mr TSANG Tak-sing, Secretary for Home
Affairs, made an opening statement at the Committee's public hearing held on 5 May
2011. Thefull text of his statement isin Appendix 5.

B. Operating cost and revenue

Full direct cost of organising the event

3. In July 2003, the Finance Committee ("FC") of the Legidative Council
("LegCao") accepted in principle the financial implications of $84 million for
providing a government subsidy to meet the operating deficit for hosting the 2009
EAG (with a total operating budget of $171 million), and agreed that Hong Kong
should make a bid for hosting the event. In November 2003, the Sports Federation
and Olympic Committee of Hong Kong, China ("SF&OC") won the bid for hosting
the 2009 EAG. In January 2006, the FC approved a commitment of $123 million
under the Leisure and Cultural Services Department ("LCSD") to provide financial
support for the organisation and implementation of the event.
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4, According to paragraph 3.4 the Audit Report, the Administration had not
ascertained the full cost implications of hosting the 2009 EAG. In the funding
paper submitted to the FC in January 2006, the Administration estimated that the
gross expenditure for organising and implementing the 2009 EAG would be
$240 million. As it transpired, the actual expenditure was $291.1 million. In
addition, as ascertained by Audit, apart from the expenditure financed by the
government subsidy of $123 million, additional direct expenditures amounting to
$132.8 million had been incurred by various bureaux/departments ("B/Ds') to
support the hosting of the event. The B/Ds included the LCSD, the Home Affairs
Bureau ("HAB"), the Information Services Department, the Home Affairs
Department ("HAD") and the Architectural Services Department. However, the FC
had not been informed of such additional expenditures.

5. Against the above background, the Committee asked whether the
Administration agreed that the $132.8 million incurred by various B/Ds to support
the hosting of the 2009 EAG, as set out in Table 2 in paragraph 3.4 of the Audit
Report, was direct expenditure of the Games and should be taken into account when
calculating the full direct cost of the event.

6. The Secretary for Home Affairs responded that:

- the bid to host the EAG was won in late 2003 and the event was staged
in late 2009. The project spanned six years and involved two terms of
the Hong Kong Special Administrative Region ("HKSAR")
Government;

- back in 2003 when the SF& OC made a bid for hosting the EAG, the
Hong Kong economy had yet to recover from the damage caused by the
outbreak of the Severe Acute Respiratory Syndrome ("SARS'). As
such, the Administration sought in-principle approva from the FC for
an estimated government commitment of only $84 million for staging
the EAG. When the Administration sought funding support from the
FC for the operating cost of the EAG in January 2006, the government
commitment was revised to $123 million because more details on the
gports items to be held and the resources required had been confirmed
by that time. The $123 million was the upper limit of the government
subsidy for supporting the hosting of the EAG. The current HKSAR
Government had taken measures to ensure that the allocation of
$123 million approved by the FC for the EAG would not be exceeded.
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The measures included economising on expenditure and generating
revenue from various sources, such as sponsorship;

- apart from the direct expenditures of the EAG, different government
departments, including the police, medical and health, and immigration,
had also enhanced their services to support the hosting of the EAG.
The additional costs incurred were absorbed by the departments
concerned. These departments would provide assistance to support any
major events held in Hong Kong as part of their day-to-day
responsibilities. It would be impractical and unfair to require the
Administration to differentiate those expenditures from the departments
votes and attribute them to the EAG; and

- in fact, in the course of preparing the 2009 EAG, the Hong Kong
economy suffered another setback due to the financial tsunami. The
Financial Secretary specially alocated funding in his 2009-2010 Budget
to various B/Ds for boosting domestic demand and increasing job
opportunities. The initiative was approved by the FC. A large
proportion of the funding allocated to the HAB and the LCSD was spent
on employing young people for handling EAG duties. The HAB did
not regard such expenditures as direct expenditures of the EAG. They
were only indirect expenditures and were financed by the B/Ds
recurrent funding which had been approved by the FC.

7. The Committee noted the view of the Secretary for Financial Services and
the Treasury given in paragraph 3.28 of the Audit Report that the expenditures
incurred by various B/Ds listed in Table 2 of the Audit Report, as part of the overal
financial implications of hosting the EAG, were quite different from the direct
expenditures, such as those incurred by the 2009 East Asian Games (Hong Kong)
Limited ("EAG Company") in hosting the EAG. The Committee asked about the
basis of the Secretary for Financial Services and the Treasury's view and requested
the full text of the Secretary's response.

8. The Secretary for Financial Services and the Treasury provided, in his
letter of 13 May 2011 in Appendix 6, the full text of his response to Audit as set out
in paragraph 3.28 of the Audit Report.

9. The Committee further asked whether the Administration agreed that, in
seeking the FC's acceptance in principle for making a bid and funding approval for
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hosting a major event, it should inform the FC of the full cost implications of hosting
the event, particularly the total direct costs, so as to enable the FC to make an
informed decision.

10. Mr Stanley YING, Permanent Secretary for Financial Services and the
Treasury (Treasury), stated that:

as a matter of principle, the Administration agreed that when seeking
funding approval from the FC for making a bid and funding approval for
implementing an event, it should set out the full direct cost involved.
In fact, this had all along been the Administration's practice;

in practice, however, whether a specific expenditure should be regarded
as the direct expenditure of an event was a matter of judgement. Also,
at the time of seeking approval from the FC, the Administration might
not have information on all the expenditures that would be incurred in
the future. For example, the LCSD was alocated a sum of
$24.7 million in 2009-2010 under the ad hoc job creation initiative and
this was after the granting of funding approval by the FC in 2006 for
hosting the EAG.  Subsequently, the LCSD employed contract staff to
support the EAG with the additional allocation. In the circumstances,
the Administration did not consider that the expenditure for employing
the contract staff concerned was a direct expenditure of the EAG
because it was not the EAG's requirement to employ such staff;

under the existing mechanism, B/Ds were provided with annua
provisions approved by the FC for carrying out their regular duties and
delivering public services. The departments would provide support to
different activities held in Hong Kong with funding from ther
departmental votes. As the 2009 EAG was a large-scale event, many
departments had strengthened their services to support the event by
deploying their departmental resources, e.g. the Hong Kong Police
Force, the Customs and Excise Department, the Immigration
Department, and the Hongkong Post. The Hong Kong Tourism Board
had also provided services for the 2009 EAG as part of its normal duties
to promote Hong Kong. In the Administration's view, these
expenditures should not be regarded as direct expenditures of the
2009 EAG; and
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- including the cost of services provided by various B/Ds, which belonged
to their regular day-to-day duties, as the direct cost of an event/project
would be at variance with the Administration's established practice in
public finance management. The Administration did not agree to such
arrangement.

11. The Committee pointed out that the additional direct expenditures as
ascertained by Audit did not include the expenditures incurred by the police and
immigration staff, etc for supporting any major function held in Hong Kong.
Instead, they included the cost of temporary staff and temporary works which were
directly related to the 2009 EAG and hence should be regarded as its direct
expenditures.

12. According to the Committee's calculations, the total expenditure of the
2009 EAG amounted to some $423.9 million, i.e. the actua expenditure of
$291.1 million plus the additional direct expenditures of $132.8 million incurred by
various B/Ds. The total amount borne by the Government, including the additional
direct expenditures, should be $243.9million (i.e. $111.1 million plus
$132.8 million). The Committee invited Audit's views on its calculations.

13. Mr Benjamin TANG, Director of Audit, said that:

- he agreed to the Committee's calculation of the total expenditure of the
2009 EAG and the total amount borne by the Government; and

- the additional direct expenditures as set out in Table 2 of the Audit
Report were incurred by various B/Ds in employing staff or performing
duties specifically for the purpose of the 2009 EAG, and were therefore
direct expenditures of the EAG. Audit agreed that other expenditures
like those arising from strengthened manpower of the Hong Kong Police
Force or the Immigration Department due to the hosting of the event, as
mentioned by the Secretary for Home Affairs and the Permanent
Secretary for Financial Services and the Treasury (Treasury) earlier,
were indirect expenditures. Such expenditures had not been taken into
account by Audit in calculating the full direct cost of the EAG.
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14, Mrs Betty FUNG, Director of Leisure and Cultural Services, explained

that:

it was the LCSD's responsibilities to provide support for large-scale
sports events held in Hong Kong, such as the Hong Kong Marathon held
every year. The LCSD aso hosted sports events on its own for the
purpose of promoting the development of sports. The LCSD's venues
would be used for supporting the events in these situations.  As such, it
was the LCSD's duty to support the staging of the 2009 EAG and
different expenditure items had been incurred;

of the $132.8 million additional direct expenditures set out in Table 2 of
the Audit Report, $73.3 million was incurred by the LCSD. The sum
included $24.7 million which was allocated to the LCSD under the
Financial Secretary's initiative in the 2009-2010 Budget for creating
temporary jobs. In 2009-2010, the LCSD spent $22.7 million on
employing about 160 contract staff for arranging EAG activities.
These contract staff were deployed to the EAG Company to work at the
competition venues and perform reception duties, etc. In fact, such
expenditure would not have been incurred without the additional
provision because the LCSD would not allocate its own resources to the
EAG Company for employing the 160 contract staff; and

the remaining $50 million was the expenditure which the LCSD should
spend to fulfil its regular responsibilities of promoting the development
of gports, fostering the sporting culture and providing venue support.
Of the $50 million, $23 million was used to implement a number of
activities under the theme of "Green, Cultural, Dynamic Games" and to
publicise the 2009 EAG, including the Countdown Show, the Torch
Relay and a series of city dress-up programmes. About $26 million
was used to create 80 time-limited civil service posts in the five years
from 2006-2007 to 2010-2011 to perform EAG duties, including
enhanced security at competition venues, coordination with the EAG
Company, National Sports Associations ("NSAS") and other government
departments, publicity and promotion, VIP hospitality and so on. The
LCSD would have provided the same support services for other events
as part of its day-to-day responsibilities. Most of the 80 posts were
only created for two to six months before the commencement of the
EAG and all the posts were filled by serving LCSD staff.

-10-
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15. In response to the Committee's request, the Secretary for Home Affairs
provided, in Annex A of his letter dated 24 May 2011 (in Appendix 7), a breakdown
of the 80 government staff deployed by the LCSD from 2006-2007 to 2010-2011 to
provide support for the 2009 EAG, including their ranks and monthly salaries.

16. The Committee noted that the LCSD had deployed its staff to fill the
80 posts on a full-time basis. In some cases, the duties originally handled by those
staff had to be covered by acting appointment. The Committee considered such an
arrangement different from the deployment of police officers to perform crowd
control duty when there was a mgjor event like a fireworks show. As the police
officers only performed the duty for several hours occasionally, the expenditures so
incurred by the Police were only indirect expenditures of the fireworks show. Inthe
circumstance, the Committee asked:

- why the Director of Leisure and Cultural Services insisted that the
expenditures incurred by the LCSD as set out in paragraph 3.5 of the
Audit Report were not direct expenditures of the 2009 EAG; and

- about the source of funding for creating the 80 posts and the acting
arrangement.

17. The Director of Leisure and Cultural Services further explained that:

- as a genera principle, when a major event was held in Hong Kong,
different government departments would have to allocate resources
under their departmental votes to support the event. The EAG was
closely related to the work of the LCSD because it was the department's
regular duties to promote sports, culture and a green city. The LCSD
only deployed slightly more resources during the EAG to perform such
regular duties, using the EAG as atheme; and

- the LCSD was one of the largest departments in the HKSAR
Government with more than 8,000 staff and an annua recurrent
expenditure of some $5 billion. Very often, there were vacant posts
that could not be filled at different times of a year. When necessary,
the saving from the vacant posts could be used to create temporary posts
through internal deployment of resources. As more than 50% of the 80
posts only lasted for two months, they were created by such resource
deployment without affecting the LCSD's regular duties and services.

-11-
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18. Noting that the HAB had not prepared an estimate of acceptable accuracy
of the income and expenditure for the 2009 EAG when it sought the LegCo's
approval for hosting the event, the Committee asked:

about the mechanism adopted by the Administration for preparing the
budget for the 2009 EAG and ensuring its accuracy, given that the EAG
was a mgor event the preparation and implementation of which
straddled two terms of the LegCo and two terms of the HKSAR
Government; and

about the role played by the Financial Services and the Treasury Bureau
("FSTB") in ensuring the accuracy of the budget and whether there was
any coordination between the HAB and the FSTB.

19. The Committee further asked whether the Secretary for Home Affairs
accepted that in organising a major event, the HAB should include all the projected
expenditures, both direct and indirect, in the budget so as to enable members of the
public to know the total cost involved.

20. The Secretary for Home Affairs responded that:

in preparing the budget for the 2009 EAG, the HAB and the LCSD
made suggestions and discussed with the FSTB;

there was not a standard format for hosting a sports event and different
places would have different standards for implementing major sports
games. The Administration prepared the budget for the 2009 EAG
having regard to the prevalling economic conditions and the
affordability of the HKSAR Government at the relevant time. When
the Administration prepared the budget in 2003 for seeking the FC's
approval for bidding the hosting right, Hong Kong was suffering from
the outbreak of the SARS. Hence, the assessment at that time was that
the 2009 EAG should be organised in a modest manner. Having been
granted the hosting right, the Administration studied the implementation
of maor sports games held elsewhere, particularly the 2005 Macau
EAG, and sought the detailed advice of the sports sector. It then
provided the FC with an updated budget in 2006 and sought the FC's
approval for agovernment commitment of $123 million;

-12 -
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al the expenditures of the 2009 EAG were met by the provisions
approved by the FC. There was no question of hidden expenditures of
the EAG. For example, the HAB allocated funds from its departmental
vote to carry out improvement works for the Tseung Kwan O Sports
Ground. Although the improvement works were related to the 2009
EAG, the HAB did not carry out the works solely for the EAG, but for
the long-term development of sportsin Hong Kong; and

the Administration had thoroughly considered the question as to whether
al the expenditures incurred by various B/Ds in support of a major
event, including those identified by Audit, should be regarded as part of
the full cost of hosting the event. To do so, it would be necessary to
guantify the amount of resources to be devoted by the B/Ds for inclusion
in the budget of the event. The Administration considered such
arrangement not advisable because it might give rise to an undesirable
situation where B/Ds might be reluctant to undertake responsibilities
which had not been budgeted for. This would create a negative impact
on the delivery of public services.

21. The Permanent Secretary for Financial Services and the Treasury
(Treasury) supplemented that:

it was indeed the Administration's objective to prepare an accurate
budget for a magjor event so that the authorities concerned would have a
better understanding of the total cost involved when deciding whether to
approve the hosting of the event. However, there were practical
difficulties in providing an accurate budget because there would be a
long time gap between making a decision to host a mgor event and
actually launching it. A lot of changes would take place over the years.
Moreover, the details of the event, such as the scale and the competition
events to be held, would also be subject to change; and

the Administration would draw on the experience gained from hosting
each mgjor event and, in organising similar events in future, strive to
provide the LegCo with the most accurate estimate. However, the
Administration could only prepare a budget based on the information
available at the time of its preparation.

-13-
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22.

23.

To ascertain the role of the Secretary for Home Affairs in the 2009 EAG,
the Committee enquired:

whether the Secretary for Home Affairs had discussed in detail the
planning and preparation of the EAG with his predecessor when he
assumed the post on 1 July 2007, given that the 2009 EAG was a highly
important task during his term of office;

as the Tripartite Agreement of June 2006 entered among the
Government, the SF& OC and the EAG Company set out the detailed
arrangements and the roles and responsibilities of the three partiesin the
organisation, implementation and delivery of the 2009 EAG, including
the Government's cost control over the EAG, whether the Secretary for
Home Affairs had read the Tripartite Agreement when he assumed
office;

whether the Secretary for Home Affairs had attended the meetings of the
EAG Planning Committee and the Board of Directors of the EAG
Company, which were important parts of the mechanism for overseeing
the planning and preparation of the 2009 EAG; and

whether the Secretary for Home Affairs had established a specia
reporting and monitoring mechanism in the HAB for the 2009 EAG, so
as to enable him to have a full understanding of the operation and
expenditures of the EAG.

The Secretary for Home Affairsreplied that:

according to norma government procedures, he had discussed the
various aspects of his work with the former Secretary for Home Affairs.
Apart from the 2009 EAG, he had other important tasks to deal with
when he assumed the post, including the hosting of the Equestrian
Events of the 2008 Beijing Olympics and Paralympics in Hong Kong.
However, the continuity of the work of the Government did not rely on
discussions at the personal level, but on file records and documents and
civil servants like the permanent secretaries who would remain in office
despite the change of bureau secretaries;

he had not read the Tripartite Agreement when he assumed office, but

he knew the main provisions therein. He was fully aware that the
government commitment for the 2009 EAG was $123 million and it was
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necessary to take measures to ensure that this ceiling of subsidy would
not be exceeded,;

- he was not a member of the Board of Directors of the EAG Company,
so he had not attended its meetings. He had aso not attended the
meetings of the EAG Planning Committee, but it would report important
issues to him; and

- as directed by him, the EAG Organising Committee was established in
2008 to coordinate the work of various government departments and
non-governmental agencies for the 2009 EAG. The Committee was
co-chaired by the Chairman of the EAG Planning Committee and the
Permanent Secretary for Home Affairs. Under this Committee, there
were five coordinating committees overseeing five key functional areas.
There were also standing reporting and monitoring mechanisms in place
in the HAB for the different tasks within the bureau's purview. The
Permanent Secretary and the Director of Leisure and Cultural Services
would regularly report to him on their work, including the organisation
of the 2009 EAG. As such, he had a full understanding of the
implementation of the EAG.

24, The Committee further asked whether the Secretary for Home Affairs was
involved in soliciting sponsorship for the 2009 EAG, and whether he had given any
direction to maximise the amount of sponsorship so as to enable the EAG Company
to have more surplus funding for return to the Government after the conclusion of the
Games.

25. The Secretary for Home Affairs said that under the Tripartite Agreement,
the EAG Company was responsible for fund raising, but he was informed of the
progress in obtaining sponsorship. The goa of the Administration and the EAG
Company was to solicit as much sponsorship as possible to support the EAG while
ensuring that the government commitment of $123 million would not be exceeded.
In the end, this goal was achieved. The 2009 EAG was successfully held and the
EAG Company was not only able to balance its books, it even recorded a surplus for
return to the Government.
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Income and expenditure variances

26. According to Table 3 in paragraph 3.14 of the Audit Report, some actual
income and expenditure items of the 2009 EAG as at June 2010 differed significantly
from the estimated amounts stated in the FC paper of January 2006. For example,
the estimated and actual expenditures on the opening and closing ceremonies were
$35 million and $63.4 million respectively (i.e. an increase of 81%). The amount of
income from community/commercia sponsorship had also increased by 163%.

27. It appeared to the Committee that the significant variances between the
estimated and actual income and expenditure items reflected that, in seeking the
LegCo's support for hosting a major event, the Administration tended to be
conservetive in estimating the expenditure and over-optimistic in estimating the
income. The Committee queried:

- whether this was the case and why there were significant variations in
the income and expenditure items of the 2009 EAG; and

- why the HAB had not been able to provide a reasonably accurate budget
for some expenditure items such as the cost of transportation, which
should be under the Administration's control.

28. The Secretary for Home Affairs and Mr Johnny WOO, Former Chief
Executive Officer of the EAG Company, responded that:

- as stated in the FC submission in 2006, the Government's objective was
to ensure that the EAG Company would use its best endeavour to
economise on expenditures, live within the sums appropriated by the FC
and generate revenues for organising the EAG. The Administration
considered that these objectives had been achieved in that the EAG
Company had lived within the $123 million approved by FC and
attained a balanced final account with a surplus to be returned to the
Government. The actual balance borne by the Government was only
about $110 million, or 38% of the total operating expenditure for the
EAG; and

- as the 2009 EAG was a maor international sports event and its
preparation lasted some six years, it was not unusua to find variations
between the estimated and actual income and expenditure in respect of
individual items. The Administration was unable to give a very
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accurate estimate of the income and expenditure involved before details
of the Games were confirmed at alater stage of the preparation process.

29. The Director of Leisure and Cultural Services supplemented that:

the budget included in the funding paper submitted to the FC in January
2006 was prepared in 2005. At that time, the Hong Kong economy had
not yet fully recovered from the SARS. In preparing the budget, the
LCSD had consulted the sports sector, including the SF&OC,
particularly on the amount of community sponsorship that such sports
events would be able to attract. As a matter of fact, the estimated
income from sponsorship had already been revised from $30 million in
2003 to $50 million in 2006. But given the economic situation at that
time, the LCSD was not confident that it could solicit an even greater
amount of sponsorship, e.g. up to $100 million. As it transpired, the
Hong Kong economy recovered in 2008 and 2009 and the society began
to show more support for sports and athletes. The EAG Company was
then able to solicit a total sponsorship of $131.4 million through the
SF& OC and other sources;

the decrease in ticket sales was due to the setting of a lower ticket price
at the time of sale ($50 on average) than the origina estimate ($100 on
average). The adjustment was made in response to FC members views
that the ticket price should be low to encourage people to watch the
EAG competition events; and

some variations were due to changes in the accounts to be charged for
certain expenditure items. For example, the increase in expenditure on
accommodation and catering was due to the redirection of
accommodation and catering costs of VIPs from “VIP hospitality” to
thisitem. Theincrease in transportation expenditure was due mainly to
the redirection of the transportation cost for VIPs from “VIP hospitality”
to thisitem.

30. The Committee further asked why the expenditure on the opening and
closing ceremonies had increased by 81%, and whether this reflected that the HAB
and the LCSD had not properly performed their duty of ensuring that the EAG
Company would keep its expenditures within budget.
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31. The Director of Leisure and Cultural Services and the Former Chief
Executive Officer of the EAG Company responded that:

- the expenditure on the opening and closing ceremonies had increased
due to the improved standard and quality of the opening ceremony.
The closing ceremony only cost about $3 million. After the 2008
Beijing Olympics, the public had a higher expectation on the scale and
standard of the opening ceremony of a maor multi-sports event like the
EAG,;

- the HAB and the LCSD worked closely with the EAG Company and
urged the company to adopt a prudent approach in financia
management and to keep its expenditures within budget. Before
making a commitment to increase an expenditure item, the EAG
Company was required to first identify additional funds, such as a
sponsorship, for the purpose; and

- as a result of the EAG Company's efforts to generate revenue, the
company received a sponsorship of $10 million from Sponsor A in
November 2009 to support the opening ceremony. Given this
sponsorship, the EAG Company managed to engage the production team
of the 2008 Olympic Games Opening Ceremony for the EAG and
produced a remarkable opening ceremony.

32. The Secretary for Home Affairs stated that it was his decision to hold a
remarkable EAG opening ceremony for the 2009 EAG after knowing that there
would be sufficient funding for the purpose.

33. Regarding the income from television rights, the Committee noted that
when the Administration sought in-principle support from the FC for hosting the
EAG in July 2003, the estimated revenue from television rights was $25 million. In
the FC paper of January 2006, the estimate was revised downwards to $12 million.
In the end, the actual income as at June 2010 was only $1.2 million, representing a
decrease of 90% from the 2006 estimate. The Committee queried about the reasons
for the significant variance in this regard and whether the Administration had
intentionally over-estimated thisincome item in order to obtain support from the FC.
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34. The Director of Leisure and Cultural Services stated that the variance
was mainly caused by the Administration's lack of experience in devising the original
estimated income from the sale of broadcasting and television rights.

35. Miss Olivia CHAN, Assistant Director (Leisure Services) 2 of the
LCSD, stated at the pubic hearings, and the Secretary for Home Affairs stated in
his letter of 24 May 2011, that:

when the Administration sought the FC's in-principle support in July
2003 for Hong Kong to bid for the right to host the 2009 EAG, it
assumed that there would be bids for the host broadcasting rights and
that the income so derived would be in the region of $25 million.
Subsequently, in view of the experience of the 2005 EAG held in Macau,
the Administration adjusted the estimated income from the sale of
broadcasting rights downwards to $12 million when seeking the FC's
funding approval in January 2006. However, the experience of the
Hong Kong leg of the 2008 Beijing Olympic Torch Relay revealed that
none of the local electronic media organisations had the required
capacity to take up the role of host broadcaster for the Torch Relay. To
overcome such problem, a consortium involving all the local electronic
media organisations was formed to share the filming work at cost and, in
return, they were granted free broadcasting rights for the Torch Relay;

taking into account the arrangements for the Olympic Torch Relay and
in view of the large number of EAG venues and competition events to
be covered, the EAG Company and the local electronic media
organisations agreed in early 2009 that a consortium should be formed
to arrange for the filming and broadcasting of the 2009 EAG; and

the seven local electronic media organisations agreed among themselves
the divison of production work for the EAG ceremonies and
competitions, having regard to manpower and equipment availability.
Under the consortium model, the local electronic media organisations
were required to provide production crews, equipment and coverage of
the EAG ceremonies and competition events at cost and, in return, were
granted free broadcasting rights. As for overseas broadcasters, the
EAG Company engaged an acquisition agent through open tender to
handle the sales and distribution of the broadcasting rights. After
deducting the commission paid to the agent, the EAG Company
received $1.2 million from the sale of broadcasting rights to 16 overseas
broadcasters.
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36. Noting that the estimated and actual amounts of "Other income" were
$4 million and $26.1 million respectively, representing an increase of 553%, the
Committee asked for a breakdown of "Other income" and the reasons for the
significant increase.

37. The Former Chief Executive Officer of the EAG Company stated that
"Other income" included admission fees of the two EAG fund-raising concerts and
the increase was mainly due to the excellent response to the concerts which raised
some $20 million. In his letter of 24 May 2011, the Secretary for Home Affairs
provided a breakdown of the $26.1 million under "Other income”, as follows:

(@ EAG fund-raising concerts $19.75 million

(b) Income from pro-shop, banner $6.33 million
promotion and video wall
promotion services, EAG stamps
and magazine, bank interest and

sundry items
Total $26.08 million
38. In response to the Committee's request, the Secretary for Home Affairs

provided, in Annex C of his letter of 24 May 2011, an analysis of the reasons for the
significant variances between the estimated income and expenditure items and the
actual ones, as set out in Table 3 in paragraph 3.14 of the Audit Report.

Post- implementation review

39. According to paragraph 2.2 of the Audit Report, the HAB, the LCSD and
the EAG Company held a wash-up meeting on 15 December 2009 to review the
experience of the 2009 EAG. Given that the 2009 EAG was the first large-scale
international multi-sports event ever held in Hong Kong and there were significant
variances between the estimated and actual income and expenditure items, the
Committee asked whether:

- the parties concerned had discussed the reasons for the variances at the
wash-up meeting;
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the Administration had conducted a comprehensive and systematic post-
implementation review ("PIR") on the organisation of the 2009 EAG,
including a financial review, so as to consolidate experience and
enhance the Administration's capabilities for organising future events
and preparing more accurate budgets; and

the FSTB had promulgated any requirements for B/Ds to review the
accuracy of the income and expenditure estimates for the major event
hosted by them, after conclusion of the event.

40. The Permanent Secretary for Financial Services and the Treasury
(Treasury) responded that:

under the Public Finance Ordinance (Cap. 2), a controlling officer was
responsible and accountable for al expenditure from any head or
subhead for which he/she was the controlling officer. As far as the
2009 EAG was concerned, the Director of Leisure and Cultural Services
was the controlling officer for the government commitment of
$123 million. There were other controlling officers for other funds
relating to the hosting of the EAG such as the expenditures on
temporary works funded under the Capital Works Reserve Fund
("CWRF"); and

at the central level, as mentioned in the Audit Report, the Efficiency
Unit ("EU") had issued a best practice guide entitled "A User Guide to
Post Implementation Reviews' ("the Guide') in February 2009 for
reference by B/Ds.

41. The Director of Leisure and Cultural Services and the Assistant
Director (Leisure Services) 2 stated that:

the wash-up meeting was held several days after the conclusion of the
2009 EAG. It focused on reviewing the experience gained in the
operational aspect, and did not touch on financial issues; and

the financial statements in relation to the last three months of the EAG
Company's operation (i.e. from April to June 2010) had been completed
in early April 2011 and submitted to the Inland Revenue Department
("IRD") for tax assessment. After obtaining a notice of clearance from
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the IRD, the LCSD would have information on the final account of the
EAG Company.

42. The Secretary for Home Affairs added that he had requested the relevant
parties involved in the organisation of the 2009 EAG to conduct areview of the event
and he had been provided with explanations for the variations in the income and
expenditure items. Nevertheless, he agreed that there was room for improvement in
this aspect and would consider the need to conduct a comprehensive financial review
on the EAG.

43. The Committee enquired whether the review requested by the Secretary for
Home Affairs had made reference to the user guide on PIRs issued by the EU. The
Secretary for Home Affairs said that:

- asproject planning for the 2009 EAG was aready well advanced by the
time the EU's guidance was available in February 2009, the
Administration could not fully follow the procedures for aformal PIR as
laid down in the EU's Guide. As a matter of fact, the Guide did not
specify a single format for conducting PIRs for compliance by all B/Ds,
but set out the factors to be considered in conducting PIRs and the
stages involved, etc for their reference; and

- in requesting the review of the 2009 EAG, he had focused on the
experience gained from the Games for the purpose of promoting sports
development in Hong Kong and for organising similar events in future,
such as bidding for the right to host the Asan Games. He had
highlighted some of the lessons learnt in his opening statement.

Cost of temporary works

44, As reported in paragraphs 3.8 and 3.10 of the Audit Report, the
Administration informed the Panel on Home Affairs of the LegCo in July 2003 that
the estimated cost of temporary works for the EAG venues was $6.2 million. Asit
turned out, the actual cost of the temporary works amounted to $48.2 million,
representing a sixfold increase. Besides, the cost of temporary works was not
included in the FC paper of January 2006 which sought funding approval for hosting
the 2009 EAG.
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45. Paragraph 3.11 of the Audit Report further revealed that, in seeking funding
of $823.6 million from the FC in 2007 for both the long-term improvement works for
the government venues and the temporary works for the 2009 EAG, the
Administration did not inform the FC of the estimated cost of the temporary works as
a separate item.

46. The Committee asked:

about the reasons for the significant increase in the cost of temporary
works;

why, despite that the temporary works were directly related to the 2009
EAG, the Administration did not include the cost of such works in the
FC paper of 2006, thereby making it difficult for FC members to have
the full picture of the total cost involved when considering whether to
support the hosting of event; and

why the Administration did not inform the FC of the cost of temporary
works as a separate item in 2007.

47. The Director of Leisure and Cultural Services explained that:

it was not possible for the Administration to provide an accurate
estimate of the cost of the temporary works involved at the time of
seeking acceptance in principle from the FC in 2003, as the sports items
to be included and the venues to be used had to be approved by the EAG
Association.  Such approval would only be given after Hong Kong had
succeeded in bidding for the EAG and submitted a list of sports items
and venues for approval. These occurred in November 2003 and June
2006 respectively, after the FC had given its acceptance in principle in
July 2003;

it was the Administration's decision at that time to fund the temporary
works under the CWRF and not to include the cost as the EAG's
operating expenditure. In seeking the FC's funding approval for the
government commitment of $123 million in January 2006, the
Administration had informed the FC that it would separately submit to
the FC funding applications for the capital cost of venue improvement
works of 13 government venues. In January and February 2007, the
Administration submitted two papers respectively to the FC seeking
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approval for a total funding of $823.6 million under the CWRF for
venue improvement works of the 13 government venues. The works
included both the long-term improvement works and the temporary
works for the 2009 EAG; and

- the Administration accepted Audit's recommendation that, in organising
similar eventsin future, the cost information on temporary works should
be presented as a separate item in the relevant FC papers. Drawing on
the experience gained from the 2009 EAG, the estimated project cost for
temporary overlay was listed as a separate item by the HAB in the
public consultation document issued in 2010 for the bid for hosting the
2023 Asian Games.

L egacy project and use of public funds

Using surplus funding from the EAG to implement the legacy project

48. According to paragraphs 3.16 and 3.17 of the Audit Report, as of March
2010, the EAG Company had a surplus of $21.5 million. In June 2010, under a
legacy project of $10 million, the EAG Company made two donations of $4.9 million
each, one to an athletes career and education programme and another to an athletes
fund, to support the long-term development of Hong Kong athletes. As reported in
paragraph 3.19, Audit was concerned with the use of the EAG Company's surplus to
finance the two donations because:

- according to the Tripartite Agreement of June 2006, the EAG Company
should use al revenue generated solely for the organisation,
implementation and delivery of the 2009 EAG, and any surplus funding
should be returned to the Government; and

- neither the FC paper of January 2006 nor the Tripartite Agreement
stated that the EAG Company would make donations to support the
long-term development of Hong Kong athletes.

49, To ascertain the conditions on the disposal of surplus from the 2009 EAG,
the Committee obtained a copy of the Tripartite Agreement (in Appendix 8) and the
Memorandum and Articles of Association of the EAG Company (in Appendix 9).
The Committee noted that Clause 16 of the Tripartite Agreement provided that
"surplus funding from the Games, if any, up to the total amount of Government
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subsidy provided and hiring charges waived, shall be returned to the Government".
However, the meaning of "surplus funding" was not defined.

50. It appeared to the Committee that although the implementation of a legacy
project to support the long-term development of Hong Kong athletes was a
meaningful initiative on its own, the Tripartite Agreement did not allow the use of
the EAG Company's operating surplus for such purpose. Moreover, according to
the approval granted by the FC in 2006, the government commitment of $123 million
was to provide financial support for "the organisation and implementation” of the
EAG, and the donations under the legacy project fell outside the ambit of the FC's
approval.

51. Against the above background, the Committee asked:

- whether there was any provision in the Tripartite Agreement that
alowed the Administration to use the EAG Company's operating
surplus to finance the two donations under the legacy project; if there
was no such provision, why the Administration considered it appropriate
to expend the surplusin this way; and

- the Administration's justifications for not returning the $10 million for
financing the legacy project, which formed part of the EAG Company's
surplus funding, to the Government in accordance with the Tripartite
Agreement.

52. The Director of Leisure and Cultural Services stated that:

- in April 2010, the EAG Company informed the LCSD that it would
have an unallocated balance of about $20 million and consulted the
LCSD on the disposal of the surplus. The EAG Company considered
that it would be more meaningful to use the surplus, as a part of the
EAG legacy, to support the career development and the living of both
serving and retired athletes. Thiswould also meet the public sentiment
that the outstanding results of the 2009 EAG could not have been
achieved without the contribution by local athletes; and

- intheview of the HAB and the LCSD, although there was not a specific

provision in the Tripartite Agreement which stated that the EAG
Company's operating surplus could be used for financing a legacy
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project, there was also no provision in the agreement that prohibited
such use. Hence, the LCSD, after obtaining the Secretary for Home
Affairs approva in May 2010, consulted the FSTB on the proposed
legacy project. The FSTB advised in June 2010 that if part of the
unallocated balance of $20 million could be differentiated from the
government subsidy and did not have any specified use, it could be
argued that the Government might not have the first claim on that part of
the balance.

53. The Permanent Secretary for Financial Services and the Treasury
(Treasury) stated that:

when the FSTB discussed with the LCSD the proposal to fund a legacy
project by using an unallocated balance left in the EAG Company's
account, the FSTB was mindful of the ambit of the FC's funding
approval as set out in the FC paper of 2006;

it was stated in paragraph 18 of the paper that " Surplus funding from the
event, if any, up to the amount of government subsidy provided and
hiring charges waived, shall be returned to the Government".
Clause 16 of the Tripartite Agreement mirrored this requirement. The
FSTB considered that under this funding condition, if a sponsored sum
had not yet been deposited to the EAG Company's general pool of
resources and if it was the donor's wish that the sponsorship should not
be transferred to the Government, the EAG Company could consider
respecting the donor's wish and spend the sponsored sums in such ways
as deemed appropriate; and

the FSTB did not have details of individual donations for the 2009 EAG,
but it had explained the above principlesto the LCSD.

54. Hon Timothy FOK Tsun-ting, President of the SF& OC, stated that the
appropriation of the EAG Company's surplus to implement a legacy project was
legitimate and reasonable. The arrangement was also in line with the wish of the
sponsors and supported by the public. The EAG Company had sought advice from
its legal adviser and the relevant government departments before making the decision.
It was the Government's advice that half of the surplus should be returned to the
General Revenue and the remainder could be donated to the athletes' funds.
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55. As requested by the Committee, the Secretary for Home Affairs provided,
in his letter of 6 May 2011 (in Appendix 10), an e-mail dated 23 April 2010 from the
EAG Company's legal adviser setting out her opinion on the proposal of donating the
company's surplus to the athletes funds. In reply to the Committee's question, the
Permanent Secretary for Financial Services and the Treasury (Treasury)
confirmed that the Administration had not separately sought legal advice on the matter.

56. The Committee noted the legal adviser's view that "the EAG Company is
bound by the Tripartite Agreement to use the funding for the Games and to refund
the surplus to the Government. Such 'surplus is in a sense a liability of the
Company owed to the Government as a creditor. If however, the Government
waives or concludes that the Company is not required to pay such 'surplus to the
Government, the Company may transfer the surplus in accordance with Clause 7 of
the Memorandum”. The Committee asked:

- about the procedure that the Secretary for Home Affairs had gone
through before deciding to allow the EAG Company to use its surplus to
fund the legacy project, instead of returning the surplus to the General
Revenue; and

- whether it had occurred to the Secretary for Home Affairs that under the
established regime for controlling the use of public funds, he should first
seek the FC's approval for using the EAG Company's surplus to fund the
legacy project, given that the legacy project fell outside the ambit of the
FC's funding approval which was only for the organisation and
implementation of the 2009 EAG.

57. The Secretary for Home Affairsreplied that:

- he was aware that the Tripartite Agreement did not mention any legacy
project and the operating surplus should be returned to the Government
pursuant to the agreement. On the other hand, the EAG Company's
legal adviser had confirmed that donations to funds that would benefit
athletes fell within the company's objects stated in its Memorandum and
Articles of Association;

- the LCSD had submitted a minute (a copy of the minutesis given in the
Secretary for Home Affairs' letter of 31 May 2011 in Appendix 11) to
him in early May 2010 seeking his decision on how to dispose of the
surplus of the EAG Company in a proper and meaningful manner; and
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- when the FC's funding approval was sought in January 2006, the
Administration had not anticipated that there would be surplus from
organising the EAG. The EAG Company eventually received a large
amount of sponsorships and it was clearly the sponsors wish that their
donations should be used to support the EAG and sports devel opment.
In late 2009, the EAG Company identified a sponsorship which had not
been spent and could be used for the purpose of the legacy project. He
agreed that it would be desirable to implement projects which could
benefit athletes and such arrangement would meet the public expectation.
Taking all these into consideration, he made a policy decision to donate
about $10 million to support the long-term development of Hong Kong
athletes. According to established practice, the decision was within the
scope of policy decisions which he was entitled to make and it had not
occurred to him that it was necessary for the Administration to seek the
LegCo's approval.

58. In Annex D of his letter of 24 May 2011, the Secretary for Home Affairs
provided a table showing the sequence of events for the arrangements for funding the
legacy project and the relevant documents, including the correspondences between
the FSTB and the LCSD. It was also stated in the letter that with the approval of the
Secretary for Home Affairs and its Board of Directors, the EAG Company
implemented the legacy project with a $10 million sponsorship from Sponsor B, not
Sponsor A (as stated in paragraph 3.17 of the Audit Report).

Source of finance for the legacy project

59. In view of the Secretary for Home Affairs' claim that the source of finance
for the legacy project was a $10 million sponsorship received from Sponsor B in
January 2010, instead of the $10 million sponsorship from Sponsor A in November
2009, the Committee asked about the basis of the Secretary's claim and the details of
Sponsor B's donation, including the conditions and timing of the donation.

60. The Secretary for Home Affairs responded in his letters of 24 May 2011
and 31 May 2011 that:

- the last batch of government funding disbursed to the EAG Company
was received in November 2009. The $10 million sponsorship used to
fund the legacy project was received from Sponsor B in January 2010
and its purpose was to support the EAG generally without being
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designated for any specific EAG activities or expenditure items. Given
its timing, Sponsor B's $10 million sponsorship could easily be
differentiated from the government funding disbursed to the EAG
Company;

funding the legacy project with the above sponsorship met the general
principles set out in the FSTB's memo dated 1 June 2010 (an extract
from the memo isin Appendix V to Annex D of the Secretary's letter of
24 May 2011, in Appendix 7) and had suitably taken into account the
wishes of the Sponsor to support the EAG and sports development.
The EAG Company therefore sought its Board's approval in mid-June
2010; and

Sponsor B made two major donations to the EAG Company. The first
one, amounting to about $13 million, was pledged in early 2009 for
specific EAG activities. The second one, amounting to $10 million,
was pledged in November 2009 without reference to any designated use.
The second donation did not form a part of nor was it in any way related
to the first one. The payment of the second donation was eventually
received on 22 January 2010.

61. The Committee invited Audit's comments on the new piece of information
concerning the source of finance for the legacy project and whether it would affect
Audit's observations and recommendations in this regard. In his letter of 30 May
2011 (in Appendix 12), the Director of Audit stated that:

the new piece of information provided by the Secretary for Home
Affairs did not affect Audit's observations and recommendations
regarding the legacy project. Audit's views stated in paragraphs 3.19
and 3.26(d) of the Audit Report were still valid;

Audit made reference to Sponsor A's $10 million sponsorship in the
Audit Report based on the following information:

(@ the minute submitted by the LCSD to the Secretary for Home
Affairs on 5 May 2010 on the disposal of the surplus fund,
specifying the proposed legacy project and an alternative option of
returning to Sponsor A his sponsorship of $10 million in support of
the EAG opening ceremony; and
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62.

63.
that:

(b) the reference to Sponsor A's $10 million sponsorship secured in
November 2009 for enhancing the EAG opening ceremony in the
correspondences in May and June 2010 between the LCSD and the
FSTB; and

during the course of the audit review, Audit could not find records
showing that the legacy project was financed by Sponsor B's
sponsorship, and neither the HAB nor the LCSD had provided Audit
with such information.

In view of Audit's comments, the Committee asked the reason why:

only the sgponsorship from Sponsor A was discussed in the
correspondences on the legacy project in May and June 2010 and there
was no mention of the donation of $10 million from Sponsor B at that
time; and

the Administration had not informed Audit that the legacy project was
financed by Sponsor B's sponsorship, instead of Sponsor A's
sponsorship, in the course of the audit review.

In his letter of 31 May 2011, the Secretary for Home Affairs explained

in May 2010, the LCSD wrote to the FSTB to propose that the EAG
Company should be allowed to use its unallocated balance to fund two
legacy projects. In response to an oral enquiry from the FSTB, the
LCSD replied via an email that the company had received some
substantial "last-minute” donations, including the $10 million donation
from Sponsor A for enhancing the opening ceremony. This was cited
as an example of a substantial "last-minute" donation secured by the
company, in support of the LCSD's point that a large proportion of the
unallocated balance was attributable to such donations. The LCSD did
not give the FSTB an exhaustive list of the last-minute donations
received by the company;

the reference to Sponsor A in the reply from the FSTB to the LCSD was
made to help illustrate the genera principles that: "if all (or part) of the
unallocated balance of $20 million can be attributed to
community/commercial sponsorship received by the EAG Company,
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depending on the sponsorship terms, one could argue that the
Government may not necessarily have the first clam on the balance (or
that part of it)*. The LCSD and the FSTB did not discuss the specific
source of the funding that was proposed for implementing the legacy
projects,

- the Administration's discussion with Audit on this area of the draft Audit
Report focused primarily on the rationale for alowing the EAG
Company to use part of the unallocated balance on the two legacy
projects, and on whether such use was permissible under the Tripartite
Agreement. In February 2011, the former Chief Executive Officer of
the EAG Company pointed out to Audit that the donation from
Sponsor A had been used to enhance the opening ceremony. Neither
the LCSD nor the Chief Executive Officer were asked to clarify further
the specific source of funding for the legacy projects; and

- as Audit's value-for-money study was conducted more than a year after
the EAG was held, the EAG Company had ceased operation and no
longer had any working staff. It was therefore not always possible for
the Administration, which was not directly responsible for organising
the EAG, to provide detailed facts and figures within a tight timeframe
and to trace the reasons behind some of the decisions taken by the
company. In these circumstances, it was possible that comments given
by the LCSD did not cover in full each and every aspect of the various
Issues raised by Audit.

64. On the timing of Audit's value-for-money study, the Director of Audit
clarified in hisletter of 1 June 2011 (in Appendix 13) that Audit actually commenced
the audit review in early August 2010, about seven months after the completion of
the 2009 EAG in mid-December 2009. The audit was conducted shortly after the
commencement of the liquidation of the EAG Company in June 2010.

