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

2. Membership 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 Eric LI Ka-cheung, GBS, JP

Deputy Chairman : Hon Emily LAU Wai-hing, JP

Members : Dr Hon David CHU Yu-lin, JP
Hon SIN Chung-kai
Hon Howard YOUNG, SBS, JP
Hon LAU Kong-wah, JP
Hon Abraham SHEK Lai-him, JP

Clerk : Ms Miranda HON Lut-fo

Legal Adviser : Mr Jimmy MA Yiu-tim, JP
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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 as follows:

(a) 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 question 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;

(b) 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;

(c) 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;

(d) the Committee shall take evidence from any parties outside the civil service
and the subvented sector before making reference to them in a report;

(e) the Committee shall not normally make recommendations on a case on the
basis solely of the Director of Audit’s presentation;

(f) 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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(g) 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. The Committee’s Report This Report by the Public Accounts Committee
corresponds with Report No. 42 of the Director of Audit on the results of value for money
audits which was tabled in the Legislative Council on 21 April 2004.  Value 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 - ‘Value 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.

3. This Report also contains the Public Accounts Committee’s supplemental report
on Chapter 8 of Report No. 41 of the Director of Audit on the results of value for money
audits which was tabled in the Legislative Council on 26 November 2003.  The Committee’s
Report No. 41 was tabled in the Legislative Council on 25 February 2004.

4. 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 Legislative 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 Legislative
Council on 21 April 2004     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 had therefore only selected those chapters in the Director of Audit’s
Report No. 42 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.

2. Meetings   The Committee held a total of 25 meetings and 9 public hearings in
respect of the subjects covered in this Report.  During the public hearings, the Committee
heard evidence from a total of 28 witnesses, including 3 Directors of Bureau and 8 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 on 3 May 2004 is in
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 Reports, are set out in Chapters 1 to 6 below.

4. The audio record of the proceedings of the Committee’s public hearings is
available in the Library of the Legislative Council 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 Legal 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 Reports, and for the many services which he and his staff
have rendered to the Committee throughout its deliberations.
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As stated in the Audit Report, the Government may acquire land for public
purposes either by resumption, or by negotiation with the landowners for the surrender of
land.  For land let out under a short term tenancy (STT), the Government may terminate
the STT so as to acquire the land for public purposes.  In 1997, the Government resumed
six leased shipyard sites and terminated 15 STTs at North Tsing Yi, Kwai Tsing (the NTY
shipyard site) for the construction of district open space and government/institution/
community facilities.  In 2001, the Government negotiated with the lessee for the
voluntary surrender of a leased shipyard site at Penny’s Bay, Lantau (the PB shipyard site)
for the development of a theme park project.  Audit conducted a review on the acquisition
and clearance of the above shipyard sites.

Resumption and clearance of the North Tsing Yi shipyard site

Responsibility for clearance of the shipyard sites

2. The Committee noted that there were conditions in the STTs, as set out in
paragraph 2.6 of the Audit Report, stipulating that the tenants were responsible for clearing
the structures at their own expense on termination of the STTs.  However, as revealed in
paragraph 2.12 of the Audit Report, Audit could not find evidence showing that the Lands
Department (LandsD) had attempted to take action to enforce the STT conditions.  In the
event, the Government had spent some $5.5 million to clear the site for the 15 STTs.

3. The Committee also noted that despite the explanation given by the Housing,
Planning and Lands Bureau (HPLB) in paragraph 2.8, the Financial Services and the
Treasury Bureau (FSTB) still considered that there needed to be a good reason for the
Government not to exercise the discretion conferred on it by the STTs to require the tenants
to restore the sites to the original condition.  The FSTB’s view was that the LandsD should
consider amending the relevant policy if any of the STT conditions proved to be
unenforceable in light of operational experience.  In this connection, the Committee asked
about the basis for the LandsD exempting the 15 STT tenants from clearing the site.

4. Mr Patrick LAU Lai-chiu, Director of Lands, stated at the public hearing and
the Secretary for Housing, Planning and Lands stated, in his letter of 8 December 2003
in Appendix 5, that:

- between September 1996 and July 1998, a number of Legislative Council
(LegCo) Members expressed concerns about and showed sympathy for the
plight of the affected shipyard operators.  The general view of these
Members was that the Administration should provide appropriate assistance



The acquisition and clearance of shipyard sites

- 6 -

to the shipyard operators whose business and investment would be adversely
affected by the clearance.  At a case conference held on 24 October 1997 on
this matter, some LegCo Members requested the Administration to provide
more concrete assistance to the affected shipyard operators; and

- since some LegCo Members supported the shipyard operators and the public
had also shown sympathy for them, the requirement for the shipyard operators
to demolish the structures might be considered unreasonable and might arouse
criticism.  In the circumstances, the LandsD considered that it might be
difficult for the Government to enforce the STT conditions effectively
because:

(a) the tenants might be reluctant to clear the site;

(b) although there were conditions requiring the STT tenants to demolish and
remove the affected structures on termination of the tenancies, it was
both politically and practically difficult, if not impossible, to enforce the
conditions effectively.  It was very likely that the tenants would resist
the clearance; and

(c) if the LandsD insisted on asking the tenants to clear the affected
structures and the latter refused, the LandsD might have to institute legal
action.  Eventually, the Government might have to face a lot of criticism
and the North Tsing Yi project might be delayed.

5. According to paragraph 2.13 of the Audit Report, the LandsD had not stated in
the Lands Administration Office Instructions the specific justifications under which an STT
tenant might be exempted from clearing the site.  In this regard, the Committee enquired
what the exemption criteria would be for dealing with similar cases in future.  The
Director of Lands responded at the hearing and in his letter of 5 January 2004, in
Appendix 6, that:

- whether exemption would be granted in future cases would depend on the
circumstances of each case.  The HPLB would be consulted before a
decision to grant exemption was made; and

- the LandsD, in principle, agreed to Audit’s recommendation to seek the prior
approval of the Secretary for Financial Services and the Treasury for any
proposed waivers of, or variations to, the STT conditions, if such waivers or
variations would have financial implications to the Government.  The
LandsD had consulted the HPLB on this matter and, on the advice of the
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Bureau, the LandsD would further discuss the matter with the FSTB.  Land
instructions would be clarified following the outcome of the discussion.

6. Having regard to the Director of Lands’ response in paragraph 2.15(c) of the
Audit Report that it was not uncommon not to strictly enforce all the terms of tenancies
when STTs were terminated to make way for government projects, the Committee enquired:

- about the reasons for not strictly enforcing all STT terms; and

- whether there were any cases in the past five years (from 1998 to 2003) in
which the LandsD had successfully asked the lessees or tenants to clear the
structures on the sites upon termination of the leases or STTs in order to make
way for government projects; if so, details of the cases; if not, why not.

7. The Director of Lands said at the hearing and in his letter of 5 January 2004
that:

- the LandsD had not strictly enforced all the terms of tenancies when STTs
were terminated to make way for government projects because the
Government needed to ensure that the site was recovered in a timely manner.
If the LandsD left the site clearance to the tenant, there would be uncertainty
as to whether the tenant could vacate the site at the time specified.  If the
tenant failed to vacate the site, the Government could only take legal action to
recover the site.  This would be a prolonged process and was likely to
jeopardise the timetable of the public project.  Moreover, the cost incurred in
taking legal action might be higher than that required for clearing the site.
Hence, the LandsD considered that in some cases, it was more desirable for
the Government to undertake site clearance; and

- there was a total of 35 STT cases from 1998 to 2003 where the LandsD had
successfully asked the tenants to clear the structures from the sites upon
termination of STTs in order to make way for government projects.

8. The Committee appreciated the Government’s need to ensure timely recovery of
the site and to carry out the necessary clearance in order to meet the project timetable.
However, it considered that the LandsD had the responsibility to ensure that the STT
condition, which empowered the Government to recover the demolition cost from the tenant,
was strictly enforced.  The Director of Lands responded that the LandsD would consider
the views of the Committee.
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Decontamination cost of the NTY shipyard site

9. The Committee noted that after the leased sites had reverted to the Government
in April 1997 and the STTs had been terminated between April and July 1997, about
75,000 cubic metres of soil were found contaminated.  The Government had to incur about
$64.5 million to decontaminate the sites.  Audit found that there were conditions, as set out
in paragraphs 2.23 and 2.24 of the Audit Report, in all the six leases and five of the 15 STTs
prohibiting contamination of the site.  With these conditions, the lessees and the STT
tenants concerned might have responsibility for decontaminating the sites.  In view of the
above findings, the LandsD had asked the Department of Justice (DoJ) as to whether these
lessees and STT tenants had breached the conditions relating to contamination.

10. The Committee also noted from paragraphs 2.20 and 2.21 of the Audit Report
that in May 2001, the Territory Development Department (TDD) had informed the LandsD
that $60 million would be required for decontaminating the site.  The TDD considered that
the decontamination cost was significantly out of proportion when compared with the
project estimate of $117 million for the whole North Tsing Yi project.  It had, therefore,
asked the LandsD to advise whether the STTs contained conditions requiring the tenants to
undertake decontamination at their own expense on termination of the STTs.  At that time,
the LandsD replied that there was no such condition in those STTs.  In this connection, the
Committee questioned about the basis for the LandsD making such a statement.

11. Mr John Corrigall, Deputy Director of Lands (General), explained that:

- in the view of the LandsD, the conditions referred to in paragraphs 2.23 and
2.24 of the Audit Report were not obvious clauses relating to contamination;
and

- the LandsD had subsequently asked the DoJ for advice on the liability of the
six lessees and the 15 STT tenants in view of the terms and conditions of their
occupation and use of the shipyard sites, and whether any of them was liable
for the contamination found at the site.  The DoJ had considered the
problems and was seeking the opinion of an outside counsel.

12. It appeared to the Committee that the conditions mentioned in paragraphs 2.23
and 2.24 of the Audit Report, such as General Condition No. 9 of the lease conditions of the
six NTY shipyard sites, which read “The purchaser shall not permit sewage or refuse water
to flow from the lot on to any adjoining land or allow any decaying, noisome, noxious,
excrementitious, or other refuse matter to be deposited on any portion of the lot and shall
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see that all such matter is removed daily from the premises in a proper manner.”, already
gave the Government a clear mandate to require the shipyard operators to undertake
decontamination at their own expense on termination of the STTs.  The Committee queried
why the LandsD had not taken prompt action to recover the decontamination cost from the
lessees and tenants concerned, but had to seek legal advice.

13. To ascertain whether the LandsD had discharged its duty to enforce the terms and
conditions in leases or STTs, the Committee also asked:

- whether the LandsD had, in the past, attempted to apply, or sought legal
advice on the applicability of, the terms and conditions in leases or STTs
prohibiting contamination to require lessees or STT tenants to remove
contamination from the site; if not, why not;

- whether there were any cases in the past five years (from 1998 to 2003) in
which the lessees or tenants were required to undertake decontamination at
their own expense on termination of the leases or STTs; if so, details of the
cases and the amounts of money saved; if not, why not; and

- whether, in the LandsD’s view, there were loopholes in the six leases or the
15 STTs which had rendered it impossible for the Government to recover
decontamination cost from the lessees or the STT tenants; if so, whether it
would consider amending the terms and conditions of STTs with a view to
plugging the loopholes.

14. The Committee also requested the LandsD to provide a summary of the legal
advice from the outside counsel when it was available.

15. The Director of Lands responded in his letter of 5 January 2004 that:

- the LandsD had not been aware of any cases involving the problem of
contamination which necessitated the seeking of legal advice on the
applicability of clauses similar to those set out in paragraphs 2.23 and 2.24 of
the Audit Report.  The LandsD had only been aware of two STT cases which
had land contamination problem, when making land available for public
projects; and
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- pending receipt of legal advice, the LandsD was not in a position to comment
if there were any loopholes in the six leases and the 15 STTs.  However, as a
precautionary measure and to focus directly on the issue of contamination, the
LandsD had already introduced an amended clause to impose
decontamination costs on lessees.  Such a clause had been included in the
leases of a number of petrol filling station sites disposed of earlier this year.
This new clause would be imposed in all new industrial-related land sales and
grants, including shipyards.  Moreover, the LandsD was also amending the
indemnity clause in STTs to ensure that tenants were made responsible for
decontamination costs.

     
16. In his letter of 27 May 2004, in Appendix 7, the Director of Lands further
informed the Committee that:

- the LandsD had received a summary of the legal advice from the outside
counsel prepared by the DoJ (a copy was attached to the Director of Lands’
letter); and

- the DoJ had issued 21 protective writs against the various parties just before
the expiration of the statutory limitation period.  The Government had until
22 April 2005 to serve the writs.  In the meantime, the LandsD was
gathering further evidence in order to prepare statements of claim against the
21 defendants.

Assessment of contamination at the PB shipyard site

17. The Committee noted that the PB shipyard site was surrendered to the
Government on 3 April 2001.  According to the lease conditions of the site granted in
1970, the Government was not empowered to inspect the site to ascertain whether there was
any breach of the lease conditions.  After carrying out a limited scale preliminary site
investigation with the consent of the lessee, it was reported in early 2001 that there was
only localised surface contamination at the site.  However, after the acquisition of the site
in April 2001 and the carrying out of a detailed site investigation, it was found in October
2001 that the level of contamination was more serious than originally expected.  Dioxins
were also found in the contaminated soil.  In the event, the Government had to incur an
estimated cost of $440 million to decontaminate the site.
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18. The Committee also noted that in November 1999, the Civil Engineering
Department (CED) commissioned an engineering consultant, Consultant A, to carry out an
environmental impact assessment (EIA) study for the theme park project.  In April 2000,
the CED appointed another engineering consultant, Consultant B, to undertake the
“Infrastructure for Penny’s Bay Development - Engineering Design and Construction”
consultancy study.  Consultant B was also tasked to assess the contamination at the
PB shipyard site.  According to the brief of the consultancy study and in connection with
the decommissioning of the site, an independent environmental consultant, Consultant C,
was appointed in April 2000.  Consultant C was tasked to monitor the preparation and
implementation of a remedial investigation work plan, as well as the implementation of the
remedial activities in order to ensure that all related works were conducted effectively and
safely in accordance with the relevant legal requirements.

19. The Committee also took note of the following incidents from paragraphs 3.10,
3.11, 3.12, 3.14 and 3.15 of the Audit Report:

- in January 2001, Consultant B estimated that $100 million, which was
substantially greater than the original estimate of $22 million approved by the
Finance Committee (FC) in November 1999, would be required for the
decontamination of the site.  At that time, Consultant B advised that the
exact decontamination cost could only be accurately assessed after the
completion of the EIA study;

- in February 2001, the CED reported to the Steering Committee, which was set
up to oversee the development of the theme park project and chaired by the
Financial Secretary, that the preliminary site investigation had revealed that
there was only localised surface contamination.  There was no widespread
contamination in the open area;

- at its meeting on 17 March 2001, the Steering Committee was informed that
Consultant C had found more contamination than expected.  Consultant B
was requested to conduct a detailed site survey to identify all the chemical
wastes found at the site;

- in July and August 2001, the CED informed the Steering Committee that the
extent of contamination was not considered very serious.  However, in
September 2001, Consultant C considered that the extent of contamination
would be greater than expected.  Consultant B was recommended to carry
out additional trench work; and
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- in late September 2001, after the completion of the additional trench work, the
Environmental Protection Department (EPD) considered that the level of
contamination was more serious than expected.  In October 2001,
Consultant B found that the soil was contaminated by dioxins.

20. Against the above background, the Committee was concerned whether any
government officials had made misleading comments or reports to the Steering Committee
over the matter.  In response, Mr TSAO Tak-kiang, Director of Civil Engineering, said
that:

- he would not make any presumption over the possibility of government
officials making misleading comments or reports about the matter; and

- the PB shipyard site occupied 19 hectares of land.  According to
Consultant B’s estimate in January 2001, the cost required for
decontaminating such a large piece of land would be about $100 million.
Given the huge size of the shipyard site, it was not unreasonable to believe
that the level of contamination at the site was not serious, although some
contaminants normally found at shipyard sites, such as petroleum
hydrocarbons and metals, had been identified during the preliminary site
investigation.  This was the reason why the Steering Committee was
informed at the meeting in February 2001 that there was only localised
surface contamination and there was no widespread contamination in the open
area.

