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(f) Minutes of meeting of
the Applied Research Council (ARC)
held on 15 September 2000
related to Case A
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(b)

9. pointed out that two investee companies managed
by were experiencing difficulties. They were I and

and the details had been set out in the covering paper. She
drew Directors’ attention that that the Council had lost a total of $23

million m Besides, had proposed to sell off the
Council's shares 1n as soon as practicable and this could mean
another loss of $12 million. commented that those were

serious cases and Directors might wish to gather more information from
representative and decide whether any actions would be

needed.

of attended the meeting for this item]

10. briefly reported to the Directors the latest position of
the investee companies managed by

11. Directors asked for more information on the three problematic
cases, l.e. and On , Directors asked
the details of the market change that had caused a faﬂure of the company
and how had come to the conclusion that we should sell the
company. Directors further asked why was willing to buy
if the company had no future as commented by
Moreover, Directors considered that even if the Council did not sell our
shares, it would not make any difference to the Council in terms of
liability and financial outcome, ie. the Council would lose all our
investments in the company. Besides, Directors asked why
had not provided any details to the Council before or after that major
decision to sell the Council's shares. said that she had not
been involved in the handling of this case personally and therefore did not
know the answers to such detailed questions. But, she remarked that the
situation for had developed in a very short period of time and

it had not been possihle for them t¢ inform the Council beforehand.
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2. On , Directors asked why 1 had held back their
decision in investing in the company. Directors also asked why

had valued the Council's shares in this company at zero and
would like to know whether / \ was very pessimistic about the
situation. explained that a new business model was being tried
out in this company and . [ would only sell the Council's shares if
the new model was not working. In.the meantime, . ~~ ° had to be
cautious and had therefore valued the Council's shares at zero.

13. On .« wwt, Directors asked why the company required as much
money as $90 million to support its activities from end June to end 2000.
¢ undertook to check and revert.

14. v also asked for clearer information on the calculations
of internal rates of return.

15. In response to question on what . 1 -had
learned from those problematic cases, ¢ indicated that the lesson
for them was that they would have to monitor the spending of their

investee companies more closely. remarked that 1t was a
swrprise to him that ,, which was such a well-established

© company, still needed to go through such experience to learn' this lesson.

16. In response to. 3 question on whether / bad any
new investment plans in the near firture, indicated that there
was nothing concrete at the moment. asked whether

Hxecutive Director of would be available to
give a more detailed account of the events to the Council. »
indicated that would be back to Hong Kong the following
Wednesday. suggested and Directors agreed that

should withhold all new investments unti] the Council had been provided
with details of the problematic cases and were satisfied with the

explanations.
[t left the meeting.]

17. Directors were very concerned with the three problematic cases
and that the Council had not been consulted or informed of the major

decisions (such as selling our shares in ... _. ) in a timely manner.
"o .. clarified that the agreement provided the fund manager

with the full discretion to make any changes to the investments so long as
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the public mission was not affected. But, she also. found it highly
undesirable that s ~did not inform the Council or even the
, of the incident immediately after their major decision about

had only come to know the incident when
she was reading the normal quarterly report. She further disclosed that
unlike other fund managers, £ maintained little day to day
contacts with the Secretariat. ! . _ also pointed out that he .
had gathered from the newspapers that had moved its
- operation to the USA and this appeared to be in breach of the public

mission. Besides, 1 pointed out that while

mentioned in their report that the Council had only invested $16 million
in . , the Council had indeed invested a total of $24 million.

18. also pointed out that the quality of work
was not satisfactory. For example, the financial reports of some investee
‘companies 1n : ‘quarterly reports contained so little information

that it was hardly useful to the Directors.

19. ; considered that we now had a prima facie case for
possible breach of the Council's trust on “and the Council should
intervene despite the agreement provided for much discretion to fund
managers. He suggested and some. Directors agreed that the Council
might have to consider requesting . to seek the Council's prior
approval before making any major decisions such as buying or selling .
shares. also considered that we might need
to make it a condition for our fund managers that the Council should only

put in our investments until all the other co-investors had done so.

20. Directors agreed that the situation was serious and that £_
should be asked to submit a detailed report on the three problematic cases
n three weeks' time. An emergency meeting should be held with
( _. presence to discuss the detailed reports in one month's time.
Until and unless the Council was satisfied with explanations,
should not be allowed to make any new investments.
Directors also requested that the Secretariat provide background papers
on how the three cases had been approved in the first instance.

(Action : )

21. While Directors recalled that when our fund managers were
appointed, was supposed to assume the more risky businesses
while . was more on traditional technology companies, ?

asked whether we should revise our guidelines for the fund managers so
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as to prescribe the level of risks that our fund managers could take on.

22. suggested and Directors agreed that the Secretariat
write to pointing out the problems and that the Council was not

satisfied with its performance. The Secretariat should take a fairly firm

position.
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(f) Minutes of meeting of |
the Applied Research Council (ARC)
held on 30 October 2000
related to Case A
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briefed the Directors on the purpose of this
emergency meeting. At the last meeting in September, the Directors

noticed that three investee companies managed by had
experienced -difficultiés. However, the representative of - L was
not able to provide satisfactory explanations to the Directors. Therefore,
it was decided that}....._____ _  _, Executive Director of . __ 1, -

should come for an emergency meeting to explain the details to the
Directors.