Accounting arrangements for recognition of sponsor ships and government grant

65. The Committee referred to Note 15 on "Deferred Income” in the Notes on
the EAG Company's audited financia statements up to 31 March 2010
(in Appendix 14).  Asshown in the movements in the accounts during the years, in
the 2010, all government grant had been expended and al the balance of
$23.8 million was regarded as sponsorships. However, the situation was different in
2009 where the balance included a large amount of government subsidy. The
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Committee asked why different accounting treatments were adopted for the
recognition of sponsorships and government grant in the two years, and whether the
arrangements reflected the decision to attribute the EAG Company's balance to
sponsorships instead of government grant, so that it would not form part of the
surplus for return to the Government and could be used for other purposes, such as
financing the legacy project.

66. The Director of Leisure and Cultural Services responded that the
financial statements were prepared by professional accountants independently
without being influenced by the EAG Company or the decision to implement the
legacy project.

67. In Annex B of his letter of 24 May 2011, the Secretary for Home Affairs
informed the Committee of the detailed accounting arrangements of the EAG
Company for recognition of sponsorships and government grant. He also stated that
the accounting treatments in this respect reflected the progress in delivering the EAG
as well as the EAG Company's accounting policy and the actual funding situation.
The accounting arrangement had been consistently applied throughout the financial
years concerned.  All deferred income from both government grant and
sponsorships was recognised upon the conclusion of the 2009 EAG.

C. Other matters

Admission ticketing arrangements

68. According to paragraphs 6.9 and 6.10 of the Audit Report, on 2 December
2009, the first day of the preliminaries for some competition events, the EAG
Company set up box offices for selling same-day admission tickets at three
competition venues. It was only upon public requests that the EAG Company
provided box offices at four additional competition venues for selling same-day
tickets from the second day of the competition events. The Committee queried why
sufficient on-site box offices were not provided from the first day of the events,
which was not conducive to encouraging spectator attendance at the events.

69. The Committee was also aware of the comments that there were many
unoccupied seats despite high ticket-sale rates, and asked whether the LCSD had
analysed the causes thereof.
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70.

71,

The Director of Leisure and Cultural Servicesreplied that:

box offices for selling on-site tickets were only available at some large
LCSD venues, such as the Hong Kong Coliseum, the Hong Kong
Stadium and the Queen Elizabeth Stadium. Many of the EAG
competition events were held in smaller stadiums which did not have
such facilities. Before the commencement of the EAG, the LCSD had
enquired if the EAG Company would allocate more resources to
establish on-site box offices at four other venues which still had unsold
tickets. However, in view of the high set-up cost involved and the
small number of tickets left for sale on-site, the EAG Company decided
to set up on-site box offices at three competition venues only;

on 2 December 2009, the LCSD was aware that there was public
demand for improving the on-site ticket sales service. To meet the
need of the public and visitors, four additional sales outlets were
arranged on 3 December 2009 on top of the original three. This was
made possible by an expedient arrangement agreed between the LCSD
and the EAG Company whereby pre-printed tickets were sold on a cash
basis; and

the LCSD had reviewed the reason for having many unoccupied seats
despite high ticket-sale rates. The EAG Company adopted a day-pass
arrangement which enabled a holder to watch the events held at a
competition venue at different times of a day. While this provided
convenience to the pass holders, most of the holders might choose to
attend those events held after office hours, leading to lower attendance
rates for the events held in the daytime. The LCSD would explore
ways to improve the ticketing arrangement in future, such as adopting a
session-ticketing arrangement for appropriate sports items.

On the distribution of spectator seats, the Committee noted from Table 4 in
paragraph 6.4 of the Audit Report that the total number of seats available for the
opening and closing ceremonies and the competition events was about 413,000, but
only 210,000 seats were available for open ticket sales after deducting the reserved
seats, seats for guests with admission tickets and seats for sponsored student tickets.
The Committee asked the purpose of assigning more than 33,000 reserved seats.
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72, Paragraph 6.12 of the Audit Report also revealed that the overall attendance
rates of some sports events for which a large number of admission tickets were
issued to guests were very low. As low attendance rates of guests issued with
admission tickets would result in a large number of unoccupied seats and effectively
deprived other citizens of their opportunities to attend the competition events, the
Committee asked why as many as 44,974 guest tickets were issued, and whether the
LCSD had drawn on its own experience in distributing the free guest admission
tickets.

73. The Director of Leisure and Cultural Services and the Assistant
Director (Leisure Services) 2 responded that:

- the 33,000 seats were reserved for operational use, including the placing
of broadcasting equipment, and for use by the press and working
personnel, etc. Besides, some seats were not released for sale due to
their unsatisfactory location which would limit the spectators' view;

- the guest admission tickets were mainly issued to sponsoring
organisations according to their sponsored amounts. Some were issued
to District Councils, NSAs and the National Olympic Committees. For
the cultural activities organised by the LCSD, the complimentary tickets
were issued by the department directly and it could make arrangements
to ensure the attendance of the recipients. For the EAG, the guest
admission tickets were issued to the sponsors who, in turn, might give
the tickets to their clients, staff or guests. The LCSD and the EAG
Company did not have control over the distribution of tickets by the
sponsors.  Even the sponsors could not ensure the attendance of their
guests;

- there were practical difficulties if the EAG Company did not reserve
seats for guests issued with admission tickets. However, the LCSD
and the EAG Company had promptly taken measures to address the
situation after gaining experience from the competition events held
earlier. For the events held in larger venues, such as the Siu Sai Wan
Sports Ground, if there were still unoccupied seats reserved for guests
after the events had started, the EAG Company would arrange for other
spectators to take up those seats; and

- the LCSD agreed that it should explore ways to improve the
arrangement for issuing guests tickets to sponsors when staging similar
eventsin future.
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74. In response to the Committee's question, the Secretary for Home Affairs
stated in his letter of 24 May 2011 that, of the 44,974 admission tickets issued to all
guests for the 22 sports events, about 18% of the tickets were issued to District
Councils.

Conversion of sguash courts into office accommodation

75. The Committee noted that the Administration informed the FC in January
2006 that the office accommodation of the EAG Company would be provided by
conversion of six squash courts at the Hong Kong Squash Centre ("HKSC") and that
the converson and subsequent reinstatement of the sgquash courts would cost
$4.4 million. After completion of the conversion works at the HKSC at a cost of
$4.9 million, the EAG Company used the office accommodation from February 2007
to June 2010.

76. Paragraph 5.11 of the Audit Report, however, reveded that the
Administration did not inform the FC of an alternative option of renting a private
office in nearby areas and the related cost comparison information when seeking
funding for the 2009 EAG in January 2006. In addition, as stated in paragraph 5.12,
the LCSD did not take action to reinstate the six squash courts at the HKSC after
they had been returned to the LCSD in June 2010. This was at variance with the
commitment made to the FC in January 2006.

77, In response to the Committee's question, the Director of Leisure and
Cultural Services confirmed that the Administration was aware of the need to avoid
using sports facilities for permanent office purposes. The HAB and the LCSD
would reconsider the future use of the converted squash courts at the HKSC, taking
into account factors such as the cost of further works and the demand for sports
facilities.

D. Conclusionsand recommendations
78. The Committee:

Overal comments

- notes that the Audit Commission ("Audit")'s value for money review
was focused on the planning, organisation and implementation of the
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Hong Kong 2009 East Asian Games (2009 EAG"), and not whether the
Games had been held successfully;

considers that it is incumbent upon the Administration, in seeking the
Finance Committee ("FC")'s acceptance in principle for making a bid
and funding approval for hosting a major event, to inform the FC of the
full cost implications, particularly the full direct costs, of hosting the
event. To thisend, the Administration should:

(@ provide the FC with a comprehensive and reasonably accurate
budget for the income and expenditure of the event, which should
include all the direct expenditures to be incurred by various
bureaux/departments ("B/Ds") to support the staging of the event;

(b) ensure that the budget also includes the costs of all necessary
temporary improvement works of government venues and present
such cost information in the FC papers as a separate item;

(c) use its best endeavour to provide an estimation of the indirect
expenditures involved when seeking the FC's in-principle support
for the event; and

(d) inform the FC of the revised estimates after more details of the
event have been confirmed, such as when applying for the FC's
funding approval upon successful bidding for the event;

recommends that the Secretary for Financial Services and the Treasury:

(@) should widely promulgate the above requirements for compliance
by B/Ds when preparing papers for the FC, and take measures to
ensure compliance; and

(b) for those mgor events/projects which take years to prepare and
implement, should establish a mechanism to require the responsible
B/Ds to proactively keep the Legidative Council ("LegCo")
informed of the updated income and expenditure estimates and
highlight significant changes since such estimates were provided to
the FC, such as by making periodic progress reports to the relevant
Panels or the FC where appropriate;

expresses dissatisfaction and finds that the Tripartite Agreement of June
2006 entered among the Government, the Sports Federation and

-36 -



P.A.C. Report No. 56 — Chapter 1 of Part 4

Hong Kong 2009 East Asian Games

Olympic Committee of Hong Kong, China and the 2009 East Asian
Games (Hong Kong) Limited ("EAG Company") was drafted without
due consideration and precision and leaves much room for different
interpretations. For instance, athough Clause 16 of the agreement
provides that "surplus funding from the Games, if any, up to the total
amount of Government subsidy provided and hiring charges waived,
shall be returned to the Government", the meaning of "surplus funding"
Is not defined and can be interpreted to mean the overall surplus
(i.e.including money provided by sponsors) or the surplus of
government funding (i.e. excluding funding from sponsorship);

recommends that the Administration, in organising similar events in
future, should include suitable provisions in the agreements to be signed
with relevant parties to cater for different possible scenarios, including
the realisation of surplus, so as to avoid ambiguities that may permit
wilful misinterpretation;

Is surprised and finds it unacceptable that:

(@) despite the fact that the 2009 EAG was the first large-scale
international multi-sports event ever held in Hong Kong, the
Secretary for Home Affairs and the Director of Leisure and
Cultural Services had not conducted a comprehensive
post-implementation review ("PIR") to consolidate experience and
identify good practices and lessons learnt. Neither had they
conducted a comprehensive and systematic financial review on the
organisation of the 2009 EAG; and

(b) the wash-up review and the survey on participating National Sports
Associations ("NSAS") conducted after the completion of the 2009
EAG did not involve formal consultation with key stakeholders,
such as the participating National Olympic Committees ("NOCs"),
sponsors, broadcasters, volunteers and technical officials;

recommends that the Secretary for Home Affairs should:
(@ promptly compile, for future reference, a report on good practices
and lessons identified from hosting of the 2009 EAG, as

recommended in paragraph 2.16(a) of the Director of Audit's
Report ("Audit Report™); and
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(b) conduct a comprehensive financial review on the organisation of
the 2009 EAG;

- recommends that the Administration, in organising similar events in
future, should conduct a PIR, including a financial review, after
conclusion of the events to consolidate experience and identify good
practices and lessons learnt;

Operating cost and revenue

Full direct cost of organising the event
- expresses grave dismay and finds it unacceptable that:

(@ when the Home Affairs Bureau ("HAB") sought the FC's funding
approval for hosting the 2009 EAG, it had neither ascertained the
full direct cost implications of hosting the event nor informed the
FC of them; and

(b) apart from the government subsidy of $123 million, additional
direct expenditures of $132.8 million as ascertained by Audit had
been incurred by various government B/Ds to support the hosting
of the 2009 EAG. However, such expenditures were not
mentioned in the funding paper submitted to the FC in January
2006;

- notes the Director of Leisure and Cultural Services explanation that of
the additional direct expenditures of $132.8 million, $22.7 million was
incurred by the Leisure and Cultural Services Department ("LCSD") for
employing about 160 contract staff with resources allocated to the
L CSD under the Financial Secretary's initiative in the 2009-2010 Budget
for creating temporary jobs, and such expenditure would not have been
incurred without the additional provision;

- considers that the $22.7 million aside, other additional direct
expenditures as ascertained by Audit had been incurred by various B/Ds
to support the 2009 EAG, and therefore disagrees with the Secretary for
Home Affairs and the Secretary for Financia Services and the
Treasury's view that such expenditures should not be regarded as direct
expenditures of the Games;

- 38 -



P.A.C. Report No. 56 — Chapter 1 of Part 4

Hong Kong 2009 East Asian Games

expresses grave dismay and finds it unacceptable that in the funding
paper submitted to the FC in January 2006, the HAB estimated that the
gross expenditure for organising and implementing the 2009 EAG
would be $240 million, but as it transpired, the actual expenditure,
excluding the additional direct expenditures of $132.8 million incurred
by various B/Ds, was $291.1 million. Adding those additional direct
expenditures, the total expenditure of the Games amounted to
$423.9 million of which $243.9 million was borne by the Government;

Income and expenditure variances

finds it appalling and inexcusable that the HAB failed to prepare an
estimate of acceptable accuracy of the income and expenditure for the
2009 EAG when seeking the LegCo's approval for hosting the Games,
in that:

(@) some expenditure items of the 2009 EAG differed significantly
from the estimated amounts as stated in the FC paper of January
2006. For example, the estimated and actual expenditure on the
opening and closing ceremonies was $35 million and $63.4 million
respectively (i.e. an increase of 81%); and

(b) theactual cost of temporary works for the EAG competition venues
was $48.2 million, against the estimated cost of $6.2 million,
representing a sixfold increase;

finds it unacceptable that the HAB had not taken the initiative to timely
inform the FC or the Panel on Home Affairs of the significant variations
in the income and expenditure estimates of the 2009 EAG after
obtaining the FC's funding approval in 2006;

acknowledges that:

(@) the Secretary for Home Affairs and the Director of Leisure and
Cultural Services have accepted the audit recommendations in
paragraph 3.26(a) and (c) of the Audit Report; and

(b) for asimilar sports event in future, the HAB and the LCSD will aim
to provide the FC with accurate estimates of the total direct
expenditures and the best possible estimates of the costs of
temporary works, and will take into account the reasons for the
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variances between the estimated and actual income and expenditure
items of the 2009 EAG in preparing budgets;

strongly urges:

(@ the Secretary for Home Affairs, in implementing large-scale
eventg/projects that take years to prepare and implement, to
proactively inform the FC of the updated income and expenditure
estimates and highlight significant variations which may have
arisen due to changes in circumstances over time after the FC's
funding approval has been obtained, for the good of public
accountability and transparency; and

(b) the Secretary for Financial Services and the Treasury to take
measures to ensure that all government B/Ds, including the HAB,
will implement the Committee's above recommendations by
informing the LegCo of the full direct cost implications and
updated income and expenditure estimates in launching large-scale
events/projectsin future;

Cost of temporary works

finds it unacceptable that in seeking funding of $823.6 million from the
FC in 2007 for both long-term improvement works for the government
venues and temporary works for the 2009 EAG, the Administration did
not inform the FC of the estimated cost of the temporary works as a
separate item;

acknowledges that:

(@) the Secretary for Home Affairs and the Director of Leisure and
Cultural Services have accepted the audit recommendations in
paragraph 3.26(b) of the Audit Report; and

(b) as a result of the experience gained from the 2009 EAG, the
estimated project cost for temporary overlay was listed as a
separate item by the HAB in the public consultation document
issued in 2010 for the bid for hosting the 2023 Asian Games,

urges the Secretary for Financial Services and the Treasury to take
measures to ensure that the cost of the temporary works for a
project/event is provided as a separate item in the relevant FC papers;
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Legacy project and use of public funds

notes:

(@

(b)

(©)

that the EAG Company implemented a legacy project of
$10 million in June 2010, which comprised two donations totalling
$9.8 million to support the long-term development of Hong Kong
athletes, by utilising the company's operating surplus;

the Secretary for Home Affairs claim that the source of finance for
the legacy project was a $10 million sponsorship received from
Sponsor B, instead of the $10 million sponsorship from Sponsor A
as stated in the Audit Report and which had been designated for
enhancing the EAG opening ceremony; and

the Administration's view that as the $10 million sponsorship could
be differentiated from the government subsidy, it was reasonable
not to regard the sum as part of the EAG Company's operating
surplus for return to the Government;

considers that although the implementation of a legacy project to
support the long-term development of Hong Kong athletes was a
meaningful initiative on its own, the use of the EAG Company's
operating surplus to finance the two donations under the legacy project
was i nappropriate because:

(@

(b)

according to the Tripartite Agreement, the EAG Company should
use al revenue generated solely for the organisation,
implementation and delivery of the 2009 EAG, and any surplus
funding should be returned to the Government; and

neither the FC paper of January 2006 nor the Tripartite Agreement
states that the EAG Company would make donations to support the
long-term development of Hong Kong athletes;

finds the Secretary for Home Affairs clam that the $10 million
sponsorship from Sponsor B was the source of finance for the legacy
project totally unacceptable because:

(@

according to the Secretary for Home Affairs, the sponsorship of
$10 million was pledged by Sponsor B in November 2009 for the
purpose of supporting the 2009 EAG generaly without being
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designated for any specific EAG activities or expenditure items.
The payment of $10 million was eventually received on 22 January
2010. As Sponsor B had not specified any use for the $10 million
(e.g. funding a legacy project), the sum received should become
part of the EAG Company's general pool of resources,

(b) the LCSD only consulted the HAB on using the EAG Company's
surplus funds on the legacy project in early May 2010, which was
after the donation from Sponsor B had become part of the EAG
Company's general pool of resources. Given that the EAG
Company did not maintain separate accounts for government
subsidy and sponsorship funds, it is unjustifiable to clam that
Sponsor B's  sponsorship could be differentiated from the
government subsidy and be identified as the source of finance for
the legacy project; and

(c) during the course of the audit review, Audit could not find records
showing that the legacy project was financed by Sponsor B's
sponsorship, and neither the HAB nor the LCSD had provided
Audit with such information;

Is of the view that the $10 million for financing the legacy project was
paid from the unallocated balance of the EAG Company's general pool
of resources, and should be regarded as surplus funding from the 2009
EAG and be returned to the Government according to the Tripartite
Agreement;

Is not convinced by the Secretary for Home Affairs that the allocation of
part of the operating surplus of the EAG Company to fund the legacy
project was within the scope of policy decisions which he was entitled to
make and it was not necessary for the Administration to seek the
LegCo's approval. Notwithstanding that the legacy project itself was
worthwhile and agreed to by the Administration, it fell outside the ambit
of the FC's funding approval for the organisation and implementation of
the 2009 EAG, and the operating surplus should be returned to the
Government pursuant to the Tripartite Agreement. Hence, the
Secretary for Home Affairs has neither discretion nor room to allow the
alocation of the operating surplus to fund the legacy project and the
Administration should first seek the FC's approval for so doing, in
accordance with the established regime for controlling the use of public
funds;
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acknowledges that the Secretary for Home Affairs and the Director of
Leisure and Cultural Services have accepted the audit recommendations
in paragraph 3.26(d) of the Audit Report;

strongly urges the Secretary for Home Affairs:

(@ in making decision to dispose of the surplus of an event funded by
government subsidy and/or commercial sponsorship, to ensure that
the option pursued is in strict compliance with the terms of the
funding allocation and the sponsorship, and consult the LegCo and
the sponsors where appropriate; and

(b) in organising similar events in future, to consider a the early
planning stage whether and how a legacy project should be
Implemented and make suitable arrangements accordingly;

strongly urges the Secretary for Financial Services and the Treasury to
inform al government B/Ds of the Committee's above
recommendations;

Timeframe for administrative arrangements

expresses concern that as of February 2011, the EAG Company was il
under liquidation. As aresult, the final audited financial statements of
the company had not been submitted to the Government and the EAG
Planning Committee, and surplus funds not returned to the Government,
hence not meeting the six-month requirement in the Tripartite
Agreement;

acknowledges that the Secretary for Home Affairs and the Director of
Leisure and Cultural Services have accepted the audit recommendations
in paragraph 3.26(e) of the Audit Report;

urges the Secretary for Home Affairs and the Director of the Leisure and
Cultural Services to closely monitor the progress of the liquidation of
the EAG Company to ensure that surplus funds from the 2009 EAG are
returned to the Government as early as possible;
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Other matters

Admission ticketing arrangements

- expresses concern that:

(@

(b)

(©)

at the commencement of the 2009 EAG, the EAG Company did not
provide sufficient on-site box offices at competition venues for
selling same-day tickets;

the attendance rates of some sports events for which alarge number
of admission tickets were issued to sponsoring organisations,
District Councils and so on were very low, and this effectively
deprived other citizens of their opportunities to attend the events;
and

some sports items had high percentages of unsold tickets;

- acknowledges that the Secretary for Home Affairs and the Director of
Leisure and Cultural Services have accepted the audit recommendations
in paragraph 6.19 of the Audit Report;

- urges the Secretary for Home Affairs and the Director of Leisure and
Cultural Services to draw on the experience of the 2009 EAG and
improve the ticketing arrangements, including the issuance of guest
admission tickets to sponsoring organisations, in staging similar sports
eventsin future;

Conversion of squash courts into office accommodation

- notesthat:

(@

(b)

the Administration informed the FC in January 2006 that the office
accommodation of the EAG Company would be provided by
conversion of six squash courts at the Hong Kong Squash Centre
("HKSC") and that the conversion and subsequent reinstatement of
the squash courts would cost $4.4 million; and

after completion of the conversion works at the HKSC at a cost of
$4.9 million, the EAG Company used the office accommodation
from February 2007 to June 2010;
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expresses concern that:

(@) the Administration did not inform the FC of the aternative option
of renting a private office in nearby areas of the HKSC and the
related cost comparison information when seeking funding for the
2009 EAG in January 2006;

(b) the LCSD did not take action to reinstate the six squash courts at
the HKSC, which had been used as the EAG Company's former
office accommodation, after the return of the accommodation to the
LCSD in June 2010. This was at variance with the commitment
made to the FC in January 2006; and

(c) the use of the six sguash courts at the HKSC as office
accommodation has deprived the public of the use of the sports
facility in the Central and Western District;

acknowledges that the Secretary for Home Affairs and the Director of
Leisure and Cultural Services have accepted the audit recommendations
in paragraph 5.14 of the Audit Report;

urges the Secretary for Home Affairs and the Director of the Leisure and
Cultural Services to take early action to convert the EAG Company's
former office accommodation at the HKSC into appropriate sports,
amenity and cultura facilities to meet the demand for such facilities in
the Central and Western District;

Audit survey

expresses concern that although the overall assessments of the 2009
EAG made by the NOCs and the NSAs in the survey conducted by
Audit were "Excellent” or "Good', some NOCs and NSAs have
expressed dissatisfaction over the arrangements for competition events,
provision of competition venues and facilities, and handling of
suggestions and complaints;

acknowledges that the Secretary for Home Affairs and the Director of
Leisure and Cultural Services have accepted the audit recommendations
in paragraph 7.9 of the Audit Report;
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- urges the Secretary for Home Affairs and the Director of Leisure and
Cultural Services to take effective measures to implement the above
audit recommendations; and

Follow-up action

- wishes to be kept informed of the progress made in implementing the
various recommendations made by the Committee and Audit.
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A. Introduction

The Audit Commission ("Audit") conducted a review of the Hong Kong
Export Credit Insurance Corporation ("ECIC").

2. The Committee did not hold any public hearing on this subject. Instead, it
asked for written responses to its enquiries.

B. Governancestructure of the ECIC

3. As stated in paragraph 1.2 of the Director of Audit's Report ("Audit
Report"), the ECIC was established in 1966 under the ECIC Ordinance (Cap. 1115).
According to paragraphs 2.2 and 2.3, an Advisory Board was established under the
ECIC Ordinance to advise the ECIC in the conduct of its business. The Advisory
Board is not a governing board of the ECIC and under the ECIC Ordinance, the
ECIC shall not be bound by the advice of the Board.

4. To ascertain whether the governance structure of the ECIC, including the
role of the Advisory Board, was in line with overseas practice nowadays, the
Committee enquired about the governance structure of comparable organisations in
overseas countries which performed functions similar to those of the ECIC.

5. In his letter of 12 May 2011 (in Appendix 15), the Secretary for
Commerce and Economic Development provided a table comparing the products
and services offered by the ECIC and other export credit agencies ("ECAS") in
10 different countries in the Asia Pacific, Europe and North America, and a
description of their governance structure. He also stated that:

- al of the ECAslisted in the table, except for the one in Singapore which
had been privatised in 2003, were 100% owned by the respective
Governments and were members of the Berne Union which was the
leading international organisation of public and private sector providers
of export credit and investment insurance;

- the listed ECAs were established in different forms, e.g. as government

departments, public corporations, banks or as a publicly listed company.
However, none of them had functions which were identical to the ECIC.
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All of them offered wider range of products and services (including
loans, project financing, investment insurance and banks guarantees)
than those of the ECIC;

- the ECA in New Zealand, which performed functions most similar to the
ECIC, had an advisory board structure; and

- in view of the more focused services offered by the ECIC, the
Commerce and Economic Development Bureau ("CEDB") considered
that the present governance structure of the ECIC was appropriate.

6. Notwithstanding the CEDB's view that the ECIC's present governance
structure was appropriate, the Committee noted Audit's recommendations in
paragraph 2.7 of the Audit Report that there was a need for the Government to
regularly review the ECIC's governance and the CEDB's monitoring mechanism.
The Committee therefore asked the CEDB:

- how the ECIC's present governance structure could address the issues
raised by Audit in paragraph 2.6 of the Audit Report; and

- how the CEDB would proceed with the review of the governance and
monitoring mechanism over the ECIC's work and performance, as
undertaken by the Secretary for Commerce and Economic Development
in paragraph 2.8(a) of the Audit Report.

7. In his letter of 23 May 2011 (in Appendix 16), the Secretary for
Commerce and Economic Development informed the Committee of the actions
that had already been taken or were being implemented by the ECIC and the CEDB
regarding the issues raised by Audit, based on the existing governance structure of
the ECIC, asfollows:

Rapid business expansion

- both the CEDB and the Advisory Board of the ECIC would continue to
monitor closely the growth of the ECIC's insured business and ensure
that the Government's guarantee would remain sufficient for it to carry
out its statutory duties effectively. The CEDB noted that with the
gradual recovery of the global economy, the increase in demand for the
ECIC's services had slowed down significantly;
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Role of Advisory Board

the ECIC was reviewing its guidelines for determining the types of
issues (and the timeframe) which should be submitted to the Advisory
Board and its committees for advice and would seek the Advisory
Board's endorsement on these guidelines upon the completion of the
review. Meanwhile, the Advisory Board discussed and agreed at its
meeting held on 23 March 2011 on the issues to be submitted to the
Advisory Board for information and advice for all meetings scheduled in
2011-2012;

Role of the CEDB

while the present mechanism already enabled the ECIC to incorporate
the Government's views into its annual corporate plan/budget through
discussions at the Advisory Board, the CEDB had asked the ECIC to
submit its annual corporate plan/budget to the Secretary for Commerce
and Economic Development for formal approval from this year onwards
after seeking the endorsement of the Advisory Board;

Scope of the ECIC's services under the ECIC Ordinance

in response to the recommendation in paragraph 4.58 of the Audit
Report, the CEDB had sought legal advice which reconfirmed that the
services provided by the ECIC were consistent with the true intent,
meaning and spirit of section 9(3) of the ECIC Ordinance;

Monitoring of the ECIC's work and performance

while the CEDB currently did not micro-manage the daily operations of
the ECIC, it had recently reviewed the situation and had further stepped
up its monitoring by requiring the ECIC to submit the ECIC's annual
corporate plan/budget to the Secretary for Commerce and Economic
Development for formal approval from this year onwards, after seeking
the endorsement of the Advisory Board. As regards the half-yearly
housekeeping meeting between the Permanent Secretary for Commerce
and Economic Development (Commerce, Industry and Tourism) and the
ECIC, in addition to its business and financial performance, the ECIC
also reported regularly on its management and operational matters
including internal audit, human resource management, reinsurance
arrangement and development plans for new services. The CEDB
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would continue to assess through the annual corporate plan/budget and
its regular liaison and housekeeping meetings with the ECIC on how
effectively the ECIC discharged its public mission; and

Administrative irreqularities identified

- in 2009, the ECIC commissioned a consultancy study on the internal
control procedures of the ECIC on a number of areas including
tendering and disbursement of IT development and consultancy projects.
A number of administrative irregularities had been identified. All of
the consultant's recommendations to address the irregularities had been
implemented in the same year before Audit commenced its audit review
on the ECIC. Since then, the ECIC had regularly reviewed its internal
control. An internal audit unit was set up in 2010 to audit the work of
each division of the ECIC and its plan was to complete a full internal
audit within three years. It would submit a report on each division to
the Audit Committee (under the Advisory Board) which would, in turn,
put forward its recommendations to the full Board for consideration.

8. Regarding his response given in paragraph 2.8(a) of the Audit Report, the
Secretary for Commerce and Economic Development stated in his letter of
23 May 2011 that the findings on the governance structure and operation of overseas
ECAs, which were provided to the Committee in his previous letter, were based on
information in websites and documents available to the public. To get a better
understanding of the governance and operations of those ECASs, the CEDB would
ask the ECIC to write to those ECAs for more information. Upon receipt of
additional data from the organisations, the CEDB would further review the
governance of the ECIC and report back to the Legisative Council Panel on
Commerce and Industry ("CI Panel") on the outcome of the review.

9. In response to the Committee's enquiry about the timetable for completing
the review and reporting to the Cl Panel, the Secretary for Commerce and
Economic Development advised, in hisletter of 26 May 2011 (in Appendix 17), that
the CEDB planned to report the outcome of the review of the governance of the
ECIC to the ClI Panel before the end of 2011.

-850 -



P.A.C. Report No. 56 — Chapter 2 of Part 4

Hong Kong Export Credit I nsurance Corporation

C. Conclusionsand recommendations

10. The Committee notes the above replies of the Secretary for Commerce and
Economic Development. Given that the ECIC was established in 1966, the
Committee is concerned that its governance structure, as prescribed by the ECIC
Ordinance, may not be in line with modern-day practices and requirements. Asthe
CEDB does not micro-manage the daily operations of the ECIC, the Committee
considers it all the more important for the Advisory Board to play the role of a
governing board to monitor the work and performance of the ECIC as well as
oversee its governance. The Committee recommends that the Secretary for
Commerce and Economic Development should expeditiously conduct the review of
the governance of the ECIC, taking into account the Committee's concerns, and
report the outcome to the CI Panel before the end of 2011.

11. The Committee also wishes to be kept informed of the progress and
outcome of the review, as well as the progress made in implementing the various
recommendations made by Audit.
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A. Introduction
The Audit Commission (*Audit") conducted areview of the management of

the Hong Kong Housing Authority ("HA")'s commercial properties with focus on the
following areas:

- management of retail premises,

- management of car parks;

- management of factory estates,

- performance measurement and reporting; and

- theway forward.
2. Mr D W PESCOD, Director of Housing, made an opening statement at
the public hearing on 12 May 2011. The full text of his statement isin Appendix 18.
The supplementary information provided by the Housing Department ("HD") in May
2011 for the public hearing isin Appendix 19.

B. Management of retail premises

Day-to-day management of retail premises

Mechanism of managing retail premises

3. According to paragraphs 2.7 and 2.8 of the Director of Audit's Report
("Audit Report™), HD frontline staff (or security guards) are required to conduct daily
patrols of the HA's retail facilities and the HD has implemented a unit-to-unit
inspection system since July 2010. Under the system, HD staff (or contractor staff
in the case of outsourced premises) are required to visit each retail shop, market stall
and cooked food stall within the 18-month cycle to check the shop/stall conditions
and to detect any breach of tenancy conditions. Notwithstanding the requirements,
Audit found that there were cases of suspected abuse or improper use of retail
premises. There were also cases involving suspected gambling activities, retail
premises not regularly open for business, and obstruction problem.
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4, To ascertain whether the HD had effectively monitored the management of
HA retaill premises, the Committee asked about the HD's mechanism in place for
monitoring the management of retail premises, particularly how the HD enforced its
instructions and guidelines, and the reporting channels for frontline staff to report
irregularities to the senior management.

5. The Director of Housing and Mr LEE Kwok-wing, Deputy Director
(Estate M anagement) of the HD, responded that:

- the HD, as the executive arm of the HA, was responsible for day-to-day
management of retall premises. The Deputy Director (Estate
Management) was assisted by three Assistant Directors and their
subordinates in managing all retail premises, including those directly
managed by the HD and those outsourced to property management
contractors ("contractors"); and

- the HD had issued clear guidelines to its staff on how to enforce the
Housing Ordinance (Cap. 283) and the mechanism for reporting
irregularities in retall premises. The Deputy Director (Estate
Management) and the three Assistant Directors met weekly to review
the management of retail premises.

6. The Committee further asked about the details of the reporting mechanism
and whether irregularities would be reported to the senior management on a regular
basis.

7. The Deputy Director (Estate Management) replied that:

- since nearly 70% of the retail facilities were outsourced to contractors
for day-to-day management, the HD counted on the contractors to report
any irregularities to the Assistant Directors through district chief
managers and senior managers of individual estates; and

- the HD would aso monitor the performance of contractors in each
district regularly by inspecting their documents and conducting surprise
checks. If there had not been any serious problems in the management
of the estates, district staff might not report the irregularities to the
senior management. When there were special issues of concern in the
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estates, district staff would report them to the senior management
according to the reporting mechanism.

8. The Committee was concerned that although a reporting mechanism was in
place, irregularities in retail premises still persisted over the years. To ascertain
whether the HD had deployed adequate manpower to oversee the management of
retail premises, the Committee asked:

- about the scope of duties of senior managers and their working location;
and

- whether there was any requirement on the frequency of senior managers
visiting housing estates.

9. The Director of Housing and the Deputy Director (Estate M anagement)
replied that:

- duties of senior managers included tenancy management and estate
management of all premisesin the housing estates. At present, the HD
deployed 16 senior managers to oversee the management of about
180 housing estates. In other words, each senior manager would
oversee an average of 12 housing estates. Senior managers worked in
the district offices; and

- HD staff were required to submit monthly reports on the premises
managed by the HD while outsourced contractors were required to
submit quarterly reports to the HD's senior management for monitoring
purpose. Senior managers were required to review the reports and visit
the housing estates under their charge quarterly. The HD was aware
that some of the irregularities were deliberate acts by organised groups
and could not be solved in the short term or simply by increasing the
manpower.

10. The Committee queried why the HD was unable to detect the irregularities
identified by Audit, despite that senior managers were required to visit the housing
estates under their charge quarterly.
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11. In response, the Deputy Director (Estate Management) and Mr LIU
King-leung, Assistant Director (Estate M anagement) 3 of the HD, replied that the
unit-to-unit inspection regime had only been implemented since July 2010. As
senior managers oversaw the overall management of housing estates, apart from
monitoring HD frontline staff and contractors in properly carrying out their duties of
inspecting retail premises, they were also responsible for reviewing the operating
expenditure of the estates, service standard provided by HD frontline staff and
contractors, cleansing and security services, and dealing with complaints. As such,
senior managers could only focus on the major issues of concern in the management
of estates, such as by reviewing the inspection reports.

12. The Committee further asked whether housing managers would provide
assistance to senior managers when senior managers conducted their quarterly visits
of housing estates, such as by accompanying the senior managers and highlighting
the major issues of concern in the estates to them.

13. The Assistant Director (Estate Management) 3 replied that:

- housing managers would normally accompany senior managers on their
vigits to the housing estates. When irregularities were observed during
the inspections by HD frontline staff and contractors, they would try
their best to deal with the problems themselves. In case they were
unable to deal with the problems with their existing resources, they
would report to the headquarters for its support. Normally, housing
managers and their subordinates were able to handle general and routine
matters in the estates, and

- the HD was reviewing the scope of major issues of concern which
should be reviewed by senior managers with a view to improving the
management of retail premises. As there was a wide spectrum of
management work in an estate, it would be difficult for senior managers
to inspect every aspect in detail.

14, The Committee noted from paragraph 1.5 of the Audit Report that the
Commercia Properties Committee ("CPC") was a standing committee of the HA and
was responsible for advising the HA on policies concerning its commercial,
industrial and other non-domestic facilities, and optimising financial return on its
investment. In order to understand the role of the CPC in dealing with the
irregularities in HA retail premises, the Committee asked about the frequency of the
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CPC's meetings and whether there was a regular agenda item on reviewing the
irregularities mentioned in the Audit Report.

15. In response, Dr Andrew CHAN Ping-chiu, Chairman of the CPC, said
that:

- the CPC held nine meetings last year, including two special meetings
and brainstorming meetings. The HD reported the overall occupancy
and vacancy rates of retail premisesto the CPC; and

- the CPC had aso conducted site inspections to the HA's commercial,
industrial and other non-domestic facilities. When the CPC observed
any irregularities during the site inspections, it would refer them to the
HD for follow-up. The CPC was aware that some let-out retail
premises were not open for business (i.e. non-trading) and knew that
there was at present no provision in the HA's tenancy agreements that
required retail shops and cooked food stalls to open for business for any
minimum hours per day or minimum days per week. The HD would
review the feasibility to specify opening hours in tenancy agreements
appropriate to the nature of business and customer demand in respect of
the retail facilities, having regard to the best interest of the domestic
tenants.

Suspected gambling activities

16. As reported in paragraphs 2.12 and 2.13 of the Audit Report, suspected
gambling activities, such as groups of people playing mahjong/tin kau cards,
appeared prevalent in some of the retail premises visited by Audit. The Committee
noted that the HD was aware of the problem as early as 1997 and had issued an
internal instruction requesting al estate housing managers to take positive action to
deal with suspected gambling activities. The Committee asked:

- why gambling activities were still prevalent over the years despite the
HD's instruction; and

- whether there were any loopholes in the system for dealing with the
gambling problem.
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17. The Director of Housing replied that:

- the HD worked closely with the police to enforce the law against serious
institutionalised gambling which might involve commercial operation.
Tenancy enforcement actions including issuance of notice-to-quit would
be taken in case of conviction; and

- for day-to-day activities in common areas, such as individual tenants
playing tin kau, the HD would try to persuade them not to do so by
working with different agencies or organisations in the estates. The
problem of gambling could not be solved completely and the HD was
doing its best to deal with the problem within the means available.

18. As requested by the Committee, the Director of Housing provided a copy
of the internal instruction issued by the HD in 1997 on dealing with gambling
activities in Annex |l of his letter of 16 May 2011 (in Appendix 20). According to
the instruction, HD staff (and contractor staff) were required to follow through the
measures laid down in the instruction, which included forming small teams to patrol
those areas known to the Estate Office with gambling activities and organising
regular joint abatement action by estate staff and the police. However, the
Committee noted from paragraph 2.14 of the Audit Report that there were cases in
which gambling activities were not reported to the police and no notice-to-quit were
served on atenant who was convicted of illegal gambling. The Committee asked:

- whether the instruction was still in force, and why HD staff (and
contractor staff) had not vigilantly followed the measures laid down in
the instruction over the past 14 years; and

- whether a hotline had been set up for reporting suspected gambling
activities.
19. The Director of Housing replied that:
- HD dtaff had been following through the measures laid down in the
instruction.  In the last year, the HD had carried out 150 joint exercises
with the police to combat illegal gambling activities. There had been

no discrepancy between the instruction and the actual practice; and

- there were hotlines which handled all sorts of complaints, including
complaints on gambling.
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20. The Committee noted that a marking scheme had been implemented in HA
retail premises since October 2006 under which penalty points would be allotted
according to the seriousness of misdeeds. Referring to Appendix C of the Audit
Report which set out the scheduled misdeeds under the marking scheme, the
Committee asked:

- about the reasons for not including improper and unauthorised use of
retail premises, such as gambling, as misdeeds under the marking
scheme; and

- whether the HD would consider modifying the existing marking scheme
to cover uses of retail premises which were improper but might not be
prohibited by law.

21. The Deputy Director (Estate Management) and the Assistant Director
(Estate Management) 3 responded that:

- the marking scheme was adopted with the objective of sustaining a clean,
hygienic and tidy environment in retail premises. Under the existing
practice, the HD would report all illegal gambling activities to the police
immediately once they were found; and

- in some circumstances, termination of tenancies could be an effective
means to deal with breaches of tenancy conditions. However, the HD
would consider whether it would be feasible to establish a marking
scheme to deal with improper use of retail premises.

22, Case 1 in paragraph 2.9 of the Audit Report revealed that there were two
adjacent storerooms in a shopping centre in which an opening was made to the
partition wall between them without the HD's approval. The Committee asked
whether the HD would also consider modifying the existing marking scheme to cover
unauthorised alteration of premises.

23. The Assistant Director (Estate Management) 3 replied that:

- as there was a diversity of irregularities in retail premises, the HD
considered it impossible to include all misdeeds in the marking scheme.
The HD would follow up any breaches of tenancy conditions by issuing
warning letters, conducting interviews with tenants and explaining to
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them that their behaviour was unacceptable. If the irregularities still
persisted, a notice-to-quit would be served on the tenants concerned; and

- the two storerooms mentioned in Case 1 had already been recovered by
the HD.

Retail premises not regularly open for business

24, The Committee referred to paragraph 2.17 of the Audit Report, which
revealed that 33% of the let-out retail shops and market stalls in a shopping centre in
Tsuen Wan were not regularly open for business. However, there was no provision
in the HA's tenancy agreements of retail shops and cooked food stalls for regulating
the non-trading problem. In the tenancy agreement for market stals, the
non-trading rule stipulated that the tenant should not cease to carry on business at the
stall for more than seven consecutive days. Compared to the non-trading rule of the
Food and Environmental Hygiene Department, the HA's rule seemed to be less
stringent, as a tenant could open for business only one day per week without
breaching the tenancy agreement. The Committee asked whether:

- the HD would review the non-trading rule stipulated in its existing
tenancy agreements; and

- the HD maintained records on whether retail premises were open for
business and the contents of such record, if any.

25. The Director of Housing and the Deputy Director (Estate M anagement)
replied that:

- there were different reasons leading to the non-trading situation. Some
sole proprietors, such as electricians, operated a shop but provided
services elseawhere. As such, they could only open the shop for very
limited times. There was another case in which a tenant operated a
computer repair shop on a part-time basis. As long as he was
providing the services, the HD did not consider that was a particular
problem. Sometimes, business operators chose not to operate during
normal business hours but operate in the evening or at night because of
particular commercial location. The HD had to accommodate different
situations and exercise flexibility as long as the businesses were
operated in legitimate ways. The HD was reviewing the lease
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conditions in terms of operating hours and continuous business of the
premises; and

- the HD maintained records on whether retail premises were open for
business but such records were informal in the past. With Audit's
recommendations, the HD had begun to maintain the records
systematically.

L etting of retail premises and implementation of improvement measures

26. As revealed in Table 3 in paragraph 2.23 of the Audit Report, many HA
retail premises had remained vacant for a long time. Of the 251 vacant retail
premises, 122 had been vacant for more than three years, in which 91 had even been
vacant for more than five years.

27. The Committee queried whether the HD had taken effective measures to let
out the vacant retail premises or prompt actions to explore viable options to optimise
their use, such as approaching those tenants who were forced to close their shops
after The Link Real Estate Investment Trust ("The Link REIT") had taken over the
HA's commercial properties and inviting young people to start their own business in
the vacant premises.

28. As regards the vacancy problems in markets, paragraph 2.37 of the Audit
Report stated that although re-ordering exercises had been conducted in a number of
markets, there were still five markets with a consistently high vacancy rate of over
30% for the past five years. The Committee also pointed out that there were
complaints about poor hygienic conditions, poor illumination, and lack of
air-conditioning in the markets, resulting in low patronage and poor business. As
such, the markets could not attract bidders.

29. Against the above background, the Committee asked:

- about the measures taken by the HD to let out the vacant retail premises;
and

- whether the HD would allocate more resources to improve those

markets with poor conditions so as to attract more tenants, or consider
converting the markets to other gainful uses.
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30. The Director of Housing and the Deputy Director (Estate M anagement)

stated that:

the HD had taken initiatives to reduce the vacancy rate of markets
through market re-ordering, i.e. by grouping vacant market stalls
together at one side of the market to create a better retail atmosphere,
and conversion to other uses to suit residents need. As a result, there
had been a drastic reduction in the vacancy rate of markets from 22% in
2005 to 9% in 2011. The HD's objective was to attract more
commercial tenants in order to keep the markets open, as closing down
the markets would affect the services provided to domestic tenants,

there had been a significant improvement in the overall vacancy rate of
retail shops which had dropped from 7.6% in 2006 to 5% in 2011
through implementing a number of improvement measures. Given that
some of the retail premises were old-aged facilities in unpopular
locations with inferior accessibility, there had been a high vacancy rate
in individual estates with unattractive retail facilities. Wah Fu (1)
Estate was an example. It was situated on an upper platform and
residents preferred buying food in the market of Wah Fu (l) Estate,
which was located near a bus stop and on a lower platform;

the HD would intensify its efforts to further reduce the vacancy rate of
retail premises by adopting flexible letting terms and tendering
procedures, such as conducting open instant tenders, offering short-term
tenancy and longer rent-free period. The HD would also convert
surplus facilities to other uses and implement major improvement works
for asset enhancement. Tenants of The Link REIT were welcome to
submit abid for vacant premises,

the HD had been considering improving those markets with poor
conditions. However, some markets were designed long time ago and
could not accommodate air-conditioning facilities at a viable cost. As
such, the HD would look into other solutions to solve the problem.
The CPC had approved the HD's proposal to earmark four major retail
facilities (at On Kay Court, Pok Hong Estate, Wah Fu (1) Estate, and
Wah Fu (Il) Estate) for early consideration of major improvement works.
The HD would aso improve the accessibility of Wah Fu (I1) Estate by
adding lifts and escalators; and
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to attract more bidders for vacant retail premises, the HD also advertised
vacancies of retail premises. Tender notices were published in leading
newspapers every Friday and uploaded onto the HA's website.