21. The Committee pointed out that there had been quite a number of signs of
contamination at the PB shipyard site before it was surrendered to the Government.  The
various signs included the following:

- in early 2001, the lessee allowed Consultant C to carry out a preliminary site
survey at the site.  During the site survey, Consultant C found more
contamination than expected and recommended the collection of some
disturbed samples of apparent waste or burn-pit materials for chemical
analysis.  However, the CED did not carry out further site surveys to
re-assess the level of contamination of the site;

- there had been a general comment by green groups that shipyard operation
generated contaminants such as toxic metals, persistent organic pollutants and
other hazardous substances.  According to the summary of environmental
concerns of green groups provided by the Director of Civil Engineering in his
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letters of 9 and 31 December 2003, in Appendices 8 and 9, Greenpeace had
reported that waste combustion would release toxic substances, including
dioxins.  According to paragraphs 3.17 and 3.23 of the Audit Report, during
the 1990s, complaints had been made to the EPD about the open burning of
wastes at the PB shipyard site; and

- some LegCo Members had, on a number of occasions, alerted the
Administration to the possibility of a greater extent of contamination at the
PB shipyard site.  For example,

(a) Ir Dr Hon Raymond HO Chung-tai asked a LegCo question at the
Council meeting on 12 January 2000 enquiring, among others, whether
the Government had assessed the extent to which the PB shipyard site
had been polluted.  He pointed out that the soil on the site had been
seriously polluted over the years by oils, heavy metals, dyes and organic
solvents brought about by ship-breaking activities; and

(b) at the meeting of the Panel on Economic Services on 27 March 2000,
Hon LEE Wing-tat expressed concern that the actual level of
contamination at the PB shipyard site might be higher than the
anticipated level and sought explanations from the Administration on
how the situation would be handled.  He also questioned the basis of
estimating the decontamination cost at $22 million.

22. The Committee considered that, in view of the various signs of contamination,
the Administration should have had reasonable suspicion that the level of contamination at
the site might be more serious than expected.  Detailed site investigations should have
been conducted to ascertain the level of contamination prior to the surrender of the site.
However, it appeared that the CED had not taken any further actions despite the various
signs.  The Committee questioned whether it was the CED’s intention to play the problem
down.

23. The Director of Civil Engineering said that there was no question of playing the
problem down.  He explained that:

- as dioxins were not commonly associated with shipyard activities, they were
therefore not targeted for testing.  Based on past experience, shipyard
operations normally generated contaminants such as petroleum hydrocarbons
and metals, but not dioxins;
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- the crux of the matter was that the Government did not have access to the site
for carrying out detailed site investigation before it was surrendered.  In
February 2000, Consultant A could only conduct limited site investigation at
the periphery of the site.  The results indicated that there was a low
concentration of total petroleum hydrocarbons and metals;

- in fact, Consultant B had initially proposed a full scale site investigation but
the proposal was rejected by the shipyard operator in July 2000.  After
discussion with the LandsD and the CED, the shipyard operator agreed to
allow the drilling of 13 boreholes on condition that these boreholes were not
drilled within the workshops, working areas or in any areas that would have
an adverse effect on the shipyard operations;

- in December 2000, the field work for the preliminary site investigation was
substantially completed.  The preliminary results indicated that, of the
13 boreholes drilled, only one showed traces of fuel contamination.  It was,
therefore, considered that the contamination at the site “appeared localised
and superficial”.  To complete the remedial investigation work plan in
accordance with the EPD’s guidance notes, a comprehensive site survey was
still necessary.  However, this could not take place until after the surrender
of the site; and

- in estimating the decontamination cost of the site, reference had been made to
the level of contamination of the former Kai Tak International Airport.
Although the level of contamination of a shipyard site was not normally as
high as an airport, the CED had adopted a prudent approach and used the
same basis as that for Kai Tak International Airport, which was $600 per
square metre, in calculating the decontamination cost for the PB shipyard site,
thus arriving at $22 million.

24. To ascertain whether the Steering Committee had been fully informed of all
related facts, the Committee requested the CED to provide the relevant papers and minutes
of the Steering Committee.  The Director of Civil Engineering provided in his letter of
10 February 2004, in Appendix 10, extracts from relevant papers and minutes of
17 meetings of the Steering Committee in relation to the acquisition of the PB shipyard site.

25. As regards previous complaints about open burning of wastes at the PB shipyard
site and the environmental concerns expressed by green groups in their web sites, the
Director of Civil Engineering clarified at the hearing and in his letters of 9 and
31 December 2003 that:
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- dioxins were mainly generated in trace quantities as the by-product of
combustion and chemical processes, including the incineration of chlorinated
organic substances and chlorinated wastes.  The likely cause of dioxins was
the open burning of plastic materials, but not general wastes.  However,
there was no evidence showing that the apparent waste and burn-pit materials
found at the site during the preliminary site survey conducted in early 2001
were burnt residue of plastic materials.  Therefore, Consultant C had not
associated the burning activities with dioxins; and

- the taking of soil samples for dioxin testing was triggered by the findings of
the detailed site investigation carried out after the surrender of the site, rather
than by green groups.  The details were as follows:

(a) in mid-2001 during the initial phase of detailed site investigation carried
out after the surrender of the site to the Government, Consultant B
revealed that there were burnt chlorinated wastes buried in the southern
portion of the site.  The Consultant considered that soils in these burnt
pits might have been contaminated by chlorinated substances and
pollutants such as dioxins, thus testing of dioxins was warranted.  At
that time, the CED had not received any comments from local green
groups and environmentalists about the detailed site investigation and
testing at the PB shipyard site.  Consultant B, however, conducted a
general review of relevant reports published at the time in the web sites
of various green groups as well as relevant discussions in some
international environmental forums;

(b) the general concerns of the green groups and environmentalists were that
there was a strong association of dioxin emissions with uncontrolled open
burning of plastic waste, such as Polyvinyl Chloride (commonly known
as PVC).  There was also a worldwide concern of the harmful effect of
persistent organic pollutants, including dioxins, to the environment.
International initiatives to implement measures to reduce or eliminate
releases of persistent organic pollutants including dioxins into the
environment was urged.  The CED was advised of these concerns
during its discussions with the Consultants on the implementation of the
detailed site investigation in mid-2001; and

(c) after the revelation of the burnt chlorinated wastes and the review of the
environmental concerns, Consultant B decided to take soil samples from
the burnt pits at the site for dioxin testing.  The CED agreed to the
Consultant’s prudent decision to complete a full appraisal of the
contamination of the site and devise the most appropriate remedial
measures to address the contamination problem.
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26. As complaints had been made to the EPD in 1995 and 1999 about open burning
of wastes at the PB shipyard site, the Committee enquired whether the EPD:

- had detected any signs of contamination, e.g. dioxin contamination, during the
investigation of the complaints; and

- during the site acquisition process, had alerted the relevant works departments
to any contamination, e.g. dioxin contamination, on the site already known to
the EPD.

27. Mr Robert Law, Director of Environmental Protection, responded at the
hearing and in his letter of 9 December 2003, in Appendix 11, that:

- the EPD had inspected the site following the two complaints in 1995 and
1999 against open burning in the shipyard site occupied by the then Cheoy
Lee Shipyard (CLS).  No actual burning activity had been observed during
the inspections.  Other than ashes and burnt remains on the ground surface,
there had been no signs of land contamination detected during the inspections.
While dioxins could be formed by any combustion process (e.g. even
cigarette smoking), there was no reason to believe any significant quantities
of dioxins that would have been formed on the site as there was no evidence
that large quantities of plastics had been burnt which could have given rise to
dioxin contamination on a large scale;

- between December 1990 and April 2001, the EPD had also conducted regular
inspections to CLS to monitor the operation and the pollution situation of the
shipyard.  The site inspections did not reveal any leakages, spillage nor land
contamination from the shipyard operation.  Hence, the EPD had no reason
to believe that the CLS site would be more contaminated than any other
shipyard site;

- exchange of information on the key issues was part of the established
procedures in an EIA process.  In the EIA studies for the PB shipyard site,
the CED was the project proponent and the EPD was the statutory Authority.
There were different levels of inter-departmental co-ordination and
monitoring of the progress and findings of the EIA studies.  The EPD had
convened Environmental Study Management Group meetings to provide a
forum for detailed discussion on the requirements for the EIA study brief, the
methodology and the initial findings of the EIA study, including the nature
and extent of the contamination at the site, and liaison with the proponent
department.  Relevant authorities and works departments, including the
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District Lands Office, had attended meetings of the Group for detailed
discussion.  This was to ensure that a forum did exist to exchange
information and to alert the relevant works departments of key issues related
to the EIA process;

- three EIA studies had been conducted, namely, the Northshore Lantau
Development Feasibility Study (NLDFS) EIA, the Theme Park EIA and the
Decommissioning EIA for the PB shipyard site, all by the CED;

- the CED had conducted the EIA for the NLDFS in 1998.  In this EIA, CLS
had been identified as the only industrial operation that had the potential to
cause soil and groundwater contamination within the project area of the North
Lantau development.  The types of contamination of concern were identified
to be total petroleum hydrocarbons and metals.  It highlighted the need for a
separate subsequent EIA study to examine the land contamination upon the
decommissioning of the PB shipyard site.  The Theme Park EIA conducted
in 1999-2000 had made due reference to this finding and had required that a
detailed EIA study be carried out to investigate specifically the issue of
contamination on the PB shipyard site.  Subsequently, the Advisory Council
on the Environment endorsed the Theme Park EIA in April 2000 with a
condition that no work should commence at the PB shipyard site until a
separate EIA study for the decommissioning of the site had been completed
and an environmental permit issued;

- during the site acquisition stage, which took place between mid-2000 and
April 2001, land contamination at the PB shipyard site was well known to all
the parties concerned.  The CED commissioned the Theme Park EIA
(November 1999 to April 2000) and subsequently the Decommissioning EIA
(April 2000 to April 2002) to determine the precise extent of the land
contamination problem and to recommend an appropriate remedial proposal
to clean up the site; and

- in the case of dioxin contamination, the presence had been revealed at a later
stage after completing a comprehensive site investigation.  Consultant B
subsequently found that the soil was contaminated by dioxins, in addition to
those contaminants such as petroleum hydrocarbons and metals which were
normally found at shipyard sites.  The preliminary study report was made
known to the CED, EPD and other works departments in October 2001.
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28. The Committee was aware that the lessee of the PB shipyard site had been
engaged in manufacturing fibreglass boats.  Since it was widely known that the processing,
such as opening burning, of fibreglass could generate a significant amount of harmful
substances, the Committee asked about the reasons why, prior to acquisition of the site, the
CED had not suspected that the use of fibreglass by the lessee in manufacturing boats might
cause dioxin contamination at the site.

29. The Director of Civil Engineering explained in his letter of 31 December 2003
that:

- chemically, fibreglass was formed by continuous filament, and its
composition consisted principally of oxides of silicon, aluminium, calcium
boron and magnesium, fused in an amorphous vitreous state.  Fibreglass was
used for the ship mould works.  The ship mould was originally made by
laying fibreglass cloth over a wooden replica of the intended boat hull and
applying small amount of epoxy resin.  The wooden moulds were used once
and the wood recycled where possible.  The resulting fibreglass mould was
fixed within a sturdy wooden frame and could be re-used many times.  Small
amounts of excess resins were cleaned off using acetone solvent.  Due to the
woven nature of the fibreglass, there was very little waste fibre.  Any cloth
off-cuts were re-used and applied on some other part of the mould.  The
small amount of waste fibreglass produced were swept up and collected in
bins for disposal.  Since fibreglass was not defined as a chemical waste, its
proper disposal method was landfilling; and

- the above normal work processes of fibreglass materials would not release
significant amount of harmful substances such as total petroleum
hydrocarbons, volatile and semi-volatile organic compounds and
polyaromatic hydrocarbons, and would also not release any dioxins.  Open
burning was not a normal manufacturing operation of fibreglass vessels.
Prior to acquisition of the shipyard site, the CED had paid visits to the site and
had not observed any open burning of fibreglass materials.

30. The Committee understood that the lease conditions of the PB shipyard site did
not empower the Government to enter the site to conduct site investigation.  However,
given the Consultants’ findings and recommendations that more contamination had been
found at the site and further site investigations were necessary to ascertain the level of
contamination, the Committee asked whether the CED had considered any other options to
enable it to enter the site for inspection.  For example, by virtue of the Waste Disposal
Ordinance, the CED might enter the site to inspect whether there were any illegal practices
by the shipyard operator or his workers.
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31. The Director of Civil Engineering answered in the negative.  He explained that
the reason for not invoking ordinances to gain access to the site was that the CED had not
been aware of any suspected breach of relevant ordinances by the shipyard operator.

32. According to Note 17 in paragraph 3.12 of the Audit Report, in early 2001,
Consultant C observed that there was suspected chemical waste disposal practice by the
shipyard workers and alerted the EPD to such an incident.  Upon receipt of the complaint,
the EPD had taken action to stop the illegal waste disposal and prosecuted the shipyard
operator for the illegal act in July 2001.  The Committee questioned whether the shipyard
workers’ waste disposal practice observed by Consultant C during the preliminary site
survey could have constituted a reasonable suspicion of their breach of the Waste Disposal
Ordinance such that the CED might, based on the power conferred by that Ordinance, enter
the site to conduct a detailed site investigation.

33. The Director of Environmental Protection explained that:

- Consultant C had observed the shipyard workers disposing of a container of
paint in a pit on the site.  After having been informed of this incident, the
EPD, by virtue of the power conferred on it by the Waste Disposal Ordinance,
entered the site for an investigation on grounds of a suspected breach of the
Ordinance.  After gathering sufficient evidence, the EPD prosecuted the
shipyard operator for the offence of failure to deliver the chemical waste to a
reception point, which was in contravention of section 8(1)(a) of the Waste
Disposal (Chemical Waste) (General) Regulation;

- the EPD could only make use of very explicit offence provisions in the Waste
Disposal Ordinance to enter a site to investigate a suspected breach of the
Ordinance.  In other words, the EPD could only enter a site for such
investigation where it had reasonable suspicion that an offence against the
Ordinance was being or had been committed at the site.  The EPD could not
make use of those provisions to allow another department to enter the site for
routine inspections or site investigations of any kind, such as contamination
assessment;

- the contamination found at the site, apart from dioxins, was within the
reasonable level expected of a shipyard with long operating history.  In fact,
the contamination found was neither necessarily related to the shipyard
workers’ illegal waste disposal practice nor any breach of the Waste Disposal
Ordinance.  It should be noted that the land of a shipyard site would inevitably
gradually become contaminated over many years of shipyard operations;



The acquisition and clearance of shipyard sites

- 20 -

- as regards dioxin contamination, he recalled that a representative of
Greenpeace had agreed that no one could have reasonably foreseen the
presence of dioxins at the site; and

- the overwhelming majority of the dioxins found at the site were one to four
metres below ground level.  Some of them were not in the vicinity of any
sites of previous open burning activities, and some obvious sites of previous
opening burning activities did not have any dioxins near them.  Based on
these findings, it might mean that not all the dioxins found on the site had
been formed there.

34. In response to the Committee’s enquiry, the Director of Environmental
Protection supplemented, in his letter of 31 December 2003 in Appendix 12, that:

- during a meeting of the Panel on Environmental Affairs held on 19 March
2002, in response to a request from LegCo Members to express a view on the
Administration’s statement that the presence of large quantities of dioxins at
shipyard sites was unusual and could not reasonably have been foreseen,
Dr Luscombe (the Greenpeace representative) said: “Shipyards had not been
widely recognised as a source of dioxins.  He was intrigued by the level of
contamination.”; and

- it was clear from the context of the discussion at the Panel meeting that
Dr Luscombe basically agreed with the contention that significant quantities
of dioxins could not reasonably have been foreseen at a shipyard site.

Surrender of the PB shipyard site to the Government

35. The Committee noted that on 3 April 2001, the lessee of the PB shipyard site
executed the Deed of Surrender and received a compensation of $1,506 million from the
Government.  On the same date, the lessee surrendered the site to the Government on an
“as is” basis, meaning that the Government agreed to accept the surrender of the site in the
state and condition as at the date of surrender.   Before the surrender, the Government had
not been well-positioned to estimate the final cost of cleaning up the contamination due to
the limitations in the existing lease conditions.  After the surrender, the Government found
that the site was heavily contaminated and the estimated decontamination cost had further
increased to $440 million.



The acquisition and clearance of shipyard sites

- 21 -

36. The Committee enquired whether it was common to include an “as is” clause in
Deeds of Surrender, and whether the level of compensation to be paid under voluntary
surrender was different from that of resumption.

37. The Deputy Director of Lands (General) replied that:

- the “as is” clause was not a common clause in Deeds of Surrender.  It had
been included in the Deed of Surrender of the PB shipyard site at the lessee’s
request; and

- the Government paid compensation to the landowners who voluntarily
surrendered the land on the same basis as that under resumption of land.