2. '~ .commented that it was obvious that , s..—._.. Was
not performing a proper monitoring work. He invited the Directors to
exchange ideas on what questions to ask L... ... . before inviting him to
join the meeting.

3. L. ..s said that the mission of ARF was to fund Hong Kong-
based technology start-ups. Taking as an example, the company
had invested little in technology development and he was not sure why
funding had been approved for this type.of company. He also asked
whether the marketing activities, which was strictly speaking not related
to technology development, should be. funded. , explained that
‘the original ambit of the Council was to fund R&D activities in the
manufacturing sectors. But, given the change in our economic structure,
starting from 1998-99, internet-based companies had also been
considered. After the appointment of fund managers, the focus of the
ARF was on the whole portfolio of investments. So, human resources
development and marketing were also supported. _added that it
was true that focused on investing dotcom compames and it
seemed to him that the most important concemn for ARC at the moment
‘was the monitoring of the remaining investee companies managed by

- 4, pointed out that the most unsatisfactory point was
this Council had not been kept informed in a timely manner.

. reported that . had admitted that . _had not

said

been communicating well with the Council.
that the Directors might also ask for account statements or audit reports of
. to see if the company was still in a sound financial position as

might have also invested into the three problematic companies.

attended the meeting]
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5. | admitted that there had been a lack of communication
between his Company and the Council but he stressed that things had
been moving very fast. On . . explained that it had
~also been a hard time for They evaluated the company as the
superstar of their portfolio especially when i Y and 1 ; had also
- invested in . They had planned. to list the company in
March — June 2000. He admitted that as they evaluated the company
positively, they allowed it to spend ahead of time and it had proved to be

‘a wrong bet.

6. : | asked when had first discovered -the
problem. . replied that it was March — April 2000 when the
revenie had been flattening out. However, at that time their investment
evaluation had mainly been on the technology but not the revenue.
Moreover, it was quite beyond the expectation of /_. _. ; Board that
the Company had to spend around US$3 million to settle a legal and
accounting bill rela‘ang fo an acquisition. __ = asked whether the

Council had been put in a similar position as the other investors of
replied . that all investors had been treated

equally.
7. On said that . A had signéd agreements -
with ° t and ; " and everything had been fine. Butthe

two companies had not kept their promise to invest into.2

had been talking to the lawyers to sue the two companies concerned.
. asked when sensed that there might have been
some troubles. | replied that it was in March 2000 when
Lo dragged on their investments for three to four months and

suggestcd putting in shares and services instead. In response to

(¢ .S query, *__.....) had also explained briefly the reasons that
he had gathered as to why ( ~ 1had changed so suddenly.
g, On .. 1 ,said that the company was doing well in

developmg convenient internet plugs for the hotel industry. They had
managed to obtain master contracts with major hotel groups. However,
the time needed to raise funds had been longer than expected and the
company was running out of cash. The company was at the risk of not
being able to honour their commitments in the contracts. Therefore,
. would propase to the Council to inject bridge loan at the third

round financing for t shortly.
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9. noted from the latest figures-of 1 ~ that the revenue
for the company was so low that the company would not be able to pay
off their investments. He was worried that when 3G came, the entire
investment would be totally wasted. He therefore did not consider that
the company was in a financial healthy sitnation. | further asked
if the Council could sell its shares to other investors with some discount.
replied that it was possible but would probably hurt the

company since other investors would lose confidence in the company.
asked about the chance for other investors to invest if ARC

invested in the third round financing. * replied that ARC was
the largest investor at the moment and another existing shareholder
Iy had indjcated that they would also invest about HK$8 million.

Other new investors like . would put in money.

10. . asked about the minimum amount of money that Would
be needed to be invested in before the company could become
viable. ] replied that it would need about $234 n:ulhon to
complete the next -round of ﬁnancmg ‘When asked by A
__ indicated that he was reasonably confident that the $234 million’
would be forthcoming. In particular, the financing was overseen by [
which had never failed though he admitted that nothing had been signed

at the moment.

11. : asked why the company needed so much money for
bridge financing. ] s replied that the company had all along run
on a minimal subsistence level and it was not installing new hotel rooms.
The company was running the danger of violating their contracts with the
hotels. The company had also stopped sales and marketing activities.
‘The bridge financing would be able to help the company to fulfill the
minimum obligations.

12. commented that it was a sign of bad management as the
company took on a very high burn rate before they were sure of the
outcome of the next round of financing. ] , commented that it
would not be useful to provide just $2 million if it did not -help the
company to reach the critical point. responded that it was
likely that the breakeven point would happen in April 2001. In response

tol ¢, responded that s revenue in Q3 2000 was
about $8-9 million because of the large number of hotels installed in
March/April 2000. suggested spending more time

to work on this proposal before submitting it to the Council.