31 The Committee further referred to Case 2 in paragraph 2.28 of the Audit
Report which revealed that a vacant retail shop had been repeatedly re-designated for
different trades, some of which were very similar, based on HD staff's own
knowledge and experience in over 25 unsuccessful re-tendering exercises since 2004.
The Committee asked:

whether and when the HD would review the situation where there was
no bidder of avacant retail premises after several re-tendering exercises,

whether the HD had conducted market research on the actual demand of
vacant premises by commercial tenants, and whether it was aware that
some industries or arts groups had difficulties in finding an appropriate
premises for operation; and

whether the HD had considered using those vacant premises with low
commercia value as community facilities like study rooms.

32. The Director of Housing, the Deputy Director (Estate Management) and
the Assistant Director (Estate Management) 3 replied that:

the HD had been reviewing Case 2 on an ongoing basis and identifying
alternative uses of the premises to match the demand of potential tenants.
While the HD was aware of the needs of arts groups for premises, it had
to cater to the needs of domestic tenants for services like shops and
restaurants. Regarding Case 2, the HD had repeatedly re-designated
the vacant retail shop, which was located in Wah Fu (I1) Estate, for
different trades over the years with a view to attracting interested
bidders. The HD had aso conducted a strength-weakness-
opportunity-threat ("SWOT") analysis to identify the causes of the
problem. It was in the process of re-letting the shop and interested
parties/potential tenderers were allowed to suggest possible trades;

the HD conducted SWOT analysis to gather market information on a

regular basis. For example, the HD had been studying comprehensive
market information in respect of a new development in Yau Tong; and
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the HD had been converting vacant premises with low commercial value
into community facilities. For instance, it had converted a vacant
cooked food stall in Chak On Estate into alibrary and the vacant cooked
food stalls in the Shun Lee Tsuen into a platform for residents to
organise activities or carnivals. The HD had recently arranged with the
Hospital Authority to take up a number of unitsin Wah Fu (I1) Estate to
provide an elderly care centre and an elderly education centre.

33. The Committee further asked:

about the rank of staff who were involved in the conduct and review of
tendering exercises for vacant premises; and

when a case of no bidder in atendering exercise would be brought up to
the attention of staff at the Deputy Director or Assistant Director levels.

34. The Assistant Director (Estate Management) 3 replied that:

when a tenant terminated a tenancy and returned the premises to the HD,
the senior housing manager of the Commercial Properties Support
Services Section of the HD would study whether it would be appropriate
to conduct an open tender to let out the premises, and a tendering
exercise would be conducted where appropriate. For some special
premises, the HD would let them out by direct negotiation and the
prospective tenants on the client list of the selected trade would be
invited to submit leasing proposals to the HD for consideration;

the HD would take the advice of Audit to encourage prospective tenants
to make trade suggestions when re-letting vacant retail premises with a
view to letting out the premises as soon as possible; and

the chief estate surveyors and the Assistant Directors concerned would

review the vacancy rate of retail premises quarterly and look for
alternativesto let out the premisesif it had been vacant for four months.
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35. The Committee referred to the HA's commercial operating account in
Table 1 of paragraph 1.3 of the Audit Report and asked:

- why the expenditure on welfare premises was relatively low, as
compared to that on retail premises, car park and factory estate; and

- whether the operating surplus had included those generated from
properties directly managed by the HD and those outsourced to
contractors.

36. The Director of Housing and the Deputy Director (Estate M anagement)
responded that the commercia operating account referred to in Table 1 had included
those managed by the HD and those outsourced to contractors.  Since the occupancy
rate of welfare premises tended to be stable and not much maintenance work was
required, the expenditure incurred by the HD for welfare premises tended to be low.

37. As requested by the Committee, the Director of Housing provided further
information on the commercial operating accounts and the 37 major retail facilities
listed in Appendix B of the Audit Report in his letters of 16 May 2011 (in
Appendix 20) and 30 May 2011 (in Appendix 21).

Monitoring of operating expenditure

38. According to paragraphs 2.45 to 2.47 of the Audit Report, there was a case
in which the area of an estate belonging to welfare premises was wrongly regarded as
retaill premises. As aresult, the actual area was overstated by nearly four times and
the unit operating expenditure understated by about 80%. There were also casesin
which the daily expenses, such as the security or cleansing expenditure, were not
charged to the correct business accounts. As such errors could easily be detected,
the Committee questioned why such errors occurred, and whether senior managers
would cross check the accuracy of datainput by HD frontline staff regularly.

39. The Assistant Director (Estate Management) 3 responded that:

- a the beginning of each month, contractors would send the bills for
settlement by the HD. After certifying the bills correct, payment
would be made to the contractor. Management officers or housing
officers would then input the data of the expenses, breaking them down
into different types of business accounts, into the computer. As
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finalising the account of operating expenditure of the whole estate took
about one to two months, some HD staff might not be aware of the
errors in data if the overall operating expenditure did not exceed the
HD's benchmarks. As regards the case mentioned in paragraph 2.45(c)
of the Audit Report, the frontline staff concerned had input the data
incorrectly by mistake;

- since senior managers were responsible for the overall management of
housing estates, it was the responsibility of the Commercial Properties
Support Services Section in the headquarters to check the accuracy of
the operating expenditure. The HD had recently provided specific
training courses on accounting guidelines and principles for charging
business accounts to local management staff. With such measure, the
HD hoped that its frontline staff would be able to input the data
correctly in future; and

- according to the existing guidelines, the operating statements should be
reviewed every three months. Apart from senior managers, district
chief managers, Assistant Directors and Deputy Director concerned
would also visit the estates regularly to ensure that the quality of overall
management service met the required levels.

C. Management of car parksand factory estates

40. As stated in paragraph 3.2 of the Audit Report, of the HA's 117 car parks,
3% were directly managed by the HD whereas 97% were outsourced to private
operators or carpark operators. The Committee asked why the HD still kept
managing such a small portion of car parks. The Assistant Director (Estate
Management) 3 replied that since there were only few parking spaces in some
estates, it would not be cost-effective to outsource the management of the car parks
concerned.

41. The Committee then referred to paragraph 4.15 of the Audit Report, which
stated that since 1989, it had been the policy of the HA to absolve itself from the
ownership and management of factory estates in the long term ("the 1989 policy").
However, up to January 2011 (after more than 21 years), the HD had not formulated
along-term strategy to implement the 1989 policy. The Committee also noted that
one of the six newer factory estates built in or after 1979 (i.e. Hoi Tai Factory Estate)
had been running at a deficit for two consecutive years ($0.4 million in 2008-2009
and $0.9 million in 2009-2010). The Committee asked why the HD had still not
implemented the 1989 policy after along time.
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42. The Director of Housing replied that:

- the HD reviewed the 1989 policy on a regular basis. In 2008, due to
the economic downturn, the HD did not recommend closure, renovation
or redevelopment of the Cha Wan Factory Estate ("CWFE"). In
March 2011, the CPC approved a plan to clear the CWFE;

- for the six newer factory estates, they had an occupancy rate of nearly
99%. Inview of the limited supply of small factory unitsin the private
sector, some tenants would have difficulties in finding alternative
accommodation in private industrial developments. The HD had
recently obtained the agreement of the CPC to continue the management
of the six factory estates and would review the situation from time to
time; and

- thereason for the Hoi Tai Factory Estate running a deficit was that the
HD had carried out a substantial renovation project in the building with
aview to improving its standard and allowing its continuous operation.

43. It appeared to the Committee that following the agreement of the CPC to
continue the management of the six newer factory estates, the HA's 1989 policy had
since been changed. The Committee asked:

- when the CPC made the decision and whether the decision was made
after the matter was raised by Audit; and

- whether the HD had informed the Legislative Council ("LegCo") about
the policy change.

44, The Director of Housing stated in his reply of 31 May 2011, in
Appendix 22, that members of the CPC noted the continued demand for the
8,000 small factory units in the six newer factory estates of the HA at the meeting
held on 28 April 2011. In view of their high letting rate (i.e. over 99%), CPC
members supported the HD's proposal to continue managing them pro tem and to
review the situation from time to time. The HD would inform the LegCo if there
was a substantial change to the long-term policy on the ownership and management
of the factory estates in future. He also provided a copy of the relevant CPC paper
to the Committee.
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45. The Committee noted that the CPC paper was issued on 20 April 2011 for
the purpose of informing CPC members of the mgor findings, recommendations and
the management response to the Audit Report, indicating that the modification to the
1989 policy was decided after the matter was raised by Audit.

46. According to Case 3 in paragraph 4.25 of the Audit Report, a tenant had
ceased operation in four units of Factory Estate 1 for eight years and the premises
had been sublet to different third parties for two to 11 years. Case 4 in the same
paragraph of the Audit Report also revealed that a unit had been sublet to a third
party as early asin February 2004. The Committee queried:

- why the HD could not detect the cases over the years; and

- whether HD staff had carried out the inspection of each factory unit
regularly.

47. The Assistant Director (Estate Management) 3 replied at the public
hearing and the Director of Housing stated in his letter of 16 May 2011 that the HD
requested its frontline staff to conduct unit-to-unit inspections on factory estates.
Besides, the HD had revised the Factory Estate Operational Manual which provided
guidance on patrolling and inspections. HD frontline staff was now required to
complete and sign an inspection report for each unit and their supervisors were
required to cross check their work. With such measures, the HD expected that cases
of subletting factory premises would be detected more promptly.

D. Theway forward

The 2005 divestment exercise

48. In July 2003, the Chief Executive in Council decided that the HA's
agreement should be sought to divest its retail and carpark ("RC") facilities, and that
the net proceeds from the divestment should entirely go to the HA. In the same
month, the HA agreed in principle to divest its RC facilities. One of the reasons for
the divestment was that with the cessation of construction and sale of Home
Ownership Scheme flats, the HA lacked a recurrent source of income. Proceeds
from the divestment would help the HA meet its funding requirements in the short
term.
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49, The HA decided that the divestment project would include 180 RC
facilities. In addition, an REIT structure (i.e. The Link REIT) would be established
and listed on the Stock Exchange of Hong Kong to hold the HA's RC facilities to be
divested; and at a later stage when the preparation of relevant land leases was
completed, the HA would transfer the legal title of the RC facilities to The Link
REIT.

50. As revealed in paragraph 6.9 of the Audit Report, at the time when The
Link REIT was listed in November 2005, the HA could only transfer to it the lega
title of 76 divested properties. For the remaining 104 properties, only beneficial
ownership was transferred at that time.  According to The Link REIT's Initial Public
Offering ("1PQ") Circular, it was intended that the HA would transfer the legal title
of the properties to The Link REIT in batches by mid-2008. As it transpired, the
HA re-scheduled the completion date for the whole transfer project to July 2010 and
the revised timeframe was eventually met.

51. The Committee noted from paragraph 6.13 of the Audit Report that
although it was intended that the legal title of the remaining 104 divested properties
would be transferred to The Link REIT in batches by mid-2008, there were
54 divested properties the legal title of which could only be transferred to The Link
REIT after mid-2008. The late completion of the transfer process had caused a
delay in charging government rent on the divested properties. Audit estimated that
the financial implications (i.e. notional government rent chargeable from mid-2008 to
July 2010) could have amounted to some $30 million.

52. Given that the late completion of the title transfer process had deprived the
right of the Government to charge government rent on the divested properties from
mid-2008 to July 2010, resulting in a loss amounted to some $30 million, the
Committee asked abouit:

- thereasons for the late completion of the transfer of legal title of each of
the 54 divested properties; and

- how the original target completion date of mid-2008 was set and
whether it was aredlistic target.
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53. The Director of Housing replied that the original target date was decided
after alot of consultations. It was set based on assumptions and was considered to
be areasonable date at that moment.

54, In his letter of 24 May 2011 in Appendix 23, the Director of Housing
provided detailed reasons for the late completion of the title transfer process. He
stated that the procurement of |eases and Deeds of Mutual Covenant ("DMCs") after
the sale of beneficial interest of the divested properties was an unprecedented task.
The work involved in the procurement process was much more complex and onerous
than could be anticipated at the time of planning and of divestment. During the
procurement process, new requirements and restrictions were imposed by various
government departments. There was also a host of other unforeseen issues seriously
affecting the progress. In the light of the circumstances, it was necessary to revisit
and revise the original target completion date for the transfer of legal title. The
details were as follows:

Certification of gross floor area ("GFA") under lease

- new procedures and requirements on certification of GFA under lease
were introduced by the Lands Department ("LandsD") in end 2005,
shortly after the listing. Pending finalisation and issuance of the new
procedures and requirements by the LandsD, progress of the programme
was seriously affected until end 2006. Moreover, the changes resulted
in considerably longer processing time for individual leases, which in
turn significantly affected the overall programme;

Planning issues

- new planning requirements regarding carving out of free standing
Government, Institution and Community facilities from lease boundaries
and building height restrictions were raised by the Planning Department
("PlanD") in early 2007. The HD made repeated representations to the
PlanD for not applying the new planning requirements to the remaining
properties, particularly in relation to those leases of which approval in
principle had aready been granted by the LandsD. However, the
PlanD considered that no exceptions could be alowed. Significant
additional liaison work was thus required with relevant government
departments on the determination of the revised boundary and on
granting of appropriate rights and easements, including for those leases
on which approval in principle had been granted by the LandsD. The
lease finalisation work was inevitably deferred as aresult. Subsequent
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preparatory works for DMC and title transfer were also seriousy
affected;

DMC issues

- the assignment programme had been further affected by revisions to the
Model DMC required by the Legal Advisory and Conveyancing Office
of the LandsD to align with the new DMC requirements. There were
aso changes necessitated by the legidative amendments then
introduced,;

Other complications

- the situation was further aggravated by unexpected complications which
arose from time to time during the processing of individual leases, for
example:
(@) presence of structures with historical values within the site;

(b) requirement to demolish structures or transplant trees erected over
the Drainage Reserve Areg;

(c) requirement to protect highway structures and to build in
appropriate lease clauses;

(d) reservation of land stratum for new railway lines to pass through;
(e) inclusion of slopeswithin lot boundaries for maintenance;

(f) resolution of projecting structures from the lot over government
land or private lot; and

(g) resolution of encroachment over adjoining lot or vice versa; and
- such complications required additional negotiations with relevant

government departments and parties, re-submission to the LandsD for
approval and/or preparation of complex legal documentation.

55. Noting the difficulties encountered by the HA during the transfer of legal
title, the Committee wondered why the HA had not sorted out the matter before the
listing of The Link REIT. The Committee queried whether the HA was too rush to
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sell its properties to The Link REIT without thoroughly considering all the
implications.

56. The Director of Housing explained at the public hearing and in his letter of
24 May 2011 that the land on which most of the public housing estates were situated,
including RC facilities within the estates, was vested in the HA by the Government
under a vesting order. To complete the transfer of lega title of the divested
properties to The Link REIT, it would first be necessary for the HA to obtain land
leases from the Government and to enter into relevant DMCs for those properties.
Owing to the large number of properties under the divestment portfolio, when The
Link REIT was listed in November 2005, it was only possible to transfer to The Link
REIT both the legal titles and beneficial ownership for 76 out of the 180 properties
sold to The Link REIT. For the remaining 104 properties, only beneficial
ownership was transferred at that time. Accordingly, agreements were entered into
between the Government and the HA, and between the HA and The Link Properties
Limited to provide for, inter alia, the transfer of legal title to the remaining properties
to The Link REIT subsequent to itslisting.

57. Given that The Link REIT could commence collecting rental charges for
the 104 properties after the transfer of beneficial ownership in November 2005 but it
was only required to pay government rent for such properties upon transfer of their
legal title a a later stage (i.e. by mid-2008), the Committee queried if the
Administration had taken effective measures to protect the interests of the
Government and taxpayers. The Committee asked:

- whether the legal advisers engaged by the Administration had assessed
and advised the Administration on the risks and potential financial
implications of a delay in transferring the legal title of the divested
properties from the perspective of the Government and taxpayers, and

- whether the overall valuation of the divested properties had reflected the

financial implications of a possible loss of collectable government rent
arising from the late completion of the title transfer process.

58. The Director of Housing replied at the public hearing and in his letter of
24 May 2011 that:

- the HA sought externa legal advice for the divestment exercise.
However, as far as the HD could determine, the policy bureaux and
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government departments involved relied upon the Government's own
internal legal advisors for matters relevant to their particular interest;

- the Executive Council acknowledged that The Link REIT would only be
charged government rent once the leases were completed. New leases
of land were normally granted subject to payment of government rent.
After the leases were granted and the legal title of the RC properties was
transferred to The Link REIT, The Link REIT would need to pay
government rent in respect of such RC properties. This was clearly
explained in the LegCo Brief on "Divestment of HA's RC facilities®
issued to the LegCo in July 2003; and

- the vauation of the RC properties covered was clearly intended to
ensure that a fair market price was set for al of the properties in
guestion. It was clear from the "Manager's Discussion and Analysis of
Future Operations’ section of the IPO Circular that The Link REIT
would be required to pay government rent for List 1 properties upon
divestment and that at a later stage for List 2 properties upon the issue of
Government leases and the lega title of the RC properties being
transferred to The Link REIT. This showed that this was a factor fully
taken into account in the divestment exercise. Indeed, the fact that the
leases would be put in place over a number of years following
divestment was stated in the documents. The fact that the original
intention to complete the exercise by the middle of 2008 was also
clearly set out on page 93 of the IPO Circular.

59. In response to the Committee's further enquiries about the valuations of the
RC properties sold to The Link REIT, the Director of Housing stated in his letter of
30 May 2011, in Appendix 24, that the valuations of the divested RC facilities were
carried out by an independent property valuer, CB Richard Ellis Limited. The
aggregate market value of the divested properties as determined by the property
valuer was $33.802 billion.

60. The Committee enquired whether the Administration had negotiated with
The Link REIT for compensating the Government for not being able to charge
government rent during the period from mid-2008 to July 2010 due to the late
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completion of the transfer process. The Director of Housing said at the public
hearing and in his letter of 24 May 2011 that:

given the fact that the obligation to pay the government rent only arose
when the Government lease concerned was granted, The Link REIT was
not obliged to pay the government rent for those properties with no
Government leases and the legal title to which had yet to be transferred
to The Link REIT. There was thus no legal basis for the Government
to recover from The Link REIT the aleged "notional” government rent
chargeable in respect of the properties for the period during which the
Government leases were yet to be granted; and

The Link REIT paid a total lump sum which it was required to pay to
the HA in 2005. It was fully understood that the transfer of legal title
would be completed subsequently although the transfer took longer time
than expected.

61. The Committee referred to paragraph 6.6(a) of the Audit Report, which
stated that the HA would look for opportunities to divest the remaining RC facilities
and those to be built in the future. However, paragraph 6.7 stated that in December
2009, the Secretary for Transport and Housing said that the HA had no plan to
further divest its properties. The Committee asked:

whether the change of policy was due to the negative comments by the
general public on the divestment or obstacles which could not be dealt
with; and

whether the HA and the HD had conducted a post-implementation
review on the whole divestment exercise, including the way to divest the
properties and the valuation of the RC facilities.

62. The Director of Housing replied that:

there were no particular obstacles to the divestment exercise. The HA
had no plan to further divest its properties as it would be a good balance
for the HA and the HD to retain some expertise in managing commercial
properties.  Moreover, the remaining properties were unpopular
because of their poor location, small scale, old age or obsolescent
conditions. It was anticipated that there would be very little interest for
buying any of the remaining properties;
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- the process of the 2005 divestment exercise was very transparent and the
valuation was discussed in the community at that moment. The
approach of the last divestment exercise was considered appropriate;
and

- the HD would carry out a post-implementation review of the 2005
divestment exercise to consolidate the experience gained.

Role of the HA as the DM C manager

63. According to paragraphs 6.15 to 6.17 of the Audit Report, the HA has
continued to act as the DMC manager for the divested RC facilities in 91 public
housing estates. Asthe DMC manager, the HA is responsible for ensuring that The
Link REIT complies with the DMCs and taking necessary measures to enforce the
provisions of the DMCs. However, in September 2009, The Link REIT had not yet
paid the management fees relating to the "common areas' in the majority of the
housing estates for July and August 2009. In addition, LegCo Members had
expressed concerns in September 2009 that many recreational facilities managed by
The Link REIT had become dilapidated due to improper maintenance and urged the
early re-opening of the facilities concerned.

64. The Committee asked about:

- the difficulties encountered by the HA in discharging its responsibilities
as the DM C manager; and

- the amount of the outstanding management fees involved and why The
Link REIT did not effect payment of the management fees.

65. The Deputy Director (Estate Management) said at the public hearing and
the Director of Housing stated in hisletter of 16 May 2011 that:

- the HD had been closely monitoring the work of The Link REIT to
ensure its compliance with DMC and lease conditions. At present,
except one recreational facility for which repairing works was till in
progress, all recreational facilities concerned had been re-opened; and

- ThelLink REIT failed to effect payment of the management fees for July

and August 2009 as there had been arguments on the amount of the
management fees that it should pay, which was around $8 million. The
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Link REIT had settled all the management fees in arrears in
mid-September 2009.

E. Conclusionsand recommendations

66.

The Committee:

Management of retall premises

Day-to-day management of retail premises

Is surprised and regrets to note that the Housing Department ("HD")'s
day-to-day management of the Hong Kong Housing Authority ("HA")'s
retail premises is lax and ineffective, and the problems are attributable
partly to the failure of staff of the HD and property management
contractors to vigilantly follow the HD's set instructions and guidelines
over the years, and partly to the HD management's failure to provide
proper guidance to its staff (and contractor staff) on the conduct of
inspection of retail premises and to deploy adequate manpower for the
management of retail premises, as reflected by the following:

(@

(b)

(©)

the HD had deployed only 16 senior managers to oversee the
management of about 180 housing estates, which may not be
adequate for effectively supervising HD frontline staff and
contractors in properly carrying out the inspection of retail
premises,

suspected gambling activities appear to be common occurrences in
some retail premises. Although the HD issued an interna
instruction in January 1997 requiring all estate housing managers to
take various measures to deal with gambling activities, HD staff
(and contractor staff) have failed to follow through the measures
lad down in the instruction, as illustrated by the incidents
mentioned in paragraph 2.14 of the Director of Audit's Report
("Audit Report");

athough HD frontline staff (or security guards) are required to
conduct daily patrols of retail premises to ensure the proper use and
prompt maintenance of the premises, and to monitor tenants
performance under the marking scheme, and the HD has
implemented a unit-to-unit inspection regime on all retail premises
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since July 2010, there are still cases of improper use and
unauthorised alteration of retail premises (including storerooms);

(d) the HD's unit-to-unit inspection regime did not cover storerooms,
and no guideline had been issued to HD staff (or contractor staff) to
advise them to inspect the high-risk cases, such as repeated
offenders and premises not regularly open for business, with a
higher priority and frequency within the 18-month cycle period
under the unit-to-unit inspection regime; and

(e) athough a marking scheme has been implemented in HA retalil
premises since October 2006 and causing obstruction in public
areas is one of the scheduled misdeeds under the scheme, the
problem of obstruction in public areas is still common and some
tenants repeatedly committed the misdeed. The Audit
Commission ("Audit") found that there were instances of not
alotting penalty points even after written warnings had been issued
on the same misdeeds, and instances of not updating the records in
the information system on marking scheme by HD staff and
contractors after the issue of written warnings or allotment of
penalty points;

expresses concern that some let-out retail premises of HA retail facilities
are not open for business (i.e. non-trading) during normal business hours.
However, there is no provision in the HA's tenancy agreements that
requires retail shops and cooked food stalls to open for business for any
minimum hours per day or minimum days per week, and the
"non-trading rule" in the HA's tenancy agreements for market stalls is
less stringent than that stipulated by the Food and Environmental
Hygiene Department ("FEHD"). The prevalence of non-trading retail
premises is not conducive to achieving the HA's objective of enhancing
residents’ quality of life through the provision of retail, commercial and
social facilities. There is aso a risk that some premises, when not
opened for business, might be used for purposes other than those
specified in the tenancy agreements;

acknowledges that:

(@) the HD has investigated into individual suspected cases identified
by Audit and taken tenancy enforcement actions where appropriate;
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(b)

(©)

(d)

(€)

the HD has issued a new internal instruction to provide detailed
guidelines advising HD/contractor staff to step up the unit-to-unit
inspections according to the prescribed priority and the frequency
based on the high-risk categories such as repeated offenders and
non-trading retail premises;

the HD will report all suspected gambling activities to the police
and, in case of conviction, take tenancy enforcement actions
including issuance of notice-to-quit;

the HD will review the feasibility to specify opening hours in
tenancy agreements appropriate to the nature of business and
customer demand in respect of the retail facilities, having regard to
the best interest of the domestic tenants; and

the Director of Housing has agreed with the audit recommendations
in paragraph 2.20 of the Audit Report;

urges the Director of Housing to:

(@

(b)

(©)

(d)

review the adequacy of manpower deployed for overseeing the
management of retail premises, so as to effectively supervise HD
frontline staff and contractors in properly carrying out the
inspection of retail premises, and strengthen the manpower where

appropriate;

take measures to ensure that HD staff and contractors will strictly
follow through the measures set out in the internal instruction of
January 1997 to deal with gambling activities,

consider modifying the existing marking scheme to cover improper
and unauthorised use of retail premises, such as gambling; and

take prompt action to tighten the "non-trading rule" for HA market
stalls, having regard to the FEHD's practice;

Letting of retail premises and implementation of improvement measures

regrets that many HA retail premises have remained vacant for a long
time. Of the 251 vacant retail premises which were available for
letting as at December 2010, 122 (49%) had been vacant for over three
years. Although the HD has taken improvement measures in recent
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years in some markets, their effectivenessis yet to be seen as the market
vacancy rates have remained high;

- recognises that the long vacant retail premises are often located in older
public housing estates and unpopular locations, but regrets that the HD
had taken neither effective measures to let out those retail shops nor
prompt actions to explore viable options to optimise their use, leading to
awaste of public resources, asfollows:

(@ theHD had not taken adequate measures to ensure that these vacant
premises are widely publicised and put up for open tender as
frequently as practicable;

(b) for vacant premises which did not attract any bidder in an open
tender, the HD would normally take quite a long time (about two
calendar months) to re-tender the same premises. Asaresult, if an
open tender for letting out a retail premises is unsuccessful, the
same premises will remain vacant for at least another two months
before procedures for re-tendering could be compl eted;

(c) a vacant retail shop in Wah Fu (1) Estate had been repeatedly
re-designated for different trades, some of which were very similar,
based on the HD staff's own knowledge and experience in over
25 unsuccessful re-tendering exercises since 2004. This reflects
that the HD staff concerned had only conducted the re-tendering
exercises as a matter of routine without analysing the reasons why
the shop had not attracted any bidders, so as to identify effective
ways to let out the shop, and market research had not been
conducted to ascertain the latest retail trend and actual demand for
the vacant shop; and

(d) the factors taken into account by the HD in setting the priority for
major improvement works do not include vacancy rates of the retail
facilities concerned;

- acknowledges that:
(@) the HD has taken initiatives to optimise the use of surplus retail

facilities and reduce vacancy rates through conversion to other uses
to suit residents’ need, and market re-ordering exercise;
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(b)

(©)

the HD has, as approved by the Commercial Properties Committee
("CPC"), earmarked the retail facilities at Wah Fu (1) Estate for
early consideration of mgor improvement works to enhance their
commercial potential; and

the Director of Housing has agreed with the audit recommendations
in paragraphs 2.30 and 2.40 of the Audit Report;

urges the Director of Housing to:

(@

(b)

conduct market research to ascertain the actual demand for long
vacant retall premises, and proactively explore options to optimise
the use of the premises having regard to the actual demand, e.g.
letting out the premises to welfare organisations/arts groups, or
converting them to other gainful uses such as library or students
study room; and

expeditiously carry out major improvement works for the retail
facilities a& Wah Fu (Il) Estate to enhance their commercial
potential;

Monitoring of operating expenditure

expresses concern that in 2009-2010, the operating expenditure for
many retail facilities exceeded the HD's benchmarks. Some estate
housing managers had not fully reported the non-compliance to the
senior management, nor had they proposed adequate follow-up action to
control the expenditure;

acknowledges that:

(@

(b)

the HD will conduct periodic reviews on operating expenditure, and
has provided specific training courses to local management staff on
accounting guidelines and charging principles for business accounts;
and

the Director of Housing has agreed with the audit recommendations
in paragraph 2.48 of the Audit Report;

urges the Director of Housing to implement the above audit
recommendations expeditioudly;
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Management of car parks

expresses concern that:

(@

(b)

(©)

(d)

(€)

the provision of public housing carpark facilities had turned out to
be greater than the actual demand for many aged estates. This has
led to surplus provision of parking spaces and high vacancy ratesin
these HA car parks, resulting in under-utilisation of valuable
resources;

despite the HD's efforts in recent years to improve the utilisation of
car parks, in December 2010, 46 (39%) of the 117 HA car parks
still had alow occupancy rate of below 70%;

for Project 3 relating to leasing part of a car park to Organisation C
for operating a telephone transaction centre cum volunteers and
training centre, although it was a commercial letting according to
HD records, the rent charged was on a par with the concessionary
rent normally applicable for welfare lettings. This was contrary to
the HD's established practice of charging market rent for
commercial lettings;

although the HD had informed the HA's CPC that conversion works
for Project 3 would commence only after Organisation C had
signed and accepted the HA's letter of offer, the HD started the
works more than two months before the signing of the letter of
offer; and

although the HD's internal instruction stipulates that a tenant is not
allowed to move into the premises unless the tenancy agreement
has been executed, the HD started to hand over the premises to
Organisation C more than two years before its signing of the
tenancy agreement;

acknowledges that:

(@

substantial revisions to the parking standards for public housing
developments have been made since 2009. The HD has, in
consultation with the Transport Department, refined the planning
standards of parking spaces, and will continue to carefully plan the
provision of parking facilities appropriate to new public housing
developments on a case-by-case basis;
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(b) while a five-year programme for carpark improvement will be

(©)

(d)

(€)

rolled out, the HD will implement short-term measures such as
change of use of parking spaces (e.g. change from private car to
motorcycle parking spaces) and letting to non-residents to improve
occupancy rates,

the Director of Housing considered that Project 3 was a very
special case. The HD will continue the practice of making rent
assessment for other major conversion projects;

the Director of Housing has agreed with the audit recommendations
In paragraphs 3.12, 3.21 and 3.34 of the Audit Report; and

the Commissioner for Transport has agreed with the audit
recommendation in paragraph 3.12 of the Audit Report;

urges the Director of Housing to take effective actions to implement the

above audit recommendations;

Management of factory estates

(@

(b)

is disappointed that:

the HD had not formulated an effective strategy to implement the
HA's 1989 policy of absolving itself from the ownership and
management of factory estates in the long term during the past
21 years, and it was only after the matter was raised by Audit that
the HD sought the CPC's approval in April 2011 to modify the
HA's policy whereby the HD would continue managing the six
newer factory estates pro tem and review the situation from time to
time; and

the HD's procedures for detecting subletting or unauthorised use of
factory premises were not properly followed in the two factory
estates visited by Audit, and there were cases of unauthorised
subletting of factory premises;

- acknowledges that:

(@

in March 2011, the CPC approved a plan to clear the Cha Wan
Factory Estate. The HA considers that the site is suitable for
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(b)

(©)

(d)

public rental housing development and intends to seek its allocation
for that purpose;

the Director of Housing has undertaken to inform the Legidative
Council ("LegCa") if there is a substantial change to the long-term
policy on the ownership and management of the six newer factory
estates in future;

the HD has investigated into each suspected subletting case and
taken necessary actions to rectify the problem; and

the Director of Housing has agreed with the audit recommendations
in paragraphs 4.11, 4.16 and 4.28 of the Audit Report;

- urges the Director of Housing to promptly inform the LegCo if thereisa
further change to the policy on the ownership and management of the
six newer factory estates;

Performance measurement and reporting

- expresses concern that:

(@

(b)

(©)

the HD had not properly calculated the vacancy rates of retail
premises for reporting to the CPC, as detailed in paragraphs 5.5 to
5.7 of the Audit Report;

the HD did not systematically collect feedback on the residents
satisfaction level on performance in various aspects of the
management of commercial properties; and

apart from retail premises, there are no key performance indicators
("KPIs")/targets to measure the vacancy position of other types of
properties (i.e. car parks, factory estates and welfare premises);

- acknowledges that:

(@

the HD will exclude all new premises, which are not yet ready for
letting, from the total stock in calculating the vacancy rates, and
will revisit the approach in reporting the vacancy rate of different
categories of non-domestic premises,
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(b)

(©)

(d)

the HD will extend the scope of its annual Public Housing
Recurrent Survey to cover residents satisfaction level on
management of HA commercial properties, and closely monitor the
survey findings for benchmarking purpose;

the HD will consider the audit recommendation of setting specific
KPIs and targets (e.g. vacancy rate) for different types of
commercial properties in the forthcoming 2012-2013 business plan
for commercial properties; and

the Director of Housing has agreed with the audit recommendations
in paragraph 5.12 of the Audit Report;

- urges the Director of Housing to implement the above audit
recommendations without delay;

The way forward

- notesthat:

(@

(b)

one of the reasons for the divestment of the HA's retail and carpark
facilities was that with the cessation of construction and sale of
Home Ownership Scheme flats, the HA lacked a recurrent source
of income. Proceeds from the divestment would help the HA
meet its funding requirements in the short term; and

at the time when The Link Real Estate Investment Trust ("The Link
REIT") was listed in 2005, the HA could only transfer to it the legal
title of 76 divested properties,

- regretsthat:

(@

although it was intended that the legal title of the remaining
104 divested properties would be transferred to The Link REIT in
batches by mid-2008, there were 54 divested properties the legal
tittle of which could only be transferred to The Link REIT after
mid-2008. The late completion of the transfer had deprived the
Government of the right to charge government rent on the divested
properties during the period from mid-2008 to July 2010,
resulting in aloss amounted to some $30 million;
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(b)

(©)

the Administration had not before the listing of The Link REIT
conducted a comprehensive risk assessment, from the perspective
of the Government and the taxpayers, of the delay in transfer of
legal title and take effective measures to protect the Government
from the loss of collectable rent. For example, although the
Administration was fully aware that The Link REIT would only be
required to pay government rent for the 104 properties upon
transfer of their legal title at a later stage (i.e. by mid-2008), it
failed to make alternative arrangements to cater for a delay in
completing the transfer, such as by requiring The Link REIT to
make a lump sum payment or periodica payments for the
properties concerned to cover the government rent for the period
before completion of the transfer. Besides, the Panel on Housing
of the LegCo had not been apprised of the possible loss of
government income due to the delay in completing the transfer of
the legal title of the properties; and

various issues have arisen from the 2005 divestment exercise, as
detailed in paragraphs 6.8 to 6.20 of the Audit Report. However,
the HA has not conducted a post-implementation review to
consolidate the experience gained from the divestment exercise;

acknowledges that:

(@

(b)

(©)

although the HA has no plan to further divest its retail and carpark
facilities at this stage, it will conduct a post-implementation review
of the 2005 divestment exercise;

the Director of Housing has agreed with the audit recommendations
in paragraph 6.26 of the Audit Report; and

the Secretary for Financial Services and the Treasury has agreed
with the audit recommendations in paragraph 6.26(c) and (d) of the
Audit Report;

urges the Administration and the HA to learn the lessons from the 2005
divestment exercise and critically assess al the financial implications of
any delay in transferring the legal title of the divested properties and
make alternative arrangements to safeguard the Government's income,
when planning a divestment exercise in the future;
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- urges the Director of Housing to conduct a post-implementation review
of the 2005 divestment exercise expeditiously and inform the LegCo of
the outcome of the review; and

Follow-up action

- wishes to be kept informed of the progress made in implementing the
various recommendations made by the Committee and Audit.
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APPENDIX 1

RULES OF PROCEDURE OF
THE LEGISLATIVE COUNCIL OF
THE HONG KONG SPECIAL ADMINISTRATIVE REGION

72. Public Accounts Committee

(1) There shall be a standing committee, to be called the Public Accounts
Committee, to consider reports of the Director of Audit —

(@) onthe accounts of the Government;

(b)  on such other accounts required to be laid before the Council as
the committee may think fit; and

(c) on any matter incidental to the performance of his duties or the
exercise of his powers as the committee may think fit.

(2) The committee shall also consider any report of the Director of Audit
laid on the Table of the Council which deals with examinations (value for money
audit) carried out by the Director relating to the economy, efficiency and
effectiveness of any Government department or public body or any organization to
which his functions as Director of Audit extend by virtue of any Ordinance or which
receives public moneys by way of subvention.

(3) The committee shall consist of a chairman, deputy chairman and
5 members who shall be Members appointed by the President in accordance with
an election procedure determined by the House Committee. (L.N. 214 of 2005)

(3A) The chairman and 2 other members shall constitute a quorum of the
committee. (L.N. 214 of 2005)

(3B) In the event of the temporary absence of the chairman and deputy
chairman, the committee may elect a chairman to act during such absence.
(L.N. 214 of 2005)

(3C) All matters before the committee shall be decided by a majority of the
members voting. Neither the chairman nor any other member presiding shall vote,
unless the votes of the other members are equally divided, in which case he shall
give a casting vote. (L.N. 214 of 2005)

(4) A report mentioned in subrules (1) and (2) shall be deemed to have

been referred by the Council to the committee when it is laid on the Table of the
Council.
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(5) Unless the chairman otherwise orders, members of the press and of
the public shall be admitted as spectators at meetings of the committee attended
by any person invited by the committee under subrule (8).

(6) The committee shall meet at the time and the place determined by the
chairman. Written notice of every meeting shall be given to the members and to
any person invited to attend a meeting at least 5 clear days before the day of the
meeting but shorter notice may be given in any case where the chairman so
directs.

(7) (Repealed L.N. 214 of 2005)

(8) The chairman or the committee may invite any public officer, or, in the
case of a report on the accounts of or relating to a non-government body or
organization, any member or employee of that body or organization, to give
information or any explanation or to produce any records or documents which the
committee may require in the performance of its duties; and the committee may
also invite any other person to assist the committee in relation to any such
information, explanation, records or documents.

(9) The committee shall make their report upon the report of the Director
of Audit on the accounts of the Government within 3 months (or such longer period
as may be determined under section 12 of the Audit Ordinance (Cap. 122)) of the
date on which the Director's report is laid on the Table of the Council.

(10) The committee shall make their report upon the report of the Director
of Audit mentioned in subrule (2) within 3 months (or such longer period as may be
determined by the Council) of the date on which the Director's report is laid on the
Table of the Council.

(11) Subject to these Rules of Procedure, the practice and procedure of the
committee shall be determined by the committee.
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APPENDIX 2

Paper presented to the Provisional Legislative Council
by the Chairman of the Public Accounts Committee
at the meeting on 11 February 1998 on
Scope of Government Audit in the
Hong Kong Special Administrative Region -
‘Value for Money Audits'

SCOPE OF WORK

1. The Director of Audit may carry out examinations into the economy,
efficiency and effectiveness with which any bureau, department, agency, other
public body, public office, or audited organisation has discharged its functions.

2. The term "audited organisation” shall include -

0] any person, body corporate or other body whose accounts the
Director of Audit is empowered under any Ordinance to audit;

(i)  any organisation which receives more than half its income from
public moneys (this should not preclude the Director from carrying
out similar examinations in any organisation which receives less
than half its income from public moneys by virtue of an agreement
made as a condition of subvention); and

(i)  any organisation the accounts and records of which the Director is
authorised in writing by the Chief Executive to audit in the public
interest under section 15 of the Audit Ordinance (Cap. 122).

3. This definition of scope of work shall not be construed as entitling the
Director of Audit to question the merits of the policy objectives of any bureau,
department, agency, other public body, public office, or audited organisation in
respect of which an examination is being carried out or, subject to the following
Guidelines, the methods by which such policy objectives have been sought, but he
may question the economy, efficiency and effectiveness of the means used to
achieve them.
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GUIDELINES

4, The Director of Audit should have great freedom in presenting his reports
to the Legislative Council. He may draw attention to any circumstance which
comes to his knowledge in the course of audit, and point out its financial
implications.  Subject to these Guidelines, he will not comment on policy
decisions of the Executive Council and the Legislative Council, save from the point
of view of their effect on the public purse.

5. In the event that the Director of Audit, during the course of carrying out
an examination into the implementation of policy objectives, reasonably believes
that at the time policy objectives were set and decisions made there may have
been a lack of sufficient, relevant and reliable financial and other data available
upon which to set such policy objectives or to make such decisions, and that
critical underlying assumptions may not have been made explicit, he may carry out
an investigation as to whether that belief is well founded. If it appears to be so,
he should bring the matter to the attention of the Legislative Council with a view to
further inquiry by the Public Accounts Committee. As such an investigation may
involve consideration of the methods by which policy objectives have been sought,
the Director should, in his report to the Legislative Council on the matter in
guestion, not make any judgement on the issue, but rather present facts upon
which the Public Accounts Committee may make inquiry.

6. The Director of Audit may also -

0] consider as to whether policy objectives have been determined,
and policy decisions taken, with appropriate authority;

(i)  consider whether there are satisfactory arrangements for
considering alternative options in the implementation of policy,
including the identification, selection and evaluation of such
options;

(i)  consider as to whether established policy aims and objectives have
been clearly set out; whether subsequent decisions on the
implementation of policy are consistent with the approved aims and
objectives, and have been taken with proper authority at the
appropriate level; and whether the resultant instructions to staff
accord with the approved policy aims and decisions and are clearly
understood by those concerned;
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(iv)  consider as to whether there is conflict or potential conflict between
different policy aims or objectives, or between the means chosen
to implement them;

(v)  consider how far, and how effectively, policy aims and objectives
have been translated into operational targets and measures of
performance and whether the costs of alternative levels of service
and other relevant factors have been considered, and are reviewed
as costs change; and

(vi) be entitled to exercise the powers given to him under section 9 of
the Audit Ordinance (Cap. 122).

PROCEDURES

7. The Director of Audit shall report his findings on value for money audits in
the Legislative Council twice each year. The first report shall be submitted to the
President of the Legislative Council within seven months of the end of the financial
year, or such longer period as the Chief Executive may determine. Within one
month, or such longer period as the President may determine, copies shall be laid
before the Legislative Council. The second report shall be submitted to the
President of the Legislative Council by the 7th of April each year, or such date as
the Chief Executive may determine. By the 30th April, or such date as the
President may determine, copies shall be laid before the Legislative Council.

8. The Director's report shall be referred to the Public Accounts Committee
for consideration when it is laid on the table of the Legislative Council. The Public
Accounts Committee shall follow the rules governing the procedures of the
Legislative Council in considering the Director's reports.

9. A Government minute commenting on the action Government proposes
to take in respect of the Public Accounts Committee's report shall be laid on the
table of the Legislative Council within three months of the laying of the report of the
Committee to which it relates.