38. Having regard to the Consultants’ assessments and other signs of contamination
that had emerged before the surrender of the site, as elaborated in the earlier part of this
Report, the Committee considered that the Government should have negotiated more
strenuously with the lessee to agree on a voluntary surrender arrangement that was more
favourable to the Government.  To better protect its interest, the Government should have
at least gained access to the site for conducting EIA investigations prior to agreeing on the
terms of the Deed of Surrender.  The Committee questioned why the LandsD had accepted
the “as is” clause before it had:

- critically evaluated and submitted to the relevant policy bureaux for
consideration the potential risks and financial implications of accepting such
clause; and

- obtained explicit approvals from the relevant policy bureaux.

39. In response, the Director of Lands said that:

- in view of the anticipated significant financial benefits that would be brought
about by the Hong Kong Disneyland Project, it was the Government’s
objective to complete the project as early as possible.  The LandsD
appreciated that early availability of the PB shipyard site was crucial to the
overall programme since some of the works under the project could not
commence until after the site was available.  Against this background, a
major consideration of the LandsD at that time was the early resumption of
the site, either by voluntary surrender or by resumption; and
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- as far as the LandsD was aware, there had never been any question of the
Government taking action against an ex-lessee of a resumed property in
respect of breaches of the lease.  Once a site had reverted to the Government,
the factual situation was that breaches of the lease ceased to be an issue.  The
acceptance of the surrender of the site on an “as is” basis accorded with the
position that the LandsD had previously taken on resumption.  What would
have happened, had the Government not agreed to the “as is” clause being
included, could only be a speculation.

40. The Committee noted from paragraph 4.12 of the Audit Report that in another
case of land surrender involving a special purpose site at Tsing Yi, a clause had been
included in the Deed of Surrender to indemnify the Government from liabilities in
connection with contamination found after the surrender of the site.  In 2000, when the
LandsD was processing the surrender of this site, the lessee proposed to surrender a portion
of the site, with some underground structures left intact, to the Government.  To protect the
Government’s interest, the LandsD had included an indemnity clause in the Deed of
Surrender whereby the lessee undertook to indemnify the Government from liabilities in
connection with contaminants found within seven years after the date of the Deed of
Surrender.  The Committee questioned why the LandsD had not followed such practice in
the case of the PB shipyard site.

41. The Director of Lands said that:

- if such an indemnity clause was to be included in the Deed of Surrender of the
PB shipyard site, it was most probable that the lessee would not have
surrendered the site to the Government on a voluntary basis.  In the event,
the overall project programme might be affected; and

- the LandsD was seeking legal advice on whether the Government could
recover the decontamination cost from the ex-lessee of the PB shipyard site or
the shipyard operator.

42. It appeared to the Committee that the Government had to resume the site “on
time” at all costs in order to launch the Disneyland Project.  The Committee asked whether,
before accepting the “as is” clause, the LandsD had discussed with the Steering Committee
the potential risks and financial implications that might arise from the acceptance of such a
clause.  The Director of Lands informed the Committee that the decision of accepting the
“as is” clause was made by the then Director of Lands.



The acquisition and clearance of shipyard sites

- 23 -

43. In view of the above reply, the Committee requested the Director of Lands to
ascertain, by checking of past records, whether the decision to include the “as is” clause in
the Deed of Surrender of the PB shipyard site had been made by the then Director of Lands
on his own, despite knowing the significant increase in the decontamination cost by more
than four times from $22 million to $100 million; if so, what the rationale behind his
decision was.

44. The Director of Lands replied, via his letter of 5 January 2004, that:

- the checking of past records showed that the LandsD received copies of
Consultant B’s reports in June 2000 and February 2001 wherein the text
stated that the exact cost of the decontamination work on the CLS site could
only be accurately assessed after the completion of the EIA study.  The
LandsD’s negotiating team led by the then Deputy Director/Specialist also
understood through the Steering Committee meeting in February 2001 that the
preliminary site investigation had revealed that there was only localised
surface contamination and there was no widespread contamination in the open
area.  The $100 million estimated provision for decontamination work was
set out in a schedule of capital cost estimate appended to Consultant B’s
report in February 2001 and was not noticed at the time by the LandsD’s
negotiating team; and

- the LandsD’s records also showed that the original proposal for surrender on
an “as is” basis was made by the surveyor for the owners of CLS to allow the
owners to surrender the lot with such structures and plant as remained on site.
Considering that the outcome would have been the same if agreement could
not be reached on the surrender and the site had been acquired by resumption,
and since surrender was a speedier and more certain arrangement than
resumption, the proposal was acceptable to the LandsD.

45. In the light of the Director of Lands’ above response, the Committee enquired
whether the CED had formally alerted all relevant departments as soon as it knew of the
assessments made by Consultants B and C concerning the higher level of contamination and
significant increase in the estimated decontamination cost.
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46. The Director of Civil Engineering and Mr YIP Sai-chor, Deputy Director of
Civil Engineering (Special Duties), responded that:

- the findings of the site investigations had been included in the relevant draft
EIA study reports and had been commented on by all relevant departments
before finalisation.  The EIA studies came under close scrutiny by the
relevant Environmental Study Management Groups.  These Groups
comprised members from all relevant departments including representatives
of the relevant District Lands Office and the EPD.  They provided useful
forums for detailed discussions about the requirements for the site
investigations and the EIA studies, the methodologies and findings of the
studies, including the nature and extent of the possible contamination at the
shipyard site; and

- the CED had also convened and chaired regular inter-departmental
co-ordination meetings to oversee the progress of, and discuss and resolve any
issues relating to, the relevant EIA studies.  The nature and possible extent
of the contamination at the site had been a subject of concerns in these inter-
departmental meetings.

47. At the request of the Committee, the Director of Civil Engineering provided, in
his letter of 30 December 2003 in Appendix 13, the reports compiled by Consultants B and
C in relation to the contamination of the PB shipyard site.

48. The Committee further enquired whether the FSTB and FC had been informed of
the increase in the estimated cost of decommissioning the site from $22 million to
$100 million after such increase was known to the relevant departments; if so, when the
FSTB and FC had been informed; if not, whether that was in breach of the proper financial
procedure.

49. The Secretary for Financial Services and the Treasury replied in his letter of
30 December 2003, in Appendix 14, that:

- the FSTB had checked its records and confirmed that the then Treasury
Branch had not been previously informed of the increase in the estimated cost
of decommissioning the PB shipyard site from $22 million in November 1999
to $100 million in January 2001.  This piece of information came to its
knowledge in the context of the first draft report circulated by the Director of
Audit on 28 August 2003 for comments by the FSTB;
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- in the submission of 17 November 1999 to the Public Works Subcommittee
(PWSC)/FC for acceptance in principle the financial implications at a rough
order of $13.6 billion for funding the infrastructure to support the
development of an international theme park at Penny’s Bay, the
Administration included an estimated cost of $22 million for miscellaneous
works including decommissioning of the PB shipyard site.  The submission
also stated that the detailed design work for various components of the project
had still to be undertaken and the capital cost estimates would be further
refined as the Administration proceeded with the detailed design process.  At
the PWSC meeting, the Administration made clear that it would submit
further funding proposals to PWSC/FC for upgrading the project works in
phases to Category A of the Public Works Programme and that Members
would have further opportunities to scrutinise the details of the project when
considering the respective funding proposals.  The Administration also
undertook to carry out a detailed EIA study for the Disneyland Project to
address potential environmental issues that might arise during the
construction and the operation stages;

- as a normal practice in the planning of public works projects, works
departments would refine the project estimates in the light of information
available from site investigation, feasibility study, EIA studies and
preliminary/detailed design.  In that connection, works departments should
ensure that the financial implications of a project, including the capital and
recurrent cost, as set out in the PWSC/FC submissions were the most realistic
estimates at the time of seeking funding approval and represented the best
value for money.  The Controlling Officer must seek funding approval from
the PWSC/FC for any subsequent changes in the approved project estimates
exceeding $15 million with full justifications.  For changes costing less than
$15 million, approval from the FSTB was required; and

- in the present case, the then Treasury Branch was not informed in early 2001
of the increase in the estimated decommissioning cost, which was still subject
to the completion of the EIA study.  However, all relevant
departments/bureaux including the then Treasury Branch had been alerted to
the more serious contamination and the likely increase in the decontamination
cost due to the presence of dioxins after the completion of EIA studies on the
decommissioning of CLS in late 2001.  The project estimates were
subsequently revised to include a higher and more accurate estimation of the
decommissioning cost with justifications in the submission to the PWSC for
funding approval for the Package 3 infrastructure works in May 2002.  In
that context, the FSTB considered that the preparation of the project estimates
was in line with the normal practice.
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50. Conclusions and recommendations  The Committee:

Resumption and clearance of the North Tsing Yi shipyard site

- expresses dismay that the Government:

(a) had not enforced the terms of 15 Short Term Tenancies (STTs) of the
North Tsing Yi shipyard site, which stipulated that, on termination of the
tenancy agreements, the tenants were responsible for clearing the
structures at their own expense; and

(b) had to incur about $64.5 million for decontaminating the North Tsing Yi
shipyard site, notwithstanding that there were conditions in the six leases
and in five of the 15 STTs prohibiting contamination of the site;

- notes that:

(a) the Government has sought legal advice from an outside counsel on the
liability of the six lessees and the 15 STT tenants for the contamination
found at the site, and has issued 21 protective writs against the various
parties; and

(b) the Director of Lands will implement Audit’s recommendations in
paragraphs 2.14 and 2.28 of the Audit Report;

Assessment of contamination at the Penny’s Bay (PB) shipyard site

- expresses dismay that the Government:

(a) had no legal authority to enter private sites for conducting environmental
impact assessment site investigations; and

(b) had to incur an estimated cost of $440 million for the decontamination
work on the PB shipyard site after a detailed site investigation had
revealed that the level of contamination was more serious than originally
expected;

- notes that:

(a) the Director of Civil Engineering will implement Audit’s
recommendations in paragraph 3.25 of the Audit Report;
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(b) the Director of Lands will implement Audit’s recommendations in
paragraph 3.26 of the Audit Report; and

(c) the Secretary for the Environment, Transport and Works will notify all
works departments of Audit’s recommendations in paragraph 3.25 of the
Audit Report;

Surrender of the PB shipyard site to the Government

- expresses grave dismay that:

(a) the potential risks and financial implications of accepting the “as is”
clause had not been critically evaluated by the Lands Department and
submitted to the relevant policy bureaux for consideration, having regard
to the fact that before the surrender of the site:

(i) Consultant C had found contamination at the site;

(ii) green groups had commented that shipyard operation generated
contaminants such as toxic metals, persistent organic pollutants and
other hazardous substances; and

(iii) some Legislative Council Members had, on a number of occasions,
alerted the Administration to the possibility of a greater extent of
contamination at the site; and

(b) the Lands Department had not included an indemnity clause in the Deed
of Surrender of the PB shipyard site;

- notes that the Director of Lands:

(a) is seeking legal advice on whether the Government could recover the
decontamination cost from the ex-lessee of the PB shipyard site or the
shipyard operator; and

(b) will implement Audit’s recommendations in paragraph 4.29 of the Audit
Report; and

Follow-up action

- wishes to be kept informed of the progress on the implementation of Audit’s
various recommendations.
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Audit conducted a review to examine the provision of funding support to applied
research and development (R&D) projects under the Applied Research Fund (ARF), and to
ascertain whether there were areas for improvement.

2. At the public hearing, Hon John TSANG Chun-wah, Secretary for Commerce,
Industry and Technology, made an opening statement.  In short, he said that:

- as noted in the Audit Report, there were non-financial objectives of the ARF.
The ARF was a fund financed by the public.  Reaping returns was
important, but it was not the most important objective of the ARF.  The
achievements of the ARF should not be judged solely on the basis of
financial returns.  The ARF had to carry out its important public mission
and fulfill the non-financial objectives;

- the main objective of the ARF was to encourage technology ventures and
R&D activities that had the potential to yield commercially exploitable
results in Hong Kong, by providing government funding as a catalyst.  The
longer-term aim of the ARF as a policy tool was to increase the
technological capability and hence the competitiveness of local industries,
thereby promoting high value added economic development in Hong Kong,
not a tool to reap short-term financial returns;

- the investments of the ARF, which was a venture capital fund, were risky in
nature.  This was an inherent element of the ARF.  The Audit Report
stated that the ARF investments overall suffered a capital loss which
represented 54% of the sum invested.  The Report also pointed out that
such capital loss included realised and unrealised losses.  Unrealised loss,
which referred to the difference between the original investment value and
the latest valuation of projects, was a matter of valuation.  A valuation
which was below the original investment value was not equivalent to an
investment loss.  The valuation, which was done in accordance with the
established practice of the venture capital industry, might go up or down as
per the economy situation worldwide, the degree of technology development
and the business prospects of the investee companies;

- the performance of the ARF was closely related to the global economy and
the technology investment environment.  Following the burst of the dot-
com bubble in early 2000, the overall investment environment worldwide for
technology business had been very difficult.  The ARF investment projects
were also affected.  The valuation of the ARF investments was generally
comparable to that of other venture capital funds.  For instance,
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notwithstanding the very mature market in the United States of America (US)
which had developed venture capital funds for over 30 years, the three-year
result of the US venture capital funds, which were formed in 1999, showed a
capital loss of about 38%.  From September 2001 to June 2002, venture
investment companies in Australia and New Zealand withdrew capital funds
from 82 investee companies, of which 46% suffered losses.  The index of
the National Association of Securities Dealers Automated Quotations system
(NASDAQ), which mainly consisted of technology-related stocks, had
declined from its all-time high of over 5,000 points in the year 2000 to about
2,000 points at present, representing a decrease of about 60%.  In Hong
Kong, the Growth Enterprise Market index had declined to a very large
extent from its all-time high of about 1020 points in March 2000 to its all-
time low of about 105 points in October 2002.  All these examples showed
that the financial performance of the ARF was not out of line with other
venture capital markets;

- the Administration reported to the Legislative Council (LegCo) Panel on
Commerce and Industry twice this year that the Commerce, Industry and
Technology Bureau (CITB) had conducted a review on the overall strategy
of and direction on innovation and technology development, and hoped to
adopt a demand-led, market-driven approach in concentrating resources to
develop areas in which Hong Kong had competitive advantages, and
leverage on the advantages of the Pearl River Delta region and its substantial
market and demands, in order to promote the long-term development of
Hong Kong’s innovation and technology; and

- the Administration would strive to coordinate various policy tools, including
the ARF, to produce the greatest synergy.  He would lead the Steering
Committee on Innovation and Technology which comprised members from
relevant government departments, academia, industry and technology
support institutes.  The Steering Committee had held its first meeting.  It
would coordinate the formulation and implementation of innovation and
technology policy, and ensure greater synergy among Hong Kong’s
technology programmes which had advantages and development potential.
This also responded to Audit’s view in paragraph 2.23 of the Audit Report
that the CITB needed to take the lead in the ongoing review of the ARF and
ensure that the review had a comprehensive coverage in the context of the
Government’s overall strategy for innovation and technology development.
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Costs and achievements of the Applied Research Fund

3. According to paragraph 2.6 of the Audit Report, the former Industry
Department’s review in 1998 of the Applied Research and Development Scheme and the
Cooperative Applied Research and Development Scheme, which were the predecessors of
the ARF, found that it was difficult to come to any definitive conclusion on whether the
schemes had met their objectives, and that there were difficulties in obtaining from the
investee companies commercially sensitive information such as sales revenue and profits
tax.  As a result, the review could not reliably assess the commercial viability of the new
technology venture.  The Committee asked whether the access to commercially sensitive
information of the investee companies was still a problem.

4. Mr Francis HO, Permanent Secretary for Commerce, Industry and
Technology (Communications and Technology (C&T)), replied that before and at the
time of the review in 1998, as civil servants who managed the schemes did not have the
expertise in investments, funding support for investment projects was in the form of loan.
Commercially sensitive information of the companies which borrowed was not released to
the lender.  As a result of the review, the form of funding support had been changed to
investment by professional fund managers, which became members of the boards of
directors of the investee companies concerned.  As such, they could have access to the
commercially sensitive information of these companies.
 

5. Noting that paragraphs 2.7(a) to (e) of the Audit Report contained statistics on the
performance of the ARF as at 31 December 2002 since the engagement of fund managers,
the Committee asked about the updated position.