13. ! e asked if was happy with the management of
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the ARC cases. . . indicated that he was reasonably happy with
the “case. For. , he considered that the Board
was to be blamed. In response to t 1's question as to how
much time ! spent on monitoring the cases, N | clarified
that he did not travel much. He sat on the boards of five to seven
investee companies and in particular on the boards for’ . ; and
The boards normally met on a monthly or quarterly basis.
also got accounting staff to monitor the accounts and cashflow
of the investee companies. They also got six investment staff in Hong

Kong.

- 14. asked for the current situation of other
investrnents. On C 1 .
| replied that they managed to bring in investors from Beijing and it
seemed that the company would soon be ready to go public. He
considered that the company was substantially a profitable company and
there was no need for new money at the moment. The problem was how
to enable it to grow fast enough as the company had more projects than
they could probably handle and they might need more money in future.
At the moment, the company needed to conserve cash and be more
prudent in their expansion plan. had been approached by a large
system integrator for acqumng the entire company and the negotiations

had started.

15. i pointed out that it might be difficult for to
penetrate the Mainland market. The majority of the banks there were
happy with the proprietary products which were fine for day-to-day
operations. He had also gathered that the CEO and most of the staff of

had left the company and he was not sure whether the skills could

be retained.

[ 1left the meeting]

16. asked which investments . 1 considered to
be the most successful. D} replied that they were and

(formerly known as .) which had the best valuations.

17. As regards ( asked whether the Council could
sell our shares. ~ said that we could but he was disappointed
with and a proper listing might be done for ( - ater. Om
e 3] | said that the company was growing slowly
and / was helping it to strengthen its sales and marketing by
bringing in a sales director from and a marketing manager from
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18. .« asked how A « would tmprove the sifuation
in the future. ] said that they would tighten up the monitoring
work. They had started to monitor and police the financial side of the
investee companies four months ago. In the past, they just monitored
the operation side. Moreover, they would not allow investee companies
to spend aggressively as the ability to raise money could be senously
hampered by the market situations.

19. ) ~ asked whether Y. itself was
mvolved in the problematlc investments. said that for the
fund called . managed by / L, out of the fund size of
US$] million, US$’ million came from the staff and management of
. .4 This Fund had been able to yield a return which was more
than the losses. As regards another fund called . managed by
2 , out of the fund size of US$ million, US$ million. came
from ¢ ; staff and management. At present, again, the return
was more than the fund size. '

20. ___n further -asked how the communications between

a and the Council could be improvéd. He also requested for
more frequent reports. __. ... responded that they could- prepare
exceptional reports to the Council when there were major events such as
writing off an investment, public offering or another round of financing.
Also, as discussed with the ¢ , he could come to the ARC Board
Meetings quarterly instead of half-yearly.

21. ____ requested that , alert the Directors whenever
there were irregularities even when the situation was fluid. They should
provide a 2-3 page summary to the Secretariat who would then circulate it
to the Directors. | agreed and indicated that he would work

out a proper format.

22, ] | requested to have a tighter control on
the financial situation -of the investee companies and should
provide the information to the Council on a regular basis.

further requested that the financial information be presented in a way that
was more easily understood by laymen and that the issues of interest to
the management should be highlighted.

23, 1 suggested 1} to have a better

support from his own company. When his colleague ! came to
the meeting last time, she was not able to give proper answers to the

questions raised.
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[} left the meeting]

- 24, commented that /. was a small firm with poor
management. When the industry flourished, they were very busy in
finding new investments but overlooked the monitoring work of the
existing investments. further said that it was obvious that the

reports on the problematic cases had just come too late.

25. . . ___z said that for t, it had come to his knowledge
that it had planned to go for IPO but had recently withdrawn and would -
turn to ARC for another round of financing. , said that it
indicated that the company had no underwriter at the moment and it was a
bad sign. He further added that he was not convinced of the business

model of ;

26. 1 asked if / knew that the mission of ARC was
to assist Hong Kong-technology companies but not to earn large sums of
money. - sdid that ‘had not done anything wrong purely

from a profit-making point of view. In response to some Directors'
suggestion to maintain a tighter control over

indicated that it was stated in our agreements with the Fund Managers
that the Council would only comments on the public mission but not the
revenue model of a proposed investment. said that the
interpretation of public mission should give the Council sufficient leeway

to comment on the proposals. But, ! opined that if the Council
should only assess the public mission, Directors should not look at the
investment details then. However, considered that it would be

more prudent for Directors to raise objections to the proposed
investments if we found anything wrong.

27. considered that the Council should now consider how
to exercise control on ¢ and whether its new investments' should
be freezed. | said that as bound by the Agreement with
1, the Council could not freeze any proposed investments put
forward by However, a closer monitoring of its work was
necessary. also added that the Council should be careful in
handling the matter to avoid projecting a negative image on the Council.

28.  After some discussions, it was agreed that a consensus would be
needed from the Directors before any approval for new or follow-on
investment proposal from was granted. If such a consensus
could not be reached, an urgent meeting should be held to resolve the
matter. Also, should come to the Board meeting quarterly.
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. asked that a letter be sent to informing him of
the decision of the Council and urged him to improve communications
with the Council in future.
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