10. In this paper, reference to the Legislative Council shall, during the
existence of the Provisional Legislative Council, be construed as the Provisional
Legislative Council.
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APPENDIX 3

Witnesses who appeared before the Committee

Mr TSANG Tak-sing
Mr Jonathan McKINLEY
Mrs Betty FUNG

Mr Bobby CHENG

Miss Olivia CHAN

Ms Julia LEUNG

Mr Stanley YING

Hon Timothy FOK Tsun-ting

Mr Johnny WOO

Mr Benjamin MOK

Dr Andrew CHAN Ping-chiu

Mr D W PESCOD

Mr LEE Kwok-wing

Mr LIU King-leung

(in order of appearance)

Secretary for Home Affairs
Deputy Secretary for Home Affairs (2)
Director of Leisure and Cultural Services

Deputy Director of Leisure and Cultural
Services (Leisure Services)

Assistant Director (Leisure Services) 2
Leisure and Cultural Services Department

Acting Secretary for Financial Services and
the Treasury

Permanent Secretary for Financial Services
and the Treasury (Treasury)

President
Sports Federation and Olympic Committee
of Hong Kong, China

Former Chief Executive Officer
2009 East Asian Games (Hong Kong)
Limited

Principal Assistant Secretary for Home
Affairs (Recreation and Sport)

Chairman, Commercial Properties
Committee
Hong Kong Housing Authority

Director of Housing

Deputy Director (Estate Management)
Housing Department

Assistant Director (Estate Management) 3
Housing Department
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Miss Rosaline WONG Lai-ping Chief Estate Surveyor (Commercial
Properties)
Housing Department

Mr Allan WONG Nai-kwong Chief Manager/Management (Kwai Chung)
Housing Department

Mr Sunny IP Yu-sun Chief Manager/Management (Kowloon West

& Hong Kong)
Housing Department

-94-



APPENDIX 4

Introductory Remarks by the
Chairman of the Public Accounts Committee,
Dr Hon Philip WONG Yu-hong, GBS,
at the First Public Hearing of the Committee
in respect of the Director of Audit's Report No. 56
on Thursday, 5 May 2011

Good morning, ladies and gentlemen. Welcome to the Public Accounts
Committee's public hearing relating to Report No. 56 of the Director of Audit on the
results of value for money audits, which was tabled in the Legislative Council on
13 April 2011.

2. The Public Accounts Committee is a standing committee of the
Legislative Council. It plays the role of a watchdog over public expenditure
through consideration of the reports of the Director of Audit laid before the Council
on the Government's accounts and the results of value for money audits of the
Government and those organisations which receive funding from the Government.
The consideration by the Committee of the Director's reports involves gathering
evidence relevant to the facts contained in the Director's reports, so that the
Committee may draw conclusions and make recommendations in a constructive
spirit and forward-looking manner. | also wish to stress that the objective of the
whole exercise is such that the lessons learned from past experience and our
comments on the performance of the public officers or other personnel concerned
will enable the Government to improve its control over the expenditure of public
funds, with due regard to economy, efficiency and effectiveness.

3. The consideration of the Director's reports follows an established process
of public hearings where necessary, internal deliberations and publication of the
Committee's report. The Committee has an established procedure for ensuring
that the parties concerned have a reasonable opportunity to be heard. After the
Committee is satisfied that it has ascertained the relevant facts, it will proceed to
form its views on those facts, followed by a process of formulating its conclusions
and recommendations to be included in its report. In accordance with Rule 72 of
the Rules of Procedure of the Legislative Council, the Committee is required to
make its report on the Director's report to the Legislative Council within three
months of the date at which the Director's report is laid on the Table of the Council.
Before then, we will not, as a committee or individually, be making any public
comments.

4, Following a preliminary study of Report No. 56, the Committee has
decided, in respect of two chapters in the Report, to invite the relevant public
officers and other personnel concerned to appear before the Committee and
answer our questions. We have, apart from this morning's hearing, also set aside
12 May 2011 for public hearing on the other chapter.
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5. The public hearing this morning is on Chapter 5 of Report No. 56 on the
subject of "Hong Kong 2009 East Asian Games". The witnesses are: Mr TSANG
Tak-sing (Secretary for Home Affairs), Mr Jonathan McKINLEY (Deputy Secretary
for Home Affairs), Mrs Betty FUNG (Director of Leisure and Cultural Services), Mr
Bobby CHENG (Deputy Director of Leisure and Cultural Services (Leisure
Services)), Miss Olivia CHAN (Assistant Director (Leisure Services)), Ms Julia
LEUNG (Acting Secretary for Financial Services and the Treasury), Mr Stanley
YING (Permanent Secretary for Financial Services and the Treasury (Treasury)),
Hon Timothy FOK Tsun-ting (President of the Sports Federation and Olympic
Committee of Hong Kong, China) and Mr Johnny WOO (Former Chief Executive
Officer of the 2009 East Asian Games (Hong Kong) Limited).

6. Please note that except for designated public officers, other persons are
not covered by the protection and immunity provided under the Legislative Council
(Powers and Privileges) Ordinance (Cap. 382) when addressing the Committee.

7. | now invite members to ask questions.
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APPENDIX 5

Remarks of the Secretary for Home Affairson
Chapter 5 of the Director of Audit’s Report No. 56

Hong Kong 2009 East Asian Games
at the Public Accounts Committee of the L egislative Council
on 5May 2011

Chairman,

| welcome this hearing convened by the Public Accounts Committee. It
offers us an opportunity to explain the accounts and related facts about the East Asian
Games (EAG). My colleagues and | are prepared to answer any questions Members

may have. | would like to provide some information first to facilitate discussion.

The EAG was the first mgjor international multi-sports event held in Hong
Kong. We won the bid in 2003 to host the EAG and staged the event in late 2009.
We carried through the project which spanned six years and involved two terms of the
HKSAR Government. As you will remember, when we were bidding to host the
EAG in 2003, the Hong Kong economy had yet to recover from the damage resulting
from the outbreak of the Severe Acute Respiratory Syndrome (SARS). As such, we
sought in principle approval from the Finance Committee (FC) of the Legidative
Council for an estimated government commitment of only $84 million for staging the
EAG. When we sought funding support from the FC for the operating cost of the
EAG in January 2006, the government commitment was revised to $123 million, about
half of the total estimated operating expenditure for the EAG (51%) [The estimated
expenditure and revenue were $240 million and $117 million respectively]. The
current SAR Government took measures to ensure that the allocation of $123 million
approved by the FC for the EAG would not be exceeded. The measures included
economising on expenditure and generating income from various sources like
sponsorship and other forms of support. The Home Affairs Bureau and the Leisure
and Cultural Services Department (LCSD) worked closely with the EAG Company
and urged the Company to adopt a prudent approach in financial management, and to
live withinitsmeans. Inthe event, the EAG Company was not just able to balance its

books, it even recorded a surplus for returning to the Government. The actua
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balance borne by the Government was just about $110 million, or 38% of the total
operating expenditure for the EAG.

With the EAG drawing to a close in late 2009, the maority view of the
community was that the EAG was successful — and this conclusion still stands as we
review it again today. The EAG’s success could be attributed to the participation and
support of different sectors of the community - the sports sector, members of various
government departments, medical and healthcare personnel, young people and a great
number of volunteers — all of whom took part in and contributed to the event. | know
that the teams involved in the organisation of the EAG worked day and night before
and after the opening of the EAG. Once again, | would like to express my heartfelt
thanks to all those who contributed to the staging of the EAG!

After the event, | received commendations from many participating
delegations.  Count Jacques Rogge, President of the Internationa Olympic
Committee, after attending the EAG opening ceremony at the Tsim Sha Tsui
harbourfont praised the creativity and effect of the ceremony, saying that it deserved a
gold medal. An article issued by the Xinhua News Agency noted that the 2009 EAG
had been successful despite a limited budget which was no match for those of other
multi-sports events or even certain high-level single sports competitions. The success
of the 2009 EAG showcased the concept behind the “Hong Kong approach” of
organising the event from which future organisers may draw reference, namely:

frugality, pragmatism and innovation.

This was the first time that Hong Kong had hosted such a major international
multi-sports event, and so we did not expect every aspect of the event to be perfect or
flawless. We built in a mechanism to promptly address and respond to problems
identified. Reviews were conducted after the EAG. Noting the public enthusiasm
for sport after the event, we have pressed ahead with measures to promote sport in
Hong Kong, including the implementation of reform packages to develop football, the
promotion of “sport for all”, the development of elite sport and the positioning of

Hong Kong as a centre for international sports events. The SAR Government is aso
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planning to inject $7 billion to support the Hong Kong Sports Institute in nurturing
elite athletes. | shall not go into details of the proposed injection here, as we will

report to the Home Affairs Panel on this subject in due course.

We will aso draw on the practical experience gained from the EAG when

organising similar eventsin future. | would like to highlight the following points:

First, the approach of setting up a company to be responsible for the operation
of a multi-sports event was entirely appropriate. However, the coordination and
support of many government departments were still indispensable.  Maor
international multi-sports events, including the EAG, are owned by their respective
international sports organisations (e.g., the International Olympic Committee, Olympic
Council of Asia or EAG Association) and the National Olympic Committee of the
hosting country or region. The setting up of an independent company to oversee the
operation of the event provides a platform for cooperation between the sports
organisations and the government.  This approach caters for the specific requirements
of sports events, and also provides necessary efficiency and transparency. The EAG
Company was aregistered entity subject to the regulation of the Companies Ordinance.
Its audited annua accounts had to be confirmed by its Board of Directors before
submission to the Companies Registry. As a matter of fact, the audited annual
financial statements of the EAG Company as at 31 March 2011 were submitted to the
Companies Registry in July last year and can be inspected by the public. Meanwhile,
the Government has the responsibility to provide support and other logistical services
for any large-scale international event — not just sports events — held in Hong Kong.
The responsibilities of the HKSAR Government in relation to the organisation of the
EAG were clearly stated in the Tripartite Agreement signed between the Government,
the Sports Federation and Olympic Committee of Hong Kong, China (SF&OC) and
the EAG Company. Different government departments have stepped up the services
under their respective purviews in support of the EAG. The additional costs incurred
were absorbed by these departments.
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Second, venues and facilities are required for the hosting of maor sports
events. However, it is important to strike a balance between building sports venues
that are suitable for competitions only and those that are also suitable for use by
members of the public. As such, in allocating resources for the provision of venues,
the Government included costs both for constructing the venues and for providing
temporary overlay to such venues to make them suitable for competition use. This
temporary overlay included, for instance, the installation of spectator stands, prize
presentation platforms and thematic designs.  In so far as the staging of the EAG was
concerned, the necessary cost for temporary overlay was incorporated into the total
capital cost that was submitted by the Government of the previous term to the FC for
approval in one go in 2007. Based on the experience gained from the EAG, in the
public consultation document issued in 2010 for the bid for hosting the 2023 Asian
Games, we indicated the estimated project cost for temporary overlay as a separate

item to give the public a clearer picture.

Third, the SF&OC and the “national sports associations’ (NSAS) have to be
close partners of the Government in the hosting of multi-sports events. NSAS
specialised knowledge in venue planning, competition scheduling and judging criteria,
and their commitment are essential. The unity of the sports sector and the
governance of sports organisations are therefore vital to the promotion of sports
development and the success of large-scale sports events.  Last January, the LCSD set
up a steering committee to carry out a comprehensive review of the existing
subvention scheme for NSAs. It has started launching a series of measures to help
NSAs enhance their corporate governance and internal control in 2011-12.  All these
measures should have a positive impact on our work in future, and will facilitate

cooperation among various parties in the organisation of large-scale sports events.

Lastly, | would like to comment on the liquidation of the EAG Company. |
know that the Company formally entered the liquidation stage on 1 July 2010, after its
last Board of Directors meeting held on 24 June 2010. After that, the liquidator had
to arrange for gazetting of the liquidation, and to handle the remaining accounts
receivable and payable. In the process, the liquidator also had to deal with some
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belated claims made to the Company. In early April this year, the Company’s
liquidator and auditors completed the financial statements in relation to the last three
months of the Company’s operation (i.e., from April to June 2010). These statements
have been submitted to the Inland Revenue Department (IRD) for tax assessment.
After obtaining a notice of clearance from the IRD, the balance can be returned to the
Government. It is expected that the above-mentioned work will be completed within

the next two months.

The Committee is invited to note the above information. Thank you,

Chairman.
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APPENDIX 6

FINANCIAL SERVICES AND THE
TREASURY BUREAU

MBEBREBR

(B # ) NG X (The Treasury Branch)
= 2 Central Government Offices,
&& T @A%LE Lower Albert Road,

HoE T EE Hong Kong

{HESEE FaxNo. : 2596 0729
TEELHEME Tel. No. : 2810 2283
ZSpEESE Our Ref. : TsyB C 285/520-1/2/0 (C) Pt 2
ZEpERESR Your Ref. : CB(4)/PAC/R56
13 May 2011

(By Fax: 2840 0716)

Ms Miranda HON

Clerk, Public Accounts Committee
L egislative Council

L egislative Council Building

8 Jackson Road

Centrd

Hong Kong

Dear Ms Hon,
The Director of Audit’sReport on the
results of value of money audits (Report No. 56)
Hong Kong 2009 East Asian Games (Chapter 5)
| refer to your letter of 9 May 2011 requesting a copy of our
origina response to the Audit Commission relating to paragraph 3.28 of the
Audit Report.

The full text of our original response to the Audit Commission is
appended below -

“We understand that Audit’s main concerns are whether

the original estimates for the 2009 EAG were accurate and
whether the full financial implications of the event were
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adequately disclosed. We wish to point out that apart from
those bureau/departments listed in Table 2 of the report,
severa other departments, such as the Hong Kong Police
Force, Transport Department, etc. had also incurred
expenditure under their departmental votes to support the
hosting the 2009 EAG in Hong Kong by enhancing
services that they provided as part of their day-to-day
responsibilities. We expect these departments would have
done the same had the event been any other that was of a
scale that required an enhanced level of service. While one
may regard the expenditure incurred by such departments
as part of the overal financial implications of hosting the
EAG, the expenditure are quite different from “direct
expenditures’ such as those incurred by the EAG
Company in enabling the hosting of the EAG. We
therefore suggest that all expenditure incurred by
supporting departments, including but not limited to the
expenditureincurred by LCSD, HAB, ISD and HAD as set
out in Table 2, be regarded as “other expenditure” for
support the hosting of the EAG where appropriate”.

At the hearings we have in response to Members guestions elaborated on our

analyses in connection with the matter discussed in the above exchanges and
other related issues.

Yours sincerely,

(Ws Alice Lau)
for Secretary for Financial Services
and the Treasury

c.c. Director of Audit (Fax no: 2583 9063)
Secretary for Home Affairs (Fax no: 2840 1902)
Permanent Secretary for Home Affairs (Fax no: 2832 9983)
Director of Leisure and Cultural Services (Fax no: 2606 1824)
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Dear Ms HON

APPENDIX 7

GOVERNMENT SECRETARIAT

HOME AFFAIRS BUREAU

41/F, REVENUE TOWER
5 GLOUCESTER ROAD
WAN CHAI
HONG KONG

%LF', Tel : 2594 5644
IElE;E Fax: 25197404

24 May 2011

The Director of Audit’s Report on the
results of value for money audits (Report No. 56)

Hong Kong 2009 East Asian Games (Chapter 5)

| refer to your letter of 12 May 2011 requesting further information

on the Hong Kong 2009 East Asian Games (EAG).

IS set out below -

(a) Ranksand salaries of government staff

The required information

The ranks and monthly salaries of the 80 government staff
deployed by LCSD from 2006-2007 to 2010-2011 to provide
support for the 2009 EAG are set out at Annex A.

(b) Accounting treatment

The accounting treatments for the recognition of sponsorships and
government grant reflected the progress in delivering the EAG as
well as the EAG Company’s accounting policy and the actual
funding situation. The detailed arrangements are set out in Annex
B. The accounting arrangement has been consistently applied



throughout the financial years concerned. All deferred income
from both government grant and sponsorships was recognised upon
the conclusion of EAG.

(c) Broadcasting and television rights

When the Government sought the in-principle support of the
Finance Committee (FC) of the Legidative Council (LegCo) in
July 2003 for Hong Kong to bid for the right to host the 2009 EAG,
we assumed that there would be bids for the host broadcasting
rights' and that the income so derived would be in the region of
$25 million.  Subsequently, after observing the experience gained
of the 2005 EAG held in Macau, we adjusted the estimated income
from the sale of broadcasting rights downwards to $12 million
when seeking FC’'s funding approval in January 2006. However,
the experience of the Hong Kong leg of the 2008 Beljing Olympic
Torch Relay revealed that none of the local electronic media
organisations had the required capacity to take up the role of host
broadcaster for the Torch Relay. To overcome this problem, a
consortium involving all the local electronic media organisations
was formed to share the filming work at cost and, in return, they
were granted free broadcasting rights for the Torch Relay.

Taking into account the arrangements for the Olympic Torch Relay
and in view of the large number of EAG venues (20 venues and
some public roads) and competition events (around 700) to be
covered, the EAG Company and the local electronic media
organisations agreed in early 2009 that a consortium should be
formed to arrange for the filming and broadcasting of the 2009
EAG The seven loca electronic media organisations agreed
among themselves the division of production work for the EAG
ceremonies and competitions, having regard to manpower and
equipment availability. Under the consortium model, the local
el ectronic media organisations were required to provide production
crews, equipment and coverage of the EAG ceremonies and
competition events at cost and, in return, were granted free
broadcasting rights. As for overseas broadcasters, the EAG
Company engaged an acquisition agent through open tender to
handle the sales and distribution of the broadcasting rights.  After
deducting the commission paid to the agent, the Company received
$1.2 million from the sale of broadcasting rights to 16 overseas

! The host broadcaster is responsible for the shooting and production of Games footage and feeding the
television signals to a broadcasting centre for distribution to local and overseas rights holders.
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(d)

broadcasters.

As one of the consortium partners for the 2009 EAG TVB
produced the opening ceremony and the athletics events and
charged the EAG Company at cost. The cost covered the
provision of equipment and manpower for broadcasting and
transmitting the signals to the EAG international broadcasting
centre for use by all local broadcasters and overseas right holders.
The EAG Company is contractually bound not to disclose the
actual cost charged by individual consortium partners without the
consent of the party concerned. The EAG Company consulted
RTHK on the costs charged by all consortium partners.  Given the
scale and complexity of the opening ceremony, the duration of the
athletics events and the need to use highly sophisticated equipment
to capture the athletes, RTHK considered that the costs quoted by
TVB were fair and reasonable.

Negotiations with the local electronic media organisations were
carried out by the EAG Company, not LCSD. As al loca
electronic media organisations carried out the production work at
cost, it would be difficult to quantify the amount of money saved
by adopting the consortium model. As regards the sale of TV
rights to overseas broadcasters, we consider that the EAG
Company’s interest was appropriately served with the engagement
of the acquisition agent to negotiate the terms and conditions on its
behalf.

Reasons for variationsin income and expenditure

As stated in the FC submission in 2006, the Government’'s
objective was to ensure that the EAG Company would use its best
endeavour to economise on its expenditure, live within the sums
appropriated by the FC and generate revenues for organising the
EAG We consider that these objectives have been achieved in
that the Company had lived within the funding approved by FC and
attained a balanced final account with a surplus to be returned to
the Government.

For a magor international sports event such as the EAG the
preparation of which straddled some six years, it is not unusual to
find variations between the estimated and actual income and
expenditure in respect of individual items. Further to the response
provided to the Audit Commission earlier, we enclose at Annex C
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()

(f)

()

a more detailed analysis of the main reasons for the variations
between the estimated and actual income and expenditure for the
items highlighted in the Audit report.

Financial review of the equestrian events

We have not conducted any financia review on the organisation of
the Equestrian Events of the 2008 Beljing Olympics and
Paralympics as it was funded by the Beijing Organising Committee
for the Games of the XXIX Olympiad (BOCOG). The HKSAR
Government did not provide the Equestrian Company with funding
for organising the Equestrian Events in Hong Kong. As the
Equestrian Company was a registered company, its audited
financial statements were filed with the Company Registry for
public inspection and can be obtained from the Registry on request.

Breakdown of “ other income”

The $26.1 million “other income” comprises -

(i) EAG Fund Raising Concerts $19.75 million
(ii) Income from pro-shop, banner $6.33 million
promotion and video wall
promotion services, EAG
stamps and magazine, bank
interest and sundry items
Total $26.08 million

Source of funding of the legacy project

A table showing the sequence of events for the arrangements for
funding the EAG legacy projects is at Annex D. The documents
requested in paragraph (g) (i) to (iv) of your letter are at
Appendices (1) - (VI) of Annex D. Taking into account the
general principles set out in the advice obtained from the Financial
Services and Treasury Bureau (FSTB) in June 2010, the EAG
Company identified a sponsorship of $10 million for the purpose of
the legacy projects. With the approval of the Secretary for Home
Affars (SHA) and its Board of Directors, the Company
implemented the legacy projects with the $10 million sponsorship,
which was from a sponsor other than Sponsor A.
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We wish to point out that the last batch of government funding
disbursed to the Company was received in November 2009. The
$10 million sponsorship used to fund the legacy projects was
received in January 2010 and its purpose was in support of the
EAG generaly but not designated for any specific EAG activities
or expenditure items. Given its timing, this $10 million
sponsorship (from a sponsor other than Sponsor A) could easily be
differentiated from the government funding disbursed to the
Company. Funding the legacy projects with this sponsorship met
the principles set out in FSTB’s memo dated 1 June 2010 and has
suitably taken into account the wishes of the Sponsor to support the
EAG and sports development. The Company therefore sought its
Board’s approval in mid-June 2010 accordingly.

(h) EAG Company'sfinancial statementsfrom 1 April to 30 June 2010

The audited financia statements of the EAG Company for its last
three months of operation from 1 April to 30 June 2010, which
have been submitted to the Inland Revenue Department for tax
assessment, are at Annex E.

(i) Admission tickets issued to District Councils
Of the 44 974 admission tickets issued to all guests for the 22

sports events, about 18% of the tickets were issued to District
Councils.

Yours sincerely,

&7; i Ao

(Benjamin Mok)
for Secretary for Home Affairs

c.c. Director of Leisure and Cultural Services (Fax No.: 2606 1824)
Secretary for Financial Services and the Treasury (Fax No.: 2596 0729)
Director of Audit (Fax No.: 2583 9063)

*Note by Clerk, PAC: Annex E not attached.
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Annex A

Breakdown of 80 Time-limited Civil Service Posts

(2006-07 to 2010-11)

Monthly Salary
Time Rank (at Mid-point Salary) | Number

April 2006 to August 2010 | Chief Executive Officer $83,060 1

(4 years 5 months) Senior Executive Officer $60,890 1

Assistant Clerical Officer $15,875 1

Personal Secretary || $15,875 1

Sub-total (I): 4

Late 2007 to March 2010 | Chief Leisure Services Manager $83,060 1

(2 years 4 months) Senior Leisure Services Manager $69,105 1

L eisure Services Manager $55,640 3

Assistant Leisure Services Manager | $40,515 2

Sub-total (I1): 7

Late 2008 to March 2010 | Chief Leisure Services Manager $83,060 1

(1 year 4 months) Senior Leisure Services Manager $69,105 2

Assistant Leisure Services Manager | $40,515 6

Sub-total (I11): 9

June to December 2009 Executive Officer | $44,400 15
(7 months)

Sub-total (1V): 15

Mid Oct to Dec 2009 Executive Officer | $44,400 2

(2 months) Executive Officer |1 $29,400 43

Sub-total (V): 45

Total ((1) — (V)): 80
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Annex B

Detailed Accounting Arrangements of the EAG Company

for Recognition of Sponsor ship and Government Grant

Under the Company’s accounting policy, sponsor ships and
other revenues were first recognised as “deferred income”
during the year of receipt, and then as “revenue’ in the
period in which direct and related expenses were incurred.
In the financial year 2009-10, a significant balance of the
“deferred income” from sponsorships was actually “accounts
receivable”. It was therefore appropriate to carry forward the
balance after recognising part of the “deferred income” from
sponsorships, and then recognise the remaining balance after
the “accounts receivable’ had been received by the Company.
Under Hong Kong Accounting Standard 20 — Accounting for
Government Grants and Disclosure of Government
Assistance, a gover nment grant would not be recognised as
revenue until there was reasonable assurance that the entity
(i.e,, the Company) would comply with the conditions
attached to the grant (i.e., the Tripartite Agreement), and that
the grant would be received accordingly. Under the terms
of the Tripartite Agreement, the Government had discretion
over the frequency and amount of each disbursement of the
grant to meet the cash flow requirements of the Company.
The primary role and objective of the Company in delivering
the EAG was met in the 2009-10 financia year (i.e., the
EAG were held in December 2009) and the full amount of
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government grant ($113,350,000) was received by the
Company. In addition, a significant portion of the “deferred
income” from sponsorships was “accounts receivable’.
Therefore, it was appropriate to recognise the government
grant in the same financial year in one go, in compliance
with the relevant Accounting Standard and the Company’s

accounting policy.

The accounting treatments for the recognition of
sponsorships and government grant reflected progress in
delivering the EAG as well as the Company’s accounting
policy and the actual funding situation. All deferred
income from both government grant and sponsorships was

recognised upon the conclusion of EAG.
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Annex C

Analysis of variations between estimated and actual income and
expenditureitems of the Hong Kong 2009 East Asian Games

ltem Estimate Actual Reasons for
(January (June variation
2006) 2010)
(In Million) (In
Million)
Income
(@ Community / 50 131.4 The increase was
Commercial attributable to keen
Sponsorship support  from the

community and to the
fact that the origina
estimate was highly
conservative.

(b) Ticket Sales 28 11 The decrease was due
to the setting of a
lower ticket price at
the time of sale ($50
on average) than the
origina estimate
($100 on average).
The adjustment was
made in response to
FC Members views
that the ticket price
should be low to
encourage people to
watch the EAG
Also, the  sales
proceed of student
tickets taken up by a
sponsor were credited
as sponsorship
income.,
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tem Estimate Actual Reasons for
(January (June variation
2006) 2010)
(In Million) (In
Million)

(c) Licensing and 15 0.8 The decrease was
Merchandising mainly due to the lack
of experience in
assessing the market
response to
merchandise of games

of asimilar scale.

(d) Television 12 1.2 Please refer to the

Rights detailed explanation
set out in item (c) of
the covering letter.

(e) Other Income 4 26.1 The increase was
mainly due to an
excellent response to
the two EAG
fund-raising concerts.

Expenditure

(f) Opening and 35 63.4 The increase was due

Closing to the improved
Ceremonies standard and quality

of the  opening
ceremony. More
expenditure was
incurred to erect LED
screens to  enable
the public to watch
the opening ceremony
and fireworks on-site.
These enhancements
were made possible
by sponsorships
obtained for the
purpose.
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tem

Reasons for
variation

(g) Accommodation
and Catering

The increase was due
to the redirection of
accommodation and
catering costs of VIPs
from “VIP
hospitality” to this
item.  Also, hotels
and catering prices
were higher in 2009
than estimated in late
2005.

(h) Volunteers

The increase was due
to an increase from
3000 to 6000 in the
number of volunteers
recruited.

() Transportation

The increase was due
mainly to the
redirection of the
transportation cost for
VIPs from “VIP
hospitality” to this
item.

(j) VIP Hospitality

Estimate Actual
(January (June
2006) 2010)

(In Million) (In

Million)

15 25.5

8 12.3

4 10.5

8.5 2.7

The decrease was due
to the redirection of
the transportation,
accommodation and
catering costs of VIPs
from thisitem to other
items (see (g) and (i)
above).
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Annex D

L egacy Projects of the 2009 East Asian Games

Sequence of Relevant Events

Date

Event

Early Nov 2009

Sponsor A donated $10M to EAG Company to
enhance the Opening Ceremony

Nov 2009

LCSD dlocated the last tranche of Government
funding to the EAG Company

Nov 2009

Sponsor B indicated that it would donate $10M to the
EAG Company (no specific expenditure item
mentioned)

2-13 Dec 2009

2009 EAG

22 Jan 2010

EAG Company received $10M from Sponsor B and
banked it on 27 Jan 2010 (copies of the cheque, the
Company’s receipt voucher and bank statement are at

Appendix I)

Early May 2010

LCSD consulted HAB on the use of the unallocated
balance ($20M) on the proposed legacy projects.
HAB agreed to the proposed legacy projects. (Extract
of the relevant content of the submission to HAB is at
Appendix 1)

17 May 2010

LCSD wrote to FSTB seeking its views on the
proposed legacy projects (Extract of the relevant memo
isat Appendix [11)

25 May 2010

At FSTB'’s request, LCSD provided supplementary
information (Extract of the relevant correspondence is
at Appendix V)

1 June 2010

FSTB replied to LCSD setting out its views on the use
of the unallocated balance for the proposed legacy
projects (Extract of FSTB’sreply is at Appendix V)

Early June 2010

In the light of FSTB’s reply, LCSD sought HAB’s
views on the proposal to use $10M of the unallocated
balance on the two legacy projects. HAB agreed to
the proposal set out in a draft board paper.
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Date

Event

Mid June 2010

LCSD informed the EAG Company that the draft
board paper could issue to its Board of Directors. The
Board paper was subsequently approved by directors
(A copy of the board paper is at Appendix VI).

*Note by Clerk, PAC: Appendices| and Il not attached.
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Appendix 11

Extractsfrom LCSD’s memo dated 17 May 2010
seeking FSTB’s view on the Proposed L egacy Project

Proposed EAG L egacy Project

The 5™ EAG, the first large-scale international multi-sport
games ever held in Hong Kong, was concluded successfully last
December. While the EAG Company is finalising its accounts for
winding up in end June 2010, it has been giving thoughts to how Hong
Kong's hosting of the 5" EAG could be commemorated in a meaningful
and long-lasting way. The Company has now proposed to launch an
EAG legacy project so as to continue the spirit of the EAG and to mark
the success of Hong Kong in hosting this special event.

Having explored different options and taking into account
practices adopted by other cities hosting major multi-sport events, the
Company proposes that the EAG legacy project should comprise both
tangible and intangible elements :

(@ installing commemorative plagues at 19 EAG-related venues
owned by LCSD, including 16 competition venues and three
other venues where the 100-day countdown, flag raising and
opening ceremonies were held, so as to create a tangible
legacy for EAG; and

(b) setting up an EAG fund or scholarship for the long-term
benefits of Hong Kong athletes and the creation of an
intangible but long-lasting EAG legacy.

On (a) above, the Company would arrange for the design and
production for the commemorative plagues which will display the
relevant EAG mascots and events, as well as the dates on which the
events were held at that particular venue. The installation would be
completed before late June 2010 when the Company is scheduled to wind

up.
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On (b) above, since the resounding success of the EAG was
due in a large measure to our athletes outstanding achievements in the
Games (110 medals including 26 gold, 31 silver and 53 bronze), setting
up an EAG fund or scholarship that would support the long-term
development of our athletes directly would be a fitting recognition of
their contributions and a meaningful way to create an EAG legacy.
However, as the Company is scheduled for winding up next month,
instead of setting up a new fund that requires separate fund administration,
the Company proposes to donate its funds to existing athletes
programmes so as to minimize the administrative work and expenditure
involved. In this connection, we have identified two possible funds,
namely the Hong Kong Athletes Career and Education Programme
(HKACEP) and the Hong Kong Athlete Fund (HKAF), both with the
objective of helping Hong Kong's serving and retired athletes to pursue
excellence in their sports and to support their career and educational
development, for the purpose of the donation. The HKACEP is operated
by the Sports Federation and Olympic Committee of Hong Kong
(SF&OC). Through supporting top athletes career and education
development, the Programme aims to nurture well respected world class
sports talents to be the role models of youth and to honour their sports
achievements and dedication to Hong Kong's sports success. The
HKAF, operated by the Hong Kong Sports Institute Limited (HKSI), aims
to provide grants for educationa and other academic training to
individual athletes to enable them to pursue excellence in their chosen
sports and provide them with the opportunity to develop alternative
careers upon retirement from sports.  Information on the HKACEP and
the HKAF isat Annex A and B respectively.

The donation to both funds will be a welcomed addition to
the on-going efforts to support Hong Kong athletes’ career and education
development, which is a mgjor area of concern of the sports community.
To highlight and commemorate the outstanding achievements of Hong
Kong's athletes in the 5" EAG, it is proposed that an EAG scholarship or
sub-fund should be set up under the HKACEP and/or the HKAF or both
so as to benefit the EAG medalistdathletes (including participants in
future EAGs) directly. We agree that this would be a meaningful way to
create a more long lasting legacy for the 5" EAG hosted by Hong Kong
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and would be warmly welcomed by the sports sector. The Company’s
legal advisor has confirmed that donating the Company’s money to funds
that will benefit athletes falls within the Memorandum of Articles and
Association of the Company which states that the Company may
“subscribe or guarantee money for charitable/religious or educational
objects, and to promote, contribute to or assist financially or otherwise
any fund for any charitable purposes’.

Funding Position of the Company

The EAG Company is scheduled to wind up by the end of
June 2010 and it has been finalizing its account. As can be seen from
the latest draft income and expenditure statement of the Company as at 31
March 2010 at Annex C, it is anticipated that there will be an unallocated
balance of funding of about $20M if all the money receivable is duly
received. The unallocated balance is a combined result of the concerted
efforts of al parties concerned to contain costs, the lower expenditure
arising from alower-than-expected turnout of VIPs and participants at the
Games and the better than expected ticket sales and sponsorship.  With
this balance, the Company would have sufficient funding to pursue the
proposed legacy projects.

Funding Approval by Finance Committee

The Finance Committee (FC) of the Legidative Council
approved a funding of $123M vide FCai FCR(2005-06)40 for the purpose
of EAG among which $113.35M has been alocated to the EAG
Company. The Company has also succeeded in securing over $120
million sponsorship from various sectors of the community. We have
examined the proposed EAG legacy projects having regard to the
provisions set out in the FCal (Annex D). We note that while the FCai
has made no reference specifically to the EAG Company pursuing legacy
projects or donating money to funds which will benefit athletes, the
preamble of the FCa states that the funding approved by FC is “to
provide financial support for the organisation and implementation of the
2009 EAG”. Asthe purpose of the proposed EAG legacy projects is to
commemorate the successful hosting of the 5" EAG in Hong Kong and
given that it is customary for the hosts of other large-scale multi-sport
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games to pursue some kind of legacy projects to continue the spirit of the
games in the city, we consider that the proposed legacy project constitutes
alogical and justifiable extension of the implementation of the 5" EAG,
The proposed donation to funds that support long-term sports and athletes
development is also in line with one of the objectives of hosting of the 5"
EAG as set out in paragraph 4(c) of the FCai, i.e. “to foster the
development of our sports standard and culture”. As such, we believe
that the use of the Company’s funding to fund the proposed legacy project
including the setting up of an EAG sub-fund/scholarship under existing
athletes programmes falls within the funding ambit approved by FC.

We note that paragraph 18 of the FCai states that “surplus
funding from the event, if any, up to the amount of government subsidy
provided and hiring charges waived, shal be returned to the
Government”.  Since the proposed legacy project would form part of the
overal implementation of the 5" EAG, we believe that the use of the
$20M by the EAG Company for the purpose of pursuing such project
could be legitimately charged as an expenditure item under the
Company’s account. As such, the said amount would be deducted from
the Company’s account as an expenditure item before calculating the net
surplus, if any, to be returned to the Government upon the winding up of
the Company and after settlement of all its debts and liabilities.

Grateful to know if you would have any views on the
proposal set out in paragraph 3 above. As the EAG Company has to
wind up in end June and allowing time to its Board of Director’s formal
endorsement of the proposals, your reply by 24 May 2010 would be much
appreciated. Please let me know if you need further information.

*Note by Clerk, PAC: Annexes not attached.
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Appendix 1V

Extracts from LCSD’s supplementary
information provided to FSTB on 25 May 2010

We spoke last week. As requested, I attach a summary of the
disbursement of government funding to the EAG Company and other
parties from 2006-07 onwards.

2%
Sunrmary of financial posidon for the organisation of 2009 EAG(2009-10)final with schedules.xls

You may wish to note that the last batch of government funding,
amounting to $14M (or 11% of the $123M government funding) was
disbursed to the Company in October/November 2009. That said, the
allocation had actually been committed and the expenditure approved by
the EAG Planning Committee back in May 2009 for the organization of
the Games. The deferred disbursement from Government was mainly
due to the time taken to assess the sum to be disbursed to EMSD which
was responsible for the provision of technical support services for the
Games.

On the other hand, the Company has received some substantial
last-minute donations, including a $10M donation secured in November
2009 for enhancing the EAG opening ceremony and other publicity
efforts. There were also sponsorships in kind received in November
2009, including $2M sponsorship for sports equipment and $0.5M for
courier services for delivering doping samples to Beijing. It can be
argued that quite a large proportion of the unallocated funding (about
65%) was due to the efforts made by the Company in securing
last-minute sponsorship.
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Government funds allocated for the organization of 2009 EAG

Yonr 200607 Z007-08 2008-09 2009-10 Totnl
5 $ ] 3 5

EAG Company

May/June 2,000,000.00 7,800,000.00 19,650,000.00 | 40,000,000.00 69,450,000.00

Out /Nov 2,550,000.00 3,088,855.85 19,055,405.76 14,201,698.39 43,200,000.60
RTHK 0.00 0.00 6£50,000.00 0.00 650,000.00
EAGA Secretarint (SF&OC) 1,750,000.00 1,461,104.15 1,690,594.24 2,098,301.61 7,000,000.00
LCSD* 0.00 0.00 0.00 2,000,000.00 Z!OUD‘DDD.OU
Total ; 6,300.000.00 17,350,000.00 41.050,000.00 58,300,000.00 123!000.000.00

* Retnined by LCSD for payment of venue operating and lransport related expenses, with actun! expenditure 0£51,931,931,00 and
remaining of $68,069.
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Appendix V

Extractsfrom FSTB’sreply dated 1 June 2010

Y ou sought our views on a proposal to fund a legacy project in
commemoration of the hosting of the 5" EAG in Hong Kong by using an
unalocated balance of $20M left in the EAG Company’s account. In
making this proposal, you regard the proposed legacy project as alogical and
justifiable extension of the implementation of the EAG, and one which fulfils
the objective of fostering the development of Hong Kong's sports standard
and culture as mentioned in the relevant Finance Committee (FC) paper.
On these bases, you consider the legacy project falls within the ambit of FC's
funding approval and can be funded by the $20M in question.

FC approved the creation of a commitment of $123M to provide
financial support for “the organization and implementation” of the EAG.
We have considered carefully the components of the proposed legacy project,
viz. installation of commemorative plagues at various venues and provision
of extra funds to further support Hong Kong athletes. In our view, these are
post-implementation initiatives instead of part of the EAG implementation.
We aso find it difficult to fit the proposed legacy project into any of the
expenditure items for organising and implementing the EAG (para. 12 of the
FC paper and its Enclosure 5).

Paragraph 18 of the FC paper requires surplus funding from the
event be returned to the Government. We understand that the EAG
Company does not maintain separate accounts for Government allocation and
sponsorship. They al form a genera pool of resources. Any unallocated
balance of that pool of resources then falls within the meaning of surplus
funding. This being the case, it would be inappropriate to fund the legacy
project by using the unallocated balance left in the EAG Company’ s account.

That said, if al (or part) of the unallocated balance of $20M can
be clearly attributed to community/commercial sponsorship received by the
EAG Company, depending on the sponsorship terms, one could argue that
the Government may not necessarily have the first claim on the balance (or
that part of it).
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We note from the supplementary information provided in your
email that the EAG Company secured some $10M donation in cash in
November 2009. At that juncture, expenditure related to the
implementation of EAG had largely been met with the EAG Company’s
general pool of resources. As a result, that $10M cash donation was
virtually not trapped and has now become a significant proportion of the
unallocated balance. It appears that with reference to the timing of securing
the donation, the EAG Company is able to differentiate the $10M cash
donation from the general pool of resources already in existence for meeting
EAG related expenditure. On this basis, we consider it reasonable not to
regard the sum as part of the surplus funding for return to the Government for
the time being, until all legitimate ways of expending it have been exhausted.
In fact, if the donation is expended legitimately, it is no longer part of the
unallocated balance. You mentioned in the email that the $10M cash
donation was for enhancing the EAG opening ceremony and other publicity
efforts. It is for the EAG Company to consider whether that donation can
be used legitimately to fund the proposed legacy project, seeking clarification
from the donor as necessary.

As regards the sponsorships in kind totalling $2.5M received in
November 2009, we understand they were consumed during the EAG events,
i.e. entered into the general pool of resources for meeting EAG related
expenditure. And since they have been spent, they do not account for any
part of the unallocated balance.

In short, other than the $10M cash donation which can be
differentiated from the EAG Company’s general pool of resources, the
remainder of the unallocated balance should be regarded as surplus funding
from the event, and should be returned to the Government.

We have further considered the option of apportioning the
unallocated balance based on the ratio of Government allocation to
commercial sponsorship. We have concluded that the term “surplus
funding” in the FC paper does not provide any basis for such apportioning.
Therefore, we do not recommend pursuing this option.
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We fully appreciated that the proposed legacy project is a
worthwhile initiative on itsown.  In case the unallocated balance will need
to be returned to the General Revenue according to the FC paper, you may
wish to consider other alternative funding options, such as drawing on the
sports portion of the Arts and Sport Devel opment Fund.
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Appendix VI

Extractsfrom the EAG Company’s Board Paper
seeking approval for the Proposed EAG L egacy Proj ect

Purpose

This paper seeks Members' approval for the 2009 East Asian
Games (Hong Kong) Limited (the Company) to pursue an EAG legacy
project in commemoration of the successful staging of the 5th EAG in
Hong Kong.

Background

The EAG was concluded successfully last December and the
Company is finalising its account with a view to starting the legal
winding up procedure in end June 2010. Based on the latest draft
income and expenditure statement of the Company up to 31 March 2010
at Annex A, it is anticipated that there will be an unallocated balance of
funding of about HK$21M if all the money receivable is duly received.
The unallocated balance is a combined result of the concerted efforts of
the Company and relevant parties to contain costs and expenditure for the
Games and the better than expected ticket sales and sponsorship received.

The Company’s main sources of funding are Government
alocation ($113.35M) and cash sponsorship ($131.33M). Since the
Company does not maintain separate accounts for receiving Government
allocation and sponsorship respectively, al the money received has been
deposited into the same account. Clause 16 of the Tripartite Agreement
for the EAG signed among the Government, the Company and the Sports
Federation and Olympic Committee of Hong Kong, China (SF& OC)
states that “any surplus funding for the event, if any, up to the amount of
government subsidy provided and hiring charges waived, shall be
returned to the Government.”

To clarify whether the entire amount of the unallocated
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balance needs to be returned to the government, the Company has
consulted the relevant government authorities on the proper way of
disposing the balance. Among the HK$21M unallocated balance, it
should be noted that a sum of HK$10M cash donation was secured by the
Company only in late November 2009. Given that the unallocated
balance amounts to HK$21M, it can be argued that the Company had
aready exhausted the Government allocation by November 2009 and that
HK$10M of the unalocated balance came from cash sponsorship
received by the Company afterwards. Taking into account the timing of
securing the donation and the above line of argument, the relevant
government authorities agree to segregate the HK$10M sponsorship from
the Company’s income and to allow the Company to dispose of the sum
at its own discretion. For the remainder of the unallocated balance
(HK$11M), the relevant authorities consider that it should be regarded as
surplus funding from EAG and be returned to the Government according
to Clause 16 of the Tripartite Agreement. In other words, out of the
HK$21M unallocated balance, the Company may keep HK$10M for such
uses as deemed appropriate by its Board and return the remaining
HK$11M and any other surplus upon the dissolution of the Company to
the Government in accordance with the Tripartite Agreement.

Proposed EAG L egacy Project

To continue the spirit of the EAG and to mark the success of
Hong Kong in hosting the first ever large-scale international multi-sports
games, we propose to make use of the HK$10M to pursue a legacy
project comprising both intangible and tangible elements as set out in the
ensuing paragraphs.

(a) The tangible element — installation of commemorative plaques at
EAG venues

Commemorative plagues will be installed in 21 EAG-related
venues (including 19 LCSD venues and two other venues) to leave a
tangible legacy for the 5th EAG.  The list of venues to be installed with
commemorative plaques and the design of the plague are at Annexes B
and C respectively. The budget for this project is HK$200,000 which
has been approved by the Chief Executive Officer of the Company under
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delegated authority and in accordance with the Company’s procurement
guidelines. The project will be completed by end of June.

(b) The intangible element — donation to athletes funds

As a meaningful and long-lasting way to commemorate
Hong Kong hosting the 5th EAG, we propose to donate the remaining
HK$9.8M at the Company’s disposal (after deducting HK$200,000 for (a)
above) to existing funds/programmes with the objective of supporting the
long-term development of Hong Kong's athletes, thereby creating an
intangible EAG legacy. Since the resounding success of the EAG was
due in a large measure to our athletes outstanding achievements in the
Games, the setting up of an EAG fund or scholarship that will support the
long term development of our athletes directly will be a fitting
recognition of their contributions and a meaningful way to commemorate
the 5th EAG.  However, as the Company is about to wind up, instead of
setting up a new fund that requires separate fund administration, donating
the sum to existing athletes' fund will minimise administrative work and
expenditure while benefiting the athletes. In this connection, we have
identified two possible funds, namely the Hong Kong Athletes Career and
Education Programme (HKACEP) and the Hong Kong Athletes Fund
(HKAF), both with the objective of helping Hong Kong's serving and
retired athletes to pursue excellence in their sports and to support their
career and educational development, for the purpose of the donation.