6. In his letter of 19 May 2004, in Appendix 15, Mr Anthony WONG Sik-kei,
Commissioner for Innovation and Technology provided the updated statistics as at
31 December 2003, as follows:

- the valuation of the 23 investments managed by fund managers was
$157.6 million, representing 44% of the investment at cost. Six of these
investee companies had been liquidated or sold at nominal value;

- among the remaining 17 active investments, one was listed on the Growth
Enterprise Market in May 2002.  Another was acquired in February 2000
by a company listed on the Hong Kong Stock Exchange and four had won
prestigious technology awards either locally or overseas.  One other
company was acquired in April 2004 by a company listed on NASDAQ;
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- as at 31 December 2002, the then 16 active investee companies attracted
investments amounting to $870 million, other than those from the ARF.  As
at end March 2004, the ARF further attracted $7.5 million co-investments.
Together with the $870 million reported, the existing total amount of
co-investments was about $877.5 million, which was 1% higher than
$870 million as at end December 2002.  This represented a multiplier factor
of 2.9 against the corresponding ARF’s investment;

- 14 investee companies were small-and-medium-sized enterprises with less
than 50 employees at the time of ARF’s initial investment.  As at end
December 2003, three were beyond this employment level; and

- after the engagement of fund managers, the Applied Research Council (ARC)
approved investments into 23 cases with approved funding of $378 million.
This approved amount was about 3.9 times of the $97 million funding
approved for the 27 cases managed by the former Industry Department.
More importantly, the institutional arrangements of engaging fund managers
since November 1998 had much improved the then limitations in managing
the funding scheme by the former Industry Department staffed by civil
servants: more proactive ability to identify projects; better commercial sense
and expertise in assessment; predominance of funding through equity
participation instead of straight loans, more active project management and
participation; more adequate expertise in arranging investment exit.
Furthermore, the professional fund managers had enabled the ARC to better
support the investee companies in that they could provide better networking
advantages, as well as technical, management and marketing expertise,
thereby enhancing the technical and commercial viability of the approved
projects.  These contributions were essential and had an impact, albeit
difficult to quantify.

7. According to paragraph 2.8 of the Audit Report, in January 2003, one month
before reporting to the LegCo Panel on Commerce and Industry, the ARC discussed the role
and future of the ARF, and considered that the ARF would unlikely bring about local
technology development opportunities with visibility or impact.  It risked losing its
purpose as a public policy tool to spearhead technology development.  The Committee
considered that such pessimistic view appeared to be different from the Administration’s
current view that the ARF should continue to operate.  The Committee asked why there
was such a difference.
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8. The Permanent Secretary for Commerce, Industry and Technology (C&T)
responded that the ARF’s view in 2003 was made having regard to the substantial drop in
the number and amount of investments in 2001 and 2002 vis-à-vis those in 1999 and 2000,
but not the achievements of the investments.  The ARC was concerned that the drop might
decrease the momentum of investment.  To deal with such decrease, the ARC considered
the options mentioned in paragraph 2.8 of the Audit Report, which sought to speed up and
increase investments, such as making investments in the Mainland or overseas, matching
ARF investments in external technology companies on the condition that they should set up
R&D or technology-related business operations in Hong Kong and establishing a fund, with
matching contributions from a consortium of industrialists and/or financiers, for investment
in technology ventures.

9. The Committee wondered whether making investments in the Mainland or
overseas would be even more risky.

10. The Secretary for Commerce, Industry and Technology responded that
extending the ARF’s ambit to the Mainland or overseas might incur higher risk.  It might,
however, not be so in view of the increase in the number and areas of investments.
Nevertheless, the Administration’s current position on the matter was to continue the ARF
in the present modus operandi.

11. According to paragraph 2.13 of the Audit Report, fund managers had been
engaged since November 1998 to improve the performance of the ARF.  However, in
terms of capital loss, the performance of investments made after the engagement of fund
managers had not improved.  Moreover, such engagement had its disadvantage because,
unlike civil servants who had worked as part-time fund managers for the ARF before,
management fees had to be paid to these full-time fund managers.  The Committee asked
whether it would be more appropriate for the Innovation and Technology Commission itself
to manage the ARF investments.

12. The Secretary for Commerce, Industry and Technology responded that:

- the Administration still considered that professional fund managers were
better than civil servants in the management of the ARF because the fund
managers were more professional.  Civil servants were less competent in
terms of experience and expertise in technology-related investments.  The
competence of fund managers in managing the ARF investments could not
be assessed solely on quantitative criteria.  They were perhaps unfortunate
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in that they were engaged when there was a drastic change in the global
economy.  The percentages of capital loss of the ARF investments before
and after the engagement of fund managers were comparable; and

- in addition, these fund managers had contributed a lot to the investee
companies.  Apart from making suggestions, they also assisted the
companies in attracting investments from the private sector.  In certain
specific cases, the companies concerned even achieved unprecedented
results, such as successful public listing or acquisition by publicly listed
companies.  The indirect benefits to industries accrued from the ARF
investments by fund managers were more than those by civil servants.

13. The Committee wondered whether the Administration had knowledge or experience
in the selection of competent fund managers.  Moreover, while civil servants were replaced by
professional fund managers in the management of the ARF, the Secretary for Commerce,
Industry and Technology, being a public officer and the head of the CITB, was appointed to
chair the Steering Committee on Innovation and Technology.  The Committee queried
whether this was a reversion to the old mode of management by civil servants.

14. The Secretary for Commerce, Industry and Technology and the Permanent
Secretary for Commerce, Industry and Technology (C&T) responded that:

- before 1998, when civil servants were used as fund managers, the
mechanism for vetting investment proposals was primitive and decisions on
investment proposals were made by external assessors from the local
academic community and civil servants.  Investment was made in the form
of loans to the investee companies;

- the selection of fund managers from 1998 onwards was through a tendering
procedure.  In the selection exercises in 1998 and 1999, the responses to the
call for tender were overwhelming.  Both local companies and overseas
companies, such as those from Silicon Valley, responded to the call.  The
tender was vetted by the ARC, which comprised civil servants and reputable
persons from various industries.  Objective vetting criteria were adopted,
which included the merits of the tender proposals, investment strategies and
the track record of the fund managers’ performance.  Unfortunately, the
investment environment in 1998 to 2000 was not normal and there was a
drastic change from extreme optimism to extreme pessimism.  The general
market conditions were very unfavourable.  As such, the performance of
the ARF investments was adversely affected; and
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- the Steering Committee decided the policy direction to cater for the
innovation and technology needs in Hong Kong.  In alignment with this
policy direction, the ARC, not the Steering Committee, selected the
companies for making investment.  For instance, if the Steering Committee
decided that the optics industry should be the focus and priority industry, the
ARC would decide on the specific areas of the optics industry in which it
should invest.

15. According to paragraph 2.17 of the Audit Report, the ARC informed Audit that
the structure of the management fees paid to fund managers had been revised from lump-
sum fixed fees to performance-based fees.  The effect was that the fees paid to fund
managers had gradually decreased from $44 million in the first two years to $39 million in
the last three years.  It was estimated that the total management fees would further
decrease to about $18 million in the coming four years if investments stayed at the current
level.  The Committee asked:

- about the reasons for introducing the performance-based fee charging
scheme; and

- why the cut in fees had not taken place earlier.

16. The Secretary for Commerce, Industry and Technology, the Permanent
Secretary for Commerce, Industry and Technology (C&T), and the Assistant
Commissioner for Innovation and Technology (Infrastructure) explained that:

- in engaging the fund managers for the first time in 1998, the Administration
had negotiated with them the level of management fees.  In the negotiations,
the Administration hoped to lower the fees as much as possible.  However,
a fee level at 2.5% of the amount of fund entrusted to the fund managers
concerned was the market norm, and was non-negotiable at that time before
the burst of the dot-com bubble.  It was also comparable to that of venture
capital in other jurisdictions.  As such, the Administration adopted the rate
and hoped that the financial return of the investments could cover the
management fees; and

- as the performance of the ARF investments was not satisfactory in 2002 and
2003, the Administration had, in accordance with commercial principles,
conducted a new round of negotiations with the funds managers concerned,
with a view to substantially reducing the management fees by, for instance,
setting the fee level at 2.5% of the amount of investment rather than the
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amount entrusted to the funds managers.  As the rate of management fees
was prescribed in the management agreements, negotiations had to be
conducted with the fund managers and could not be completed within a short
time.  In the end, the performance-based fee charging scheme was
introduced in 2002 and the management fees was substantially reduced.

17. According to paragraph 2.18 of the Audit Report, at a meeting with the ARC in
December 2001, a fund manager indicated that there was difficulty in identifying quality
prospective investee companies in Hong Kong, the venture capital industry was well
developed in Hong Kong and there were abundant sources of venture capital.  The
Committee asked about the Administration’s comments on these views.  It also asked
whether the difficulty in identifying quality prospective investee companies in Hong Kong
should better be addressed by providing innovative technology projects that met the venture
capital companies’ criteria for investments, rather than by the ARC’s providing more
venture funding.

18. In response, the Secretary for Commerce, Industry and Technology and the
Commissioner for Innovation and Technology said that:

- it was true that the venture capital industry was well developed in Hong
Kong.  However, Hong Kong’s venture capital was based in Hong Kong
and made investments worldwide.  Industry statistics had shown that only
about 10% of the venture capital was disbursed to local companies, which
might be a result of the technology-related companies’ not being well
developed in Hong Kong.  This explained why there was difficulty in
identifying quality prospective investee companies locally; and

- following the burst of the dot-com bubble, fund managers became very
conservative and there had been very few ARF investments since last year.
The Administration required that the ARF investment projects should be
financed by funds from both the ARF and the private sector.  There were
two stages of investments, i.e. the pre-venture capital stage and the venture
capital stage.  The ARF investments were mainly made at the pre-venture
capital stage where the products of the companies concerned were being
developed.  After completion of product development at that stage, fund
managers of other venture capital might be interested in making investments
at the venture capital stage.
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19. To facilitate a comparison of investments by venture capital with those by the
ARF, the Committee asked about the amount of funds available from venture capital and,
among which, the amount that had been invested in venture companies; as well as the
percentage of the ARF investments in the overall investment in venture companies.

20. In his letter of 19 May 2004, the Commissioner for Innovation and Technology
replied that:

- while some market statistics were available (e.g. the size of Hong Kong’s
venture capital investment portfolio; Hong Kong’s disbursements by
financing stage; disbursements to Hong Kong’s companies, etc.), they
needed to be treated with caution in that the degree of precision of these
figures was very much affected by the lack of precision on what constituted
“Hong Kong’s venture capital” or “Hong Kong companies”;

- unlike the ARF which might only be invested in technology venture / R&D
projects that had commercial potentials and that must have substantial
connections to Hong Kong, Hong Kong’s venture capital might invest in
“Hong Kong companies” outside Hong Kong;

- taking the above into account, the Administration considered that the figures
needed to be interpreted with due care.  As far as the Administration was
aware, industry statistics had shown that the venture capital investment
portfolio in Hong Kong was US$10,817 million as at the end of 2002.
However, industry sources had also shown that only about 11% was
disbursed to “Hong Kong companies” and about 46% was disbursed to
industries more closely related to technology, such as computer-related
industries, electronics, information technology, medical/ biotechnology and
telecommunications industries.  On this basis, the investment portfolio into
“Hong Kong companies” in technology-related industries was about
US$547 million as at the end of 2002.  That of the ARF was about
US$29.6 million.  The percentage of the ARF investments relative to the
overall total was thus about 5.4%; and

- while the figure of 5.4% might seem to imply that the ARF investments
occupied only a limited share of the venture capital invested in technology-
related companies, according to industry statistics, only about 23% of the
venture capital disbursements of Hong Kong was for companies at seed-
stage or start-up stage in which ARF investments mostly focussed on and
during which venture capital support by public sector fund like the ARF
would be most critical and useful to augment any funding support from other
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sources.  It therefore followed that if the above figures were further
qualified by the relevant stage of financing in which ARF investments
mostly focussed on, the investment portfolio into Hong Kong companies in
technology-related industries in seed-stage or start-up stage might be about
US$126 million as at end 2002.  This translated into ARF investments
being about 23% of the relevant venture capital investment portfolio in
technology-related industries in Hong Kong companies at the seed or start-
up stage.

21. According to paragraphs 2.18 and 2.19 of the Audit Report, as at November 2003,
the ARF had a large cash balance of $434 million available for new investments.
However, no new investment had been approved since May 2003.  As it was difficult to
identify new investee companies for investments, the Committee asked whether the surplus
funds would be returned to the Government.

22. The Secretary for Commerce, Industry and Technology and the
Commissioner for Innovation and Technology responded that:

- there was no plan to return the surplus funds to the Government because
there was a need for technological development.  The ARC would continue
to search for worthwhile projects for investments to provide funding support
for industries to conduct R&D activities.  In fact, the fund managers had
been searching for investment projects for the past few months and were
deliberating the feasibility of a number of them; and

- as a result of the review of the operation of the ARF, there would be
technology focus areas to align with the Government’s overall strategy in
innovation and technology investments.  The fund managers would be
asked to make more investments in these focus areas, which were relatively
large in scope.  These areas would be the major industries in Hong Kong
for which the ARF would provide funding support for the conduct of more
R&D activities.  Apart from the ARF, the Innovation and Technology Fund
(ITF) also provided funding for such purpose.  Funding support from the
two Funds should, in theory, bring in more new investment projects in the
area of innovation and technology in future.
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23. According to paragraph 2.21 of the Audit Report, the main objective of the ARF
was to encourage technology ventures and R&D activities that had the potential to yield
commercially exploitable results in Hong Kong.  However, Audit’s findings indicated that
many of the projects receiving ARF funds were commercially unsuccessful, and some had
suffered heavy capital losses.  The Committee asked:

- whether the Administration agreed that the ARF investments were
commercially unsuccessful; and

- how the Administration could ensure that the future ARF investments could
achieve the main objective.

24. The Secretary for Commerce, Industry and Technology and the
Commissioner for Innovation and Technology responded that:

- the ARF investments were commercially unsuccessful because they had
suffered heavy capital losses.  The losses were incurred because the
investment projects, which were related to the dot-com business, had
suffered from the burst of the dot-com bubble; and

- it was unlikely that every investment using venture capital was successful.  The
venture capital portfolio included a basket of investment projects, some of which
were successful and some not.  The overall results of investments using venture
capital would be regarded as successful if, among five or six investments made,
one or two were successful and made an overall profit.  The duration of such
investments should be long term rather than short term.  Moreover, being risky
in nature, these projects were not commercially worthwhile for investment.  As
such, the ARF had to provide the funding support for such projects in the    
pre-venture capital stage so that they could attract private-sector investment
which could benefit the development of industries.

25. Although the Secretary for Commerce, Industry and Technology and the
Commissioner for Innovation and Technology had emphasised the long-term nature and
overall success of the ARF investments, Audit’s findings of the performance of the
investments, which were made in a period of over 10 years, indicated that the overall
investment results were unsuccessful.  The Committee noted that the Government had
revised the target rate of investment return from “at least 5% per annum of the sum
advanced” to “the best return rate achievable” because of the need for flexibility.  There
was, however, no benchmark for assessing whether the revised target rate had been
achieved.  It asked:
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- about the normal duration of investment in venture companies by fund
managers in the venture capital industry before they could reap investment
returns; and

- when the overall investment results could be achieved and whether “the best
return rate achievable” was still the target return rate.

26. The Secretary for Commerce, Industry and Technology stated at the hearing
and the Commissioner for Innovation and Technology stated in his letter of 19 May 2004
that:

- venture capital had been developed in the US for more than three decades
and the US was a very well-developed market.  If the US was used as a
benchmark and in accordance with studies of US venture capital market, it
showed that “... nearly half of all venture capital-backed companies don't
fulfill their potential, and nearly one-third go out of business”.  According
to the information of the National Venture Capital Association of the US, an
early stage investment might take “seven to ten years to mature” while later
stage investment may take “a few years”.  It had also pointed out that,
generally, venture funds had a life span, on average, of “10 to 12 years”;

- academics of the US had also pointed out that the median age of technology-
based companies making use of initial public offering as a means for
divestment and recouping return had recently been gradually increased from
being about four years in 1999-2000 (during which many were just 18
months) to some nine years in 2001-02.  This had reflected that the
investment return duration of venture capital had been significantly
lengthened in recent years;

- the ARF investments were indeed commercially unsuccessful. The
Administration, however, had other non-financial objectives to achieve.
The achievement of the three non-financial objectives of the ITF could serve
as an example.  The first objective, i.e. training more R&D manpower
through investments in technology-related projects, was achieved as shown
by a substantial increase of R&D manpower from about 10,000 in 1999
when the ITF was established to 13,000 in 2002.  As a result of the ITF
investments, an additional manpower of 1,000 was increased in these few
years;
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- regarding the second objective, i.e. generation of private-sector R&D
investments, there was a substantial increase of the amount of private-sector
investments from about $4.8 million before the establishment of the ITF to
$160 million in 2002.  The corresponding percentage of R&D expenses to
these investments rose substantially from 24% to 33% which, however, was
on the low side when compared to the corresponding percentages for Finland
and Japan, which were 71% and 69% respectively.  As such, Hong Kong
had to make more efforts in this respect; and

- regarding the third objective, i.e. increasing advanced technology and value-
added production activities, there was no uniform benchmark for measuring
the amount of advanced technology activities.  Some statistics on the
amount of such activities were as follows: universities in the US made about
13,000 inventions and carried out 23,000 technology transfers in 2001.  In
Hong Kong, there were 535 new technology items and products as well as
62 registered patents.  Comparing the statistics of these two places, Hong
Kong appeared to lag far behind the US.  However, if the amount of
funding support was also taken into account, the US invested a total of
US$20 billion in 2001 while the total amount of the ITF investments in four
years was about US$200 million, representing about 1% of the total
investments by the US in 2001.  In the US, about 65 items of patents were
produced and 115 items of technology transfers made for every
US$100 million spent, whereas the corresponding numbers of patents and
technology transfers for Hong Kong were 31 and 267 respectively.  The
comparison indicated that the performance of Hong Kong was not very bad.
Nevertheless, the Administration would make more efforts in this respect.