The HKACEP is operated by the SF& OC and overseen by
the Home Affairs Bureau. Through supporting top athletes career and
education development, the Programme aims to nurture well respected
world class sports talents to be the role models of youth and to honour
their sports achievements and dedication to Hong Kong's sports success.
The HKAF, operated by the Hong Kong Sports Institute Limited, is a
sub-fund of the Sir David Trench Fund which is monitored by the Sir
David Trench Fund Committee. The HKAF aims to provide grants for
educational and other academic training to individual athletes to enable
them to pursue excellence in their chosen sports and provide them with
the opportunity to develop alternative careers upon retirement from sports.
Information on the HKACEP and the HKAF is at Annexes D and E
respectively.
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It is proposed to divide the HK$9.8M surplus equally and
donate HK$4.9M to each of the two athlete funds. To commemorate the
outstanding achievements of Hong Kong athletes in the 5th EAG, we will
request, as part of the terms and conditions for the donation, that an EAG
scholarship or sub-fund should be set up under the HKACEP and the
HKAF. The use of the EAG donation will be generally in line with the
existing objectives, terms and conditions of the respective funds, with the
inclusion of the following specific requirements to provide an inherent
link to EAG —

(@ the donation should be put into an EAG
sub-fund/scholarship to be set up under the respective funds,

(b) on top of the eligibility criteria set by the respective funds,
the beneficiaries of the EAG donation should be Hong Kong
athletes, serving or retired, who have participated in magor
games, including the Olympic Games, Asian Games, East
Asian Games and priority should be given to EAG athletes;
and

(c) the existing arrangements adopted by the respective funds
should generally be applicable to the vetting and approval of
applications for the EAG fund/scholarship.

We envisage that the proposed donation to the two athletes
funds and the creation of an intangible legacy for the 5th EAG will be
welcomed by the sports community. The Company’s legal advisor has
also confirmed that donating the Company’s money to funds that will
benefit athletes falls within the Memorandum of Articles and Association
of the Company. The relevant government authorities are also agreeable
to the Company’s proposed ways of disposing its HK$10M unallocated
bal ance.

Way Forward

Subject to Members' endorsement, we will arrange to donate
the sum to HKACEP and HKAF with the inclusion of the specific
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requirements stated in paragraph 9 above and to complete the installation
of commemorative plaques before the winding up of the Company.

Advice Sought

Members are invited to approve the proposed EAG legacy
project.

*Note by Clerk, PAC: Annexes not attached.

-130-



APPENDIX 8

Tripartite Agreement
for The 2009 East Asian Games

THIS AGREEMENT made this (GNTH dayof TUNT- 2006
AMONGST

The Government of the Hong Kong Special Administrative Region acting
through the Secretary for Home Affairs whose principal office is situate at
8™ Floor, West Wing, Central Government Offices, 11 Ice House Street,
Central, Hong Kong (“Government”) of the one part

AND

The Sports Federation and Olynmic Comrmittee of Hong Kong, China, a
registered society whose registered address is sitnate at 2/F, Olympic
House, 1 Stadium Path, So Kong Po, Canseway Bay, Hong Kong
(“SFROC™) of the second part

AND

The 2009 East Asian Games (Hong Kong) Limited, a registered company
limited by guarantee whose current registered address is situate at the
Leisure and Cultural Services Headquarters, 1 Pai Tau Street, Sha Tin,
Hong Kong (“Company”) of the third part

WHEREAS

1.  With the efforts made by the SF&OC and support from the
Govemnment, Hong Kong has been granted by the East Asian
Games Association the hosting right of the 2009 East Asian Games
(*“the Games™).

2. The Company hes been incorporated for the purpose of
organization, implementation and delivery of the Games.
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3. The Government, the SF&OC and the Company have agreed to
work closely for the organization, implementation and delivery of
the Games,

4. To enhance cooperation and to epable smooth and timely
organization, implementation and successful delivery of the Games,
the Govermment, the SF&OC and the Company have agreed to
enter into this Agreement to set out the detailed arrangements and
the roles and responsibilities of the parties hereto in the

organization, implementation and delivery of the Games.

THE PARTIES HERETO set out their agreement as follows:-

Obiectives

1.  The Games will be the first ever muiti-sports international games
to be hosted in Hong Kong. The successful organization, implementation
and delivery of the Games will, infer alia, eshance Hong Kong’s sports
exchange with the Bast Asian member places, foster the development of
local sporting culture, and educate the community on the value of sports,

and consolidate Hong Kong's position as a major sports events capital in
the region.

Institational Set-up

2. An East Asian Games Planning Committee (“Planning
Committee™), with wide representation from the community, is appointed
by the Government to plan for and steer the organization, irnplementation

and delivety of the Games. The Planning Committee is the forum for
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the Government, the sports sector and the community to work together
for the successful delivery of the Games. The Secretary for Home
Affairs and the President of the SF & OC are the President and the

Chaitman of the Planring Committee respectively.

3. The Compatry has been set up as the exccutive arm of the Planning
Committee to prepare for, organize, manage, implement and deliver the
Garaes. The Chairman of the Planning Committee is the Chairman of
the Board of Directors of the Company.

Roles and Responsibilities of the Government

4. ‘The voles and responsibilities of the Government in the

organization, implementation and delivery of the Games are -

() To seek the appropriation of funds from the Legislative Council to
support the organization, implementation and delivery of the Games
and to ensure that the sums appropriated are spent in a cost effective
manner within the scope approved,

(b) To provide sports venues and facilities to standards considered
appropriate by the Government and in consultation with the local
National Sports Associations for the organization, implementation
and delivery of the Games,

(¢) To facilitate protocol, logistics and coordination as appropriate for
the organization, implementation and delivery of the Games.

(d) To appoint the Planning Committee and to ensure that issues over the
planning, organization, implementation and delivery of the Games
are properly deliberated.
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To be represented on the Board of Directors of the Compauny to
oversee the work of the Company.

To cooperate and work together with the SF & OC and the Company
to promote and publicize the Games and to seek community

participation and involvement in the Games.

Reles and Respongibilities of the SF&OC

3.

The roles and responsibilities of the SF & OC in the orgatization,

implementation and delivery of the Games are -

()

(b)

(d)

)

The SF & OC is formed, established and operates under the rules
and regulations of the Olympic Charter and the Olympic Council of
Asia

As the National Olympic Committoe (“NOC™) of Hong Kong, the
SF & OC is the applicant and right holder for organizing the Games.
The Company shall carry out the actual and day-to-day organizing
work of the Games.

The President of the SF & OC is the chairman of the Planning
Committes and the SF & OC is represented on the Planning
Commitiee to advise on the planning, organization, implementation
and delivery of the Games.

The President of the SF & OC is the chairman of the Company and
the SF & OC is represented on the Board of Directors of the
Company to oversee the work of the Company.

The SF & OC shall liaise with the East Asian Games Association and
the member National Olympic Committees for the orgatization,
implementation and delivery of the Games.

The SF & OC shall liaise with member National Olympic
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(8)

(h)

(M

)

Committees, and relevant International Federations and Asian
Federations and local National Sports Associations to draw up sports
items selected for competition at the Games, and shall submit the
sports items selected to the Planning Committee for consideration
and then to the East Asian Games Association for endorsement.
The SF & OC, in consultation with the local National Sports
Associations, shall advise the East Asian Games Association, the
Planning Commitiee and the Company on the competition
requirements, competition methods, competition management of the
sport items selected.

As the host NOC of the Games, the SF & OC shall serve as the
Secretariat of the East Asian Games Association for the Games, and
shall organize, manage and chair the East Asian Games Association
Coungcil meetings and other related sessions.

The SF & OC shall procure the approval of the East Asian Games
Association for the various usages of the emblem, anthem and
mascot of the Games by the Company for the Games.

The SF & OC shall cooperate and work together with the
Govemment and the Company to promote and publicize the Games
and to seek community patticipation and involvement in the Games.
The SF & OC shall conduct in a proper and lawful manmer all its
business and activiies in relation to the organization,

implementation and delivery of the Games.

Roles and Responsibilities of the Company

6.

The 71oles and responsibilities of the Company in the

implementation and delivery of the Games are -
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(a)

(b)

(©

(d)

(e)

To be responsible for the organization, implementation and delivery
of the Games,

To receive funds from the Govermment for the organization,
implementation and delivery of the Games and fo be fully
accountable to the Government and the Legislative Council on the
disbursement of such.

To use its best endeavours to generate revenue for the Games
through the seeking of community and commercial sponsorship,
selling of television rights, Games event admission ticket sale,
licensing and merchandising, the provision of accommodation
arrangement for the Games, ete. provided that no sponsorship from
tobacco and alcohol shall be accepted. The Company shall use all
revenue generated solely for the organization, implementation and
dcliveryr of the Games.

To submit quarterly progress report to the Government and the
Flanning Committee on the organization, implementation and
delivery of the Games,

To conduct in a proper and lawful manner all its business and
activities in relation to the organization, implementation and
delivery of the Games.

Financial arrangements

Budget

7.

The estimated operating budget for the orpanization,

implementation and delivery of the Games is FIK$240 Million and its
details are set out in Annex L

8.

With the approval of the Legislative Council, the Government will
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provide up to & maximum of HK$123 Million for the organization,
implementation and delivery of the Games. The Company shall use its
best endeavours to economize on its expenditure and to live within the

sums appropriated.

9.  The Government may pravide interest-free cash advance to support
the cash flow requirement of the Company. The Company agrees to
repay the Governmetit on demand the amount of cash advance as shall be

determined by the Government.

10.  Other income for the organization, implementation and delivery of
the Games shall come from comwmmity and commercial sponsorship,
selling of television rights, Games event admission ticket sale, licensing
and merchandising, provision of accommodation arrangemnent for the
Games and other sources as shall be approved by the Government. An
estimate of such income is set out in Annex 1T,

11, The hiring,charges for venues provided by the Government for the
organization, itnplementation and delivery of the Games as well as office
accommodation at Government venues for the Company will be waived.

Cost control

12, The Government will arrange for the disbursernent of the approved
funding and cash advance if any to the Company to enable it to meet the
reasonable expenditure for the organization, implementation and delivery
of the Games. The Government has discretion over the frequency and
quantum of each disburserment. The Government also has the right to

impose requirements on the Company as are necessary or in line with
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relevant stipulations in Government financial circulars to ensure the

proper disbursernent of public finds,

13.  The Company shall keep proper records and accounts for the
(Games and the Government will have unfettered access to these. The
Company shall be alert to the need for transparency and ensure that all
decisions made are fully justified and publicly explicable.

14.  The Company shall adopt proper internal control to ensure that its
fimds are used in a cost-effective and accountable manner and in line with
the scope anthorised by the Legislative Council,

15, More specifically, the Cornpany shall -

{r) seek the endorsement of the Government on a “plarmed project
budget” as soon as possible upon receipt of funding approval from
the Legislative Council;

(b) devise an internal cost control mechanism to the satisfaction of the
Government to track and specify requirements for authorising cost
or othet variations to the “planned project budget”, all within the
funding arnbit set by the Legislative Council; and

(c) prepare periodic budget updates for the scrutiny or approval as
appropriate of the Government.

16, The Company shall submit annual audited financial statements to

the Governtent and the Planning Committee within six months after the
end of a financial year, and final audited financial statements to the

-138-



Government and the Planning Comimittee within six months of the
conclusion of the Games, Within six months of the conclusion of the
Games or any sooner termination of this Agreement, surplus funding
from the Games, if any, up to the total amount of Government subsidy
provided and hiring charges waived, shall be returned to the Government.

Mode of Work

17, The meetings of the Planning Committee and the meetinigs of the
Board of Directors of the Company are the regular forums for the
Goverrunent and the SF & OC hereto to consider and deliberate on
matters relating to the brga:ﬁzation, implementation end delivery of the
Games, The parties hereto can convene as and when necessary other
meetings or initiate any other form of co-operative activities for the

organization, implementation and delivery of the Games.
Modification

18. This Agreement may be modified at any time by mutual consent of
all the parties hereto.

Commencement and Termination

19, This Agreement shall come into effect on the date of signing by the
parties hereto and shall continug to be in force until the conclusion of the
Games in 2009 or the winding up of the Company or any sooner
termination of this Agreement as agreed by the parties hereto, whichever
is the earlier,
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Jurisdiction

20. This Agreement shall be construed in accordance with and
govemed by the laws of the Hong Kong Special Administrative Region
and the partiss hereto irrevocably agree to submt themselves to the
exclusive jurisdiction of the courts of the Hong Kang Special
Administrative Region.

Notice
21.  All notices required to be served under this Agreement shall be
served to the respective addresses of the parties hereto stated in the

preamble of this Agreement.

TN WITNESS whereof this Agreement has been executed by the parties

hereunder on the date first above written,
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SIGNED for and on behalf of the Government )

of the Hong Kong Special Administrative Region )
by Dr. Patrick C.P. HO, I, INEC ﬂ}g&,
Secretary for Home Affairs )QQSISV\

in the presence of :- )

Mr, Kevin YEUNG )
Administrative Assistant to Secretary for Home Affairs )

SIGNED for and on behalf of the

Sports Federation and Olympic
Committee of Hong Kong, China

by Hon Timothy FOK Tsun-ting, GBS, JP
President,

in the presence of :-

L M S

Mr. PANG Chung, BBS, Hon Secretary General ) N

SIGNED for and on behalf of the

2009 East Asiann Games (Hong Kong) Limited
by Hon Timothy FOK Tsun-ting, GBS, JP
Chairman and

Ms. Eva LEE, Secretary

The Common Sesl of the
2009 East Asian Games (Hong Kong) Limited
15 affixed hereto

e el Nt
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Annex I

Expenditure Estimate for the Organization, Implementation and

Delivery of the 2009 East Asian Games

Expenditore items  Estimate (HKSM)
(a) Staff 60
(b) Administration 15
(¢) Information technology 12
facilities and
equipment
(d) Broadcasting cost 20
() Accommodation and 15
catering
(f) Competition event cost 26
() VIP hospitalities 8.5
(h) Transportation 4
(i) Publicity 10
() Opening and Cloging 35
ceremonies
(k) Security 10
(1) Volunteers 8
(m) EAQG Association ]
meeftings
(») Contingency 11,5
Total 240
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Annex I1

Revenue Estimate for the Organization, Implementation and
Delivery of the 2009 East Asian Games

Revenue items Estimate
(HKSM)
(a) Community/Commercial 50
sponsorship
(b) Television rights 12
(c) Ticket sales 28
(d) Licensingand 15
merchandising
{¢) Charged 8
accornmodation
_(®  Other income 4
Total: 117
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THE COMPANIES ORDINANCE (CHAPTER 32)

Company Limited by Guarantee
And Not Having a Share Capital

MEMORANDUM OF ASSOCIATION
OF
2009 EAST ASIAN GAMES (HONG KONG) LIMITED
2009 FRESEMEER)IARAE

=

The name of the Company is “2009 EAST ASIAN GAMES (HONG KONG)

LIMITED 2009 ¥ aiES&(E AR HE" (hereinafter called “the
Company™).

The 1egistered office of the Compamy wil) be sitwrated 1n Hong Kong,

The objects for which the Company is established are:

6y

)]

&)

To carry out the organization of the Fifth East Asian Games (hereinafter
called “the Games”) to be held in Hong Kong in 2009, enabling the
Games to educate the community on the value of sports thereby
improving the health of the public, and to enhance Hong Kong’s status
as a sports event capital.

To co-operate with and to involve different sectors of the community,
including but not limited to sports, education, business and tourism
sectors, in the implementation of the Games; and to take all necessary
steps in the organisation of the Games to promote, maintain and advance
the interest of the public of Hong Kong in sports and to educate the
public so as to enhance social cohesion at the community level.

To work closely with the Sports Federation and Olympic Commitiee of
Hong Kong, China and national sports associations or other related
organizations in the process of the organization of the Games In order to
help educate the community on the value of sports and to help Hong
Kong athletes to enhance their level in sports.
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(3)

)

(10)

(11

To promote the exchange of information, experience, international
understanding and goodwill so as to educate the sports community in
the organization of major international sports events; and to educate and
encourage the community in the participation and involvement in the
various stages of the preparation work for the Games.

For the furtherance of the above objects, to organize, produce, manage,
conduct and implement at any sports venues and related facilities, or
such other places, such work plans, programmes and activilies relating
1o the organization of the Games.

In connection with all or any objects of the Company to {rain volunteers
to help implementation of the Games.

In connection with all or any objects of the Company to employ persons
or companies any where to carry out tasks of various nature in
connection with the work and activities of the Company.

To acquire, hold and transact any intellectual property rights for
pursuing its objects.

To puchese, bite or otherwise acquire any insttument. whether
photographic, recording and other apparatus, and equipment in
connection with the work and activities of the Company.

For the purpose of the Games to make available the facilities and
services at the Company for use by the community, at a fee or free of
charge.

(8) For the purposes of the Games to borrow and raise money in such
manner as the Company shall think fit and to secure the repayment
of any money borrowed, raised, or owing, whether by mortgage,
charge, lien or other security, upon the whole or any part of the
Cempany's property ar assets (whether present or future). and also
by a similar morgage, charge, lien or security to secure and
guarantee the performance by the Company of any obligation or
liability undertaken by or which may become binding on the
Company.

(b) To take and accept any donations and gifts of money or money’s
worth or in kind, whether outright or upon trusts connected with
any of the objects of the Company or similar objects and
promotion of health through sports in Hong Kong.

(c) For the purposes of the Games ta invest and deal with thc moneys
of the Company not immediately required in such manner as may
from time to time be determined and to hold, sell or otherwise deal
with any investments made.
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(12) (a) For the purposes of the Games 1o purchase, lease, exchange, hire or
otherwise acquire lands and premises for the tnanagement,
operation, storage and activities and performances of the Company.

(b) For the purposes of the Games, to alter, demolish, reconstruct, or
refurnish any premises whether or not for the time being owned,
leased or occupied by the Company.

(¢) To construct, maintain, alter, demolish and reconstruct any
premises, works or property whether or not belonging to the
Company as are necessary and convenient for the purposes and
objects of the Company and for the purposes of the Games.

(13) To subscribe or guaraniee money for charitable/ religious or educational
objects, and to promote, contribute to or assist financially or otherwise
any fund for any charitable purposes.

(14) For the purposcs of the Games to grant, sell, assign, manage, lease,
develop, exchange, mortgage, transfer, dispose of, turn to account or
otherwise deal with all or any part of the property and rights of the
Company.

{15) To carry on all or any of the foregoing activities whether in Hong Kong
or elsewhere,

{16) To do all such other lawful things as are incidental or conducive to the
attainment of the above objects.

Provided always that:-

(i} In case the Company shall take or hold any property which
may be subject to any trusts, the Company shall have further
power to deal with or invest the same in such manner as
allowed by law, having regard to the terms and conditions of
such trusts,

(i) The objects of the Company shall not extend to the regulation
of relations between workers and empioyers or organizations
of workers and organizations of employers.

(iil) The powers set forth in the Seventh Schedule to the
Companies Ordinance (Chapter 32) are hereby excluded.
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(1) 'The income and property of the Company, howsoever derived, shall be
applied solely towards the promotion of the objects of the Company as
set out in this Memorandum of Association without prejudice to the
proviso under Clause 3 above.

(2) Subject to paragraphs (4) and (5) below, no portion of the income and
property of the Company shall be paid or transferred directly or
indirectly, by way of dividend, bonus, or otherwise howsoever, to the
members of the Company.

(3) No Director shall be appointed to any salaried office of the Company, or
any office of the Company paid by fees and no remuneration or other
benefit in money or money’s worth (except as provided in paragraph (5)
below) shall be given by the Company to any Director.

(4) Nothing herein shall prevent the payment, in good faith, by the Company
of reasonable and proper remuneration to any officer or servant of the
Company, or to any member of the Company not being a Director in
return for any services actually rendered to the Company.

(5) Nothing herein shall prevent the payment, in good faith and upon
presentation of invoices, demands or other due documentation, by the
Company to any Director of proven out-of-pocket expenses.

The liability of the Members is limited.

Every member of the Company undertakes to contribute to the assets of the
Company in the event of its being wound up while he is a member, or within
one year after he ceases to be a member, for payment of the debts and
liabilities of the Company contracted before he ceases to be & member, and of
the costs, charges and expenses of winding up, and for the adjustment of the
rights of the contributories among themselves, such amount as may be
required not exceeding one hundred dollars in Hong Kong currency.

if upan the winding up or dissolution of the Company there remains, after the
satisfaction of all its debts and liabilities, any property whatsoever, the same
shall not be paid to or distributed among the members of the Company; but
shall be given or transferred to some other institution or institutions having
abjects similar to the objects of the Company, and which shall have the same
or greater degree of restriction as is imposed on the Company under or by
virtue of Clause 4 above in relation to the distribution of its ot their income
and property amongst its or their members, such institution or institutions to
be determined by the members of the Company at or before the time of
dissolution and in default thereof by a Judge of the High Court of the Hong
Kong Special Administrative Region, and, if this provision cannot be effected,
then to some charitable objects.
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We, the several persons whose names, addresses and descriptions are hereto
subscribed, are desirous of being formed into a company in pursuance of this

Memorandum of Association,

Names, Addresses and Descriptions of Subscribets

Signatures

I. Name: SIU Yu Bun, Alan (i 20#2)

Address ; 161h Floor,

iz

Leisure and Cultural Services Headquarters,
1-3 Pai Tau Street, Sha Tin, New Territories.

Occupation : Civil Servant

2,  Name: CHAN Yeuk Oi, Olivia (BR3EZEH) CﬁL i

Address : 1 5th Floor,

Leisure and Cultural Services Headquarters,
1-3 Pai Tau Street, Sha Tin, New Territories.

Occupation :  Civil Servant

Dated this 2 1st day of February 2003.

Witness to the above signatures:-
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Wang Lung Tak, Patrick, JP, Ph
FCPA (Practising), ACA, FCCA,
EAIA, MSCA, FCIS, FCS, ATIHK,
FHKloD

Chartered Secretary

Room 1101, 11/F,,

China Insurance Group Bldg.,

141 Des Voeux Road Central,
FHong Kong.



THE COMPANIES ORDINANCE (CHAPTER 32)

Company Limited by Guarantee
And Not Having a Share Capital

ARTICLES OF ASSOCIATION
OF
2009 EAST ASIAN GAMES (HONG KONG) LIMITED
2009 B EEHEIE (FE)HEIRAHF

Interpretation

1.

In these Asticles unless the context otherwise requires —

“Board” means the Board of Directors of the Company constituted under Article
28,

“Chairman” means the chairman of the Board of Directors and shall be nominated
by the Secretary for Home Affairs;

“Direclor” nieans a member of the Board of Directors;

“general meeting” means an annual general meeting or an extraotdinary general
meeting;

“Government” means the Government of the Hong Kong Special Administrative
Region;

“Member” means a member of the Company as determined by Article 3(3) and
shall be nominated by the Secretary for Hotne Affairs;

“month” means calendar month;

“QOrdinance” means the Companies Ordinance, Chapter 32;

“organization™ means any firm, society, association, institution, body corporate or
unincotporate, or group of firms, societies, associations, institutions, body
corporates or unincorporates;

“registered office™ means the registered office of the Company;

“seal” means the Common Seal of the Company;

“Secretary” means the Secretary elected by the Board of Dircctors under Article
i6;

“Secretary for Home Affairs” means the Secretary for Home Affairs of the
Government;

“Company” means the 2009 EAST ASIAN GAMES (HONG KONG) LIMITED
2009 HEEHE@CEEFREIRAE]

“Vice Chairman” means the vice chairman of the Board of Directors and shall be
nominated by the Secrelary for Home Affairs;

“year” means calendar year.
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Any word importing the singular number only shall include the plural number and
vice versa.

Words importing the masculine gender only shall include the feminine gender and
organizations as herein defined,

These Articles shall be construed with reference to the provisions of the Ordinance
and terms used in these Articles shall be taken as having the same respeclive
meanings as they have when used in the Ordinance.

Expressions in writing shall, unless the contrary intention appears, be construed as
including references to printing, lithography, photography, and other modes of
representing or reproducing words in a visible form.

Purpose

2. ‘The Company io esiablished for v pupows and objects cwpressed n v
Memotandum of Association.

Membership

-

3. (1) (i) For the purposes of registration with the Companies Registry, the
number of Members shall not be more than twenty (20). With approval
from the Secretary for Home Affairs, the Board may from time to time
register an increase of number of Members.

(ii) The subscribers to the Memorandum of Association of the Company will
automatically become the first Members ot"the Company.

(2) (i) Subject to Article 3(3), all members shall be voting members and shall
be nominated by the Secretary for Home Affairs for appointment by the
Board and shall hold membership for not more than 2 years and shall
thereafter be eligible for reappointment to the Company for further
periods. No members shall be appointed or reappointed without
recommendation from the Secretary for Home Affairs.

(i) Any member of the Company may, on giving not less than one month’s
notice in writing to the Secrefary for Home Affairs and the Board,
resign from the Company.

(iii) If the Secretary for Home Affairs advises and agrees, the Board shall

terminate the appointment to the Company any member during the
membership of such member:-
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(a) on being requested in writing so to do by a majority of
three-quarters of the members present at any meeting resolving such
Course;

(b) in the case of incapacity of such member;

(c) in the case of absence from Hong Kong for more than 12 months of
such member.

(3) A Member may be either an individual natural person or an organization.
An Organization Member shall be represented by an individual who will
perform its membership functions.

Patron and Henorary Membership

4,

The Secretary for Home Affairs shail have power to invite on behalf of the Board a
person of distinction to serve as a Patron of the Company. The Board shall make
such appointment upon advice of the Secrctary for Home Affairs, A personasa
Patron shall not be a voting member of the Company and shall have no voting
rights.

The Secretary for Home Affairs may recommend distinguished persons to be
Honorary Members of the Company provided that there shall not be at any time
more than twenty Honorary Members. The Board shall make such appointment
of Honorary Members upon advice of the Sccretary for Home Affairs, An
Honorary Member is not a voting member and shall have no voting rights. The
Board of Directors may also make recommendations and seek the advice of the
Secretary for Home Affairs, through the annual general meeting, on the persons
they consider fit for appointment as Honorary Members.

The notice containing the names of the Patron and Honorary Members appointed
by the Board on the advice and recommendation of the Secretary for Home Affairs
shall be posted in a conspicuous place in the Company. No person shall be
appointed as Patron and Honorary Members without recommendation of the
Secretary for Home Affairs.

Rights of Mcmbers

[

The rights and privileges of a Member shall be personal to himself or to the
organization as the case may be; they shall not be transferable by his or its own act
and shall cease upon his death or its dissolution as the case may be or upon his or
its ceasing from any cause to be a Member under the provision of these Articles.

Any person who shall for any cause cease to be a Member shall nevertheless
remain liable for and shall pay to the Company all moneys which, at the time of his
ceasing to be a Member, may be owed by him to the Company.

Members shall, as soon as practicable, communicate any change of address to the
Company.
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10.

Without prejudice to the application of Articles 12, 13 and 14 below, every
Member on joining the Company impliedly undertakes to comply with these
Articles, and any refusal or neglect to do so, or any performance of conduct
unworthy of a Member, shall render his or her membership liable to termination by
a resolution passed at a general meeting under Article 3(2)(iii)(a), provided that at
least three weeks before such meeting he or she shall have had written notice of the
meeting and of the allegations made against him or her and of the intended
tesolution, and that he or she shall at such meeting and before the passing of such
resolution have had an opportunity of giving orally or in writing any explanation or
defence he or she may think fitt A Member terminated under this rule shall
forthwith forfeit all his membership rights.

Cessation of Membership

1l

The Board shall have the power 10 terminate the appointment of any members and
to re-appoint any new members in substitution thereof. Such power shall only be
exercised after consultation with the Secretary for Home Affairs and the Secretary
for Home Affairs is in agreement thereto.

General Mcetings

1Z.

13.

i+

The Company shall in each year hold an ammue) gereral mesting in addition o 2y
other meetings in that year, and shall specify the meeting as such in the notices
calling it; and not more than 15 months shall elapse between the daie of one annual
general meeting of the Company and that of the next. Provided that so fong as the
Company holds its first annual general meeting within 18 months of its
incorporation, it needs not hold it in the year of its incorporation ot in the following
year, The annual general meeting shall be held at such time and place as the
Chairman of the Board shall appoint.

All general meetings other than the annual general meetings shall be called
extraordinary general meetings.

The Chairman of the Board may, whenever it thinks fit, convene an exirsordinary
general meeting.

Notice and Conduct of General Meetings

13.

An annual general meeting and a meeting called for the passing of a special
resolution shall be called by 21 days' notice in writing at the least, and a meeting of
the Company other than an annual general meeting or a meeting for the passing of
a special resolution shall be called by 14 days’ notice in writing at the least. The
notice shall be exclusive of the day on which it is served or deemed to be served
and of the day for which it is given, and shall specify the place, the day and the
hour of meeting and, in the case of special business, the general nature of that
business, and such information shall be given in the manner hereinafter mentioned
or in such other manner as may be prescribed by the Company in general meeting
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16.

17.

19.

20,

1o such persons as are under these Articles entitled to receive such notices from the
Company. Provided that a mecting of the Company shall, notwithstanding that it is
called by a shorter notice than that specified in this Article, be deemed to have been
duly called if it is so agreed :-

(a) in the case of a meeting called as the annual general meeting, by all the
Members entitled to attend and vote at the meeting; and

(b) in the case of any other meeting, by a majority in the number of
Members having a right to attend and vote at the meeting, being a
majority together representing not less than ninety five percent of the
total voting rights of all the Members entitled to attend and vote at that
meeting.

The accidental omission to give notice of a meeting to, or the non-receipt of notice
of a meeting by, any Member entitled thereto shall not invalidate the proceedings at
any meeling.

All business that is transacted at both extraordinary general mecting and annual
general meeting shall be deemed special save and except the business for
cansidering the accounss, balanse sheets, and the repests of the Boasd exd auditors
and the appointment of auditors and fixing of their remuneration at annual general
meeting.

Subject to Article 25, no business shall be transacted at any general meeting unless
a quorum of Members who are entitled to vote thereat is present at the time when
the meeting proceeds to business, and such quorum shall consist of at least two in
number or one-third of the total number of Members for the time being, whichever
is the greater, of the Members present in person.

If within half an hour from the time appointed for the meeting a quorum is not
present, the meeting, if convened upon the requisition of members, shall be
dissolved: in any other case it shall stand adjourned to the same day in the next
week, at the same time and place, or to such other days and at such other time and
place as the Board may determine, and if at the adjourned meeting a quorum is not
present within half an hour from the time appointed for the meeting the members
present shall be a quorum.

The Chairman of the Board shall preside as chairman at every general meeting of
the Company. If at any mecting the Chairman shall not be present within fifteen
minutes afler the time appointed for holding the meeting, or if he shall have
previously notified the Company of his intention of not being present, a Vice
Chairman shall preside the meeting, or if failing him, the Directors present shall
elect one of their number to preside, or if no such Director be present or willing to
take the chair the meeting shall stand adjourned.
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21,

22.

Al any general meeting, a resolution put to the vote at the meeting shall be decided
on a show of hands and a declaration by the chairman that a resolution has been
carried (unanimously or by a particular majority) or lost, and followed by an entry
to that effect in the book containing the minutes of the proceedings of the Company
shall be conclusive evidence of the fact without proof of the number or proportion

of the voies recorded in favour of or against that resolution.

In the case of an equality of votes the chairman shall be entitled to a second or
casling vote,

23, Every Member with voting rights shall have one vote.
Proxies
24. The instrument appointing a proxy shall be in writing under the hand of the

25.

26.

27.

appointer or of his attorney duly authorized in writing, or, if the appointer is a
corporation, either under the seal or under the hand of an officer or attorney so
authorized. A proxy may not be a Member of the Company.

The instrument appointing a proxy shall {except to the extent to which the proxy is
specially directed to vote for or against any proposal) include the power to act
generally at the meeting for the person giving the proxny.

Every instrument of proxy shall, as nearly as circumstances will admit, be in the
following form or to the effect following or in such other form as the Board may
from time to time determine:-

A being a Member of 2009 EAST ASIAN GAMES (HONG
KONG) LIMITED 2009 HiTETIEH(& M) HIRL T hereby appoini
of
or failing him, of
. or failing him, of

as my proxy to vote for me and on my behalf at the
Annual fov Extraordingry or adiowrned as the care map ) Genenal Mecting of
the Company, io be held on the day of , 20
and at any adjournment thereof.

Signed this day of . 20

This form is to be used either in favour of or against the Resolution.

Unless otherwise instructed the proxy will vote as he thinks fit.”

The instrument appoinling a proxy shall be deposited at such place and by such
hour as the Company may determine; otherwise the person so named shall not be

entitled to vote in respect thereof. No instrument appointing a proxy shall be
valid except for the meeting mentioned therein and any adjournment theteof,
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Beard

28.

29,

30.

31.

32.

33.

34.

(1) The Board shall have the overatl management of the affairs, administration and
business of the Company, and shall be the overall governing body. The initial
and each subsequent Board shall consist of not less than two or more than
twenty directors. The Directors shall all be nominated by the Secretary for
Home Affairs for appointment by the Board to fill a casual vacancy or at the
general meeting.

(2) The Board, shall have power at any time, and from time to time to appoint any
person as a Director, to fill a casual vacancy or as an addition to the Board upon
advice and recommendation of the Secretary for Home Affairs as to the choice
of nominees. Any Director so appointed by the Board shall hold office only
until the conclusion of the next annual general meeting of the Company and
shall then be eligible for reappointment. No Directors shail be appointed or
reappointed without recommendation from the Secretary for Home Affairs.

All subscribers of the Memorandum of Association shall become Directors of the
first Board. Other Directors of the first Board shall be appointed under Articles
28(1) and 28(2).

The Directors shall be offered a term of not more than two years and shall be
eligible for reappointment to the Board for further such periods if the Secretary for
Home Affairs shall agree.

The Board, subject to the provisions of the Memorandum of Association and these
Articles, shall conduct and regulate the affairs of the Company, which includes
appointing persons to sign and operate bank accounts. The Board shall have
powers to rent offices for the use of the Company and to appoint such staff, salaried
or otherwise, as may be found necessary for the proper conduct of the affairs of the
Company, to engage professional assistance and to remunerate all persons
employed.

Subject to Article 51, a Director shall cease to be appointed to his office if Article
11 applies to his case. The vacancies so arisen will be filled in accordance with
Article 28(2).

Subject to the provisions of these Articles, the Board shall have power to ¢convene
its own meetings and regulate its own proceedings.

(1) The Board shall cause minutes to be made in books provided for the purpose
of the proceedings at all meetings of the Company and of the Board and to
record:-

(@)  All appointments of officers made by the Board;

(b)  The names of the Directors present at cach meeting of the Board and
of any commiltees of the Board,
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(¢)  All resolutions passed and decisions made in all meetings of the
Company, of the Board and committees of the Board.

(2) Every Director present at any meeting of the Board or a committee of the
Board shall sign his name in a book to be kept for that purpose.

Officers

3s.

36.

37.

8.

39.

The officers of the Company shall comprise of the following:-
(1) Chairman;

(2) Vice Chairman ;

(3) Secretary;

(4) Such other officers (having such duties and responsibilities) as the Board may
from time to time designate.

The Board shall not appoint a single Director to hold more than one of the
following three posts of Chairman, Vice Chairman and Secretary at any one time.
The Settesery znd such etbes efficers abovementionad may nat be Directors.

The Board shall in each year following the conclusion of the annual general
meeting seek the recommendation and agreement of the Secretary for Home
Affairs to appoint the Chaitman, Vice Chairman and Sccretary and the other
officers for a term of up to two years. Al officers of the Company shall continue
to serve if re-appointed until their respective successors are duly appointed. No
officers shall be appointed or reappointed without recommendation from the
Secretary for Home Affairs.

The Chairman shall preside over meetings of the Board and the Company and shall
perform such duties as are customarily attached to this office.

The Secretary shall keep the record of all the meetings of the Board and of the
Members. He shall keep custody of the properties of the Company. In addition,
he shall perform the duties customarity incidental to his office or those required by
the Board, the Chairman or the Vice Chairman.

In the absence of or in case of the disability of the Chairman, the Vice Chairman
shall serve as acting chairman. In rare situation where the Chairman and Vice
Chairman are unavailable to perform their duties, the Directors shall elect one of
their number to act as chairman. The Board shall provide for successions and
acting designations to cover other contingencies which may arise.
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Proceedings of the Board

49.

41.

42

43,

44,

45,

406.

47,

The Board may meet together for the dispatch of business, adjourn and otherwise
regulate their meetings and business as they think fit. Meetings of the Board may
be convened on the request of the Chairman or Vice Chairman or in writing by any
Director stating the objects for which such meetings are to be convened and
forwarded to the Secretary.

The Chairman or Vice Chairman or in the absence of both, the Directors present
shall elect one of their number to act as chairman and to preside at meetings of the
Board.

The quorurii necessary for the transaction of the business of the Board shall
comprise at least fifty percent of the total number of Directors and being at least
two in number, personally present throughout the meeting concerned.

Questions arising at any meeting (except as herein otherwise mentioned) shall be
decided by a majority on a show of hands and in case of an equality of votes the
Chairman or failing him, the acting chairman of the meeting shall have a second or
casUng yue,

The continuing Directors may act notwithstanding any vacancy in their body but if
and so long as their number is reduced below the number fixed by or pursuant to
the regulations of the Company as not reaching the necessary quorum for Board
meetings, the continuing Directors may be continued to act for the purpose of
seeking advice and recommendation from the Secretary for Home Affairs as to
nomination of directors and to make appropriate appointment to fill causal
vacancies.

The Board may, if it thinks fit, transact any of its business by the circulation of
papers and a resolution in writing signed by all the Directors for the time being
shall be as effective for all pumposes as a resolution of the Board passed at a
meeting duly convened, held and constituted. An electronic, telephone or other
facsimile documentary transmission of, or confirmation of, such resolution in
writing and sent by a Director shall be deemed to be his signature fo such
resolution in writing for the purposes of this Article and such resolution in writing
may in such circumstances consist of more than one document.

Except as provided in Article 44 hereof a meeting of the Directors for the time
being at which a quorum is present shall be competent to exercise all the
authorities, powers and discretions by or under the regulations of the Company for
the time being vested in the Board generally, provided that all Directors have been
given reasonable prior netice of such meeting.

(1) The Board may, from time to time, appoint such committees as it considers

necessary for the efficient discharge of its functions, and may delegate lo any
such committees any of its powers and duties,
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48.

49.

50.

(2) Any committee so appointed shall, in the exercise of the powers so delegated,
conform to any regulations that may be imposed on it by the Board.

(3) Any committee so appointed shall have at least one Director.

All acts done by the Board or by a committee appointed as aforesaid or by any
person acting as a Director or committce shall, notwithstanding that it be
aflerwards discovered that there was some defect in the appointment of any such
Director or committee or person acting as aforesaid, or that they or any of them
were disqualified, be as valid as if every such person had been duly appointed or
was qualified to be a Director.

Any vacancy occurring in the Board by reason of death, resignation or other
disability or incapacity may be filled by the Board as advised and recommended by
the Secretary for Home Affairs but the person 50 chosen shall be subject to the
same conditions as to eligibility and tenure of office as his predecessor.

The Board shall be responsible for raising funds from all legitimate sources in
order 10 support the activities of the Company and shall endeavour to oversee and
supervise the organization of all fund raising activities of the Company.

Disqualification of Directors

Sl

53.

The office of a Director shall be vacated if the appointment is revoked by the Board
as advised by the Secretary for Home Affairs. The Board must act according to
the advice of the Secretary for Home Affairs without delay.

The Officers of the Company as defined in Article 35 shall be vacated if:

(1) he becomes bankrupt or makes a composition or scheme of arrangement with
his creditors;

{2) he is found lunatic or becomes of unsound mind or is subjected to other
mential incapacity;

(3) he resigns his office by notice in writing to the Company; or

(4) the Board otherwise basing on the advice and recommendation of the
Secretary for Home Affairs determines that there is a good cause for his
removal.

Subject to the provisions of the Memorandum of Association and these Atticles, a
Director or officer shail disclose the nature of his interest in any matter concerning
the Company and shall not attend or vote in any meetings of the Company or
engage in any discussion whereby matters that he is interested in would be
considered or discussed.
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Accounts

54.

55.

56.

57.

58.

59.

60.

The Board shall cause proper books of account to be kept with respect 1o all sums
of money received and expended by the Company covering all the incomes and
expenditures, assets and liabilities and all sales and purchases of goods by the
Company. Proper books shall not be deemed to be kept if such books of account
are not kept in the required way as are able to give a true and fair view of the
Company’s affairs or its transactions conducted.

The books of account shall be kept at the registered office of the Company, or,
subject to the Ordinance, at such other place or places as the Board thinks fit, and
shall always be open to the inspection of the Directors and the Secretary for Home
Affairs.

The Board shall from time to time determine whether and to what extent and at
what times and places and under what conditions or regulations the accounts and
books of the Company or any of them shall be open to the inspection of Members
not being Directors and no Member (not being a Director) shall have the right of
inspecting any account or book or document of the Company except as conferred
by law or by the Company in general meeling or otherwise authorized by the
Board.

The Board shall from time to time in accordance with the provisions of the
Ordinance cause to be prepared and to be [aid before the Company in general
meeting such income and expenditure accounts, balance sheets and reports as are
teferred to in the Ordinance.

A copy of every balance sheet (including every document required by law to be
annexed thereto) which is to be laid before the Company in general meeting
together with a copy of the Auditor’s Report shall, not less than twenty one days
before the date of the meeting; be sent to all persons entitled to receive notice of
general meeting of' the Company.

The Secretary shall have the power to receive all moneys coming into the
Company and the receipt issued by him shall be the official acknowledgement of
such payment. The Board shall have absolute discretion to appoint such staff
members as it may decide to receive and give receipt for all moneys coming into
the Company and to pay the same into the bank. The Board may from time to
time select the appropriate bank for depositing its money.

All cheques of the Company shall be signed by such persons as are designated by
the Board by resolution.

Audit

61.

A firm of certified public accountants shall be appointed to the office of auditors
and their duties regulated in accordance with the provisions of the Ordinance.
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Seal

62.

(I} The Board may from time to time make regulations as to the custody and use
of the seal of the Company. The seal shall be kept at the registered office or
at such other place as the Board shall from time to time determine, and all
documents requiring the scal to be affixed thereto shall be signed by the
Chairman and countersigned by one of the 2 Vice Chairmen or by the
Secretary or such other Director as may from time to time designated by the
Board.

(2) The Company may exercisc all the powers conferred by Section 35 of the
Ordinance and such powers shall be in the hands of the Board.

Notices

63.

64.

A notice may be served by the Company upon any Member either personally or by
sending it through the post in & prepaid letter addressed to such Member at his
registered address appearing in the Register of Members.

Any notice served by post shall be deemed to have been served on the day
following that on which the letter containing the same is put into the post except
for moriees served oviside the wiritory of Hong Kong Special Adminietsative
Region the service shall be deemed to have been served on the second day
following the date of posting, and in proving such service it shall be sufficient to
prove that the letter containing the notice was written with the correct address and
put into the post office as a prepaid letter.

Winding Up

65.

The Company may be wound up at any time by a special resolution passed by at
least three quarters of the votes of all the Members on the membership register of
the Company at an extraordinary general meeting called for that purpose.

Clause 7 of the Memorandum of Association of the Company relating to the
winding up and dissolution of the Company shall have effect as if the provisions
thereof were repeated in these Atticles.

Advisory Committees

67.

The Board may establish and abolish from time to time in its absolute discretion
such advisory and consultative committees and groups as it may determine (o be in
the interest of the Company.
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Pre-incorporation contracts and expenses

68. The Company shall ratify all contracts and reimburse all expenses made by the
promoters of the Company before incorporation that are solely and necessarily
required to be made for the purposes and objects, the incorporation, and the
efficient management of the Company.

Miscellaneous

69. The First Secretary of the Company shall be Wong Lam Leung & Kwok
Secrelaries Limited who may resign from this office upon giving notice to the
Company of such intention and such resignation shall take effect upon the
expiration of such notice or its earlier acceptance.
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Names, Addresses and Descriptions of Subscribers Signatures

l. Name: SIU Yu Bun, Alan (HifiiHe) /ﬁ Aa
Address : 16th Floor,
Leisure and Cultural Services Headquarters,

1-3 Pai Tau Street, Sha Tin, New Territories.

Occupation : Civil Servant

2. Name: CHAN Yeuk Oi, Olivia (B-88) ( —— ___’/[ ‘

Address : 15th Floor,
Leisure and Cultural Services Headquarters,
1-3 Pai Tau Street, Sha Tin, New Territories.

Occupation : Civil Servant

Dated this 21st day of Febroary 2005.

Witness to the above signatures:-

Wong Lung Tak, Patrick, JP, PhD,
FCPA (Practising), ACA, FCCA,
FAIA, MSCA, FCIS, FCS, ATIHK,
FHKIoD

Chartered Secretary

Room 1101, 11/F,,

China Insurance Group Bldg.,

141 Des Voeux Road Central,
Hong Kong.

-163-



APPENDIX 10

e rﬁ g ?ﬂ-; GOVERNMENT SECRETARIAT
N HOME AFFAIRS BUREAU
I 41/F, REVENUE TOWER
i 5 GLOUCESTER ROAD
’f—li friEiZ‘ W WAN CHAI
R HONG KONG
P~ 18
7 SR Our Ref Fi Tel ;25045644
1 Your Ref: CB(4)/PAC/IRS6 0% Fax: 2519 7404
6 May 2011

Ms Miranda HON

Clerk to Public Accounts Committee

L egidative Council

8/F, Murray Road Multi-storey Carpark Building
Hong Kong

(Fax No.: 2840 0716)

Dear Ms Hon,

Public Hearing on
Hong Kong 2009 East Asian Games (Chapter 5)

At the first public hearing held yesterday, a Member asked if the
2009 East Asian Games (Hong Kong) Limited had received written advice from
its legal advisor on its proposal to make donations to the athletes funds. We
would like to confirm that the legal advisor had set out her opinion in an e-mail
dated 23 April 2010. With the legal advisor's consent, a copy of her opinion is
enclosed for the reference of the Public Accounts Committee.

Yours sincerely,

/ﬁym

(Benjamin Mok)
for Secretary for Home Affairs

c.c. Director of Leisure and Cultural Services (Fax No.: 2606 1824)
Secretary for Financial Services and the Treasury (Fax No.: 2147 5239)

Director of Audit (Fax No.: 2583 9063)
-164 -



-165-



- 166 -



-167 -



APPENDIX 11

[ i GOVERNMENT SECRETARIAT
HOME AFFAIRS BUREAU
N oH Bk
41/F, REVENUE TOWER
& R 5 GLOUCESTER ROAD
PR e, WAN CHAI
'%ﬁl%{gﬁ? HONG KONG
255
P -~ 48
4 %4%F Our Ref : SF(2) to HAB/CS/CR 7/7/8 Pt.2 F%:j' Tol - 25045644
i Your Ref : CBA/PAC/RS6 IEE;E Fox. 25107404

31 May 2011

Ms Miranda HON

Clerk to Public Accounts Committee

L egidlative Council

8/F Murray Road Multi-storey Carpark Building
Hong Kong

(Fax No.: 2840 0716)

Dear Ms Hon,

The Director of Audit’s Report on the
results of value for money audits (Report No. 56)

Hong Kong 2009 East Asian Games (Chapter 5)

| refer to your letter of 25 May 2011 requesting further information
on the source of funding for the legacy project and would like to provide
relevant information as follows —

(@ The $10 million sponsorship received from Sponsor B on 22
January 2010 was to support the East Asian Games (EAG)
generally and was made without reference to any designated use or
specific conditions.

(b) & (¢)  Sponsor B made two maor donations to the EAG Company. The
first one, amounting to about $13 million, was pledged in early
2009 for specific EAG activities. The second one, amounting to
$10 million, was pledged in November 2009 without reference to
any designated use. The second donation did not form a part of
nor was it in any way related to the first one.  The payment of the
second donation was eventually received on 22 January 2010. It
Is not uncommon for sponsors to pledge a donation before an event
Is held and to make the actual payment afterwards.
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(d)

With regard to the correspondence on the legacy project in May
and June 2010: in May 2010, the Leisure and Cultural Services
Department (LCSD) wrote to the Financial Services and the
Treasury Bureau (FSTB) to propose that the EAG Company should
be alowed to use its unallocated balance to fund two legacy
projects. In response to an ora enquiry from FSTB, LCSD
replied via an email that the Company had received some
substantial “last-minute” donations, including the $10 million
donation from Sponsor A for enhancing the opening ceremony.
This was cited as an example of a substantial “last-minute”
donation secured by the Company, in support of LCSD’s point that
a large proportion of the unallocated balance was attributable to
such donations. LCSD did not give FSTB an exhaustive list of
the last-minute donations received by the Company. To our
understanding, the reference to Sponsor A in the reply from FSTB
to LCSD was made to help illustrate the general principles that: “ if
all (or part) of the unallocated balance of $20 million can be
attributed to community/commercial sponsorship received by the
EAG Company, depending on the sponsorship terms, one could
argue that the Government may not necessarily have the first claim
on the balance (or that part of it)” (paragraph 4 of Appendix V to
Annex D of our previous reply to you). We have confirmed the
above understanding with FSTB prior to issuing thisletter. LCSD
and FSTB did not discuss the specific source of the funding that
was proposed for implementing the legacy projects.

As regards the position of the EAG Company: the Company
initially took the view that the unallocated balance was the result of
the combined efforts of all concerned to minimise expenditure and
generate income, hence the final $21.5 million unallocated balance
should not be specificaly attributed to individual donations.
However, on the advice of the Administration, the Company
accepted the general principles relating to the use of the
unallocated balance and identified a $10 million donation that met
the principles stipulated by the Government relating to the
alocation of funding for alegacy project.

When commenting on the relevant parts of the draft Audit report in
February 2011, the former Chief Executive Officer (CEO) of the
EAG Company was stating the Company’s initial position that the
unallocated balance should not be attributed to one single sponsor.
He was aware of the advice of the Administration regarding the use
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of the unallocated balance on the legacy projects, and had
implemented the projects having due regard to the principles
concerned.

Our discussion with the Audit Commission on this area of the draft
Audit report focused primarily on the rationale for allowing the
EAG Company to use part of the unallocated balance on the two
legacy projects; and on whether such use was permissible under the
Tripartite Agreement. In February 2011, the former CEO of the
EAG Company pointed out to the Audit Commission that the
donation from Sponsor A had been used to enhance the opening
ceremony. Neither LCSD nor the CEO were asked to clarify
further the specific source of funding for the legacy projects.

As the Audit Commission’s value-for-money study was conducted
more than a year after the EAG was held, the EAG Company had
ceased operation and no longer had any working staff. It should
be appreciated that it was not always possible in the circumstances
for the Administration, which was not directly responsible for
organising the EAG, to provide detailed facts and figures within a
tight timeframe and to trace the reasons behind some of the
decisions taken by the Company. In these circumstances, it is
possible that comments given by LCSD did not cover in full each
and every aspect of the various issues raised by the Audit
Commission.

As requested, the full text of the minute submitted by the Director

of Leisure and Cultural Services to the Secretary for Home Affairs on 5 May
2010 is attached at Annex.

C.C.

Yours sincerely,

/ﬁﬁmﬁ/_.,

(Benjamin Mok)
for Secretary for Home Affairs

Director of Leisure and Cultural Services (fax no. 2606 1824)
Secretary for Financial Services and the Treasury (fax no. 2147 5239)
Director of Audit (fax no. 2583 9063)
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Annex

Full Text of the LCSD’s minute submitted to SHA on 5 May 2010

M.1
SHA
viaPSHA
DS(HA)2
Disposal of Surplus Fund and Propertiesfrom
The Hong Kong 2009 East Asian Games (EAG)
PROBLEM

The EAG Company will have a surplus of $20M. We need to
consider how to dispose of the surplusin a proper and meaningful manner.

RECOMMENDATION

2. It is recommended that the surplus and properties of the EAG
Company be disposed of by:

(@ providing $1M for the EAG legacy project at EAG-related venues;

(b) donating $19M to the Hong Kong Athletes Career and Education
Progranme (HKACEP) and/or the Hong Kong Athlete Fund
(HKAF) for the long-term benefits of Hong Kong athletes and the
creation of aEAG legacy; and

(c) transferring the properties (office furniture and equipment) to
LCSD.

JUSTIFICATION
The Surplus

3. The EAG has concluded successfully last December and the EAG
Company (the Company) has been finalising its account. It is anticipated that
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there will be a surplus of about HK$20M if all the money receivable is duly
received. The latest draft income and expenditure statement of the Company as
at 31 March 2010 is at Annex A. Furthermore, the Company has procured
office furniture and equipment (Annex B) which will be left behind upon its
winding up.

4, Although the Company had reviewed and revised the budget on a
continuous basis before and throughout the Games, a number of factors, which
were not fully within the Company’s control, have attributed to the higher than
expected surplus. These include:

(a) Satisfactory ticket sales — over 70% of the tickets were sold (80% of
the education tickets purchased by [sponsor’s name has been deleted]
were included) and this had resulted in $3M additional income (as
compared to the original estimate) for the Company;

(b) Last-minute sponsorship - sponsorship in kind including courier
services for doping samples from Hong Kong to Beijing and supplies for
sports equipment for various competitions were finalised at a very late
stage, thus contributing to savings of around $3M.

(c) Lower turnout of participants — the actual number of participants
(totalling 3,200 athletes, team officials and VIPs) in EAG, which was
finalised and available only in late November 2009, was lower than the
Company’s original estimate (3,900). As a result, the expenditure on
catering, accommodation, VIP hospitality, competition events, etc has
reduced by around $9M; and

(d) Other cost savings — the Company had succeeded in negotiating with
some of its contractors/service providers to lower the contract prices,
notably in transportation and production costs of the opening ceremony,
which has resulted in $4M savings.

5. The relatively large surplus of EAG is a combined result of the
concerted efforts of al to contain costs, the smaller number of participants as
well as the better than expected ticket sales and sponsorship. While some may
comment that the Company had been too prudent in planning its budget and
hence resulted in certain inadequacies, we believe that the surplus should be
defensible, especially if we are able to put it into good and meaningful use.

(a) Disposal of the Surplus
6. We have considered various ways to dispose of the surplus having

regard to the Tripartite Agreement for 2009 EAG signed among the
Government, the EAG Company and the Sports Federation and Olympic
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Committee of Hong Kong, China (SF&OC), as well as the Memorandum of
Articles and Association (MAA) of the Company. The justifications for our
recommendations are as follows:

(i) EAG legacy projects

7. To commemorate Hong Kong hosting the 5" EAG, we propose to
install commemorative plagues at 19 EAG-related venues owned by LCSD,

including 16 competition venues and three other venues, namely the Kowloon
Park Piazza, the Olympic Square in Hong Kong Park and the Hong Kong
Cultural Centre Piazza where the 100-day countdown cum torch relay, the flag
raising ceremony and the opening ceremony was held respectively. The
Company is arranging for the design of these commemorative plagues which
will display the relevant EAG mascots and events, as well as the dates on which
the events were held at that particular venue. This legacy project is estimated to
cost about $1IM. We aim to complete the project by late June 2010 so that the
payment can be effected before the Company winds up.

(i1) Donation to the Hong Kong Athletes Career and Education Programme
and Hong Kong Athletes Fund

8. To further the spirit of the EAG and having regard to Clause 3(13)
of the object of the MAA which states that the Company may “ subscribe or
guarantee money for charitable/religious or educational objects, and to
promote, contribute to or assist financially or otherwise any fund for any
charitable purposes’, we propose that the remaining surplus (around $19M)
should be used to benefit Hong Kong' s athletes directly. In this connection, two
possible funds, both with the objective of helping Hong Kong's serving and
retired athletes to pursue excellence in their sports and to support their career
and educational development, have been identified for the purpose of the
donation. They are the Hong Kong Athletes Career and Education Programme
(HKACEP) and the Hong Kong Athletes Fund (HKAF).

9. The HKACEP is operated by the SF& OC. Through supporting top
athletes' career and education development, the Programme aims to nurture
well respected world class sports talents to be the role models of youth and to
honour their sports achievements and dedication to Hong Kong' s sports success.
The HKAF, operated by the Hong Kong Sports Institute Limited (HKSI), aims
to provide grants for educational and other academic training to individual
athletes to enable them to pursue excellence in their chosen sports and provide
them with the opportunity to develop alternative careers upon retirement from
gports. Information on the HKACEP and the HKAF is at Annex C and D
respectively.
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10. The donation of EAG surplus to either the HKACEP or HKAF or
both will be a welcomed addition to the on-going efforts to support Hong Kong
athletes' career and education development, a major area of concern of the
sports community. To highlight the outstanding achievements of Hong Kong's
ahletes in the 5" EAG, we intend to explore with SF&OC and HKSl the
possibility of setting up an EAG scholarship or a sub-fund under HKACEP
and/or HKAF so as to benefit the EAG medalistdathletes (including
participants in future EAGs) more directly and to create an intangible but long-
lasting legacy for the 5" EAG. We believe that this proposal will be welcomed
by the sports sector and will most likely be supported by the Company’s Board
of Directors.

Alternatives consider ed
(i) Returning the donation to [sponsor’s name has been deleted]

11. We have considered the suggestion of returning to [ sponsor’s name
has been deleted] its donation of [amount of sponsorship has been deleted].
Although the [amount of sponsorship has been deleted] had been clamed and
banked in by the Company, the [ sponsor’s name has been deleted] advised that
there is no technical hurdle barring the return of the donation. However, we are
concerned that the arrangement will attract queries or even criticisms from other
EAG sponsors, in particular the [sponsor’s name has been deleted] which is
also a mgjor sponsor of the EAG using its charity funds. They may ask for
similar treatment so that they could redeploy the funding to other charitable
purposes. In view of the read-across implications, we do not recommend this
option. We also anticipate that the Company’s Board of Directors (among them
IS [sponsor’ s name has been deleted] ) will not support such proposal.

(i1) Returning the surplus to Government

12. According to the Tripartite Agreement for the 2009 EAG at Annex
E (Clause 16), surplus fund from EAG, if any, up to the total amount of
Government subsidy provided ($123 million) and hiring charges waived, shall
be returned to the Government. However, the meaning of “surplus’ is not
clearly defined and is subject to interpretation. If the Government subsidy has
been used up in accordance with the Company’s object as set out in its MAA
and expressed as expenditure items in the Company’ s account, then only the net
surplus upon the winding up of the Company and after settlement of all its debts
and liabilities should be returned to the Government. As mentioned in
paragraph 8 above and as confirmed by the Company’s legal advisor, donating
the EAG surplus to funds that will benefit athletes falls within Clause 3(13) of
the MAA and could be alegitimate expenditure item.
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(b) Disposal of office furniture and equipment

13. As regards the Company’s office furniture and equipment, we have
considered two options, namely, to dispose them through auction or to give
them to LCSD. We do not recommend the auction route as the Company has to
incur costs for auction and the items auctioned would unlikely attract good
value. Instead, we recommend that they be given away to LCSD upon the
winding up of the Company. Not only will this save the Company’s
administrative cost (the expenditure will otherwise be donated to the athlete
funds), the office furniture and equipment could also be put to good use by
LCSD as it has to relocate its existing offices in the Hong Kong Park to the
Company’ s office at the HK Squash Centre (HKSC) shortly (see paragraph 14).

14, The Company’s office in the HKSC was converted from six squash
courts. There is a present adequate supply of squash courts all over the
territory. Utilization statistics and other relevant information revealed that the
closure of the six squash courts in the past few years has not affected adversely
the development of the sport. Moreover, about $5M had been spent on
converting the squash courts into office and the estimated cost for reinstatement
obtained from ArchSD is in the region of $5M. To require the Company to
reinstate its office into squash courts will mean a $5M reduction in the donation
to the athlete funds. These factors, coupled with LCSD’s genuine need for
office space to accommodate the expanded Tree Teams and to relocate its HK
Park Management Office currently housed in the Rawlinson House (a Grade 1
historic building in HK Park to be taken over by the Commissioner for
Heritage), make the reinstatement of the office into squash courts unnecessary
and unjustified. We have sought the views of Hong Kong Squash (the National
Sports Association) on our intention not to reinstate the EAG office to squash
courts. We do not expect strong objection from them as we have allowed them
the continual use of 12 sgquash courts at the Cornwall Street Squash and Table
Tennis Centre even after the return of the elite training base to the HKSI Fo Tan
campus early this year.

Way Forward

15. Subject to your endorsement of the recommendations set out in
paragraph 2 above, we will sound out FSTB informally on the proposed
arrangements.  Thereafter, we will assist the Company to seek the Board's
approval of the recommendations in May 2010 so that the Company can
proceed to appoint aliquidator for the winding up in June 2010.

DLCS

5.5.2010
*Note by Clerk, PAC: Annexes not attached.
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APPENDIX 12

KEH Audit Commission

e s 26th Floor . o
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+ s ourref:  (30) in UI/LCD/VEM/9
4w Your Ref..  CB(4)/PAC/R56

30 May 2011
(By fax 2840 0716)
Clerk, Public Accounts Committee,
Legislative Council,
Legislative Council Building,
8 Jackson Road,
Central, Hong Kong

(Attn: Ms Miranda HON)
Dear Ms HON,

The Director of Audit’s Report on
the results of value for money audits (Report No. 56)

Hong Kong 2009 East Asian Games (Chapter 5)

Thank you for your letter of 25 May 2011 inviting my comments on the new
piece of information provided by the Secretary for Home Affairs in paragraph (g) and
Annex D of his letter to the Public Accounts Committee of 24 May 2011 (the Letter) and,
in particular, whether the information would affect Audit’s observations and
recommendations regarding the legacy project.

First of all, the new piece of information provided by the Secretary for
Home Affairs that the legacy project was funded by a sponsorship of $10 million received
from Sponsor B in January 2010 (instead of the sponsorship of $10 million received from
Sponsor A in November 2009) does not affect Audit’s observations and recommendations
regarding the legacy project. Therefore, our views stated in paragraphs 3.19 and 3.26(d))
of the Audit Report are still valid.

Secondly, we made reference to Sponsor A’s $10 million sponsorship in
paragraph 3.17 and Appendix C (para. 1(a)) of the Audit Report based on the following
information:

SIHES F ‘/Jﬁ/f?;’ Excellence in Public Auditing
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(a) the minute submitted by the Leisure and Cultural Services Department
(LCSD) to the Secretary for Home Affairs on 5 May 2010 on the disposal of
the surplus fund, specifying the proposed legacy project and an alternative
option of returning to Sponsor A his sponsorship of $10 million in support of
the EAG opening ceremony (see para. 11 of the LCSD’s minute of
5 May 2010 — full text to be provided by the Secretary for Home Affairs as
requested in the Public Accounts Committee’s letter of 25 May 2011); and

(b) the reference to Sponsor A’s $10 million sponsorship secured in
November 2009 for enhancing the EAG opening ceremony in the
correspondences in May and June 2010 between the LCSD and the Financial
Services and the Treasury Bureau (FSTB) (see Appendices IV (para. 3) and
V (para. 5) to Annex D of the Letter).

It is also worth pointing out that during the course of the audit review, we could not find
records showing that the legacy project was financed by Sponsor B’s sponsorship, and
neither the Home Affairs Bureau nor the LCSD had informed us of this information.

Lastly, I would like to point out that we had indicated our concern about the
proposed use of Sponsor A’s $10 million sponsorship to finance the legacy project, given
that the sponsorship had already been used to enhance the opening ceremony held in
December 2009 (see Note 13 to para. 3.17 of the Audit Report). The former Chief
Executive Officer of the 2009 East Asian Games (Hong Kong) Limited (EAG Company)
has a similar view (see para. 3.21(c) of the Audit Report). We also share the FSTB’s view
that any unallocated balance of resource should fall within the meaning of surplus fund as
the EAG Company did not maintain separate accounts for the government subsidy and
sponsorship (see para. 2(b) of Appendix C of the Audit Report).

Yours sincerely,

O\ Dok

(Albert Wong)
for Director of Audit

c.c. Secretary for Home Affairs (fax no. 2840 1902 and 2519 7404)
Secretary for Financial Services and the Treasury (fax no. 2147 5239)
Director of Leisure and Cultural Services (fax no. 2606 1824)
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APPENDIX 13

A Audit Commission B4 08 Facsimile 2583 9063
i e 26th Floor

TR A/ Immigration Tower

T HE A 7 Gloucester Road

T A Wanchai, Hong Kong 75 Telephone  :2829 4219
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1 June 2011
(By fax 2840 0716)

Clerk, Public Accounts Committee,
Legislative Council,

Legislative Council Building,

8 Jackson Road,

Central, Hong Kong

(Attn: Ms Miranda HON)

Dear Ms HON,

The Director of Audit’s Report on
the results of value for money audits (Report No. 56)

Hong Kong 2009 East Asian Games (Chapter 5)

I refer to the Secretary for Home Affairs’ letter of 31 May 2011 to the
Public Accounts Committee (the Letter) copied to me, and would like to make some

clarifications.

Firstly, regarding the first sentence of the last inset of paragraph (d) of the
Letter stating that the value-for-money study was conducted more than a year after the
2009 East Asian Games (EAG) was held, we actually commenced our audit review in early
August 2010, about seven months after the completion of the 2009 EAG in
mid-December 2009. The audit was conducted shortly after the commencement of the
liquidation of the EAG Company in June 2010.

Secondly, the first sentence of paragraph 11 of the Director of Leisure and
Cultural Services’ minute of 5 May 2010 submitted to the Secretary for Home Affairs
(attached to the Letter) should read as follows:

SIHES '/Jﬁ/f?';' Excellence in Public Auditing
-178 -



“We have considered the suggestion of returning to /Sponsor A] its donation
of [amount of sponsorship has been deleted] in support of the EAG opening
ceremony.”

Paragraph 3(a) of my letter of 30 May 2011 to the Public Accounts Committee is also
relevant.

Yours sincerely,

& ’\k—%&
(Albert Wong)

for Director of Audit

c.c. Secretary for Home Affairs (fax no. 2840 1902 and 2519 7404)
Secretary for Financial Services and the Treasury (fax no. 2147 5239)
Director of Leisure and Cultural Services (fax no. 2606 1824)
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APPENDIX 14

2009 EAST ASIAN GAMES (HONG KONG) LIMITED
(Tncorporated in Hong Kong with limited liability by guarantee

DIRECTORS’ REPORT AND FINANCIAL STATEMENTS
FOR THE YEAR ENDED 31" MARCH, 2010

L

ZEREGABEEN
LI, TANG, CHEN & CO.

Certified Public Accountants (Practising)
Hong Kong
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2009 EAST ASIAN GAMES (HONG KONG) LIMITED
(Incorporated in Hong Kong with limited liability by guarantee)

DIRECTORS' REPORT AND FINANCIAL STATEMENTS
FOR THE YEAR ENDED 315" MARCH, 2010
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2009 EAST ASIAN GAMES (HONG KONG) LIMITED
(Incorporated in Hong Kong with limited liability by guarantee)

DIRECTORS’ REPORT

The directors submit to members their report and financial statements for the year ended 31™ March,
2010,

PRINCIPAL ACTIVITIES

The company is established for the organization, implementation and delivery of the Fifth East Asian
Games (the “Games™) which was held in Hong Kong in December 2009, enabling the Games to educate
the community on the value of sports thereby impraving the health of the public, and to enhance Hong
Kong’s status as a sports event capital.

ACCOUNTS

The result of the company for the year ended 31* March, 2010 and the state of affairs of the company as
at that date are set out in the financial statements on pages 5 to 26.

PROPERTY, PLANT AND EQUIPMENT

Movements of the property, plant and equipment during the year are set out in note (7) on the financial
statements.

DIRECTORS

The directors of the company during the year and up to the date of this report were:

Mr. Fok Tsun Ting, Timothy

Mr. Chan Cho Chak, John

Mr. Chan Pun, David

Mr. Chen Nan Lok, Philip

Mr. Hui Chun Fui, Victor

Mr. Or Ching Fai, Raymond

Mr. Pang Chung

Ms, Chan Yeuk Oi, Olivia

Mr. McKinley Jonathan Michael David

Mr. Cheng Kam Wing, Bobby (appointed on 26.6.2009)
Mrs. Fung Ching Suk Yee (appointed on 31.8.2009)
Mr. Mok Kwan Yu, Benjamin (appointed on 17.9.2009)
Mr. Chow Tat Ming, Thomas (resigned on 10.8.2009)
Ms. Wong Chin Kiu, Janet (resigned on 28.8.2009)
Mr. Liu Ming Kwong (resigned on 31.12.2009)

In accordance with articles (28) and (30) of the company’s articles of association, all the existing
directors shall retire but being eligible for re-appointment te the Board for a term of two years if the
Secretary for Home Affairs shall agree.

No contracts of significance to which the company was a party and in which a director of the company
had material interest subsisted at the end of the year and at any time during the year.

At no time during the year was the company a party to any arrangement to enable the directors of the

company to acquire benefits by means of the acquisition of shares in, or debentures of, the company or
any other body corporate.
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2009 EAST ASJIAN GAMES (HONG KONG) LIMUITED
(Incorporated in Hong Kong with limited liability by guarantee)

DIRECTORS' REPORT

MANAGEMENT CONTRACTS

No contracts concemning the management and administration of the company wero entered into or
existed during the period.

AUDITORS

The financial statements have been audited by Messrs. Li, Tang, Chen & Co., who refire but, being
eligible, offer themselves for re-appointment,

On behalf of the Board

ok~ !

Hong Kong, 24 JUNTHID
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10/F Sun Hung Kal Centre Fax : (852) 2827 5086
LI, TANG, CHEN & CO. 30 Harbour Aoad, Wanchal E-mail: Info@lilangchen.com

Associated World-wida with JHI Hang Kong

‘_% % E ﬁ @- %'.i- E"m' g j’% Fﬁ- Certified Public Accountan|s (Praclising) Tel : (B52) 2827 8663

INDEPENDENT AUDITORS’ REPORT
T0 THE MEMBERS OF 2010 EAST ASIAN GAMES (HONG KONG) LIMITED
(Incorporated in Hong Kong with limited liability by guarantee)

We have audited the financial statements of 2009 East Asian Games (Hong Kong) Limited set out on
pages 5 to 26, which comprise the balance sheet as at 31% March, 2010, and the statement of
comprehensive income, the statement of changes in funds and the cash flow statement for the year
then ended, and a summary of significant accounting policics and other explanatory notes.

DIRECTORS’ RESPONSIBILITY FOR THE FINANCIAL STATEMENTS

The directors are responsible for the preparation and the true and fair presentation of these {inancial
statements in accordance with Hong Kong Financial Reporting Standards issued by the Hong Kong
Institute of Certified Public Accountants and the Hong Kong Companies Ordinance, This
responsibility includes designing, implementing and maintaining internal control relevant to the
preparation and the true and fair presentation of financial statements that are free from material
misstatement, whether due to fraud or emmor; selecting and applying appropriate accounting policies;
and making accounting estimates that are reasonable in the circumnstances.

AUDITORS’ RESPONSIBILITY

Our responsibility is to express an opinion oa these financial statements based on our audit and to
report our opinion solely to you, as 2 body, in accordance with section 141 of the Hong Kong
Companies Ordinance, and for no other purpose.  We do not assume responsibility towards or accept
liability to any other person for the contents of this report.

We conducted our audit in accordance with Hong Kong Standards on Auditing issued by the Hong
Kong Institute of Certified Public Accountants. Those standards require that we comply with ethical
requirements and plan and perform the audit to obtain reasonable assurance as to whether the financial
statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence ahout the amounts and disclosures
in the financial statements. The procedures selected depend on the auditors” judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditors consider internal control relevant to the entity's
preparation and true and fair presentation of the financial statements in order to design eudit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion
on the effectiveness of the entity’s internal control,. An audit also includes evaluating the
appropriateness of accounting policies used and the reasonableness of accounting estimates made by
the directors, as well as evaluating the overail presentation of the financial statements,

We believe that the audit evidence we have abtained is sufficient and appropriate to provide a basis for
our audit opinion.

10 be cont’d/.vvceeeeeeeninn

EEMOTARATTAFEE PO+ 2
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Eol O .

LI, TANG, CHEN & CO.
Catified Public Accountants {Practising)

OTINION

In our opinion, the financial statements give a true and fair view of the state of the company’s affairs as
at 31" March, 2010 and of its result and cash flows for the year then ended in accordance with Hong
Kong Financial Reporting Standards and have been properly prepared in accordance with the Hong
Kong Companies Ordinance.

LTy g
Certified Public Accountants (Practising)

Hong Kong, 14 JUN 1010
RCMC/CKL:pn
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e 3 I T I
LI, TANG, CHEN & CO.
Catified Public Accountants {Practising)

2009 EAST ASIAN GAMES (HONG IKONG) LIMITED
(Incorporated in Hong Kong with limited liability by guaraniee)

BALANCE SHEET AS AT 315" MARCH, 2010

Notg 2010 2009
HK$ HK$ HKS
NON-CURRENT ASSETS
Property, plant and equipment 7 852,515 802,361
CURRENT ASSETS
Accounts receivable B 14,772,624 117,054
Deposits - 59,000
Prepayments - 74,858
Cash and bank balances 9 9,256,341 92,362,094
24,028,965 92,613,006
Deduet:
CURRENT LIABYLITIES
Accounts payable and accrued
expenses 1,066,506 4,473,127
Deferred income 15 23 808,617 88.935,883
24,875,123 93,409,010
NET CURRENT LIABILITIES (846,158) (796,004)
NET ASSETS 6,357 6,357
Representing:

ACCUMULATED FUND 16 6,357 6,357

The financial statements set out on pages 5 to 26 were approved and authorised for issue by the board of

directors on 24 JUN 2010

"'—"’K/

Director Director

-186 -



Eol O .

LI, TANG, CHEN & CO.
Catified Public Accountants {Practising)

2009 EAST ASIAN GAMES (HONG XONG) LIMITED
(Incorporated in Hong Kang with limited liability by puarantee)

STATEMENT OF COMPREHENSIVE INCOME

FOR THE YEAR ENDED 31T MARCH, 2010

INCOME

Government grant - LCSD
allocation
Sponsorship income
Licensing and merchandising
income
Charged accommodation
Broadcastingrights
Ticket sales
Games concert income
Other income
Income from Pro-shop
Banner promotion services
income
Video wall promotion services
income
Games magazine income
Games stamps income
Sundry income
Bank interest income

LESS: EXPENDITURE

Staff costs

Administrative expenses
Volunteers

Competition events expenses
Publicity and marketing expenses
Broadcasting and logistics
Ceremonies and hospitality
Information technology
Accreditation and security
Medical services and anit-doping

SURPLUS FORTHE YEAR

INCOME TAXEXPENSE

SURPLUS FORTHE YEAR
AND TOTAL

COMPREHENSIVE
INCOME FORTHE YEAR

Note

10
11

12(a)
12(b)
12(¢c)
12(d)
12(e)
12(f)
12(g)
12(h)
12(1)
12(1)

13

2010 2009
HK$ HK$ HKS
113,350,000 -
79,798,200 12,442,472
212,891 429,008
9,545,538 -
1,242,650 -
10,993,583 -
- 13,011,505
- 21,505
440,000 480,000
20,027 55,183
34,425 8,925
129,941 1,656
1,641,907 500,300
283,555 125,659
2,549 855 692,928
217,692,717 21,076,213
23,176,376 15,915,169
6,372,826 3,704,424
6,617,919 4,152,341
27,941,218 537,775
3,853,946 2,598,229
58,329,145 19,051
65,991,000 129,224
12,364,035 -
10,593,399 -
2,452,853 -
217,692,717 27,076,213
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STATEMENT OF CHANGES IN FUNDS
FOR THE YEAR ENDED 31T MARCH, 2010

Note Accumulated fund
2010 2008
HK$ HKS
Balance brought forward 6,357 6,357
Surplus for the year and total comprehensive
incomse for the year 16 - -
Batance carried forward 6,357 6,357
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CASH FLOW STATEMENT

FOR THE YEAR ENDED 315" MARCH, 2010

OPERATING ACTIVITIES

Surplus for the year
Adjustments for:
Deferred income recognised
Bank interest income
Depreciation on property, plant and equipment
Operating deficit before working capital changes
Decrease in accounts receivable
Decrease/(increase) in deposits
Decrease)/(increase) in prepayments
Decrease in security deposit
(Decrease)/increase in accounts payable and
accrued expenses
NET CASHUSED IN OPERATING
ACTIVITIES

INVESTING ACTIVITIES

Acquisition of property, plant and equipment

Interest received

NET CASH USED IN INVESTING
ACTIVITIES

FINANCING ACTIVITIES
Government grant obtained
Sponsorships received

INET CASH GENERATED FROM FINANCING
ACTIVITIES

NET (DECREASE)/INCREASE IN CASH AND
CASH EQUIVALENTS

CASH AND CASH EQUIVALENTS AT
BEGINNING OF THE YEAR

CASH AND CASHEQUXVALENTS AT END
OF THE YEAR

ANALYSIS OF THE BALANCES OF CASH
AND CASHEQUIVALENTS

Cash and bank balances
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(196,700,945}

Note 2010 2009

$ HK
(193,148,200) (12,442,472)
(283,555) (125,659)
601,559 438,631
(192,830,156) (12,129,500)
(597,986) 176,578
59,000 (39,084)
74,858 (20,884)
= (52,052)
(3,406,621) 3,832,929

(8,232,013)

(651,713) (484,996)

283,555 125,659
(368,158) (359,337)

15 54,201,698 38,709,406
15 59,761,652 27,882,741
113,963,350 66,392,147
(83,105,753) 58,000,797
92,362,094 34,361,297

9,256,341 92,362,054

9.256,34)

92,362,094
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NOTES ON THE FINANCJIAL STATEMENTS

2.

GENERAL INFORMATION

2009 East Asian Games (Hong Kong) Limited is a company incorporated on 3" March, 2005 in
Hong Kong 2s a company with limited liability by guarantee without a share capital. Every
member of the company undertakes to contribute to the assets of the company, if required in the
event of its being wound up, not exceeding HK$100.

The address of its registered office is 1/F.,, Hong Kong Park Sports Centre, 29 Cotton Tree Drive,
Central, Hong Kong,

The company is established for the orgainsation, implementation and delivery of the Fifth East
Asian Games (the "Games") which was held in Hong Kong in December 2009,

The financial statements are presented in Hong Kong dollars, which is the same as the functional
currency of the company.

ADOPTION OF NEW AND REVISED HONG KONG FINANCIAL REPORTING
STANDARDS (“HKFRSs™)

The following revised standards and amendments which are relevant to the company’s financial
statements have been adopted in the current year but have no effect on the amounts reported in
these financial statements.

e  HKAS 1 (revised), Presentation of Financial Statements
e Improvements to HKFRSs (2008)

HKAS 1 (revised) has introduced terminology changes (including revised fitles for the financial
statements) and changes in the presentation and disclosures of financial statements. The revised
standard requires the entity to present, in a statement of changes in equity, all owner changes in
equity. All non-owner changes in fund (i.e. comprehensive income) are required to be presented
in one statement of comprehensive income or two stalements (a separate income statement anda
statement of comprehensive income). The company has elected to present one statement of
comprehensive income.  This change in presentation has no effect on reported profit or loss, total
income and expense or net assets for any period presented.  Accordingly, the comparative figures
have not been restated,

The improvements to HKFRSs (2008) have had no material impact on the company’s financial
statements.

The company has not early applied the other new standards, amendments and interpretations that
have been issued but not yet effective (see note 20).
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NOTES ON THE FINANCIAL STATEMENTS

BASIS OF PREPARATION

These financial statements have been prepared in accordance with Hong Kong Financial
Reporting Standards (“HKFRSs”) (which also include Hong Kong Accounting Standards
(“HKASs") and Interpretations), issued by the Hong Kong Institute of Certified Public
Accountants, accounting principles generally accepted in Hong Kong and the Hong Kong
Companies Ordinance, These financial statements have been prepared under the historical cost
convention.

The preparation of financial statements in conformity with HKFRSs requires management to make
judgments, estimates and assumptions that affect the application of policies and reported amounts
of assets, liabilities, income and expenses. The estimates and associated assumptions are based
on historical experience and various other factors that are believed to be reasonable under the
circumstances, the results of which form the basis of making the judgments about camying values
of assets and liabilities that are not readily apparent from other sources. Actual results may differ
from these estimates.

The estimates and underlying assumptions are reviewed on an ongoing basis. Revisions to
accounting cstimates are recognised in the period in which the estimate is revised if the revision
affects only that period, or in the period of the revision and future periods if the revision affects
both eurrent and future periods.

The area involving a higher degree of judgment or complexity, or areas where assumptions and
estirnates are significant to the accounts are disclosed in note 6.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The principal accounting policies applied in the preparation of these financial statemnents are set
out below. These policies hava been consistently applied to all the years presented, unless
otherwise stated.

2) Property, plant and equipment:

Property, plant and equipment are stated at historical cost less accumulated depréciation and
amortisation less impairment Josses. Historical cost includes expenditure that is directly
attributable to the acquisition of the items. |

Subsequent costs are included in the asset’s carrying amount or recognized as a separate
asset, as appropriate, only when it is probable that future economic benefits associated with
the item will flow to the centre and the cost of the item can be measured reliably. All other
repair and maintenance are expensed in the income and expenditure account during the
financial period in which they are incurred,

Depreciation is calculated to write off the cost of property, plant and equipment over the
period of their estimated useful lives on a straight line basis at (he following annual rates:-

Fumiture and fixtures 25%
Office equipment 25%
Leasehold improvement 25%
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NOTES ON THE FINANCIAL STATEMENTS

4'

SUMMARY OF SIGNTFICANT ACCOUNTING POLICIES (CONT'D)

a)

b)

d)

Property, plant and equipment: (cont'd)

The gain or loss on disposal or ‘retirement of a property, plant and equipment recognised in
the statement of comprehensive income, is the difference between the net sales proceeds and
the carrying amount of the relevant asset.

The assets’ residual values and useful lives are reviewed, and adjusted if appropriale, at each
balance sheet date.

An asset's carrying amount is written down immediately to its recoverable amount if the
asset’s carrying amount is greater than its estimated recoverable amount.

Cash and cash equivalents:

For the purpose of the cash flow stalement, cash and cash equivalents comprise cash on hand
and demand deposits, and short-term highly liquid investments which are readily convertible
into known amounts of cash and which are subject ta an insignificant risk of changes in
value, and have a short maturity of generally within three months when acquired, less bank
overdrafts which are repayable on demand and form an integral part of the company’s cash
management.

Impairment of assets:

Assets that have an indefinite useful life are not subject to amertization, which are at least
tested annually for impairment and are reviewed for impairment whenever events or changes
' circumstances indicate that the carrying amount may not be recoverable.  Assets that are
subject to amortization are reviewed for impairment whenever cvents or changes in
circumstances indicate that the camying amount may not be recoverable. An impairment
loss is recognized for the amount by which the asset’s canying amount exceeds its
recoverable amount. The recoverable amount is the higher of an asset’s fair value less costs
to sell and value in use. For the purposes of assessing impairment, assets are grouped at the
lowest levels for which there are separately identifiable cash flows (cash-generating units).

Payables:

Payables are initially recognised at fair value and thereafier stated at amortised cost unless
the effect of discounting could be immaterial, in which case they are stated at cost.

Govemment grant (LCSD allocation):

Government grants are recognised at their fair values where there is reasonable assurance
that the grant will be received and all attaching conditions will be complied with, When the
grant relates to an expense item, it is recognised as income over the periods necessary to
match the grant on a systematic basis to the costs that are intended to compensate. When
the grant relates to depreciable asset, the fair value is presented as deferred income and is
released to income in the statement of comprehensive income over the expected useful life of
the relevant asset.
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NOTES ON THE FINANCIAL STATEMENTS

4.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONT'D)

H

E)

h)

Deferred income;

Sponsorships and other revenues received which are designated for the sole purpose of
financing the operation of "the Fifth East Asian Games" ("the Games") are recognised in the
balance sheet initially as deferred income.  Sponsorship and other revenues that compensate
the company for expenses incurred are recognised as revenue in the statement of
comprehensive income on a systematic basis in the same period in which the direct and
related expenses are incurred. Resultant surplus/deficit of the Games would be recognised
in the statement of comprehensive income upon the completion and conclusion of the
Games.

Provisions and contingent liabilities:

Provisions are recognised for liabilities of uncertain timing or amount when the company has
a legal or constructive obligation arising as a result of a past event, it is probable that an
outflow of economic benefits will be required to settle the obligation and a reliable estimate
can be made. Where the time value of money is material, provisions are stated at the
present value of the expenditures expected to settle the obligation..

Where it is not probable that an outflow of economic benefits will be required, or the amount
cannot be estimated reliably, the obligation is disclosed as a contingent liability, unless the
probability of outflow is remote. Possible obligations, whose existence will only be
confirmed by the occurrence or non-occurrence of one or more future events are also
disclosed as contingent liabilities unless the probability of outflow is remote.

Nominees (ransactions:

No account has been taken into account of assets and liabilities registered in the name of the
company in respect of nominee transactions entered into by the company in the capacily as
an agent for and on behalf of the principals.

Revenue recogition:

Govemment grant and sponsorship income ace recognised on the basis as described in notes
4(e) and 4(f) respectively.

Licensing and merchandising income, broadcasting rights income and video wall promotion
service income are recognised on an accrual basis, in accordance with the substance of the
relevant agreements.

Banner promolion services income and revenue from charged accommodation are recognised
when the relevant services are rendered.

Ticket sales and games concert income is recognised when the concert is held and finished.

Bank interest income is recognised as it accrues vsing the effective interest method,
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NOTES ON THE FINANCIAL STATEMENTS

4. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONT'D)

1)

k)

Related parties:

For the purposes of these financial statements, parties are considered to be related ta the
company if the company has the ability, directly or indirectly, to control the party or exercise
significant influence over the party in making financial and operating decisions, or vice versa,
or where the company and the party are subject to common control or common significant
influence. Related parties may be individuals (being members of key management
personnel and/or their close family members) or other entities and include entities which are
under the significant influence of related pasties of the company where thése parties are
individuals, the post-employment benefit plans which are for the benefit of employees of the
company or of any entity that is a related party of the company.

Retirement benefits scheme:

The company joins a defined contribution retirement scheme under the Mandatory Provident
Fund Schemes Ordinance (the “MPF Scheme™) for those employees of the compauy.

The company's contributions to the MPF Scheme are made based on a percentage of the
eligible employee’s relevant income as defined in the Mandatory Provident Fund Schemes
Ordinance.  These contributions are expensed as incurred.  The assets of the scheme are
held separately from those of the company in independently administered funds.

5. FINANCIAL RISK MANAGEMENT OBJECTIVES AND POLICIES

a)

Financial risk factors:

The company’s major financial instruments comprises accounts receivable, deposits, cash
and bank balances, accounts payable and accrued expenses which arise directly from its
operations, The company's risk associated with these financial instruments and policies on
how to mitigate these risks are set out below:

i)  Foreign exchange risk
The company does not have any significant exposure to foreign exchange risk.  All of
the receivables and payables are denominated in Hong Kong dollars and alt other
transactions are in Hong Kong dollars.

Due to the effect of the change in exchange rates is insignificant, the sensitivity
analysis in respect of changes in exchange rates is not presented.
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NOTES ON TIIE FINANCIAL STATEMENTS

5. FINANCIALRISK MANAGEMENT OBJECTIVES AND POLICIES (CONT’D)
a)  Financial risk factors: (cont’d)
ii) Creditrisk
The maximum exposure to credit risk without taking account of any collateral held is
represented by the camrying amount of each financial asset in the balance sheet after
deducting any impairment allowance, the company does not provide any other

guarantees which would expose the company to credit risk.

The credit risk on such liquid fund is limited becanse the counterparties are reputable
banks.

As at 31% March, 2010, the financial assets of the company that were exposed to credit
risk and their maximum exposure were as follows:

2010 __ 2009
Carrying amount Maximum Carrying amount Maximum
in balance sheet exposure in balance sheet exposure
to-credit risk 10 ¢redit risk
HX$ HK$ HXS tKS$
Accounts
receivable 14,772,624 14,772,624 117,054 117,054
Deposits - - 59,000 59,000
Cash and bank
balances 9,256,341 9,256,341 02,362,094 92,362,004

24,028,965 24,028,965 92,538,148 52,538,148

e e———
A
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NOTES ON THE FINANCIAL STATEMENTS

5.

FINANCIAL RISK MANAGEMENT OBYECTIVES AND POLICIES (CONT'D)

a)

Financial risk factors: (cont’d)
iii) Liquidity risk

Liquidity risk is the risk that funds will not be available to meet liabilities as they fall
due, and it results from amount and maturity mismatches of assets and liabilities.

The company’s policy is to regularly monitor current and expected requirements to
ensure that it maintains sufficient reserve of cash to meet its liquidity requirements in
the short and longer terma.

The following table details the remaining contractual maturities at the balance sheet
date of the company’s financial liabilities which are based on contractual undiscounted
eash flows and the earliest date the company can be required to pay.