27. The Committee was concerned that no benchmarks had been established for
measuring the fulfilment of the ARF’s non-financial objectives.  The Committee asked
whether the Administration would do so.

28. The Secretary for Commerce, Industry and Technology responded that the
Administration would put forward benchmarks for measuring the fulfilment of the ARF’s
non-financial objectives or a basket of benchmarks to facilitate Audit’s review of the
performance of the ARF investments.
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29. According to paragraph 2.25 of the Audit Report, the ARF, in certain specific
cases, had been able to achieve important milestones like successful public listing or
acquisition by publicly listed companies which had not been achieved before.  The
Committee asked about the statistics in this regard.  On the other hand, the Committee
noted that Audit had reported six cases of unsuccessful investments managed by the fund
managers (Table 5 in paragraph 3.2 of the Audit Report).  To understand the performance
of the fund managers, the Committee asked the Innovation and Technology Commission to
provide details of the six most successful ARF investments managed by the fund managers,
and the expected times of return.

30. The Commissioner for Innovation and Technology responded at the hearing
and in his letter of 19 May 2004 that:

- as described in paragraph 2.7(b) of the Audit Report, one investee company
had been listed on the Growth Enterprise Market in May 2002, and another
had been acquired in February 2000 by a company listed in the Hong Kong
Stock Exchange.  They were among the 16 investee companies which were
relatively young and required more time for development with the aim of
being listed on the Growth Enterprise Market.  The timing of listing
depended on the mode of operation of individual companies and the
preference of the shareholders;

- regarding the six most successful investment projects managed by the fund
managers (details of which were given in his letter), it was difficult to
project when ARF investments might be exited or whether such investments
might bring return to the ARF.  Many factors would affect the timing and
outcome of exit from these investments, such as business cycle, financial
market situation, performance of the technology market and the global
economic trend; and

- the median age of technology-based companies matured for initial public
offering, which was an important way for exiting venture capital investments,
had recently been lengthened to some nine years.  The ARC had, however,
already stipulated in its relevant management agreements that the fund
managers must use their reasonable endeavours to ensure that all of their
investments were realised not later than the date of expiration of the
management agreements, which would stay in force until 2007-08.
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Disposal of completed investments by the fund managers

31. According to paragraph 3.1 of the Audit Report, under the management
agreements with fund managers, the fund managers might in their absolute discretion
realise or sell any of the investments of the ARF at such times and prices and in such
manner as they might decide.  The Committee asked:

- whether advice from the Department of Justice had been sought in drafting
the management agreements with the fund managers; and

- whether the management agreements allowed fund managers to receive
commission from the buyers for their sale of investee companies’ shares.

32. In his letter of 7 May 2004, in Appendix 16, the Commissioner for Innovation
and Technology said that:

- the ARC engaged private-sector legal firms to provide legal services for it.
It had sought advice from them when drafting the management agreements;
and

- the management agreements did not contain provisions allowing fund
managers to receive commission for their sale of investee companies’ shares.

33. In the light of the fund managers’ disposal of completed investments, particularly
Case A in the Audit Report in which the investments were sold at a nominal value, the
Committee asked about the rationale for giving the fund managers absolute discretion.

34. The Permanent Secretary for Commerce, Industry and Technology (C&T)
replied that it was a conscious and collective decision of the ARC to give absolute discretion
to the fund managers.  Such power was provided for in the management agreements.

35. According to paragraphs 3.3(k) and (l) of the Audit Report, in a meeting of the
ARC held on 15 September 2000, the Directors of the ARC raised questions about the
failure of Company A and how Fund Manager A had come to the conclusion that the ARC
should sell its shares at US$1.  In an ARC emergency meeting held on 30 October 2000,
Fund Manager A reported the details of the events leading to the sale of the ARC’s shares
in Company A.  The Chairman of the ARC said that it was unsatisfactory that the ARC
had not been informed in a timely manner.  The Committee enquired:
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- about the grounds for the ARC Chairman making the above remarks, having
regard to the fact that the management agreement had provided for the fund
manager’s absolute discretion in the disposal of investments;

- for Case A, whether the Administration had diligently discharged its duty to
closely monitor the use of public funds, taking into account the level of risk
of the investments; and

- whether the LegCo had been informed of the matter.

36. In his letter of 19 May 2004, the Permanent Secretary for Commerce,
Industry and Technology (C&T) said that:

- although the management agreement did not require the relevant fund
manager to seek the ARC’s prior approval before selling the ARC’s shares,
the Chairman’s remarks very much represented the sentiment of the ARC
Board on the sale;

- in the past few years, the ARC had continuously sought ways to improve the
achievement of the ARF.  To this end, persons responsible for management
of the ARF had been changed from civil servants to professional fund
managers.  It was hoped that, through these fund managers, the
identification and vetting of investment projects could be carried out more
effectively and in a professional manner.  The fund managers might also be
able to support the investee companies for technology and business
development, provide the necessary networks and coaching.  The
engagement of fund managers was a very reasonable way to manage the
ARF investments; and

- there was no procedural requirement for the ARC to inform the LegCo of the
management of the ARF.  However, since 2001, the ARC had reported to
the LegCo on the overall performance of the ARF investments, but not on
individual investments.

37. The Committee considered that the Administration should study how the ARC
could tighten up the control over the disposal of the ARF investments so that the public
money could be safeguarded.  It asked whether the Administration would request the fund
managers to put forward ways to avoid disposal of ARF investments by the fund managers
without informing the ARC beforehand.  The effectiveness of their suggestions could be
taken into account in deciding whether to engage the relevant fund managers or renew the
management agreements with them.
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38. The Secretary for Commerce, Industry and Technology responded that the
Administration would take action to strengthen control over the disposal of ARF
investments by requiring more frequent progress reporting by fund managers.  It would
also seek suitable changes to the existing management agreements.

39. The Committee noted that there was a co-investment provision in Clause 7.1(c)
of the ARC’s management agreement with Fund Manager A, which provided that the fund
manager might “co-invest in any of the investments whether on its own account or on
account of its other clients provided that such co-investment shall be made upon
commercial terms which are comparable to those applicable to the Investments.”  It
appeared to the Committee that the provision only set out the co-investment principle but
was silent on implementation, as it did not require the initial and follow-on investments as
well as divestments of the ARF to be followed on the same terms by the fund managers as
co-investors.  The Committee asked how the ARC ensured the fund managers’ compliance
with the co-investment provision in the management agreements.

40. In his letter of 19 May 2004, the Commissioner for Innovation and Technology
informed the Committee of the system to deal with co-investment proposal and conflict of
interest, as follows:

- in terms of system and process, the management agreements provided that
the fund managers might co-invest in any of the investments on their own
account or on account of their other clients, provided that such co-
investment must be made upon commercial terms which were comparable to
those applicable to the investments;

- the management agreements also required that the fund managers must not,
among other things, invest the ARF in any investments already invested by
any other funds managed by the fund managers concerned without the prior
written consent and approval of the ARC which must not be unreasonably
withheld;

- as regards making co-investment as a requirement, the three earlier
management agreements concluded in November 1998 did not require co-
investment as such.  However, in the case of the fourth fund manager
engaged by the ARC in March 2000, the relevant management agreement
made co-investment as a requirement.  There was no co-investment
requirement in the management agreement for Fund Manager A;
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- through the management agreement, the ARC appointed the fund manager
and the fund manager agreed to act as manager of the ARF in accordance
with the terms of the management agreement.  Under the relevant
management agreement, the fund manager must use its reasonable
endeavours to act in the best interests of the ARC in relation to the ARF
and/or the investments.  The fund manager was granted the authority,
power and right on behalf of, for the account of and in the name of the ARC
to, among other things, purchase or otherwise acquire or sell, dispose of,
exchange, vary or invest in the investments; and

- the ARC-fund manager relationship was thus based on mutual good faith.
The role of the ARC was to maintain a supervisory role and oversee the
performance of the fund managers.  The ARC vested trust in its fund
manager and did not micro-manage the details of fund management.

41. The Committee further asked about the details of the follow-up actions that had
been and would be taken by the ARC against the fund managers in Cases A and B
(i.e. Fund Managers A and B).  It also asked for the record of any follow-up actions that
had been taken and the timetable for any future follow-up actions.

42. In his letter of 19 May 2004, the Commissioner for Innovation and Technology
advised that:

Case A

- the ARC had convened Board meetings to discuss the matter.  Following a
series of discussion with Fund Manager A, the ARC decided that the ARC
Secretariat should issue a letter to the fund manager expressing the ARC’s
concerns.  The ARC Board also agreed to test the water on possible
disengagement of Fund Manager A while sending it another letter
expressing grave concern on its performance;

- the ARC Board did not discern any criminal or fraudulent act but was
concerned about the effectiveness of the fund manager.  Action had been
taken to terminate the management agreement and the fund manager ceased
to manage the ARF on behalf of ARC with effect from 3 May 2002;
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Case B

- the ARC considered that Fund Manager B had acted on the basis of its
professional judgment of the market situation.  The fund manager had
reported to the ARC Board the disposal on 30 April 2003.  The ARC Board
did not discern any criminal or fraudulent act arising from Case B;

- the ARC Secretariat had also sought clarification from Fund Manager B
about Company B reportedly attracted US$16 million from the US.  Fund
Manager B explained to the ARC Secretariat on 29 October 2003 the
situation and met the Secretariat on 17 November 2003.  The main
explanation was that the US$16 million investment reported in a press article
was not new fund injection into Company B.  Rather, the fund was
prepared for the perceived loss-making operation for the next 24 to 36
months of a new company, staffed by the founders of Company B, to work
on new technologies that would pursue a totally different product and
business strategy, targeting cable operators in the US as customers.  In short,
the US$16 million investment should not be interpreted as the valuation of
Company B;

- the ARC had taken action in the past two years to vary the terms of the
management agreement to provide better protection for the ARC to the
effect, among other things, that the management fee was reduced; the ARC
might withdraw all undrawn/uncommitted funds with prior notice; and the
ARC might object to any proposed investment in its absolute discretion;

Other follow-up actions

- the ARC had initiated discussion with existing fund managers to examine
how control over the disposal of ARF investments by fund managers might
be improved.  The ARC would take into account market practice in this
regard as necessary and appropriate; and

- one of the fund managers had agreed in principle that controls on disposal of
ARF investments might be strengthened.  The necessary legal document
was being drafted.  The ARC would aim at concluding this issue with the
fund managers as soon as practicable.
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Interest earned on surplus funds

43. According to paragraph 4.6 of the Audit Report, for funds which exceeded the
necessary liquidity level, the Commissioner for Innovation and Technology was willing to
consider Audit’s recommendation on implementing measures to improve the rate of return
for the ARF surplus funds.  The Committee asked about the options of measures being
considered and when a decision would be made in this regard.

44. In his letter of 19 May 2004, the Commissioner for Innovation and Technology
informed the Committee that:

- the ARC was considering the possibility of hiring professional investment
firms to manage the surplus funds for ARC.  However, the ARC was
concerned that this might not only incur costs for the engagement of such
firms but might at the same time incur risks to the ARF.  The ARC had to
analyse this option carefully before deciding if it should be pursued; and

- in considering what might be done to improve the rate of return for ARF
surplus funds, the ARC would consider factors such as expected return, the
risk tolerance level, the associated costs and the necessary liquidity.  It
would need to strike the best balance that might best fit the operations,
nature and objective of the ARF.  The ARC might consider diversifying the
placing of its surplus funds in forms other than bank deposits such as bonds,
certificate of deposits or Exchange Fund papers.  This would require
further analysis and consultation with the ARC.  The ARC hoped to be able
to come to a decision as soon as practicable.

45. The Committee further asked whether there were guidelines on the earning of
income (e.g. interest) from surplus funds of government funds, such as the Quality
Education Fund.

46. In his letter of 17 May 2004, in Appendix 17, the Secretary for Financial
Services and the Treasury responded that the Treasury had issued an investment guide in
March 1999 and updated it in January 2004.  The purpose of the guide was to provide a
handy reference for government departments which were required to set up and manage
funds.  This guide outlined the key steps in investment planning and the necessary controls
for investment dealing activities in departments, including the investment of surplus funds.



Funding of projects under the Applied Research Fund

- 48 -

47. Conclusions and recommendations The Committee:

Costs and achievements of the Applied Research Fund

- expresses serious concern that:

(a) the money of the Applied Research Fund (ARF) has not been
safeguarded and the ARF investments have not been subject to close
monitoring commensurate with the risky nature of the investments;

(b) many of the projects receiving funds from the ARF were commercially
unsuccessful, and some had suffered heavy capital losses;

(c) apart from the capital losses of $247 million in investments, operating
costs of $127 million were incurred over the years against a total
investment of $461 million; and

(d) there has been difficulty in identifying worthwhile projects for ARF
investments and that as at November 2003, the ARF had a large cash
balance of $434 million;

- notes that:

(a) the Secretary for Commerce, Industry and Technology has set up a
Steering Committee on Innovation and Technology under his
chairmanship to ensure alignment of the ARF with the overall strategy
and programme in innovation and technology;

(b) the Government is formulating a new strategic framework for further
innovation and technology development; and

(c) there is no shortage of private-sector venture capital in the area of
innovation and technology;

- urges the Secretary for Commerce, Industry and Technology to expedite his
review on the future positioning of the ARF, paying particular attention to the
following:

(a) the expertise of the Innovation and Technology Commission in
investments in high-risk venture companies, and the need to ensure the
prudent use of money of the public-funded ARF and to closely monitor
the ARF investments;



Funding of projects under the Applied Research Fund

- 49 -

(b) the availability of venture capital from the private sector;

(c) the need to establish benchmarks for measuring the fulfilment of the
ARF’s non-financial objectives and for assessing ARF’s financial
performance vis-à-vis that of private-sector venture capital in the same
area, in order to facilitate assessment of whether the ARF investments
achieve value for money;

(d) the lack of worthwhile and commercially viable projects that meet the
public mission test for ARF support; and

(e) the heavy capital losses and the significant operating costs of the ARF;

Disposal of completed investments by the fund managers

- expresses dismay that:

(a) the existing management agreements give the fund managers absolute
discretion on matters concerning the disposal of ARF investments, and
that the Applied Research Council (ARC) could lose control of the
disposal of the investments; and

(b) the three management agreements concluded in November 1998 did not
make co-investment as a requirement.  The absence of such a
requirement renders the agreements open to abuse by fund managers;

   
- notes that the Commissioner for Innovation and Technology, on behalf of the

ARC, has agreed to strengthen control over the disposal of ARF investments
and consider requiring more frequent progress reporting by fund managers;

- recommends that the Commissioner for Innovation and Technology should:

(a) review provisions of the management agreements to plug any loopholes,
particularly the provision concerning the fund managers’ absolute
discretion on matters concerning the disposal of ARF investments;

(b) in case of ARF’s co-investments with the fund managers in the same
investee companies, ensure that the initial and follow-on investments as
well as divestments of the ARF are followed on the same terms by the
fund managers as co-investors; and
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(c) ensure that proper declarations of interest are made by fund managers
and that there are procedures to review the investments made by the fund
managers concerned;

- notes that :

(a) for Case A, action had been taken to terminate the management
agreement and the fund manager ceased to manage the ARF on behalf of
ARC with effect from 3 May 2002;

(b) for Case B, action had been taken in the past two years to vary the terms
of the management agreement to provide better protection for the ARC
with the effect, among other things, that the management fee is reduced;
the ARC may withdraw all undrawn/uncommitted funds with prior
notice; and the ARC may object to any proposed investment in its
absolute discretion;

(c) the ARC Board did not discern any criminal or fraudulent act arising
from Case A and Case B; and

(d) the ARC has initiated discussion with the existing fund managers to
examine how control over the disposal of ARF investments by the fund
managers may be improved;

- urges the Administration to consider whether Case A and Case B should be
referred to any law enforcement agencies for further investigation;   

Interest earned on surplus funds

- expresses dismay that the ARF has a large balance of surplus funds earning a
relatively low rate of return;

- considers that the ARF surplus funds, being public funds and having been left
idle for a significantly long time, should earn a rate of return which should at
least be comparable to that earned by the Government on the fiscal reserves
placed with the Exchange Fund;

- urges the Commissioner for Innovation and Technology to consider measures,
in consultation with the Director of Accounting Services, to improve the rate
of return for the surplus funds; and
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Follow-up actions

- wishes to be kept informed of:

(a) the progress of the formulation and implementation of a new strategic
framework for further innovation and technology development;

(b) the results of the review on the future positioning of the ARF;

(c) the progress made in strengthening the control over the disposal of the
ARF investments;

(d) the Administration’s decision regarding whether Case A and Case B
should be referred to any law enforcement agencies for further
investigation; and

(e) the progress made in improving the rate of return for the surplus funds of
the ARF.
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The Harbour Area Treatment Scheme (HATS), previously known as the Strategic
Sewage Disposal Scheme (SSDS), is an overall sewage collection, treatment and disposal
strategy to deal with water pollution of Victoria Harbour.  Implementation of HATS was
divided into four stages.  HATS Stage I was designed to collect and transfer 75% of the
harbour sewage from the urban areas in Kowloon and Northeast Hong Kong Island via a
sewage tunnel system to the Stonecutters Island Sewage Treatment Works (STW) for
treatment.  The remaining 25% of the sewage flow is to be dealt with by the further stages
of HATS which are currently under planning.