2010
Total contractual
Carrying undiscounted Within | year
amount cash_flows or on demand
HK$ HK$ 5.6
Accounts payable and
acerued expenses 1,066,506 (1,066,506) (1,066,506
2009
Total contractual
Camtying undiscounted Within I year
amount cagh flows of on demand
HK$ HK$ HKS
Accounts payahle and
accrued expenses 4,473,127 (4,473,127) (4,473,127)
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NOTES ON THE FINANCIAL STATEMENTS

5.

FINANCIAL RISK MANAGEMENT OBJECTIVES AND FOLICIES (CONT'D)
a) Financial risk factors: (cont’d)
iv) Interestrate risk

The company has no significant interest-bearing financial liabilities, The
interest-bearing asscts only include short-term bank balances and savings accounts.
Short-termi deposit carries interest at short-term deposit rates while savings actounts
carry interest at floating rates. The company's income and operating cash flows are
substantially independcnt of changes in market interest rates. Due to the fact that the
changes in interest rate will have no material impact on the result of the company and
accordingly the sensitivity analysis in respect of changes in interest rate is not
presented.

b) Fairvalue estimation:

All financial instroments are carried at amounts not materially different from their fair valueg
at 31" March, 2010 and 31™ March, 2009.

CRITICAL ACCOUNTING ESTIMATES AND JUDGMENTS

Estimates and judgments used in preparing the accounts are continually evaluated and are based
on historical experience and other factors, including expeciations of future events that are believed
to be reasonable under the circumstances,

The resulting accounting estimates will, by definitions, seldom equal the related actual results.
The estimates and assumptions that have a significant risks of causing a material adjustment to the
carrying amounts of assets and liabilities within the next financial year are discussed below.

2) Income taxes

The directors considers that the company has no tax lisbility in respect of its surplus arising
from the Games as pursuant to the tripartite agreemeat with the Hong Kong government, all
surplus of the company derived from the Games is required to be refunded to the govemment
and therefore no provision for income tax has been made in these financial statements.
Where the final tax outcome is determined and is different ffom the judgement made by the
directors, such difference will impact the income tax and deferred tax provisions in the
period in which such determination is made.

b) Property, plant and equipment
Management determines the estimated wvseful lives and rcsidual values for the company’s

property, plant and equipment. Management will revise the dcpreciation charge where
useful lives and residval values are different to previously estimated.
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NOTES ON THE FINANCIAL STATEMENTS

7. PROPERTY, PLANT AND EQUIPMENT

Furniture Office Leasehold
and fixtures equipment improvement Tota]
HKS HKS HK$ HK$

Cost

At 1% April, 2008 210,783 931,443 127,300 1,269,528

Additions 50,351 308,945 125,700 484 996

At 31* March, 2009 261,134 1,240,390 253,000 1,754,524
Accumulated depreciation 7

At 1* April, 2008 91,530 390,177 31,825 513,532

Charge for the year 65,283 310,098 63,250 438 63

At 31" March, 2009 156,813 700,275 05.075 052,163
Net book valua

At 31" March, 2009 104,321 540,115 157,925 802,361
Cost

At 1% April, 2009 261,134 1,240,390 253,000 1,754,524

Additions 25,390 626,323 - 651,713

At 31" March, 2010 286,524 1,866,713 253,000 2,406,237
Accumulsted depreciation T

At 1% April, 2009 156,813 700,275 95,075 952,163

Chargs for the year 71,631 466 678 63,250 801,559

At31"March,2010 228,444 1,166,953 158,325 1,553,722
Net book value

At 31* March, 2010 58,080 69%, 760 84,675 852,515

8. ACCOUNTS RECEIVABLE

Accounts receivable mainly represents sponsorship income receivable from The Hong Kong
Jockey Club Charities Trust, licensing and merchandising income, Games Magazine income and
video wall promotion income receivable, The management believes that no impairment
allowance is necessary in respect of these balances and the balances can be fully recoverable.
The company does not hold any collateral over these balances.
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NOTES ON THE FINANCIAL STATEMENTS

9.

10.

CASH AND BANK BALANCES
2010 2008
HKS$ HK$
Time deposits B 35,000,000
Cash at bank 9,252,192 57,350,554
Cash in hand 4,149 11,540

9,256,341 92,362,094

e

———

Cash balances held in savings accounts at banks eamn interest at floating rates based on daily bank
deposit rates.

Short-term deposits were made for varions eamed interest at the respective short-term time
deposits rates.

GOVERNMENT GRANT - LCSD ALLOCATION

2010 2009
HK$ HK$
Amount recognised during the year (note 15) 113,350,000 -

The total government fund for the Games as approved by the Legislative Council was HK$123
million out of which HK$9,650,000 was atlocated to organisations other than the company for
specific purposes as detailed below, leaving a balance of HK$113,350,000 allocated to the
company.

ame of payee Purposes Amount
HK$

Sports Federation & Olympic Setting up of the East Asian Games

Committee of Hong Kong, China  Association Secretariat 7,000,000
Radijo and Television of Production of 1-year countdown

Hong Kong programme 650,000
Electrical and Mechanical Provision of technical support services

Services Department for the Games 2,000,000

9,650,000

The funds of HK$9,650,000 allocated to the above organisations and the relevant expenditure
incurred by them in connection with the Games had not been reflected in these financial
staternents.
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NOTES ON THE FINANCIAL STATEMENTS

11. SPONSORSHIF INCOME

Amount recognised doring the year (note 15)

2010

HK$

79,798,200

2009
HK3

12,442,472

In the opinion of the directors, sponsorships-in-kind other than cash are not reflected in these

financial statements.

12. EXPENDITURE

a)  Stalf costs

Salaries

Mandatory provident fund contributions
Incentive pay/gratuity

Mobile phone fee subsidy
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HKS HKS
18,684,438 15,428,427

633,010 450,420
3,562,805 -
296,123 36,322
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NOTES ON THE FINANCIAL STATEMENTS

12. EXPENDITURE (CONT'D)

2010 2009
HK$ HK$
b}  Administrative expenses
Advertisement 88,593 119,805
Auditors' remuneration 110,000 15,000
Bank charges 10,582 3,85
Business registration fee 6,698 733
Contingency 484,398 816,334
Cleaning and utensils 5,300 1,100
Depreciation 601,559 438,63]
Equipments 279,611 =
Gifts and entertainment 5.233 37,820
Insurance 1,084,218 306,688
Legal and professional fees 1,750,557 1,184,580
Licence fees 250 1
EAG magazine 260,315 300,070
Newspaper and periodicals 12,608 11,889
Office supplies 8350 31,202
Postage and express 123,933 16,426
Printing and stationery 671,413 191,673
Proshop expense 41,000 4,950
Repairs 2nd maintenance 155,548 41,256
Staff training and uniform 16,565 57,160
Telephone, fax and internet 491,624 114,883
Transportation 51,729 6,000
Travelling expenses 26,532 2,294
Miscellaneous 93,712 2,078
6,372,826 3,704,424
€) Voluoteers
Allocation to Agency for Volunteer Service 3,230,373 3,072,400
Gift and entertainment N 265
Printing and stationery 44,650 26
Website maintenance 272,100 310,000
Postage and express - 880
Meal box for volunteers 685,820 -
Uniforms 2,147,990 -
Travelling 3,148 300
Insurance 76,300 -
Programme legacy 51,848 765,991
Miscellaneous 105,690 2.478
6,617,919 4,152,341
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12, EXPENDITURE (CONT'D)

d) Competition event expenses

Gifts and express
Postage and express
Printing and stationery
Transportation
Travelling expenses
Miscellaneous expenses
Programme expenses

e) Publicity and marketing expenses

Advertisement

AV and photography

Gifts and entertainment
Newspaper and periodicals
Postage and courier
Printing and stationery
Programme expenses
Transportation

Travelling expenses
Miscellaneous

f) Broadcasting and logistics expenses

Gifts and entertainment
Postage and courier
Printing and. stationery
Programme expenses
Transportation
Travelling expenses
Miscellaneous
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2010 2008
HKS HKS
5,620 4,745
21,165 411
194,985 601
19,346 ’
24,355 8,897
24,196 2.554
27,651,551 540, 567
27,941,218 557,775
56,940 72,930
48,369 3,400
25,244 24,945
6 162
25,457 2,746
45.738 132,691
3,581,501 2,348,319
12,422 2,116
17,408 7.100
40,711 1,820
1,853,946 2,598,229
: 10,000
- 4.913
2,101 215
58,275,749 ;
14,133 -
17,481 3,904
19,481 629
58,329,145 19,051

e
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12. EXPENDITURE (CONTD)

2

h)

Ceremonies and VIP hospitality

AV and photography
Gifts and entertainment
Overseas meeting
Postage and express
Printing and stationery
Opening ceremonies
Closing ceremonies
Hospitality
Programme expenges
Transportation
Travelling expenses
Miscellaneous

Information Techoology

Games result management

Contingency (rent of walkie talkie)

Provision of PC equipment support service during
Games period (Computer rent at site)

Accreditalion and security

Project based staffing

Guard service engagement
Accreditation centre setup
Crowd management equipment
Other accreditation expenses

Mzedical services and anti-doping
Administrative cost

Doping control
Medical services
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2010

$

1,000
9,368
9,118
9,240
26.422
57,885,693
3,400,926
2,581,762
1,942,336
22,923
44,115
58.097

2000
HK$

8,593

653
2,403

108,695
125
5,131
3,624

65,591,000

129,224

11,271,443
6,000

1,086,552

12,364,035

730,273
8,430,627
1,035,577

249,702

147,220

10,593,399

3,855
2,130,953
318,045

2,452,853
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LI, TANG, CHEN & CO.
Catified Public Accountants {Practising)

2009 EAST ASIAN GAMES (HONG KONG) LIMITED
(Incorporated in Hong Kong with limited liability by guarantee)

NOTES ON THE FINANCIAL STATEMENTS

13.

14.

15.

INCOME TAX EXPENSE

No provision for Hong Kong profits tax has been made in these financial statetnents as the
company sustained a loss for tax purpose for the years ended 31* March, 2010 and 31" March,
2009,

No provision for deferred tax assets amounting to HK$228,042 (2009: HK$167,786) in respect of
the unrelieved tax loss has been provided in these financial statements as the unpredictability of
future profits stream.

DIRECTORS' REMUNERATION

None of the directors, who are also considered as key management of the company, received or
will receive any fees or other emofuments in respect of their services to the company during the
year (2009; Nil).

DEFERRED INCOME
Deferred income comprises:
a) Government grant

This represents the unutilized amount of government grant received from Leisure & Cultural
Services Department (“LCSD”) of the Government of Hong Kong Special Administrative
Region.

Pursuant to the Tripartite Agreement for the Fifth East Asian Games entered into among the
company, the Government of the Hong Kong Special Administrative Region and the Sports
Federation and Olympic Committee of Hong Kong, the budget for the organisation,
implementation and delivery of the Games is HK$240 million. With the approval of the
Legislative Council, the Govemment will provide up to a maximum of HK$123 million.
Upon the conclusion of the Games, the company is required to return the surplus, if any, up
to the total amount of Government grant provided.

Up to 31* March, 2010, the company had received a sum of HKS$113,350,000 (2009:
HK $59,148,302) from Leisure & Cultural Services Department of the Government of Hong
Kong Special Administrative Region (see note 10).
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2009 EAST ASIAN GAMES (HONG KONG) LIMITED
(Incorporated in Hong Kong with limited liability by guarantee)

NOTES ON THE FINANCIAL STATEMENTS

15. DEFERRED INCOME (CONTD)
b)  Sponsorships
This represents the unutilized amount of sponsorships and other revenues received for
financing the operations of the Garnes in Hong Kong after deducting the direct and related

expenses incurred,

¢)  Details of the movements in the accounts during the year are as follows:

2010
Govemnmment
grant—LCSD
allocation Sponsorships Total
HK$ HK$ HK$
Balance brought forward 59,148,302 29,787,581 88,935,883
Receipts during the year 54,201,698 59,761,652 113,963,350

14,057,584 14,057,584

Receivable from HKICCT -
113,350,000 103,606,817 216,956,817

Amount recognised as income

(notes 10 and 1 1) (113,350,000) (79,798,200  (193.148,200)
Balance carried forward - 23,808,617 23 808,617
, 2009
Governmment
grant-LCSD
aliocation Sponsorships Total
HK$ HK$ HKS
Balance brovght forward 20,438,896 14,347,312 34,786,208
Receipts during the year 38,709,406 27,882,741 66,592,147
59,148,302 42,230,053 101,378,355
Amount recognised as income
(notes 10 and 11) - (12,442 ,472) (12,442 .472)

Balance carrted forward 59,148,302 29,787,581 88,935,883
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2009 EAST ASIAN GAMES (HONG XONG) LIMITED
(Incorporated in Hong Kong with limited liability by guarantee)

NOTES ON THE FINANCIAL STATEMENTS

16. ACCUMULATED FUND

2010 2009
$ HK§
Balance brought forward 6,357 6,357
Surplus for the year - -
Balance carried forward 6.357 6,357

Pursuant to the agreement between the company and the government, all such surplus has to be
refunded to the government upon the completion and conclusion of the Games,

17. RELATED PARYTY TRANSACTIONS

There were no related party transactions conducted by the company during the year.

18. NOMINEES TRANSACTIONS

Pursuant to the agreement for Temporary Overlay on EAG Completion Venues made between the
government and the company dated 28" November, 2008, the company was funded from L.CSD a
sum fo the extent of approximately HK$71 million for the project of implementing certain
temporary overlay and thematic design works for the Games. The actual sum would be subject
to confirmation by the government. The company was acted as an agent of the project of which
all the respective transactions were camried out by the company as nominee on behalf of the
government and thus had not been accounted for in these financial statements,

As at 31* March, 2010, a total sum of HK$44,271,482 had been received and expended by the
company for the project.  Details of these nominee transactions are set out below.

2010 2009
HKS HK$
Amount received from LCSD 44,27 ,482 -
Less: Amounts paid to suppliers of the project (44,271,482) -
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NOTES ON THE FINANCIAL STATEMENTS

19.

20.

CONTINGENT LIABILITIES

Pursvant to the tripartite agreement between the company and the government, within six months
of the conclusion of the Games or any sooner termination of such agreement, surplus funding from
the Games, if any, up to the total amount of government subsidy/grant provided and hiring charges
waived, shall be returned to the government.

POSSIBLE IMPACT OF AMENDMENTS, NEW STANDARDS AND INTERPRETATIONS
1SSUED BUT NOT YET EFFECTIVE FOR THE YEAR ENDED 31°T MARCH, 2010

Up to the date of issue of these financial statements, the HKICPA has issued a number of
amendment, new standards and interpretations which ate not yet effective for the accounting year
ended 31* Match, 2010 but which have not been adopted in these financial statements,

The cornpany is in the process of making an assessment of what the.impact of these amendments,
new standards and new interpretation is expected to be in the period of initial application. So far
it has concluded that the adoption is unlikely to have a significant irhpact on the company’s resuits
of operationg and financial position.
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COMMERCE, INDUSTRY AND TOURISM BRANCH

0ei e | i COMMERCE AND ECONOMIC
DEVELOPMENT BUREAU
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Tel: 2918 7450
Fax: 2877 5650

12 May 2011

Ms Miranda Hon

Clerk to the Public Accounts Committee
L egislative Council

L egislative Council Building

8 Jackson Road, Central

Hong Kong

Dear Ms Hon,

The Director of Audit’sReport on the
results of value for money audits (Report No. 56)
Hong Kong Export Credit Insurance Cor poration (ECIC)

Thank you for your letter dated 19 April 2011.

Based on the information available from relevant websites
and documents accessible to the public, we have examined the operations
of export credit agencies (ECAS) in 10 different countries in the Asia
Pacific, Europe and North America. All of these ECAs, except for the
one in Singapore which has been privatized in 2003, are 100% owned by
the respective governments and are members of the Berne Union which is
the leading international organisation of public and private sector providers
of export credit and investment insurance.

The listed ECAs are established in different forms, e.g. as
government departments, public corporations, banks or as a publicly listed
company. However, none of them have functions which are identical to
the ECIC. All offer products and services (including loans, project
financing, investment insurance and banks guarantees) wider than the
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ECIC. A table comparing the products and services offered by the ECIC
and the other ECASs, and a description of their governance structure is at
Annex. It is noted that the ECA in New Zeadand which performs
functions most similar to the ECIC has an advisory board structure.

In view of the more focused services offered by the ECIC, we
consider that the present governance structure of the ECIC is appropriate.

A Chinese trandlation of our response is attached as requested.
Soft copies have been sent to you separately. If you have any enquires,
please feel free to contact the undersigned or Mr Cyril Leung at
2918 7473.

Yours sincerely,

(MrsCandy Yeung)
for Secretary for Commerce and Economic Development

c.c. Commissioner, Hong Kong Export Credit Insurance Corporation
(fax no. 2311 8446)
Secretary for Financial Services and the Treasury (fax no. 2147 5239)
Director of Audit (fax no. 2583 9063)
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APPENDIX 16

COMMERCE, INDUSTRY AND TOURISM BRANCH
COMMERCE AND ECONOMIC
DEVELOPMENT BUREAU
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Tel: 2918 7450
Fax: 2877 5650

23 May 2011

Ms Miranda Hon

Clerk to the Public Accounts Committee
L egislative Council

L egislative Council Building

8 Jackson Road, Central

Hong Kong

Dear Ms Hon,
The Director of Audit’sReport on the
results of value for money audits (Report No. 56)
Hong Kong Export Credit Insurance Cor poration (“ECIC”)
(Chapter 6)
Thank you for your letter dated 18 May 2011.
Regarding the issues raised by the Audit Commission in
paragraph 2.6 of the Audit Report, we would like to set out below the
actions which have already been taken or are being implemented by the

ECIC and the Commerce and Economic Development Bureau (*CEDB”)
based on the existing governance structure of the ECIC.

Rapid Business Expansion

Both CEDB and the Advisory Board of the ECIC will
continue to monitor closely the growth of the ECIC’ s insured business and
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ensure that the Government’ s guarantee remains sufficient for it to carry its
statutory duties effectively. It is noted that with the gradual recovery of
the global economy, the increase in demand for the ECIC’s services has
slowed down significantly.

Role of Advisory Board

As stated in its response to para 2.21(a) of the Audit Report,
the ECIC is reviewing its guidelines for determining the types of issues
(and the timeframe) which should be submitted to the Advisory Board and
its Committees for advice and will seek the Advisory Board' s endorsement
on these guidelines upon the completion of the review. Meanwhile, the
Advisory Board discussed and agreed at its meeting held on 23 March
2011 on the issues to be submitted to the Advisory Board for information
and advice for all meetings scheduled in 2011-12.

Role of CEDB

While the present mechanism already enables the ECIC to
incorporate the Government’s views into its annual corporate plan/budget
through discussions at the Advisory Board, we have asked the ECIC to
submit its annual corporate plan/budget to SCED for formal approval from
this year onwards after seeking the endorsement of the Advisory Board.

Scope of ECIC’s Services under the ECIC Ordinance

In response to the recommendation in para 4.58 of the Audit
Report, CEDB has sought legal advice which reconfirmed that the services
provided by the ECIC are consistent with the true intent, meaning and
spirit of section 9(3) of the ECIC Ordinance (Cap. 1115).

M onitoring of the ECIC’s Work and Perfor mance

While CEDB currently does not micro-manage the daily
operations of the ECIC, we have recently reviewed the situation and have
further stepped up our monitoring by requiring the ECIC to submit its
annual corporate plan/budget to SCED for formal approval from this year
onwards, after seeking the endorsement of the Advisory Board. As regards
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the half-yearly housekeeping meeting between the Permanent Secretary for
Commerce and Economic Development (Commerce, Industry and Tourism)
and the ECIC, in addition to its business and financial performance, the
ECIC aso reports regularly on its management and operational matters
including internal audit, human resource management, reinsurance
arrangement and development plans for new services. We will continue to
assess through the annual corporate plan/budget and our regular liaison
and housekeeping meetings with the ECIC how effectively the ECIC
discharges its public mission.

Administration Irregularities | dentified

In 2009, the ECIC commissioned a consultancy study on the
internal control procedures of the ECIC on a number of areas including
tendering and disbursement of IT development and consultancy projects. A
number of administration irregularities were identified. All of the
consultant’s recommendations to address the irregularities had been
implemented in the same year before the Director of Audit commenced its
value for money audit on the ECIC. Since then, the ECIC has regularly
reviewed itsinternal control. An internal audit unit was set up in 2010 to
audit the work of each division of the ECIC and its plan is to complete a
full internal audit within three years. It will submit a report on each
division to the Audit Committee (under the Advisory Board) which will, in
turn, put forward its recommendations to the full Board for consideration.

The Administration’sresponsein Para 2.8(a) of the Audit Report

As stated in our letter to the Public Accounts Committee on
12 May 2011, the findings on the governance structure and operation of
overseas export credit agencies (ECAs) are based on information in
websites and documents available to the public. To get a better
understanding of the governance and operations of these ECASs, we will
ask the ECIC to write to these ECAs for more information.  Upon receipt
of additional data from these organizations, we will further review the
governance of the ECIC and report back to the Panel on Commerce and
Industry of the Legislative Council on the outcome of the review.
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I hope the above will address the concerns of the Public
Accounts Committee.

Yours sincerely,

( Mrs Candy Yeung )
for Secretary for Commerce and Economic Development

c.c. Commissioner, Hong Kong Export Credit Insurance Corporation
(fax no. 2311 8446)
Secretary for Financial Services and the Treasury (fax no. 2147 5239)
Director of Audit (fax no. 2583 9063)
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COMMERCE, INDUSTRY AND TOURISM BRANCH
COMMERCE AND ECONOMIC
DEVELOPMENT BUREAU
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Tel: 2918 7450
Fax: 2877 5650
26 May 2011
Ms Miranda Hon

Clerk to the Public Accounts Committee
Legislative Council

Legislative Council Building

8 Jackson Road, Central

Hong Kong

Dear Ms Hon,

The Director of Audit’s Report on the
results of value for money audits (Report No. 56)

Hong Kong Export Credit Insurance Corporation (“ECIC”)
(Chapter 6)

Thank you for your letter dated 25 May 2011.

The Administration plans to report the outcome of the review
of the governance of the ECIC to the Panel on Commerce and Industry of
the Legislation Council before end 2011.

Yours sincerely,

( Mrs Candy Yeung )
for Secretary for Commerce and Economic Development

c.c. Commissioner, Hong Kong Export Credit Insurance Corporation
(fax no. 2311 8446)

Secretary for Financial Services and the Treasury (fax no. 2147 5239)
Director of Audit (fax no. 2583 9063)
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APPENDIX 18

Public Accounts Committee of the L egislative Council
(12 May 2011)
Report No. 56 of the Director of Audit
Chapter 7: Hong Kong Housing Authority :
Management of Commer cial Properties

Speaking Points of the Director of Housing

Chairman,

The Housing Department is the executive arm of the Hong Kong
Housing Authority. As such, we are responsible for managing some 710 000
public rental housing flats and 169 000m” of commercial and retail premises.
As the Director of Audit knows, | welcome this study as an important adjunct to
our own internal auditing system. The independent oversight that is provided
by the Director of Audit and his colleagues is an integral part of our systems of
checks and balances.

2. The Housing Department is tasked to implement policy determined by
the Housing Authority. In this regard, | am pleased to see that the Report
confirms that, in line with the direction given by the Housing Authority, the
Department has taken a number of initiatives to maximise the use of surplus
retaill and car parking facilities and reduce vacancy rates through conversion and
market re-ordering exercises. The surplus provision of these facilities has
mainly come about as a result of factors beyond our control, such as the ageing
population in our older public rental housing estates, competition from nearby
new developments, the outdated design of many of our facilities and of course
the expansion of the public transport network. Nevertheless, we continuously
strive to ensure that such facilities are used in a manner that is best able to
provide the services that our residents expect.

3. Despite the divestment of commercia properties in 2005, the Housing
Department still manages a wide portfolio of commercial and non-domestic
properties which comprises 1800 shops, 1100 shopstalls, 900 educational
facilities and Government lettings, 6 800 welfare premises, 8 400 factory units
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and 27 000 parking spaces in public rental housing estates, Home Ownership
Scheme courts and Tenants Purchase Scheme estates scattered around the
territory.  About 70% of the retail facilities are managed by property services
agents.

4, | note that the Report contains a recommendation that we should carry
out a review of the 2005 divestment exercise. We agree with this
recommendation and, since the final transfers of legal title which took place in
July last year, we are now preparing to carry out the review.

5. With such alarge-scale operation, we recognise that there will be room
for improvement in the day-to-day management of the Housing Authority
commercial facilities, and we do constantly review our operations. However, |
must point out that in certain circumstances, in particular in cases of deliberate
abuse of lease conditions, or crimina activities, for example those associated
with organised gambling, my colleagues on the ground may not be in the best
position to take action. In such cases, we will bring in the relevant law
enforcement agency and work with them. This does not mean to say that we
are in any way complacent and are not taking steps to tackle irregularities.
Indeed, since the introduction of the Marking Scheme in 2003, we have handled
atotal of 408 cases where demerit points have been awarded for breaches of the
tenancy conditions. In the last year, we have issued one notice-to-quit under
the Marking Scheme and another two for breach of tenancy agreement. As a
result, we have recovered three premises altogether. As an on-going measure,
we have implemented independent checks on site and have stepped up action
against any irregularities found. Thisis, of course, in addition to action taken
following successful criminal prosecutions.

6. Any system is only as good as the people who administer it. For this
reason, we have been working closely with colleagues as well as staff of the
property services agents to ensure that they understand the requirements and
follow up properly. One issue that we work hard to balance is the challenge to
encourage staff to use their judgement when enforcing our rules while
minimising the risk of corruption or mafeasance. This is where the
appropriate checks and balances come into play. While we strive to operate in
a properly commercial manner, we must aso have regard to our socia and
community responsibilities. This is a difficult balancing act and we have to
work hard to try to get it right.
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7. As| said earlier, | welcome the audit review of the management of the
Housing Authority commercial properties by the Housing Department. | want
to express my appreciation for the professional manner in which this exercise
was carried out and, in particular, for the opportunity the Department has been
given to respond to some of the findings and to clarify many points ahead of the
finalisation of the Report. As Members can see for themselves, we have
generally accepted the recommendations and these have either already been
implemented or will be in due course. Where policy clearance is required, we
will of course seek approval from the Housing Authority or its sub-committees.

8. We have prepared some supplementary information sheets and a
checklist on cases identified in the Report to help Members understanding of the
commercial operations undertaken by the Housing Department on behalf of the
Housing Authority.

9. With such a large portfolio to manage, my colleagues and | will
continue to do our best to provide a high standard of management services to our
tenants. We never forget that we must provide a range of services to our
residents and tenants and we must do so to the best of our ability.

10. Thank you.
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*

Terms of Reference of Commercial Properties Committee (CPC)

<>

To advise the Housing Authority on polices concerning its commercial,
industrial and other non-domestic facilities and to optimise financial
return on its investment.

To exercise the powers and functions of the Authority in accordance
with the relevant prevailing policies —

to endorse programmes of activities and monitor their performance,
and to approve the financial targets, service standards and
performance measures within the policies and objectives set by the
Authority for submission to the Authority for approval;

to manage and maintain the Authority’s non-domestic properties,
including determination of letting and promotional strategy, rents
and other tenancy terms; and

to determine ex-gratia alowances for non-domestic properties
affected by redevelopment, repair or other operational activities.
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.

Property Portfolio

Type

No. of
units

No. of
tenancies

Internal
floor area
(m

Occupancy
rate

Domestic premises : 710 000 public rental housing (PRH) units

Retall Premises

- Shops 1 800 1 400 169 000 95%
- Shopstalls 1100 840 91%
- Cooked food stalls 45* 35 78%
Factory 8400 3500 209 000 99%
Welfare premises 6 800 1 300 654 000 95%
Educational facilities & 900 530 1 500 000 95%
government lettings

Total 19 045 7 605 2532 000 95%
Storeroom 2800 - - -
Parking spaces 27000 - 75%

* CPC approved to defrost letting of 10 cooked food stallsin early 2011.

Marking Scheme
Launched since 2003 and reviewed in 2006.

<

&

Covers nine misdeeds incorporating all environmental hygiene related

breaches.

Allotment of points ranging from three to seven points and termination
of tenancy with accumulation of 16 points or more.

- 226 -




Enforcement Actions Taken in Last Year

<>

s

<>

No. of referrals on illegal gambling made to the Police : 150
No. of warning letters on unauthorised use of leased premises: 1 500

No. of notice-to-quits (NTQs) issued : 2

Leasing Mode

s

Tenders viz. Open Rental Tender, Open Instant Tender, Premium Tender
and Restricted Instant Tender.

Direct Negotiation for large-space lettings to achieve magnetic effect
from anchor tenants and get better assurance of good performance.

Walk-in Application and Direct Allocation may aso be adopted for
unpopular premises and letting of commercial premises to
non-government organisations (NGOs) at fair market rent.

Planning Standard for Provision of Private Car Parks

<>

1 space for 5-8 Home Ownership Scheme (HOS) flats and 1 space for
13-16 PRH flats (1996 — 2002)

1 space for 13-24 PRH flats (2003 — 2008)
1 space per 26-46 PRH flats adopted since 2009

3-Tier Charging System for Private Car Parks

s

Firsttier : full monthly charges shall apply for those car parks with
occupancy rates at 90% or above.

Second tier : a reduction of about 10% from the full monthly charges
will be given for those car parks with occupancy rates at
50% to below 90%.

Third tier . a reduction of about 15% from the full monthly charges
will be given for those car parks with occupancy rates
below 50%.
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2005 Divestment

s

&

s

Key Performance Indicators (KPIs) of Commercial Operation

Number of properties divested : 180

Number of estates/courtsinvolved : 176

Date of listing : 25 November 2005

Divested Property Portfolio

*

L4

About 11 million ft* (internal floor area) of retail spaces

Some 79 000 parking spaces

Targets
KPIs
2009/10 | 2010/11 | 2011/12
(@) | Vacancy rate for retail premises Below | Below | Below
5.5% 5.5% 5%
(b) [(i) Operating expenditure as a| Below | Below | Below
percentage of income (including| 67% 62% 60%
depreciation and rates)

(ii) Operating expenditure per square| Below | Below | Below
metre retail space per month| $125 $115 $135
(excluding  depreciation and
rates)

(iii) Operating expenditure per unit| Below | Below | Below
car pak space per month| $245 $245 $280
(excluding  depreciation and
rates)

(c) | Amount of rent arrears Less Less Less
than than than
5% 4.5% 3.0%
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o CasesChecklist (asat 30.4.2011)

Irregularities
I dentified

Case Detail

Progress

Casel- Photo 1
(para. 2.9)

Adjacent storerooms used
for playing mahjong

The two storerooms were
surrendered on 31.1.2011. We
have extended the unit-to-unit
inspection exercise to cover all
2 800 storerooms.

Case 1 - Photo 2
(para. 2.9)

Storeroom used as an
office

The storeroom was recovered on
31.3.2011. The Property
Services Agent of the estate
concerned was warned for the
unsatisfactory performance in
detecting the irregularities.
Should its performance remain
unsatisfactory, we will deduct
the assessment marks which
which has impacts on its chance
for future tendering.

Photo 3
(para. 2.12)

Mahjong playing a a
market stall in an estate in
Kowloon

HD served a NTQ to terminate
the tenancy of the stall on
31.3.2011 and the case is
pending hearing by the Appeal
Panel, tentatively scheduled for
June 2011.

Photo 4
(para. 2.12)

Tin kau playing a a
common aea of a
shopping centre on Hong
Kong Island

The management has stepped up
dally patrol and liaised with the
Police for operations against
gambling activities. We aso
worked with the local NGO to
reach out to the group of senior
citizens persuading them to
refran from gambling and
participate the activities
organised by NGO.
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Irregularities

| dentified Case Detall Progress
Photo 5 Cases of non-trading| We continue to keep daly
(para. 2.15) during norma business | records on opening hours of the
hours at an estate in Kwai | suspected non-trading premises
Chung and will take tenancy actions, if
required.
Photo 6 Cases of non-trading | We continue to keep daily
(para. 2.15) during normal business | records on opening hours of the
hours at an estate in | suspected non-trading premises
Tsuen Wan and will take tenancy actions, if
required.
Photo 7 Obstruction problem at | HD has issued warnings and
(para. 2.19) an estate on Hong Kong | allotted six points to the tenants
Island concerned. We will intensify
the enforcement action under
the Marking Scheme, including
the deployment of the Mobile
Operations Unit to assist the
local management to take
operations against shopfront
obstruction.
Case 2 Re-designation of trades | We are in the process of
(para. 2.28) in a shopping centre on | re-letting the shop and
Hong Kong Island interested parties  potential
tenderers are alowed to suggest
possible trades. We will
explore other means to handle
those not viable or unattractive
retail premises.
Photo 8 Need to work out a | The clearance plan for the Chai
(para. 4.7) definite clearance plan | Wan Factory Estate was

for the Cha Wan Factory
Estate

announced on 10.3.2011 with
evacuation date scheduled for
30.9.2012.
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Irregularities
I dentified

Case Detail

Progress

Case 3
(para. 4.25)

Suspected subletting of
factory units at Factory
Estate 1

The tenant had updated
information of the registered
owner under the Business
Registration Certificate with the
Authority.

Case4
(para. 4.25)

Suspected subletting of
factory units at Factory
Estate 2

The tenant had updated
information of the registered
owner under the Business
Registration Certificate with the
Authority while the partitions
previousdy erected had been
removed.
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APPENDIX 20

Our Ref  : HD 3-2/M4-35/4/V Tel No.: 27615341
Your Ref : CB(4)/PAC/R56 Fax No.: 2761 7630

Date: 16 May 2011

Clerk to Public Accounts Committee
L egislative Council

8 Jackson Road, Central

Hong Kong

(Attention : MsMacy NG)

Dear MsNG,

The Director of Audit’s Report on the
Results of value for money audits (Report No. 56)

Hong Kong Housing Authority :
Management of commercial properties (Chapter 7)

| refer to your letter of 13 May 2011 on the above subject. Please find attached the
following for Members' reference —

() The audited Commercial Operating Accounts of the Hong Kong Housing
Authority from 2006/07 to 2009/10 isat Annex |. Please note that the 2005/06
Commercial Operating Account cannot be compared directly with those of
subsequent years since it included both divested and non-divested properties.
As we need some time to break down these accounts according to different
management modes in view of the wide range of portfolio of commercial, car
parking and non-domestic premises scattered around the territory, we will
provide the apportioned accounts for the period from 2006/07 to 2009/10 by end
May 2011 ;

(b) A copy of the Estate Management Branch Circular No. 3/97 to deal with
gambling activities in public housing estates, as referred to paragraph 2.13 of the
Audit Report, is attached at Annex 11 ;

(c) A copy of the Estate Management Division Instruction No. ND05/2011
providing new guidelines to step up the unit-to-unit inspection to non-domestic
properties according to the risk-based approach, as referred to paragraph 2.21(c)
of the Audit Report, is attached at Annex 111 ;

(d) A breakdown of the numbers and percentages of the 251 vacant retail premises
given in Table 3 of paragraph 2.23 of the Audit Report is shown at Annex 1V ;

l....

Estate Management Sub-division (3)
5/F, Block 2, Housing Authority Headquarters, 33 Fat Kwong Street, Ho Man Tin, Kowloon.
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(e) We would like to highlight that the system to conduct the unit-to-unit inspections
to factory estates has been in place for some years. We extended the
unit-to-unit inspection system to cover al retail premisesin acycle of 18 months
in July 2010. Besides, we have conducted a review of the Factory Estate
Operational Manual as referred to paragraph 4.20 of the Audit Report and issued
the new version recently. The relevant chapters of the Manual with guidance
on patrolling and inspections are at Annex V ;

(f) The Link REIT faled to effect payment of the management fees of estate
common areas for a number of public housing estates in July and August 2009.
The amount involved was around $8M. The Link REIT settled al the
management fees in arrears in mid-September 2009. This matter was reported
to the Legidlative Council Panel on Housing at its special meeting on 28
September 2009 ; and

(9) A breakdown of the 37 major retail facilities listed at Appendix B of the Audit
Report into those that are directly managed by the Department and those that are
outsourced to property services agentsis shown at Annex V1.

| would take the opportunity to reiterate that following the Divestment in 2005,
Housing Department has been working hard to optimize the use of the residual commercial
properties despite the fact that many of them are outdated in design, situated in unpopular
location with inferior accessibility, and supported by ageing population in older estates.
Through intensified marketing efforts and implementing new measures such as the conversion
of surplus retail facilities to other beneficial uses, Housing Department has significantly
improved the vacancy rate of overall retail premises from 7.3% to 5% at present. Inasimilar
vein, the vacancy rate for market stalls has drastically fallen from 22% to 9%. We have also
significantly boosted the occupancy rate of car parks from 62% to 75% during the
corresponding period. For easy reference by Members, we have prepared an additional
information sheet on this at Annex VII. Notwithstanding the above, we are committed to
further improving the use of available commercial properties through various initiatives
endorsed by the Commercial Properties Committee.

for Director of Housing
encl.

c.c. Secretary for Financial Services and The Treasury (Fax No. : 2147 5239)
Director of Audit (Fax No. : 2583 9063)
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Annex |

Hong Kong Housing Authority
Commercial Operating Account

2006/07 to 2009/10
Total Total Total Total
(2006/07) (2007/08) (2008/09) (2009/10)
M M $M $M

Income 1,291 1,273 1,267 1,366
Expenditure 857 743 731 772
Operating surplus 434 530 536 594
before exceptional
item S(Note 1)
Exceptional items ™2 (76) (96) (225) 133
Operating
surplug/(deficits) for the 358 434 311 461
year === —_ e —— juj——

Notel: The operational surplus before exceptional items has increased
progressively for the past 4 years.

Note2: These represent demolition and clearance costs, and expenditure incurred
on Government Infrastructure and Community facilities funded by the
HA.

-234-



Annex ||
(Page 1 of 2)

-235-



Annex ||
(Page 2 of 2)

- 236 -



Annex |1
(Page 1 of 9)

- 237 -



Annex |1
(Page 2 of 9)

-238-



Annex |11
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Annex |1
(Page 4 of 9)

*Note by Clerk, PAC: Annexesl, |1, |1l and IV of thisInstruction not attached.

- 240 -



Annex |V

Table 3
Ageing analysis of vacant retail premises
(31 December 2010)
Other Places
_ Shopping (shopson
Vacant period Market Stalls Total Percentage
Centres ground floor
and podium)
<1year 46 19 18 83 33%
>1 year to 2 years 14 2 8 24 9%
>2 yearsto 3years 11 3 8 22 9%
>3 yearsto4years 8 3 6 17 7%
>4 yearsto5years 6 1 7 14 6%
>5years 81 1 9 91 36%
Total 166 29 56 251 100%
Note

1. The majority (66%) of the vacant premises are market stalls locating mainly in old estates, such
as Kwai Shing West Estate, Wah Fu (1) Estate, Cheung Ching Estate, Pak Tin Estate and Nam
Shan Estate.

2: Marked improvement as a result of market re-ordering and other leasing measures bringing the
overall vacancy rate of market stalls from 22% in 2005 to 9% at present. More market
re-ordering programmes are on the pipeline including the projects at Siu Hong Court, Cheung
Ching Estate, Lai Yiu Estate and Ping Shek Estate.
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Subject Patrolling and | nspections
Paper No. FH1 Routine/Reqular Patrols and | nspections

Routine/regular patrols and inspection can help to detect
irregularities at the earliest opportunity and ensure that —

@

(b)

(©

(d)

()

(f)

(9)

(h)

the tenants have complied with the terms and
conditions of the tenancy agreement or Tenancy
Card and Intake Instructions,

only authorized machines are instaled
according to the layout plan approved by the
management;

there is no subletting or unauthorized change of
trade;

all building and electrical defects, damaged
standard fittings and installations of the factory
blocks are readily spotted and immediate repairs
and replacement works are carried out;

there is no unauthorized parking and
obstructions within the factory estate boundary;

all cargo and passenger lifts are in working
order;

al communal areas, toilets and bathrooms are
clean and tidy;

no unauthorized erections or unlawful activities
exist in the factory estate including misuse of
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Annex 'V
(Pee20f 7)

estate storerooms/services rooms; and

(i) there is no illegal hawking within the estate
boundary.

2. Patrolling and inspections are important day-to-day work of the
HOs, PSA’'s Property Officers (POs) and the Estate Assistants/Estate
Caretaking Guards. Although the latters are engaged mainly on
patrolling common area whereas the HOs/POs carry out inspections
inside the premises, the HOSPOs have an overal monitoring
responsibility in ensuring that al defects and irregularities are made
good and rectified. It is therefore imperative that they should work
diligently to ensure that daily patrols are properly carried out to
cover the whole blocks or areas under their charge.

- End -
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Annex 'V

(Page 3o 7)
Page 1 of FH2
Subject Patrolling and Inspections
Paper No. FH2 Specia Checks and Inspections
Reference

Thorough Inspections

HOs are required to conduct thorough inspections to every factory
unit for the specific purposes of —

€ verifying the certified true copy of the application for
Business Registration Certificate; (To detect
possibility of unauthorized subletting)

(b) comparing the existing machinery with the approved
layout plan; (To detect change of machinery without
prior permission)

Intake Inspection

2. As recommended by the ICAC, an inspection should be conducted
within the first three months from the date of commencement of a new
tenancy.

Tenancy Renewal Inspection

3. A factory inspection should be conducted about six months before
the fixed term tenancy is due for renewal.

Unit-to unit Inspection

4, HOs are required to conduct unit-to-unit inspections in a cycle of
18 months on aspects as stipulated in the annual inspection form. In case
of any irregularity was detected during inspection, proactive action for
intensive investigation should be carried out at once and reported on file
for monitoring by the senior.

- End -
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Subject Patrolling and Inspections
Paper No. FH3 I nspection Records and Monitoring System

Having checked and inspected a factory tenancy, the HO/PO
should complete a copy of the Factory Undertaking Inspection
Form (Appendix XI1V) which is to be put in file and submitted to
AHM a the end of each month together with a copy of the
Summary Sheet (HD(F) 56/82) — (Appendix XV).

2. At the same time, the HO/PO should maintain a list of al
factory units under his’her charge and enter the date of inspection
against the appropriate unit number.

3. Upon receipt of the files with completed Factory Undertaking
Inspection Forms, the AHM should check them. He should sign
and forward the copies of Summary Sheet (HD(F) 56/82) (Revised
2011) to HM for reference and compilation of monthly return while
retaining the completed Inspection Forms for selection of one or
5% of the inspected tenancies whichever is more for the purpose of
random checking.

4. In case irregularities were discovered and reported in the
Inspection Forms, immediate follow-up actions should be taken.

5. To ensure the task is completed on schedule, a quarterly
progress report should be submitted to DSHMs for monitoring
purpose.

- End -
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Annex 'V

(Page 5o 7)
Appendix X1V
FACTORY UNDERTAKING INSPECTION FORM
Code Address: Tenant :
Approved Factory
Name: Tel. No. :
Tenancy
Approved Trade : Condition : T.C./T.A./ Fixed

. Document Checked
a) Business Registration Certificate
Certified true copy of application for B.R.C. to be submitted during first
inspection or in case of suspected change of ownership.

As per certified true copy of

application As per B.R.C. displayed

Cert. No.

Factory Name

Business Status

Name of Applicant

b) Insurance Policy (if any)

Name of Insurance Co. :

Policy No : Insured By :

Amount : Insured on : Expiry Date :

II. Personnel Checked
a) Tenant(s)
Tenant(s) seen during *inspection / interview
Personal particulars checked during *inspection / interview
b) Operator(s)
Name :
Relationship with tenant :
c) Caretaker(s)
Name
Relationship with tenant :
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Annex 'V

(Pege 6 of 7)
I1. Factory Situation Checked
a) Factory Name
b) Trade
c) Machinery : _sameas*same as *L/O plan / deviate from L/O Plan
Remarks

d) Any irregularities found (e.g. change of trade, unauthorized installation,
domestic use, sub-letting, etc.)

Action Taken :

V. Remarks

The person(s) *met in the unit / interviewed in the Estate Office has (have) been

informed that :

(i) provision of personal dataisvoluntary;

(if) the personal data collected will be used for tenancy control by the Housing
Department; and

(iii) the data subject(s) has (have) a right of access and correction in respect of
the persona data provided. Requests for access to or correction of the
personal data may be addressed to the Departmental Data Controlling
Officer.

Inspected by :

Name

Post Title

Date

AHM’s Comments:

Signature

Name

Date

* Delete whichever not appropriate
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Annex VI

Appendix B
Major retail facilities (31 December 2010)

Shopping 1.  WahFu(l) Estate 1967 9,932 HD
centre 2. Cheung Ching Estate 1977 3,821 PSA
3. La VYiuEstate 1977 1,813 PSA

4.  Nam Shan Estate 1977 4,464 PSA

5. WahFu (I) Estate 1978 4,733 PSA

6. Cheung Shan Estate 1979 3,554 PSA

7.  Pak Tin Estate 1979 4,464 PSA

8.  Shek Kip Mei Estate 1979 8,876 PSA

9.  ChingLai Court 1981 535 PSA

10.  Pok Hong Estate 1982 5,345 PSA

11.  YueTin Court 1983 873 PSA

12. OnKay Court 1984 4,228 PSA

13. Siu Hong Court 1984 4,745 PSA

14, Lung Poon Court 1987 1,999 PSA

15.  TinYan Shopping Centre 2002 3,775 HD

16.  Lei Muk Shue Shopping Centre 2004 7,955 PSA

17.  Hoi Lai Shopping Centre 2005 3,801 HD

18. Kwai Chung Shopping Centre 2005 7,698 HD

19.  Maei Tin Shopping Centre 2005 3,018 PSA

20.  Shek Pai Wan Shopping Centre 2005 1,338 HD

21.  Ching Ho Shopping Centre 2008 2,370 PSA

22.  Choi Ying Place 2008 1,062 PSA

23.  Tin Ching Shopping Centre 2008 1,407 PSA

24, Upper Ngau Tau Kok Shopping Centre 2009 1,046 PSA

25.  Choi Tak Shopping Centre 2010 4,174 PSA

26.  YauLa Shopping Centre 2010 3,270 PSA

Shopson | 27.  Choi Hung Estate 1962 4,467 HD
ﬁg’(;”gr 28.  MaTauWa Estate 1962 | 1,642 PSA
podium 29. Fuk Loi Estate 1963 2,449 HD
30. Ping Shek Estate 1970 5,950 HD

31. Mei Tung Estate 1974 1,541 HD

32. Kwai Shing West Estate 1975 5,556 HD

33. La King Estate 1975 5,012 HD

34. Hing Wah (I1) Estate 1976 3,497 HD

35. Yue Wan Estate 1977 4,509 HD

36. Fu Shan Estate 1978 4,639 PSA

37. Chak On Estate 1983 1,939 HD

Note: HD —retail facilities managed by Housing Department (14)

PSA —retail facilities managed by Property Services Agents (23)
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Annex VII

(Page 1 of 2)
Vacancy Ratesfor Retail Premisesand Markets
and Occupancy Ratefor Carparks
Vacancy Ratefor Retail Premises
3/06 3/07 3/08 3/09 3/10 3/11
7.6% 5.2% 4.2% 5.5% 5.5% 5%

There has been a significant improvement in the overall vacancy rate of
retall premises which has dropped from 7.6% in 2006 to 5% in 2011
through implementing a number of improvement measures.

Given that some of our retail premises are old aged facilities in unpopular
locations with inferior accessibility, there has been a high vacancy rate for
individual estates with unattractive retail facilities such as Wah Fu (I1),
Kwal Shing West and Pak Tin Estates.

We will intensify our efforts to further reduce the vacancy rate of retail
premises by adopting flexible letting terms and tendering procedures,
conversion of surplus facilities to other uses and implementing major
improvement works for asset enhancement under a 5-year rolling
programme for retail premises.

Vacancy Ratefor Markets

12/05

12/06 12/07 12/08 12/09 12/10 3/11

22%

21% 20% 14% 11% 10% 9%

There has been a drastic improvement in the vacancy rate of markets
from 22% in 2005 to 9% in 2011 through market re-ordering and
conversion to other uses to suit residents’ need.

We will continue conducting market re-ordering exercises and will adopt

a tailor-made approach of initiatives to address the high vacancy problem
for afew markets located in Wah Fu (1) and Kwai Shing West Estates.
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Annex VII

(Page 2 of 2)
Occupancy Ratefor Carparks
3/06 3/07 3/08 3/09 3/10 3/11
62% 64% 68% 70% 73% 75%

There has been a substantial improvement in the occupancy rate for
carparks from 62% in 2006 to 75% in 2011 through conversion of surplus
carparking spaces to motorcycle parking spaces and to other uses, such as

welfare and community uses.

We will continue our efforts to further improve the utilization of parking
spaces by implementing major improvement works and conversion into
other uses under a 5-year rolling programme for carparks. On-going
improvement projects include the conversion of Nam Shan Car Park and
Shek Pai Wan Car Park into classrooms for a University and welfare

premises respectively.
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Hong Kong Housing Authority

Our Ref  : HD 3-2/M4-35/4/V Tel No.: 27615341
Your Ref : CB(4)/PAC/R56 Fax No.: 2761 7630

Date: 30 May 2011

Clerk to Public Accounts Committee
L egidative Council

8 Jackson Road, Central

Hong Kong

(Attention : Ms Macy NG)

Dear MsNG,

The Director of Audit’s Report on the
Results of value for money audits (Report No. 56)

Hong Kong Housing Authority :
Management of commercial properties (Chapter 7)

Further to our reply of 16 May 2011 on the above subject, the apportioned
commercia operating accounts for the period from 2006/07 to 2009/10 as mentioned in
paragraph 1(a) is attached.

Yours sincerely,

(LTU King-leung)
for Director of Housing

encl.

c.c. Secretary for Financial Services and The Treasury (Fax No. : 2147 5239)
Director of Audit (Fax No. : 2583 9063)

Estate Management Sub-division (3)
5/F, Block 2, Housing Authority Headquarters, 33 Fat Kwong Street, Ho Man Tin, Kowloon.
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Hong Kong Housing Authority
Commercial Operating Account

Annex |

2006/07 to 2009/10
(Apportioned by Management M ode)
Total Total Total Total
(2006/07) (2007/08) (2008/09) (2009/10)
M M $M $M
M anagement M ode " HD PSA HD PSA HD PSA HD PSA
Income
(i) Retail premises 308 283 311 269 293 267 307 315
(i) Car park 14 153 14 161 13 183 6 193
(iii) Factory estate 58 62 56 60 50 57 54 64
(iv) Welfare premises 141 272 133 269 127 277 136 291
Sub-total 521 770 514 759 483 784 503 863
Total 1,291 1,267
Expenditure
(i) Retail premises (166) (204) (146) (167) (127) (169) (140) (175)
(i) Car park (7 (140) (7) (140) (23) (143) (6) (154)
(iii) Factory estate (66) (55) (47) (49) 47) (46) (48) (48)
(iv) Welfare premises (62) (157) (43) (144) (34) (142) (40) (161)
Sub-total (301) (556) (243) (500) (231) (500) (234) (538)
Total (857) (731) (772)
Operating surplus before
exceptional items N¢?
(i) Retail premises 142 79 165 102 166 98 167 140
(i) Car park 7 13 7 21 (10 40 - 39
(iii) Factory estate (8) 7 9 11 3 11 6 16
(iv) Welfare premises 79 115 90 125 93 135 96 130
Sub-total 220 214 271 259 252 284 269 325
Tota 434 530 536 594
Exceptional items N9 (76) (96) (225) (133)
Operating surplus/(deficits) for
the year 358 434 31 461
Notel: HD —managed by Housing Department
PSA —managed by Property Services Agents
Note2: Theoperational surplus before exceptional items has increased progressively for the past 4 years.
Note3: Theserepresent demolition and clearance costs, and expenditure incurred on Government Infrastructure and

Community facilities funded by the HA.
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EEEEZE S
Hong Kong Housing Authority

Our Ref : HD 3-2/M4-35/4/V Tel No.: 27615341
Your Ref : CB(4)/PAC/R56 Fax No.: 2761 7630

Date: 31 May 2011

Clerk to Public Accounts Committee
L egidative Council

8 Jackson Road, Central

Hong Kong

(Attention : Ms Macy NG)

Dear MsNG,

The Director of Audit’s Report on the
Results of value for money audits (Report No. 56)

Hong Kong Housing Authority :
Management of commercial properties (Chapter 7)

| refer to your letter of 27 May 2011 on the above subject.

Members of the Commercia Properties Committee (CPC) noted the continued
demand for the 8,000 small factory units in the six newer factory estates of the Housing
Authority at the meeting held on 28 April 2011. In view of their high letting rate, over 99%,
CPC Members supported the Housing Department’s proposal to continue managing them pro
tem and to review the situation from time to time. This modification to the policy was set
out in paragraph 16 of the attached Paper No. CPC 17/2011. We will inform the Legidative
Council if there is a substantial change to the long-term policy on the ownership and
management of these factory estates in future.

Yours sincerely,

Ay

(L1U King-leung)

for Director of Housing
encl.

c.c. Secretary for Financial Services and The Treasury (Fax No. : 2147 5239)
Director of Audit (Fax No. : 2583 9063)

Estate Management Sub-division (3)
5/F, Block 2, Housing Authority Headquarters, 33 Fat Kwong Street, Ho Man Tin, Kowloon.
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mpPer NO. CPC 17/2011

Memorandum for the Commercial Properties Committee of
the Hong Kong Housing Authority

Audit Report on Management of Commercial Properties

PURPOSE

To inform Members of the maor findings, recommendations and
the management response to the Value for Money (VFM) Audit Report
conducted by the Audit Commission (AC) on the Hong Kong Housing
Authority (HA) : Management of Commercial Properties.

BACKGROUND

2. VFM study aimed at identifying areas for improvement in terms of
internal  control, operational efficiency, economy and effectiveness in
management of HA’s non-domestic properties. It comprehensively covered the
management and letting of commercial properties including retail premises,
carparks and factory estates, performance measurement and reporting
mechanism as well as a concluding chapter for the 2005 divestment exercise.
Details of VFM study are contained in Chapter 7 of Report No. 56 of the
Director of Audit which is available on website at http://www.aud.gov.hk. A
Summary of the relevant Audit Report is a the Annex. The Public Accounts
Committee of the Legidlative Council will conduct hearing on this Chapter in
mid-May 2011.

MAJOR FINDINGSAND MANAGEMENT RESPONSES

3. AC recognised that HA and the Housing Department (HD) have
taken various measures to optimise the effective use of commercia properties.
However, individual cases on management irregularities such as subletting,
gambling activities, unauthorised use of premises and obstructions in estate
public areas were observed in the course of auditing. Recommendations were
made for enhancing the effectiveness in management of HA's non-domestic
properties in these respective areas.
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4, We welcome and generally agree with the views and comments
made by AC. Most of the recommendations have either been implemented or
will be taken on board. Where policy clearance is required, we will seek the
views from HA or this Committee. As to the magor findings and
recommendations, the management has the following responses—

(@ Management of Retail Premises

5. While acknowledging that HD had reduced the vacancy rate by
introducing a number of initiatives in the past few years, AC recommended HD
to (i) enhance actions in publicising and re-letting vacant premises; (ii)
re-generate strategy for market re-ordering and shopping centre improvement
works; (iii) speed up the implementation of revised leasing strategy for
cooked-food-stalls; and (iv) intensify control on operating expenditure.

Day-to-day management of retail premises

6. The management has investigated into individual suspected cases
of improper use of retall premises and storerooms and taken tenancy
enforcement actions including issuance of notice to quit under Section 19 (1)(b)
of the Housing Ordinance to the tenants/licensees identified in the report. HD
will report promptly all suspected gambling activities to the Police for
enforcement action and continue to step up measures against improper use of
retail premises and gambling activities. We will aso continue to combat
obstructions in estate public areas under the Enhanced Marking Scheme.

7. We have issued detailed guidelines to advise HD/contractor staff to
step up unit-to-unit inspections, in particular those non-trading retail premises
and repeated offenders. Irregularities observed during the inspections and
subsequent follow-up actions will be monitored by the senior management on a
quarterly basis.

8. The management is studying the feasibility of specifying the
opening hours of shop premises in the tenancy agreements according to the
nature of business and customers demand and will obtain policy blessing from
this Committee as and when required.
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Letting of retail premises

9. HD will continue to publicise vacant premises for re-letting as
frequently as practicable. For premises with limited retail potential, we will
consider implementing conversion plan in the longer term.

Monitoring of operating expenditure

10. HD will monitor operating expenditure of the retail facilities
against the benchmarks, of which periodical reviews will be conducted.

(b) Management of Car parks

11. AC appreciated HD’s efforts in converting surplus carparks for
other uses and recommended us to regularly review the parking planning
standards and expedite the conversion of excessive carparking facilities for
better utilisation of resources.

Planning the provision of carparking facilities

12, HD will maintain the existing co-ordination mechanism with the
Transport Department to review and refine the planning standards of parking
spaces and will carefully plan the provision of carparking facilities to new
public housing devel opments on a case-by-case basis.

Converting surplus carparking facilities into other uses

13. The project quoted by AC was a very specia case, of which HD
had exercised flexibility to speed up the establishment of a converted premises
to strengthen the community cohesiveness, create job opportunities and provide
training for volunteersin a new town.

14, HD will continue the practice of making rental assessment for
major conversion projects with due consideration on the conversion costs and
the proposed use of converted premises.

(© M anagement of Factory Estates

15. AC recommended HA to formulate a clearance plan for Chai Wan

Factory Estate early and to develop a strategy for the long-term development of
the six newer factory estates.
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16. Upon approval by this Committee, we announced the clearance of
Chal Wan Factory Estate on 10 March 2011 with tentative evacuation date
scheduled for 30 September 2012. HD will continue to manage the six newer
factory estates, viz Wang Cheong, Yip On, Hoi Tai, Sui Fai, Chun Shing and
Kwai On and review the situation from time to time.

17. Regarding the day-to-day management of factory estates, HD has
investigated into individual suspected subletting cases and taken necessary
actions to rectify the irregularities. We have also conducted a review of the
operating procedures and will strengthen enforcement actions against subletting
and improper use of the factory units.

(d)  Performance M easurement and Reporting

18. AC considered a need to revise the calculation methodology of
vacancy rate for retail premises. In response, HD has excluded all new
premises not yet ready for letting from the total retail stock in calculating the
overall vacancy rate. HD will also revisit the approach in reporting vacancy
rate of different categories of non-domestic premises and consider setting
specific performance indicators and targets for different types of commercial
properties where appropriate.

19. To tap the feedback from customers for continued improvement,
HD will extend the scope of the annual Public Housing Recurrent Survey to
cover residents satisfaction level on the management of HA's commercial
properties from 2011 onwards.

(e) 2005 Divestment Exercise

20. AC noted the complexity and complication of works involved in
the 2005 divestment exercise. In planning a similar exercise in future, AC
recommended the Administration to critically assess the potential financial
implications of transferring the beneficial ownership of the divested properties
without a definite timeline for the transfer of legal titles.

21, At the time of divestment in November 2005, HA had fully
received the purchase price and there was no loss of revenue to HA. The
origina target date of mid-2008 to complete the transfer of legal titles was
re-scheduled to July 2010 in view of the unforeseen statutory requirements and
complexities encountered in the lease procurement process. HA met the
revised timeframe for the whole procurement task in July 2010.
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22, AC dso recommended the Administration to conduct a
post-implementation review (PIR) of the divestment exercise. Although HA
has no plan to further divest its retail and carparking facilities, we will conduct a
PIR of the 2005 exercise at an appropriate time.

IMPLEMENTATION

23. HD has been working closely with the relevant parties to
implement all the agreed recommendations. The management will conduct
follow-up review to further examine the implementation progress.

PUBLIC REACTION

24, The public would welcome our measures for enhancing the
management of HA's non-domestic properties.

INFORMATION

25. This paper is issued for Members information. A briefing to
Members will be made at the forthcoming meeting of the Commercial
Properties Committee to be held on 28 April 2011.

Miss Michelle LAU
Secretary, Commercia Properties Committee
Tel. No. 2761 7928
Fax No. 2761 0019

File Ref. . HD 3-2/M4-35/4
(Estate Management Division)
Dateof Issue : 20April 2011
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Annex
(Page 1 of 5)

Report No. 56 of the Director of Audit — Chapter 7

HONG KONG HOUSING AUTHORITY:
MANAGEMENT OF COMMERCIAL PROPERTIES

Summary

1. The Hong Kong Housing Authority (HA) is a statutory body
established under the Housing Ordinance (Cap. 283), with the Housing
Department (HD) acting asits executive arm.  In November 2005, HA divested
180 retail and carpark (RC) facilities to a Real Estate Investment Trust (REIT)
which was listed on the Stock Exchange of Hong Kong. Following the
divestment, HA has continued to manage the non-divested commercial
properties and those provided under new public housing developments.

2. As at December 2010, the commercial and non-domestic properties
under HA’'s management comprised 168 600 square metres of retail areas and
27 000 carparking spaces, as well as factory, welfare and other miscellaneous
premises. In 2009-10, HA commercia operations generated an operating
surplus of $461 million. HA's Commercial Properties Committee (CPC)
advises HA on policies concerning its commercial, industrial and other
non-domestic facilities, and optimising the financial return on its investment.
The Audit Commission (Audit) has recently conducted a review of the
management of HA commercial properties.

Management of retail premises

3. Day-to-day management of retail premises. Audit visited 12 HA
major retail facilities between October 2010 and January 2011 and found that: (a)
some storerooms had been altered by tenants for other uses without HD’s
approval; (b) suspected gambling activities appeared prevalent in some retall
facilities; (c) some let-out retail premises were not open for business (i.e.
non-trading) during normal business hours; and (d) there were areas where
Improvements could be made in the implementation of the HA marking scheme.
Audit has recommended that the Director of Housing should: (a) request HD
staff and contractors to step up their daily patrol work and unit-to-unit
inspections to prevent unauthorised use and alteration of retail premises
(including storerooms); (b) step up measures to combat suspected gambling
activities in HA retail facilities; (c) ascertain the reasons for the prevalence of
non-trading in some retail facilities and take actions to address them; and (d)
remind HD staff and contractors to strictly follow the established procedures in
enforcing HA marking scheme.
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4, Letting of retail premises. Although many HA retail premises have
remained vacant for along time, HD did not take adequate measures to ensure
that these premises were widely publicised and put up for open tender as
frequently as practicable. For a vacant premises which did not attract any
bidder in an open tender, HD would normally take about two calendar months to
re-tender the same premises. Also, HD staff may not have full market
information when re-designating the trade appropriate for the premises in the
re-tendering exercise. Audit has recommended that the Director of Housing
should: (a) ensure that all vacant retail premises available for letting are widely
publicised; and (b) in reletting vacant retail premises, further encourage
prospective tenants to make trade suggestions.

5. I mplementation of improvement measures. In recent years, HA has
implemented a number of improvement measures for its retail premises, such as
earmarking four retail facilities for early consideration of maor improvement
works and conducting “re-ordering” exercises in a number of markets. In
setting the priority for maor improvement works, HD mainly took into account
the commercial potential of the retail facilities concerned. Audit also noted
that although HD had taken improvement measures in some markets, their
vacancy rates remained high. Audit has recommended that the Director of
Housing should: (a) duly take into account the vacancy rates of retail facilities
when selecting them for major improvement works to enhance their commercial
potential; and (b) take early actions to address the long-standing vacancy
problem in some HA markets.

6. Monitoring of operating expenditure. To ensure that retail facilities
are operated cost-effectively, HD has set magor operating expenditure
benchmarks for compliance by its estate housing managers. In 2009-10, many
retail facilities had their operating expenditure exceeding HD benchmarks.
Some estate housing managers had not fully reported the non-compliance to the
senior management, nor had they proposed adequate follow-up action for
improving the situation.  Audit has recommended that the Director of Housing
should improve the current monitoring mechanism to ensure that effective
follow-up actions are taken on all cases of non-compliance.

Management of car parks

7. Planning the provision of parking facilities. Prior to 2009, parking
facilities for public housing developments were built according to old planning
standards stipulated in the Hong Kong Planning Standards and Guidelines
(HKPSG). According to HD records, for many aged estates, the provision of
public housing carpark facilities had turned out to be greater than the actual
demand, leading to high vacancy rates in many HA car parks. Since 2009,
substantial revisions to the parking standards have been made to HKPSG.
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Audit has recommended that the Director of Housing should, in consultation
with the Transport Department, continue to regularly review the parking
planning standards, having regard to the changing supply and demand
conditions.

8. Measures to improve the utilisation of parking spaces. In recent
years, HD has taken various measures to improve the utilisation of parking
spaces, including conversion of surplus carpark facilities into other beneficial
uses and letting of parking spaces to non-residents. In 2010, HD conducted
strength-weakness-opportunity-threat (SWOT) analysis of 38 car parks (with
occupancy rate below 70% and with more than 20 parking spaces) and
categorised them into different groups for follow-up actions. Given that many
of the 38 car parks had a consistently low occupancy rate for many years, Audit
has recommended that the Director of Housing should expedite efforts to
implement the recommendations arising from the SWOT analysis.

0. Conversion of surplus carpark facilities into other uses. Since 2006,
HD has converted some underutilised parking facilities into other uses. As at
January 2011, four projects were completed and successfully leased out. One
of these projects related to leasing part of a car park to an organisation.
Although this project was a commercial letting according to HD records, the
rent charged to the organisation was on a par with the concessionary rent
normally applicable for welfare lettings. This was contrary to HD’s
established practice of charging market rate for commercial lettings. Audit has
recommended that, in exploring major conversion of commercial premises in
future, the Director of Housing should ensure that the rent for the converted
premises is assessed, duly taking into account the conversion costs and the
proposed use of the premises.

Management of factory estates

10. Having regard to its core mission of providing subsidised renta
housing, HA decided in 1989 to progressively absolve itself from the ownership
and management of factory estates in the long term.  Since then, a number of
factory estates had been cleared. As at January 2011, the HA still managed
seven factory estates. Of these, the Chai Wan Factory Estate (CWFE) was
built in 1959 using old design standards without lift service. The remaining
six, completed in or after 1979, were built to comparatively modern standards.

11. Clearance of old factory estates. In November 2000, HA reviewed

the position of the old factory estates (those built in the late 1950s to

mid-1970s). Given the obsolete design and increasing maintenance costs, HA

noted that the estates were approaching the point where clearance needed to be

considered. Up to January 2011, HA had cleared all old factory estates, except
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CWFE. CWFE had been running at a deficit of about $2 million each year and
was in poor building conditions. Audit raised concern about a lack of a
definite clearance plan for CWFE. In the event, CPC approved in March 2011 a
clearance plan for CWFE.

12, Long-term development of newer factory estates. Since 1989, it has
been HA's policy to absolve itself from the ownership and management of
factory estates (see para. 10). However, up to January 2011 (after more than
21 years), HD had not formulated a long-term strategy to implement the policy.
Audit has recommended that the Director of Housing should review the position
of the six newer factory estates and develop a strategy for their long-term
devel opment.

13. Subletting of factory premises. Under the provisions of factory
tenancy agreement, a tenant should not sublet factory premises without HD
written permission. To help detect subletting or unauthorised use of factory
premises, HD has laid down procedures to be followed by its staff. These
procedures include conducting thorough inspection of each factory unit on a
18-month cycle covering the checking of any change of factory name and trade,
and whether the factory is operated by the tenant or by an unauthorised person.
Audit visited two factory estates and examined their inspection records.  Audit
found that HD procedures had not been properly followed.

14, Audit also found that many factory units bore names or carried out
trades which were different from those shown in HD records. Audit selected
some factory units for conducting business registration search. The results
indicated that, for some of these units, the tenants were not the business owners.
Instead, businesses were operated by third parties. Audit has recommended
that the Director of Housing should follow up on the suspected subletting cases
identified by Audit and step up efforts to combat the problem of subletting.

Perfor mance measurement and reporting

15. HA has set various key performance indicators (KPIs) and targets for
the management of commercial properties. KPIs include vacancy rate for
retail premises, rent arrears, and operating expenditure as a percentage of
income. Audit found that: (a) HD had not properly calculated the vacancy rates
of retail premises for reporting to CPC; (b) HD did not systematically collect
feedback on the residents’ satisfaction level on various aspects of performance
in the management of commercial properties; and (c) apart from retail premises,
there were no KPls/targets to measure the vacancy position of other types of
properties. Audit has recommended that the Director of Housing should: (a)
review and revise the basis for calculating the vacancy rate of retail premises;

(b) devise a mechanismto gauge, and report to CPC, the residents’ satisfaction
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level concerning management of commercial properties;, and (c) consider
setting specific KPIs and targets for different types of commercial properties.

Theway forward

16. The divestment of 180 RC facilities in 2005 (see para. 1) was the first
exercise of its kind implemented by HA. In 2006, the Administration reported
that HA would look for opportunities to further divest the remaining RC
facilities and those to be built in the future. In December 2009, the Secretary
for Transport and Housing said that HA still had no plan to further divest its
properties. There have been various issues arising from the 2005 divestment
exercise, including the transfer of legal titles of divested properties from HA to
REIT. Audit has recommended that the Director of Housing, in consultation
with the Secretary for Transport and Housing and the Secretary for Financial
Services and the Treasury, should: (a) conduct a post— mplementation review of
the 2005 divestment exercise to evaluate its effectiveness and to identify if there
are lessons to be learnt; and (b) based on the outcome of the review, map out
the way forward for the management of HA commercial properties.

Response from the Administration

17. The Director of Housing agrees with the audit recommendations.

April 2011
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Hong Kong Housing Authority

Our Ref : HDCR4-2/PS/4-35/2 Tel No. . 27615049
Your Ref : CB(4)/PAC/R56 Fax No . 2761 7445
24 May 2011
Clerk to Public Accounts Committee
L egislative Council
8 Jackson Road, Central
Hong Kong

(Attention : MsMacy NG)

Dear Ms Ng,

The Director of Audit’s Report on the
results of value for money audits (Report No. 56)

Hong Kong Housing Authority:
M anagement of commercial properties (Chapter 7)

| refer to your respective letters of 17 and 18 May 2011 on the
captioned matters. | hereby provide the information as requested detailed in
the two aforementioned letters as follows —

€) The Hong Kong Housing Authority’s standard tenancy agreements
for shops and for food premises/restaurants respectively; and

(b) information provided by the Administration in response to the Clerk
to the Public Accounts Committee’s letter of 17 May 2011.

Our reply in Chinese will follow shortly.

Yours sincergly,

( Vincent TANG )
for Director of Housi

HD 111
ERNEQXHBENE I REEZEERNSIR
Housing Authority Headquarters, 33, Fat Kwong Street, Ho Man Tin, Kowloon, Hong Kong.
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Secretary for Financial Services and the Treasury (Fax No.: 2147 5239)
Director of Audit (Fax No.: 2583 9063)

*Note by Clerk, PAC: The Hong Kong Housing Authority's standard tenancy

agreements for shops and for food premises/restaurants
not attached.
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The Public Accounts Committee

Information provided by the Administration in response to the Clerk
to the Public Accounts Committee'sletter of 17 May 2011

We note that the reference to “notional” Government rent
chargeable cited by the Director of Audit in his report covers the period
from 1 July 2008 up to 14 July 2010, whereas questions (a) to (c) below
relate to the time before this relevant period. We have nevertheless set
out as far as possible information in response to questions (a) to (c) for
the Public Accounts Committee's reference. We have aso set out in the
following paragraphs our response to the remaining questions.

(&) when the then Secretary for Housing, Planning and Lands
(“SHPL”) attended the Executive Council (“ExCo”) meeting during
which the ExCo made the decision of transferring the beneficial
ownership for the remaining 104 propertiesto The Link REIT without a
definite timeline for the transfer of legal titles, which Government
official had provided advice to the SHPL and what advice had been
given. Please provide the Committee with a copy of the relevant brief
for the SHPL for attending the ExCo meeting;

2. At the meeting of the Executive Council (ExCo) held on 15 July
2003, the Chief Executive (CE) in Council considered the
Administration’s proposal pertaining to the divestment of Hong Kong
Housing Authority (HA)'s Retall and Car-parking (RC) Facilities and
ordered that HA's agreement in principle be sought to divest its RC
facilities. Details were reported and set out in the Legislative Council
(LegCo) Brief on “Divestment of HA's RC facilities’ issued to the LegCo
in July 2003 [LegCo Brief File Ref HD(CR)/(CS)Div/DV/3] (copy is at
Enclosure A). According to the LegCo brief, the issue on land lease
and Government rent (paragraphs 13 to 14) were specifically addressed.
ExCo was aware of the fact that new leases of land are normally granted
subject to payment of Government rent, and that after the Government
leases are granted, The Link Real Estate Investment Trust (The Link
REIT) will need to pay Government rent in respect of the RC facilities.
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3. For the said ExCo meeting, the then Secretary for Housing,
Planning and Lands (SHPL) attended as an official member of ExCo. In
general, senior Government officials attending ExCo for the discussion
item under their purview may receive briefs, should they find it necessary
and appropriate, prepared by subject officers in the concerned policy
bureaux and departments. However, in this case, we have carried out a
search through the relevant subject files available in our office but cannot
source or locate any briefing materials prepared for the then SHPL for his
attendance at the said ExCo meeting.

(b) a copy of the engagement letter for the legal adviser engaged by the
Administration for the divestment exercise, if any; and

(c) whether the legal adviser engaged by the Administration had
assessed and advised the Administration on the risks and potential
financial implications of the delay in transfer of legal titles of the
divested properties; if the legal adviser had, what were the
Administration’s considerations and ways to address the risks (please
also provide a copy the relevant legal advice to the Committee); if the
legal adviser had not, whether the Administration would consider
seeking remedy from the legal adviser for failing to provide such advice
and protect its interests;

4, For the divestment exercise, the Hong Kong Housing Authority
sought external legal advice but, as far as we can determine, the policy
bureaux and Government departments involved, relied upon the
Government’s own internal legal advisors for matters relevant to their
particular interest.

5. As pointed out in our response to question (d) below, and as

reflected in the LegCo brief, ExCo acknowledged that the Link would
only be charged Government rent once the leases were compl eted.
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(d) whether the overall valuation of the divested properties had
reflected the financial implications of a possible delay in charging
Government rent arising from the late completion of the process of
transfer of legal titles; if it had, please provide the Committee with
information on the valuation and highlight the relevant parts;

6. New leases of land are normally granted subject to payment of
Government rent.  After the leases are granted and the legal titles to the
RC properties are transferred to The Link REIT, The Link REIT will
need to pay Government rent in respect of such RC properties. Thiswas
clearly explained in paragraph 14 of the LegCo Brief on “Divestment of
HA's RC facilities” issued to the LegCo in July 2003 as attached at
EnclosureA.

7. The vauation of the RC properties covered was clearly
intended to ensure that a fair market price was set for all of the properties
in question. This was clearly explained in Annex A to the LegCo Brief.
Separately, it is clear from the ‘Manager’s Discussion and Analysis of
Future Operations section of the Offer Circular that The Link REIT
would be required to pay Government rent for List 1 properties upon
divestment and that at a later stage for List 2 properties upon the issue of
Government leases and the legal titles to the RC properties be transferred
to The Link REIT. This shows that this was a factor fully taken into
account in the divestment exercise. Indeed, the fact that the leases
would be put in place over a number of years following divestment was
also stated in the documents. In particular, the fact that the intention was
originally to complete this exercise in 2008 was clearly set out on page 93
of the Offer Circular (an extract from the said Offer Circular is at
Enclosure B).

(e) whether the Administration had negotiated with The Link REIT for
compensating the Government for not being able to charge the
Government rent due to the late completion of the process of transfer; if
it had not, whether it would consider doing so; and

8. Given the fact that the obligation to pay the Government rent
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only arises when the Government lease concerned is granted, The Link
REIT is not obliged to pay the Government rent for those properties with
no Government leases and the legal title to the properties yet to be
transferred to The Link REIT. There is thus no legal basis for the
Government to recover from The Link REIT the alleged “notional”
Government rent chargeable in respect of the properties for the period
during which the Government |leases were yet to be granted.

(f) thereasons for the late completion of the transfer of legal titles of
each of the 54 divested properties mentioned in paragraph 6.13 of the
Audit Report.

9. Our responses are set out in Enclosure C.

Housing Department
23 May 2011

*Note by Clerk, PAC: Enclosures A and B not attached.
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L egislative Council
Public Accounts Committee
Transfer of Legal Titles for the Divested Properties

PURPOSE

This paper provides background to and information on the need to revise
the target date for completion of the transfer of legal title for the divested properties.

BACKGROUND

2. The land on which most of the public housing estates are situated,
including retail and carparking facilities within the estates, is vested in the Hong
Kong Housing Authority (HA) by the Government under a vesting order. To
complete the transfer of legal title of the divested properties to The Link Real Estate
Investment Trust (The Link REIT), it would first be necessary for the HA to obtain
land leases from the Government and to enter into relevant deeds of mutual covenant
(DMCs) for those properties. Owing to the large number of properties under the
divestment portfolio, when The Link REIT was listed in November 2005, it was only
possible to transfer to The Link REIT both the legal titles and beneficial ownership
for 76 out of the 180 properties sold to The Link REIT. For the remaining 104
properties, only beneficial ownership was transferred at that time. Accordingly,
agreements were entered into between the Government and the HA (Government
Agreement), and between the HA and The Link Properties Limited (PropCo)
(Property Agreement) to provide for, inter alia, the transfer of legal title to the
remaining propertiesto The Link REIT subsequent to itslisting.

3. In the Offering Circular, there is a statement of intention indicating that
‘it is intended that the process (for transfer of legal title to the remaining properties)
will be completed by the middle of 2008 The materia terms of the Government
AmexA Agreement and the Property Agreement are summarized at pages 192 to 196 of the
Offering Circular, and it is stated at page 192 of the Offering Circular that these
agreements pertaining to the acquisition of properties are available for physical
AmexB jnspection at the office of Linklaters. Also, at page 45 of the Offering Circular, it is
stated that there is no exact timeline for transferring the legal title to the remaining
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properties, and there is no specified recourse against the Government in the event it
failsto comply in atimely manner with the Government Agreement.

REASONS FOR NOT MEETING THE ORIGINAL TARGET DATE

4, The procurement of leases and DM Cs after the sale of beneficial interest
of the divested properties is an unprecedented task. The work involved in the
procurement process was much more complex and onerous than could be anticipated
at the time of planning and of divestment. During the procurement process, new
requirements and restrictions were imposed by various Government departments.
There was also a host of other unforeseen issues serioudly affecting the progress. In
the light of these circumstances, it was thus necessary to revisit and revise the
original target completion date for the transfer of legal titles. The details are set out
in the following paragraphs.

Certification of Gross Floor Area (GFA) under Lease

5. New procedures and requirements on certification of GFA under lease
were introduced by the Lands Department (LandsD) in end 2005, shortly after the
listing. Pending finalization and issue of the new procedures and requirements by
the LandsD, progress of the programme was seriously affected until end 2006.
Moreover, these changes resulted in considerably longer processing time for
individual leases, which in turn significantly affected the overall programme.

Planning I ssues

6. New planning requirements regarding carving out of free standing
Government, Institution and Community (GIC) facilities from |lease boundaries and
building height restrictions "¢ * were raised by Planning Department (PlanD) in
early 2007. The Housing Department (HD) made repeated representations to PlanD
for not applying the new planning requirements to the remaining properties, in
particular in relation to those leases of which approval in principle had already been
granted by LandsD. However, PlanD considered that no exceptions could be

Note 1 Byilding height restrictions stipul ate the maximum building height of a development upon redevelopment, and aims to address
the rising public concern on excessive building heights and bulk of new developments.
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alowed. Significant additional liaison work was thus required with relevant
Government departments on the determination of the revised boundary and on
granting of appropriate rights and easements, including for those leases on which
approval in principle had been granted by LandsD. More specifically, the
imposition of building height restrictions entailed a revision of the Master Lease
document N2, and additional efforts in taking de-facto measurements on-site for
determining the building heights for stipulation in the respective leases, in preparing
the roof-top structures list, and in finalizing the relevant legal documentation. The
lease finalization work was inevitably deferred as aresult.  Subsequent preparatory
works for DMC and title transfer were also serioudly affected.

DMC |ssues

7. The assignment programme had been further affected by revisions to the
Model DMC N ® required by the Legal Advisory and Conveyancing Office (LACO)
of LandsD to align with the new DMC requirements. There were also changes
necessitated by the |legid ative amendments then introduced.

8. Promulgated in April 2006, LACO Circular Memorandum No. 56
(LACO CM56) set out various new guidelines for drafting of DMC with a view to
incorporating the Government’s initiative on building safety. In view of the scope
and complexity of the new requirements, HD appointed a legal consultant in May
2006 to revise the then Model DMC for complying with the new guidelines. As
substantial revisions were involved, it had taken over six months for the legal
consultant to complete the work and to secure the final approval from LACO.
During the period, repeated requests were made to LACO for granting waiver to HA,
in particular in relation to the new guideline No. 36 which set out a new requirement
for submitting a maintenance manua " * for major works and installations (for
both divested and HA retained portion) within one month of the date of the DMC.

Note 2 Master Lease for divested properties was the form of Government |ease as approved by the Government for the public rental
housing (PRH) estates with divested properties. Individual leases were prepared based on the Master Lease, with necessary
modifications to suit the particular circumstances of each estate.

Note 3 Model DMC was the form of deed of mutual covenant approved by the Government for the PRH estates with divested

properties. The Model DMC only served as a general framework based on which individual DMCs were prepared with

necessary modifications to suit the particular circumstances of each property.

Note 4 Under the new guideline, a developer must compile for the reference of the owners a maintenance manual for al the major

works and installations in the development. The maintenance manual must include all as-built record plans of the building

and services installations, all warranties and guarantees provided by the contractors, recommended maintenance strategy and
procedures, and checklist for routine maintenance inspection etc.
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However, after lengthy negotiations, LACO decided that no exemption could be
granted to the HA, but agreed to allow extension of time for deposit of the
mai ntenance manual.

9. Further revision of the Model DMC was necessitated by the enactment
of the Building Management (Amendment) Ordinance on 1 August 2007. The HD
engaged alegal consultant in September 2007 to review the Model DMC to ensure its
consistency with the new requirements under the statute. All the remaining DMC
cases had to be premised on the revised model and had to be re-submitted to LandsD
for approval. Thisfurther lengthened the title transfer programme.

Other Complications

10. The situation was further aggravated by unexpected complications which
arose from time to time during the processing of individual leases, for example,

® Presence of structures with historical values within the site.

® Requirement to demolish structures or transplant trees erected over the
Drainage Reserve Area.

® Requirement to protect highway structures and to build in appropriate
lease clauses.

® Reservation of land stratum for new railway lines to pass through.

® Inclusion of slopes within lot boundaries for maintenance.

® Resolution of projecting structures from the lot over Government land or
private lot.

® Resolution of encroachment over adjoining lot or vice versa.

11. Such complications required additional negotiations with relevant
Government departments and parties, re-submission to LandsD for approval and/or
preparation of complex legal documentation.

ACTIONSTAKEN BY HA

12. The issues as set out in paragraphs 5 to 9 were raised by various

Government departments, and inevitably would take time to resolve to the
satisfaction of all departments concerned. As set out in the paragraphs above, the
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new requirements introduced then were put in place to address various public
concerns and for the sake of protecting the overall interests of the parties concerned.
In the light of these circumstances which could not be anticipated at the time of
planning and of divestment, the HA had taken every possible measure to overcome
these difficulties and expedite the procurement task, including engagement of
temporary staff on HA contract terms for secondment to the Government Property
Agency and LandsD to work on the lease and DMC procurement project, frequent
liaison and day to day telephone contacts were carried out with the Government
departments and parties concerned to resolve the outstanding problems as soon as
possible.

13. Based on the then new requirements and special circumstances as set out
in paragraphs 5 to 10, and in the light of experience gained in working with the
Government departments and parties concerned to resolve the relevant issues, the HA
considered that realistically, the completion of the whole procurement exercise could
only be by July 2010. In its report to the Legislative Council (LegCo) Panel on
Housing in March 2008 and to the Establishment Subcommittee under the Finance
Committee of the LegCo in May 2008, the Administration reported that the target
completion date of the whole project had to be revised to July 2010 in view of the
statutory requirements and complexities unforeseen at the planning and divestment
stages but encountered during the course of the lease and DM C procurement exercise.
This revised target date was subsequently publicized through a public announcement
made by The Link Management Limited (The Link). The HD further advised the
LegCo Panel on Housing on the progress of the lease procurement exercise at its
meetings of September 2009 and April 2010 respectively.

14, The HA met the revised target date and completed the whole
procurement exercise in July 2010. The Link made a public announcement on the
completion of the conveyance of legdl title in August 2010. The revised timetable
for the transfer of legal title has no adverse financial implications to the HA from the
angle of property sale since the purchase price was fully received by the HA at the
timeof listing. Asregards land lease and Government rent, these issues were raised
and considered at the time of planning, including the fact that new leases of land are
normally granted subject to payment of Government rent, and that after the leases are
granted, The Link REIT will need to pay Government rent in respect of the retail and
AmexC carparking facilities.
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15. The lease procurement exercise did not depend solely on the work of the
HA, but aso on the Government (including all relevant Government departments) as
set out in the Government Agreement and the Property Agreement. During the whole
exercise and in accordance with the Government Agreement and Property Agreement,
both the HA/HD and the relevant Government departments had respectively strived
to expedite the process and complete the exercise within the revised target timeframe.
With the concerted efforts of all involved, the revised timetable of July 2010 was met.
The Government rent foregone is, hence, as pointed out by the Director of Audit,
only anotional figure.

16. That said and although the HA does not have further plansto divest HA's
commercia facilities, we will conduct a post-implementation review on the
divestment exercise as recommended by the Director of Audit in order to gain from
the experience.

Housing Department
May 2011

*Note by Clerk, PAC: AnnexesA, B and C not attached.
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Hong Kong Housing Authority

Our Ref : HDCR4-2/PS/4-35/2 Tel No. : 27615049
Your Ref :  CB(4)/PAC/R56 Fax No . 2761 7445
30 May 2011
Clerk to Public Accounts Committee
L egislative Council
8 Jackson Road, Central
Hong Kong

(Attention : Ms Macy NG)

Dear Ms Ng,

The Director of Audit’s Report on the
results of value for money audits (Report No. 56)

Hong Kong Housing Authority:
M anagement of commercial properties (Chapter 7)

Thank you for your letter of 25 May 2011.

For the divestment of Hong Kong Housing Authority’s retail and car
parking facilities, the valuations of the divested properties were carried out by
an independent property valuer, CB Richard Ellis Limited. The aggregate
market value of the divested properties as determined by the said independent
property valuer was $33.802 billion. Details of the valuation information and
the considerations concerned are disclosed and clearly set out in Appendix IV
to the Offering Circular (an extract from the said Offering Circular is at the
Annex).

Yours sincerely,

( Vincent TANG )
for Director of Housing

FENEAXARXENRERZARARNEE
Housing Authority Headquarters, 33, Fat Kwong Street, Ho Man Tin, Kowloon, Hong Kong.

EHaay

Internet Homepage Address: http://www.housingauthority.gov.hk
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c.C.
Secretary for Financial Services and the Treasury (Fax No.: 2147 5239)
Director of Audit (Fax No.: 2583 9063)
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*Note by Clerk, PAC: Pages|V-7 to 1V-63 not attached.
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ACRONYMSAND ABBREVIATIONS

2009 EAG
Audit
B/Ds
CEDB
Cl Panel
CPC
CWFE
CWRF
DMCs
EAG Company
ECAs
ECIC
EU

FC
FEHD
FSTB
GFA
HA
HAB
HAD
HD
HKSAR
HKSC
IPO
IRD

The Hong Kong 2009 East Asian Games

Audit Commission

Bureaux/departments

Commerce and Economic Devel opment Bureau
Panel on Commerce and Industry

Commercia Properties Committee

Chal Wan Factory Estate

Capital Works Reserve Fund

Deeds of Mutual Covenant

The 2009 East Asian Games (Hong Kong) Limited
Export credit agencies

Hong Kong Export Credit Insurance Corporation
Efficiency Unit

Finance Committee

Food and Environmental Hygiene Department
Financial Services and the Treasury Bureau
Gross floor area

Hong Kong Housing Authority

Home Affairs Bureau

Home Affairs Department

Housing Department

Hong Kong Special Administrative Region
Hong Kong Squash Centre

Initial Public Offering

Inland Revenue Department
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ACRONYMSAND ABBREVIATIONS

KPIs Key performance indicators

LandsD L ands Department

LCSD Leisure and Cultural Services Department

LegCo L egidlative Council

NOCs National Olympic Committees

NSAs National Sports Associations

PIR Post-implementation review

PlanD Planning Department

RC Retail and carpark

SARS Severe Acute Respiratory Syndrome

SF&OC Sports Federation and Olympic Committee of Hong
Kong, China

SWOT Strength-weakness-opportunity-threat

TheLink REIT The Link Real Estate Investment Trust
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