2. Planning for HATS Stage I commenced in the early 1990s.  It is a mega capital
works programme comprising 19 individual works projects for designing and constructing
four core components.  These four components are a sewage tunnel system, the
Stonecutters Island STW, a submarine outfall and the upgrading of existing preliminary
treatment works.  The Drainage Services Department (DSD) was responsible for the
design and construction of the works under HATS Stage I.

3. The original target completion date for HATS Stage I was June 1997.  However,
due to problems encountered in the works projects, the final completion date was delayed
by four and a half years to December 2001.  While the total approved funding was
$6,211.3 million, additional funding of $2,287.4 million was later sought to meet the
substantial cost increase of the projects.  The main cause of delay and cost increase was
the problems encountered in constructing the sewage tunnel system.

4. The sewage tunnel system comprises six tunnels, namely Tunnels AB, C, D, E, F
and G, built at an aggregate length of 23.6 kilometres and a depth of 80 metres to
150 metres below ground or sea level.  In December 1994, two contracts (Contracts A
and B) for constructing the six tunnels were awarded to the same contractor (Contractor A).
In December 1996, the Government re-entered the two contracts as Contractor A
unilaterally suspended works.  The Government and Contractor A subsequently entered
into arbitration to deal with the contractual disputes.  In September 2001, a Settlement
Agreement was signed to terminate all arbitration proceedings.  Contractor A agreed to
pay $750 million to the Government.  Despite such payment, the Government incurred an
additional works expenditure of $1,293 million and legal costs of $129 million as a result of
the forfeiture of the two tunnel contracts.
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5. In his Report No. 30 of June 1998, the Director of Audit reported on the
acceleration of works in the SSDS Stage I and made recommendations for improvement in
a number of areas.  After considering the Audit Report, the Public Accounts Committee, in
its Report No. 32 of July 1999, suggested that the Director of Audit should conduct, upon
the conclusion of the SSDS Stage I, similar investigations to ascertain the full cost of the
project and the factors leading to the budget overrun.  Against this background, Audit
recently conducted a review on the implementation of HATS Stage I.

Problems encountered in tunnel completion contracts

6. The Committee noted that after the forfeiture of the two original tunnel contracts
(i.e. Contracts A and B) in December 1996, the outstanding tunnel works were re-tendered
under three separate contracts (Contracts C, D and E).  In July 1997, the DSD awarded
Contract E to Contractor E for the completion of Tunnels F and G.  In January 1998, the
DSD awarded Contract C to Contractor C for completing Tunnels AB and C, and
Contract D to Contractor D for completing Tunnels D and E.

Claims arising from use of forfeited plant

7. The Committee noted that in order to make better use of the forfeited plant and
mitigate the losses arising from the forfeiture of Contracts A and B, the DSD had allowed
Contractors C, D and E to choose whether or not to use the forfeited plant left over by
Contractor A.  The DSD did not intend to accept any liability arising from the use of such
plant.  Hence, an exclusion clause had been provided in the three tunnel completion
contracts in order to protect the Government’s interest.  Moreover, the contractors had
been required to sign a No Claim Statement to the effect that they had assessed the
conditions and suitability of the forfeited plant and that they would not instigate any claim
against the Government resulting from the use of such plant.

8. The Committee also noted that Contractor E commenced works in July 1997,
which was about six months before Contractors C and D commenced their works.
Between October and November 1997, Contractor E found that the mucking system could
not operate effectively at full load.  In January 1998, it submitted to the DSD its expert’s
findings on the defective mucking system and a claim for monetary compensation for the
cost of replacement and extension of time.  Upon receipt of the claim, the DSD’s
Consultant (the Consultant) commissioned a specialist to carry out an independent review
of the defects of the mucking system and then made recommendations to the DSD.  The
DSD subsequently requested the Department of Justice (DoJ) to peruse the Consultant’s
assessment and give advice on the claim.  After considering the views of the specialist, the
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Consultant and the DoJ, the DSD accepted Contractor E’s claim in March 1998.  As the
mucking systems of Contracts C and D were similar to the one used in Contract E and were
likely to have the same problems, the DSD also instructed Contractors C and D to replace
their systems.  In the event, the Government incurred an additional cost of $135.7 million
in settling the claims for replacement of the defective mucking systems.

9. In response to the Committee’s enquiry concerning the experience of Contractors
C, D and E in performing tunnelling works and in operating mucking systems,
Mr Raymond CHEUNG Tat-kwing, Director of Drainage Services, said that:

- all the three contractors had tunnelling works experience, but it was not
certain whether they had previously participated in tunnelling projects of a
similar nature and scale as that of Contracts C, D and E.  The tunnelling
works under these three contracts were complex and difficult engineering
works.  They had been carried out deep underground as some of the tunnels
were built as deep as 150 metres below ground or sea level; and

- all of them possessed knowledge in operating mucking systems.  But they
might not have practical experience in using the models left behind by
Contractor A.  These models were more sophisticated than ordinary mucking
systems due to the complexity of the tunnelling works in question.

10. According to paragraphs 4.9 to 4.13 of the Audit Report, the specialist
commissioned by the Consultant considered that the serious latent defects of the mucking
system could not have reasonably been foreseen by a civil engineering contractor.  On the
other hand, given the importance of the system and the clear intention of the contract that
the contractor had to accept the risk on the use of the system, it was not unreasonable to
have expected that Contractor E would hire an expert to examine the suitability of the
mucking system.

11. The Consultant considered that, on a balance of probability, Contractor E was
unlikely to succeed in arguing that the exclusion clause was ineffective.  On the other hand,
if it attacked the applicability of the exclusion clause, this would be an arguable case
because an arbitrator or a judge might be sympathetic to a contractor when the risk
allocation was unfavourable to the contractor.  Since Contractor E’s claim was not a clear
case and there was doubt about the applicability of the exclusion clause, the Consultant
considered it desirable, from a dispute resolution point of view, to take into account the
Government’s overall cost.  If the dispute was escalated, the Government would have to
incur significant legal costs and the project would be delayed.  With these considerations,
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the Consultant recommended that Contractor E should be given the benefit of doubt and the
claim should be resolved under the terms of the contract in favour of the contractor.  After
examining the merits and demerits of the case, both the DSD and DoJ endorsed the
Consultant’s recommendations.

12. The Committee also noted from paragraphs 4.6 and 4.7 of the Audit Report that
Contractors C, D and E had been given the opportunity to inspect the forfeited plant,
including the mucking systems, before tendering.  The decision to use the plant had been
taken by them voluntarily and effected by the provision of an exclusion clause in the
contract and the signing of a No Claim Statement, which clearly stipulated the contractor’s
liability in connection with the use of the forfeited plant.  It therefore appeared to the
Committee that claims should not be allowed on the grounds that the contractor did not or
could not foresee any problem in connection with the use of the plant, and that the risks
arising from such use should be fully borne by the contractors.  In this connection, the
Committee asked whether the DoJ had been consulted on the terms of the exclusion clause
and No Claim Statement, if so:

- why the Government still cast doubt on the applicability of the exclusion
clause over Contractor E’s claim, and how the relevant provisions could
protect the Government’s interest; and

- whether there was a need to improve the terms of the exclusion clause and
No Claim Statement so as to better protect the Government’s interest.

13. The Director of Drainage Services responded that:

- the DoJ had been consulted on the terms of the exclusion clause and
No Claim Statement.  Outside legal advice had also been sought.  Hence,
he did not consider that there was any problem with the terms of the clause
and the Statement.  In his view, every legal provision, including exclusion
clauses, had its own limitations;

- as the serious latent defects of the mucking system could not have reasonably
been foreseen by either the contractor or the Government, and the problem
could only be identified after the system was put to repeated use under full-
load conditions, it would be unreasonable for the Government to shift all the
risks to the contractor who had already suffered from very significant
financial consequences due to the defects of the system.  In this case, the
Government considered that there should be a suitable balance in risk-sharing
between the two parties; and



Harbour Area Treatment Scheme Stage I

- 56 -

- in future, the Government would conduct a risk-benefit analysis on the use of
forfeited plant that were critical to the completion of the works, so as to better
protect its interest.  Any forfeited plant for which the Government had
doubts about their reliability would be discarded.

14. The Committee asked whether it was the Government’s policy not to take legal
proceedings against contractors of public works projects as far as possible in order to avoid
causing delay in works, incurring significant legal cost and festering the working
relationship between the Government and the contractors and, if so, how the interests of the
Government and the public could be safeguarded.

15. In reply, Dr Hon Sarah LIAO Sau-tung, Secretary for the Environment,
Transport and Works, said that:

- the Government would critically consider the circumstances of each case
before deciding whether or not legal action should be pursued.  The factors
considered included the presence of precedent cases, the chance of winning
and the likely impact on the project; and

- the appointment of arbitrators to deal with contractual disputes in works
projects was increasingly common because arbitrators were able to offer
professional advice which were, on many occasions, very technical in nature.
Such advice were not normally obtainable from courts.

16. The Committee further enquired:

- whether legal advice had been sought on the possibility of lodging claims
against the supplier of the mucking systems for their defects; if so, what the
legal advice was; if not, whether the Administration would consider doing so;
and

- as the problems of the mucking system used by Contractor E had surfaced in
December 1997 and a claim for replacement of the system was submitted by
the contractor in January 1998, why the DSD had not taken the decision to
proceed with the replacement until late March 1998.
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17. The Director of Drainage Services stated at the hearing and in his letter of
13 May 2004, in Appendix 18, that:

- the DSD had not sought legal advice specifically on the possibility of lodging
claims against the supplier of the mucking systems.  When the problem with
the mucking system in Contract E was first revealed in late 1997, the DSD
had been working closely with the DoJ and external legal advisors as a team
on the arbitration with Contractor A and related problems arising from the
forfeited contracts.  The possibility of claiming against the supplier of the
mucking systems had not been considered by the team because the
Government did not have a contract with the supplier and the cost incurred in
replacing the mucking system could be claimed against Contractor A as part
of the additional cost arising from the forfeiture of the contracts.  The claims
had eventually been settled with a significant sum successfully recovered
from Contractor A;

- following the Committee’s enquiry, legal opinion had been sought on the
possibility of lodging claims against the supplier of the mucking systems at
this stage.  The legal advice received suggested that such possibility was
almost “zero”.  As the Government had no contract with the supplier, any
action would have to be based on tort.  Even assuming that it was not time
barred by the six-year limitation period which had already expired, any claim
in tort would also be very difficult; and

- there had been no delay in replacing the mucking systems.  After receiving
expert advice that the mucking system was not safe, Contractor E decided to
replace the system in January 1998 and at the same time submitted his claim
to the Government.  Purchase order for the essential components of the
replacement system was placed in the same month.  The DSD’s decision
made in March 1998 on the claim submitted by Contractor E in January 1998
was only to accept the financial consequence of the replacement and the
consequential time extension, which had not caused any delay to the
replacement activities.  To avoid unnecessary delay for Contracts C and D,
the Government had notified the contractors of the mucking system problem
at the time of contract commencement in January 1998.  The decision to
accept the financial and time extension consequences could only be made two
months after receipt of the claim because the assessment process was
technically and contractually complicated which required the input of expert
advice.
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Difficult ground conditions

18. The Committee noted that prior to tendering the tunnelling works, the DSD had
made use of the geological information of the Geotechnical Engineering Office and had
conducted extensive geological investigations to assess the ground conditions.  A total of
150 boreholes had been drilled and the expenditure for the site investigations was
$220 million.  However, the actual ground conditions were subsequently found to be
worse than those indicated by the site investigations.  Hence, the contractors had carried
out additional ground strengthening and stabilisation measures.  In the event, the DSD had
to bear an additional cost of $346 million.  The additional works for tackling the difficult
ground conditions had also seriously disrupted the progress of the works.  In this
connection, the Committee asked:

- when the site investigations were conducted; and

- whether the Government had misjudged the scope of and methodology for the
site investigations.

19. In response, the Director of Drainage Services said that:

- the site investigation cost of $220 million was incurred for all stages of HATS,
not only for Stage I.  The site investigation cost for Stage I was around
$124 million;

- these site investigations were carried out between 1992 and 1993.  The delay
of the whole HATS Stage I project was four and a half years, including the
three years’ delay caused by the forfeiture of the two original contracts and
the remaining one and a half years by the unexpected difficult ground
conditions and other problems;

- at the time of planning and implementing the projects, the DSD did not have
any experience in this kind of tunnelling works.  Therefore, it had to rely on
the geological information compiled by the Geotechnical Engineering Office
and the expert advice given by its consultant;

- similar to other tunnel projects, the boreholes could only provide an indication
of the ground conditions.  This reflected the inherent uncertainties of ground
conditions for deep tunnel projects.  Precise information on the actual
ground conditions at each location could only be ascertained during tunnel
excavation.  Nevertheless, the DSD agreed that it had under-estimated the
complexity of the works and the site investigations conducted were not
sufficient to reveal the actual ground conditions; and
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- even if the difficult ground conditions had been detected prior to
commencement of the works, the contract sums of the tunnel completion
contracts would also go up because the contract periods would have been
extended to cater for the necessary ground strengthening and stabilisation
works.  However, in such case, the Government would have been able to
work out a more accurate assessment of project costs and works progress.

20. The Committee noted that the Government had compensated the contractors for
the direct and prolongation costs arising from unexpected difficult ground conditions.  It
appeared to the Committee that such an arrangement was unable to protect the
Government’s interest.  The Committee asked whether the Government would consider
introducing a mechanism or other measures to enable it to recoup funds from contractors in
cases where the contractors were able to complete the works ahead of schedule not due to
efforts of their own.  For example, in the case of HATS Stage I, the Government should
preferably be able to recoup part of the contract sum from the contractors if the ground
conditions were subsequently found to be better than those indicated by the site
investigations.

21. The Director of Drainage Services said that:

- it was a matter of risk-sharing between the Government and the contractors.
If the Government allocated all the risks to the contractors, the tender prices
would go up.  However, if the anticipated complications that had been
factored in the tender prices did not occur eventually and hence the actual
outturn prices were lower than the accepted tender prices, the contractors
would be overpaid;

- if the Government shared the risks with the contractors, there would be room
for the tender prices to go down.  However, in the circumstances, the
approval of the Finance Committee (FC) for increases in the approved project
estimates (APEs) might have to be sought from time to time in the light of
actual development and progress of the works; and

- in some overseas countries, a “partnering” arrangement was adopted in the
tendering of works projects.  Under this arrangement, there were no tender
prices.  Instead, the parties concerned would agree on a target contract price
and aim at sharing the risks on an equal basis.  The Administration would
continue to examine how to strike a good balance in risk-sharing between the
Government and its works contractors.
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22. Given the unsatisfactory outcome of the site investigations, the Committee
queried whether the consultant appointed by the DSD for ground conditions assessment was
the appropriate personnel for this task.  The Director of Drainage Services replied that,
with the benefit of hindsight, the consultant was not the most appropriate personnel for this
task.  In response to the Committee’s further enquiry, Mr CHUI Wing-wah, Chief
Engineer/ Harbour Area Treatment Scheme, DSD, said that the consultancy fee for
conducting the ground conditions assessment, including feasibility study and site
investigations, was approximately $80 to $90 million.

23. The Committee questioned whether any government officials should be held
responsible for having appointed an inappropriate consultant for the ground conditions
assessment which cost about $90 million of public money.  The Director of Drainage
Services responded that:

- although, in his view, the consultant was not the most appropriate personnel
for the task, it did not mean that this consultant was totally not suitable for the
task; and

- the consultant indeed came from a consortium of four world-recognised
construction companies which had abundant experience in tunnelling works at
that time.

24. The Secretary for the Environment, Transport and Works supplemented that:

- undoubtedly, the Environment, Transport and Works Bureau (ETWB) should
be accountable for works departments’ failure in performing their duties
relating to the management and supervision of public works projects.
However, in her view, before identifying where the responsibilities should lie
and deciding whether or not officials in the ETWB should be held responsible
for the unsatisfactory outcome of the works, the Administration should
ascertain whether:

(a) the works had been carried out with the application of suitable
professional knowledge and expertise, and in accordance with relevant
guidelines, established procedures and international best practices;

(b) the unsatisfactory outcome could have reasonably been foreseen; and

(c) the officials, or the consultants/experts appointed by the Government,
had proceeded with the works with due diligence; and
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- each works project had its own uncertainties and it was not possible to wholly
eliminate all uncertainties before commencement of the works.  In the case
of HATS Stage I, a deep tunnel conveyance system was adopted to achieve
the shortest route and to minimise disturbance and nuisance to the public, the
environment, traffic, existing utilities, transport systems and buildings during
construction.  To achieve the purpose, the tunnels were built 80 metres to
150 metres below ground or sea level (which were some 40 to 60 storeys in
height).  There was not much experience in the world in excavating tunnels
at such depths and under such high water pressure.

Substantial cost increase in tunnel completion contracts

25. The Committee noted that as a result of the replacement of the defective mucking
systems and the additional works relating to difficult ground conditions, the three tunnel
completion contracts had experienced significant delay and substantial cost increases.
However, as the accepted tender prices of these three contracts were much lower than the
estimated contract sums in the APEs, the surplus funds arising from the over-estimation of
the contract sums were eventually used to meet the cost increases.

26. For Contracts C and D, the DSD did not have to seek additional funding from the
FC because the cost increase of these two contracts totalling $188.6 million was covered by
the over-provision in the APEs of $373.2 million ($116 million for Contract C and
$257.2 million for Contract D).  The DSD had also not informed the FC of such over-
provision.  For Contract E, the DSD sought additional funding of $115 million from the
FC because the over-provision in the APE of $143.2 million was insufficient to meet the
cost increase of $248.4 million.  However, the DSD had not informed the FC of the actual
cost increase of $248.4 million.  Instead, it only provided the justifications for the
additional funding of $115 million.  Details about the over-provision in the APEs, increase
in the contract sums and the additional funding sought from the FC, where necessary, of the
three tunnel completion contracts are summarised in the table below:
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Over-provision in the APEs,
increase in contract sums and

additional funding sought from the FC
in the three tunnel completion contracts

Contract C Contract D Contract E

 Surplus funds in the APE from
 over-estimation of contract sum
 (i.e. over-provision)

$116 million $257.2 million $143.2 million

 Percentage of over-estimation 13% 30.9% 28.6%

 Cost increase
 (i.e. increase in contract sum)

$48.7 million $139.9 million $248.4 million

 Cost increase as a percentage
 of original contract sum

6.3% 24.3% 69.6%

 Additional funding sought
 from the FC

Nil Nil $115 million

27. As revealed in paragraph 4.46 of the Audit Report, despite the various guidelines,
the DSD had not reduced the APEs of the tunnel completion contracts even though the
accepted tender prices were much lower than the estimated contract sums in the APEs.
Audit could not find any documentation of the reasons for the DSD not to do so.  The
Committee was very concerned that the heads of works departments were given too much
discretionary power to decide whether or not to adjust the APE even when the accepted
tender price was much lower than the estimated contract sum in the APE.  In particular,
the APE might be used to cover huge sums of highly uncertain dispute settlements and
contract variations.  It appeared to the Committee that the existing practices of works
departments rendered it difficult for the Legislative Council (LegCo) to effectively monitor
the use of funding for works projects.
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28. The Director of Drainage Services stated that:

- it was not the DSD’s intention to over-estimate the contract sums of the three
tunnel completion contracts.  The awarded contract sums, which were
heavily affected by the prevailing market conditions, the pricing strategies and
the perception of risks of individual contractors, did not necessarily give an
accurate indication of the final costs of the works.  The final costs were
influenced by the nature of the works and necessary variations for completion.
Moreover, tenderers were in a better position to capture more up-to-date
market information because of their commercial backgrounds.  It was
therefore not always easy for the Government to accurately estimate the cost
of each project;

- the prices of the tenders received for the three tunnel completion contracts
varied widely.  For each contract, the average price of the tenders received
was very close to or even higher than the estimated contract sum in the APE.
There was no clear indication that the contract sums were grossly over-
estimated;

- the problems with the mucking system surfaced in early November 1997,
which was shortly after the commencement of Contract E in July 1997.  In
early February 1998, difficult ground conditions were encountered and tunnel
excavation had to be suspended.  As Contracts C and D were awarded in
January 1998, it was not considered prudent to adjust the APEs downwards in
view of these problems and the likely financial implications although the
contracts were awarded at relatively lower tender prices.  The subsequent
development and the final contract sums showed that the consideration at the
time was appropriate; and

- the above decision was in line with the spirit of the DSD Technical Circular
No. 5/93 referred to in paragraph 4.45 of the Audit Report.  As the DSD was
not satisfied that the APEs of the three tunnel completion contracts could be
reduced, it did not seek the approval of the Secretary for Financial Services
and the Treasury to reduce the APEs.

29. According to paragraph 4.37 of the Audit Report, upon the approval by the FC,
the APE of a works project became the expenditure ceiling under the project.  Project
proponents should estimate the cost accurately to avoid over-estimation of the APE.  The
Secretary for Financial Services and the Treasury had the delegated authority for approving
an increase in the APE of up to $15 million.  Application for supplementary provision for
increasing the APE by more than $15 million had to be approved by the FC.  The
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Committee was concerned about the magnitude of the over-estimation of contract sums in
Contracts C, D and E, which had all far exceeded the $15 million threshold.  Against this
background, the Committee asked:

- when the administrative cap arrangement to ensure proper control and use of
funding under the APE mentioned in paragraph 4.54(a) of the Audit Report
was promulgated, how effective it was in ensuring that works departments
would reduce the APE when the accepted tender price was significantly lower
than the estimated contract sum in the APE, and whether it had been strictly
followed by works departments;

- about the details of the guidelines and/or measures that were in force during
the relevant period of Contracts C, D and E, which required works
departments to reduce the APE when the awarded contract sum was lower
than the estimated contract sum in the APE; and

- whether the DSD’s not reducing the APEs to reflect the lower tender prices
had breached any of the guidelines and/or measures.

30. Miss Amy TSE, Deputy Secretary for Financial Services and the Treasury
(Treasury) 3, responded at the hearing and in the letter of 15 May 2004, in Appendix 19,
that:

- each year, the Administration had to make due allowance for the outstanding
commitments of all Category A projects, i.e. the total APE minus the actual
expenditure to date, before earmarking resources for Category B and other
new projects.  These outstanding commitments would be inflated if the
project estimates were not suitably adjusted over time, taking into account
actual works progress and any savings from reduction in scope or change in
design or lower tender price, etc.  In the light of this, the Administration had
introduced the administrative cap arrangement since May 2002 to prevent
internal resources allocated to Category A projects from being locked up
unnecessarily;

- under the administrative cap arrangement, the FSTB would administratively
adjust downwards the capital funding allocated to the projects as approved by
the FC, i.e. the APE, taking into account the lower-than-estimated outturn
tender price, the actual works progress and planning development in the
course of the annual resource allocation exercise.  This lower spending limit
would then become the administrative cap on the project expenditure.  While
this arrangement would help release internal resources for allocation to other
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worthwhile projects, it would not obviate the need to seek necessary approval
from the FC for an increase in the APE.  Since its introduction, the
administrative cap arrangement had been duly observed by works
departments;

- with the administrative cap arrangement in place, works departments had to
apply to the Treasury Branch for the lifting of the administrative cap to cover
any subsequent increase in forecast expenditure even when the overall APE
had not been exceeded.  In doing so, works departments would need to
account for the changes in the latest forecast expenditure as against the
administrative cap.  Through this process, any surplus fund in the APE used
to cover an increase in forecast expenditure could be more clearly identified.
The FSTB considered that this measure would enhance the transparency in
the implementation of the works projects and help track down the changes
and the reasons for such changes in the project estimates.  As recommended
by the Audit Report in paragraph 4.52(b), the Administration had already
required all works departments to set out in their submissions to the FC for an
increase in the APE information on the deployment of surplus funds under the
APE to cover any cost increase; and

- the then Finance Branch had announced in 1993 a simplified procedure
whereby relevant departments could make a request for reduction in the APE
by memorandum to the then Secretary for the Treasury.  The DSD
subsequently included the above guideline in the DSD Technical Circular
No. 5/93 issued in April 1993 concerning Public Works Subcommittee
submissions.  This guideline was in force during the period of Contracts C,
D, and E, i.e. from 1997 to 2000.  While the procedure promulgated then did
not specifically require works departments to reduce the APE when the
awarded contract sum under a works project was lower than the estimated
contract sum in the APE, as a general financial management and control
principle, works departments should put forward realistic estimates and
review the project estimates in the light of actual progress so as not to lock up
valuable resources.  Under this principle, works departments would judge
when the APE of a project should be reduced taking into account all relevant
considerations including the outturn tender price.  The FSTB, therefore,
expected that the DSD had followed the simplified procedure as announced in
1993 when it came to the conclusion that there was no need to reduce the
APE to reflect the lower tender prices.  Seen in this light, the FSTB did not
consider that the DSD had breached the above-mentioned simplified
procedure.



Harbour Area Treatment Scheme Stage I

- 66 -

31.  At the invitation of the Committee, the Director of Audit commented, in his
letter of 22 May 2004 in Appendix 20, that:

- the administrative cap arrangement was not introduced to replace the
mechanism for reducing the APE, which was a means to enhance financial
accountability to the FC over the approved funding of works projects.
Under the mechanism for reducing the APE, when the APE of a works project
was reduced, a subsequent request for additional funding in excess of
$15 million over the reduced APE was required to be submitted to the FC for
approval.  Currently, both the administrative cap arrangement and the
mechanism for reducing the APE were in force.  These two measures, if
properly implemented, would enhance the control and use of funding under
the APE;

- in the letter of 15 May 2004, the Secretary for Financial Services and the
Treasury mentioned the simplified procedure announced by the then Finance
Branch in 1993 and the DSD Technical Circular No. 5/93.  In Audit’s view,
the March 1996 information paper mentioned in paragraph 4.43 of the Audit
Report also provided useful information on the guidelines.  In that
information paper, the Administration informed the FC that:

“Where the tender sum is below the estimate approved by the
Finance Committee, we will consider reducing the approved
project estimate to reflect the lower forecast outturn price.”; and

- Audit was aware that these guidelines allowed the relevant project controller
to exercise judgement as to whether the APE could be reduced.  In paragraph
4.46 of the Audit Report, Audit did not conclude that the DSD had breached
the guidelines.  Audit only noted that, despite the guidelines, the DSD had
not reduced the APEs of the tunnel completion contracts even though the
accepted tender prices were much lower than the estimated contract sums in
the APEs.  However, Audit could not find any documentation of the reasons
for the DSD not to do so.  Therefore, Audit had recommended in paragraph
4.51(b) of the Audit Report that the Director of Drainage Services should take
action to reduce the APE of a project when the tender price was significantly
lower than the estimated contract sum in the APE, and document the reasons
where a reduction in the APE was considered not warranted.
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32. On the same questions, Mr KWOK Ka-keung, Deputy Secretary (Works) 1,
informed the Committee that:

- since January 2000, each works department had set up a committee to
examine the project estimate of each works project before tendering.
A database had also been established in November 2000 to help monitor the
project estimates and prices of the tenders received.  These measures had
proved to be very effective in deterring works departments from attempting to
over-estimate the project costs.  After the implementation of these measures,
the accuracy of project estimates prepared by works departments had
generally improved; and

- in 2003, the differences between the estimated contract sums and the accepted
tender prices were in the range of 10% to 15% on average.  He believed that,
with this mechanism, the possibility of works departments reserving a
substantial part of the contract sum for contingency was very remote.  As it
was not always possible to have very accurate project estimates and in view
of the inherent uncertainties in works projects, the 10% to 15% difference was
considered to be reasonable in serving as a buffer for works departments to
cope with unforeseen circumstances.

33. Since there were guidelines stipulating that works departments should adjust the
APE in cases where the awarded tender price was significantly lower than the estimated
contract sum in the APE, the Committee asked whether, in the view of the Secretary for the
Environment, Transport and Works, the DSD was at fault in not following the guidelines to
reduce the APE.

34.  The Secretary for the Environment, Transport and Works responded that:

- as project estimates might fluctuate from time to time, it was not desirable to
reduce the APE whenever the latest estimate was lower than the APE, due to
lower tender prices or other reasons, except where the Controlling Officer was
certain that there would ultimately be significant surplus funds under the
project.  To have done otherwise would involve the FC and the FSTB in the
micro-management of contracts and would detract them from the deliberation
of other more important financial issues; and
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- in her view, the DSD’s decision not to reduce the APE of the three tunnel
completion contracts was understandable and justifiable in view of the
complex nature of the projects and the various problems encountered during
the course of the works.  Moreover, under the existing tendering
arrangement, works departments did not normally have the liberty to refuse
the lowest tender even if the tender prices varied widely.  From the practical
point of view, it was not desirable to reduce the APE whenever the latest
estimate was lower than the APE as some flexibility should be allowed to
cope with uncertainties.  Despite these considerations, the ETWB was
willing to consider how the procedure in this regard could be improved.

35. The Committee did not agree that the requirement for reduction of the APE
would lead to the micro-management of works contracts by the FC and the FSTB.  While
it appreciated the need for works departments to retain some flexibility to cope with
uncertainties in works projects, it should not be taken to mean that they were not required to
follow the guidelines to reduce the APEs.  It also did not mean that they might choose not
to seek approval from the FC for an increase in the APE that exceeded $15 million and/or
inform the FC of any over-provisions in the APEs.  In this connection, the Committee
asked about the views of the Secretary for the Environment, Transport and Works on the
feasibility of implementing the following requirements in respect of all works projects:

- the APE should be reduced when the tender price was significantly lower than
the estimated contract sum in the APE; and

- after the reduction of the APE, a new application should be submitted for
approval by the FC for supplementary provision to increase the APE in cases
where the increase in the estimated contract sum was more than $15 million;
for cases where the supplementary provision was $15 million or below, the
applications should only require the approval of the FSTB.

36. Noting that the Secretary for the Environment, Transport and Works had agreed
to remind all works departments to follow the guidelines to adjust the APE when the tender
price was significantly lower than the estimated contract sum in the APE (paragraph 4.52(a)
of the Audit Report), the Committee asked:

- about the details of the guidelines; and

- whether and how these guidelines had been promulgated to works
departments.
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37. The Secretary for the Environment, Transport and Works responded, in her
letter of 18 May 2004 in Appendix 21, that:

- in theory, it would be feasible to reduce the APE for a project when the tender
price was significantly lower than the estimated sum in the APE for the
relevant contract.  However, it was necessary to note that a lower tender
price might not necessarily lead to a corresponding surplus of the same
amount in the APE.  For example, in the case of a multi-contract project, the
lower tender price for one contract might be off-set by the higher-than-
estimated tender price for another contract.  Market conditions might also
change considerably within a short period of time thus requiring larger
estimated sums for the remaining contracts under the project.  A larger
contingency sum for the project might also be necessary to cater for
unfavourable ground conditions.  For these reasons, reducing the APE by the
same amount of the whole of the saving from the lower tender price would
not be feasible.  Instead, it would only be reasonable to require works
departments to first review the APE after awarding a contract at a price
significantly lower than the original estimated sum.  Works departments
should then suitably adjust the APE where there would likely be surplus funds
for the whole project after such a review;

- provided that an APE was to be reduced only after a review by the works
departments as proposed above, the ETWB had no difficulty with the
proposed requirement that after reducing the APE, a new application should
be submitted for approval by the FC for supplementary provision to increase
the APE, if so required, of more than $15 million.  For cases where the
required supplementary provision to increase the APE was $15 million or
below, the approval of the FSTB under delegated authority would be sought;

- as stated in paragraph 4.41 of the Audit Report, in January 2000, the then
Secretary for Works expressed concern about the over-estimation of APEs in
some works projects.  In that connection, he issued guidelines to works
departments to require them to improve the accuracy of the project estimates
and review the system of collecting, updating and sharing of the centralised
database of unit costs of construction.  He also directed works departments
that the APE of projects should be suitably adjusted, if necessary, when the
tender price was much lower than the approved estimates; and

- the above instruction was promulgated to all works departments in an internal
memorandum on 12 January 2000.  On 27 April 2004, in response to the
recommendation in paragraph 4.52(a) of the Audit Report, the Works Branch
further issued a memorandum to remind all works departments to suitably
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adjust the APE of projects when a tender price was significantly lower than
the estimated contract sum in the APE and when there would likely be surplus
funds under the project.

Impact on water quality of Victoria Harbour

38. The Committee noted that since the full commissioning of HATS Stage I, there
had been a significant improvement in the water quality in Victoria Harbour, especially in
the eastern and central harbour areas, and at beaches on the eastern side of Hong Kong
Island.  However, there had been a substantial increase in the level of E. coli in the western
harbour area, where the treated effluent from the Stonecutters Island STW was discharged,
and in the Tsuen Wan beaches.  Because of the increased bacteria level, four more Tsuen
Wan beaches, in addition to the three already closed in the mid-1990s, had been closed
since the 2003 bathing season.

39. The Committee also noted that the high bacteria level in the western harbour area
would only be improved when the further stages of HATS were completed, with the
treatment level at the Stonecutters Island STW upgraded and a permanent disinfection
facility installed.

40. In view of the above findings, the Committee questioned whether the
Administration had assessed the risks and benefits of HATS Stage I on the water quality of
Victoria Harbour, in particular the bacteria level in the western harbour area and the Tsuen
Wan beaches, and how it could ensure that the water quality of the harbour would not be
adversely affected after the commissioning of HATS Stage I.

41. Mr Robert Law, Director of Environmental Protection, replied at the public
hearing and in his letter of 18 May 2004, in Appendix 22, that:

- the Administration had actually assessed the effects that HATS Stage I might
have on the water quality of Victoria Harbour.  The assessment was
conducted by means of a computer-based water quality modelling tool and the
results were broadly in line with the actual observed outcome, taking the
harbour as a whole.  The water quality at the eastern end of the harbour and
the beaches to the east of the harbour had improved dramatically as predicted.
At the western end of the harbour, in the general vicinity of the outfall, it was
expected that there would be some deterioration in water quality due to the
concentration of the treated effluent in this area.  This expected deterioration
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was judged to be acceptable, particularly having regard to the planned
temporary nature of the outfall and the fact that the Tsuen Wan beaches were
marginal beaches with relatively few swimmers;

- however, the small area of the harbour in question, i.e. in the vicinity of the
Tsuen Wan beaches, was hydrodynamically very complex, with several
narrow channels through which the water might flow.  The model used at the
time simply could not deal with such complexity of water movement on such
a very fine geographical grid.  The Environmental Protection Department
(EPD) was, therefore, not aware that the expected deterioration in water
quality at the western end of the harbour would affect the Tsuen Wan beaches
to the extent that had been observed; and

- there was considerable uncertainty as to the degree of reduction in bacteria
that the chemical treatment process might achieve on its own.  This, together
with the distance between the outfall and the Tsuen Wan beaches and the fact
that the outfall was intended to be only temporary, led the EPD to believe that
the prudent course of action would be to await the actual operation of the
plant before drawing any conclusions about the need for disinfection because
the cost for this would have been very high.

42. The Secretary for the Environment, Transport and Works supplemented at
the public hearing and in her letter of 18 May 2004 that:

- HATS was divided into four stages.  Stage I was only designed to treat
75% of the harbour sewage from the urban areas in Kowloon and Northeast
Hong Kong Island at the Stonecutters Island STW.  Hence, the
Administration did not expect that HATS Stage I would be able to solve all
the problems;

- at present, the Stonecutters Island STW was a chemically enhanced primary
treatment works with no disinfection facility.  It could only remove 50% of
the bacteria in the sewage.  The ETWB was considering, in the context of
the development of the further stages of HATS, upgrading the treatment level
at the Stonecutters Island STW and installing a disinfection facility.  In the
design of the Stonecutters Island STW, target rates were set on its pollutant
removal efficiency.  According to the DSD, the Stonecutters Island STW had
exceeded the target pollutant removal rates and its performance had been
excellent; and
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- the Administration was planning to consult the public shortly on HATS
Stage II.  If the public supported the project, the Administration planned to
commence the detailed design and environmental assessment, etc, on the part
of the permanent disinfection facilities for treating the Stage I flow by the end
of 2004, after completing the necessary administrative procedures in bidding
for resources.  If the above preparatory work was completed smoothly, the
Administration would be able to start the tendering process and seek the
funding approval from the FC in parallel as early as 2006.  Subject to the
FC’s approval, the construction of the disinfection facilities could start in the
second half of 2006 for completion by the end of 2008 at the earliest.

43. In response to the Committee’s enquiry as to whether interim measures would be
implemented to reduce the bacterial level in the western harbour area having regard to the
fact that the further stages of HATS might take many years to complete, the Director of
Environmental Protection said that:

- the Administration was considering advancing the provision of part of the
permanent disinfection facility under HATS Stage II with a view to improving
the water quality in the western harbour area, which had deteriorated after the
full commissioning of HATS Stage I; and

- such facility could be provided in around 30 months’ time after the required
funding was approved by the FC, but the recurrent cost for providing such
facility would be high.

44. In the light of the above response, the Committee enquired about:

- the capital and recurrent costs of and the timetable for providing the said
disinfection facility, and whether the recurrent costs would be met by existing
resources; and

- apart from the provision of the said disinfection facility, whether there were
other interim measures that might be put in place to improve the water quality
in the western harbour area.
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45. In her letter of 18 May 2004, the Secretary for the Environment, Transport
and Works informed the Committee that:

- the Administration had examined the possibility of advancing the provision of
part of the permanent disinfection facilities that were proposed to be built
under HATS Stage II with a view to improving the water quality (in terms of
E. coli) in the western harbour waters.  This would involve the installation of
an electro-chlorination plant to produce the disinfectant agent (sodium
hypochlorite or bleach solution) and ancillary facilities for dosing the
disinfectant on the effluent before the effluent was discharged via the
submarine outfall at the Stonecutters Island STW.  Based on the
Administration’s preliminary estimation, the capital cost and annual recurrent
cost of the disinfection facilities required for treating the Stage I flow would
be around $240 million and $60 million respectively.  The recurrent
expenditure could not be met by existing resources; and

- regarding possible interim measures, the Administration had explored the
possibility of installing temporary facilities to enable the disinfectant solution
to be delivered in bulk by barge directly to the Stonecutters Island STW.
Such temporary facilities included a barge unloading facility and a number of
large storage tanks for storing the bleaching agent on-site.  The capital cost
for the temporary facilities would be about $67 million and the recurrent cost
about $90 million per annum.  Most of the temporary facilities would
become redundant upon completion of the permanent disinfection facilities
mentioned above.  Hence, it would be more cost-effective to expedite the
permanent installation instead of constructing the temporary facilities.

46. The Committee observed that there were still quite a large number of swimmers
in the Tsuen Wan beaches although they were not suitable for swimming due to their high
bacteria levels.  The Committee enquired about the measures that the Administration had
implemented and/or would implement to prevent the public from swimming in these
polluted beaches in order to safeguard their health.

47. The Director of Leisure and Cultural Services responded in the letter of
27 May 2004, in Appendix 23, that:

- the Leisure and Cultural Services Department (LCSD) had posted notices and
banners at prominent locations near the entrances of the beaches advising the
public not to swim in these closed beaches;
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- public announcements were made in Cantonese and English at regular
intervals at the more popular beaches (i.e. the Lido and Casam Beaches)
advising the public not to swim in these polluted beaches;

- press releases on the re-opening of the gazetted beaches and the continued
closure of certain beaches with very poor water quality, including those in the
Tsuen Wan District, were issued at the beginning of each bathing season;

- the EPD had been issuing weekly press releases on the water quality of
gazetted beaches.  These press releases included the message that the seven
gazetted beaches in the Tsuen Wan District were closed to swimmers
throughout the year because of very poor water quality.  The public were
also advised not to swim at these closed beaches; and

- the staff of the LCSD also gave verbal warning to people who were found
swimming in these closed beaches.

48. The Committee noted from Table 4 in Chapter 7 of the Director of Audit’s Report
No. 42 concerning “Provision of aquatic recreational and sports facilities” that the daily
average numbers of beach goers at the seven closed Tsuen Wan beaches were low in recent
years.  It doubted the accuracy of the figures as, according to its observation, there were
still quite a large number of swimmers in the Tsuen Wan beaches, e.g. the Lido Beach,
especially in the early morning from 5:00 am to 7:00 am.  In this connection, the
Committee invited Audit to help verify the numbers of swimmers at these beaches.

49. In his letter of 5 June 2004, in Appendix 24, the Director of Audit advised that:

- the said Table 4 only provided the daily average numbers of beach goers at
the Tsuen Wan beaches for the whole year from 2000 to 2002.  Audit had
further examined the statistics compiled by the LCSD, and provided a more
comprehensive set of attendance figures of the Tsuen Wan beaches during the
bathing season, from March to October, in 2001, 2002 and 2003;

- these figures provided the average daily attendance, indicating separately the
attendance on weekdays and during weekends (including public holidays).
In addition, the peak day and peak month attendance figures were also
provided.  The peak attendance figures showed that, despite the poor water
quality, some of the Tsuen Wan beaches were quite popular.  For example,
for the Lido Beach in 2003, while the average daily attendance was 149 on
weekdays and 283 on weekends and public holidays, the peak day attendance
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was as high as 3,950 and the peak month attendance was 8,430.  Indeed, the
total attendance during the period from March to October 2003 was 41,071;
and

- according to paragraph 5.21 of the Audit Report, the Secretary for the
Environment, Transport and Works had accepted Audit’s recommendation to
reduce the bacteria level in the western harbour area and the Tsuen Wan
beaches.  She had also indicated the Administration’s intention to advance
the provision of part of the permanent disinfection facilities at the
Stonecutters Island STW so as to reduce the bacteria level of the treated
effluent.

50. Conclusions and recommendations  The Committee:

Delay in works and increase in cost

- expresses dismay that there were substantial increase in cost and delay in
works in completing Harbour Area Treatment Scheme (HATS) Stage I;

- notes that the Director of Drainage Services has agreed to:

(a) implement effective measures to ensure that large-scale works projects
are delivered on time and within budget; and

(b) take action to ensure that Drainage Services Department (DSD) officers
follow the guidelines promulgated in DSD Technical Circular No. 9/2000
for improving project management and budgetary control of time-critical
projects, and that the guidelines are updated regularly;

- notes that the Secretary for the Environment, Transport and Works has
conducted a post-implementation review of HATS Stage I.  The findings will
be reported to the Legislative Council (LegCo) Panel on Planning, Lands and
Works in late June 2004;

Forfeiture of original tunnel contracts

- expresses serious concern that:

(a) the DSD failed to ensure that the duly executed contract instruments for
the completion contracts were submitted within the stipulated time limits;
and
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(b) in the forfeited contracts, while the Government had paid more than 40%
of the contract sum, only about 15% of the works had been completed up
to the date of forfeiture;

- notes that the Director of Drainage Services has agreed to:

(a) strictly implement the contract conditions for the provision of parent
company guarantee and performance bond to ensure that the required
instruments are submitted by contractors within the stipulated time limits;
and

(b) for large-scale works projects, critically devise the contract payment
schedules to ensure that progress payments are made, as far as possible,
in line with the actual progress of works;

- notes that the Secretary for the Environment, Transport and Works has
notified all works departments to take on board Audit’s recommendations
relating to contract forfeiture, for general application in future projects;

Problems encountered in tunnel completion contracts

- disagrees with the view of the Secretary for the Environment, Transport and
Works that it is not desirable to reduce the approved project estimate (APE)
whenever the latest estimate is lower than the APE (due to lower tender prices
or other reasons) except where the Controlling Officer is certain that there
will ultimately be significant surplus funds under the project;

- considers that the heads of works departments are given too much
discretionary power to decide whether or not to adjust the APE even when the
accepted tender price was much lower than the estimated contract sum in the
APE, especially when the APE might be used to cover huge sums of highly
uncertain dispute settlements and contract variations;

- expresses serious dismay that the DSD:
 

(a) did not reduce the APEs of the tunnel completion contracts even though
the accepted tender prices were much lower than the estimated contract
sums in the APEs;

(b) only informed the Finance Committee (FC) that the shortfall for
Contract E was $115 million, whereas the true total cost increase was
$248.4 million;
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(c) failed to inform the FC of the over-provision in the APEs for Contracts C
and D of $373.2 million ($116 million for Contract C and $257.2 million
for Contract D) at all, and that it had used such over-provision to cover
the cost increase of these two contracts totalling $188.6 million, which
was largely used for settling claims submitted by the two contractors
concerned; and

(d) incurred an additional cost of $135.7 million to replace the defective
mucking systems in order to avoid further delays;

- notes that the Director of Drainage Services has agreed to:

(a) review the arrangement for the use of forfeited plant in completion
contracts, in particular, the applicability of the exclusion clause and
No Claim Statement, with a view to formulating guidelines to protect the
Government’s interests;

(b) conduct a risk-benefit analysis, if there is intention to allow a contractor
to use forfeited plant in a completion contract, on the use of those items
of forfeited plant that are critical to the completion of the works;

(c) improve the methodology for conducting site investigations by adopting
new technology;

(d) conduct comprehensive site investigations for major works projects
involving substantial underground works (e.g. the further stages of
HATS), with the assistance of geotechnical and tunnelling experts to
provide more accurate information about the ground conditions;

(e) take action to improve the accuracy of project estimates and ensure that
the promulgated guidelines for preparing project estimates are complied
with; and

(f) take action to reduce the APE of a project when the tender price is
significantly lower than the estimated contract sum in the APE, and
document the reasons for cases where a reduction in the APE is
considered not warranted;
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- notes that the Secretary for the Environment, Transport and Works:

(a) has reminded all works departments and relevant policy bureaux to state
clearly in their submissions to the Public Works Subcommittee and FC,
when seeking an increase in the APE for works projects:

(i) the total cost increase and the reasons for the increase; and

(ii) whether any surplus funds in the APE have been used to meet the
cost increase; and

(b) has agreed to:

(i) take into account Audit’s recommendations relating to the use of
forfeited plant in completion contracts in considering the revision
of the contract re-entry procedures; and

(ii) promulgate guidelines for improving site investigations,
particularly for tunnel projects;

- recommends that, in order to ensure the LegCo’s effective monitoring of the
use of funding for works projects and to minimise the possibility of works
departments’ covering up their administrative bungles and settlement of
claims of substantial amount, the works departments concerned should inform
the LegCo, with full justifications provided, under the following
circumstances:

(a) when the difference between the accepted tender price and the estimated
contract sum in the APE is $15 million or more, irrespective of whether
or not there will be any substantial variations in the contract cost that
may warrant an adjustment of the APE and/or require the FC’s approval
of an increase in the APE to cover the ultimate outturn price; and

(b) when the expenditure relating to dispute settlement under a works
contract amounts to $15 million or more;

Impact on water quality of Victoria Harbour

- expresses serious concern that:

(a) there has been a rise in the bacteria level (E. coli) in the western harbour
area and the Tsuen Wan beaches;
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(b) the Stonecutters Island Sewage Treatment Works is not provided with
disinfection facility; and

(c) the Environmental Protection Department failed to accurately predict the
impacts of HATS Stage I on the water quality in the western harbour
area;

- expresses grave concern that some of the seven closed gazetted beaches in
Tsuen Wan still had a large number of beach goers during the bathing season
(e.g. the Lido Beach had a patronage of 41,071 from March to October 2003),
despite the fact that their poor water quality poses a health hazard to
swimmers;

- considers that the Administration has the responsibility to improve the water
quality in the affected area in order that the gazetted beaches can be re-opened
for public use;

- urges the Administration to:

(a) step up publicity effort and conduct more patrols to warn the public not
to swim in the closed gazetted beaches; and

(b) advance the provision of part of the permanent disinfection facilities
under HATS Stage II in order to improve the water quality in the western
harbour area;

- notes that the Director of Environmental Protection has agreed to:

(a) continue to closely monitor the impact of HATS Stage I on the water
quality of Victoria Harbour, particularly the bacteria level in the western
harbour area and the Tsuen Wan beaches; and

(b) take into account the high bacteria level of the effluent discharged from
the Stonecutters Island Sewage Treatment Works in planning the further
stages of HATS, and in evaluating the options for providing a permanent
disinfection facility in the long term; and

Follow-up action

- wishes to be kept informed of the actions taken by the Administration to
address the various issues cited above.
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Background

Hong Kong’s economy and international image suffered a major blow as a result
of the outbreak of the Severe Acute Respiratory Syndrome (SARS).  The Chief Executive
(CE) announced on 23 April 2003 a package of relief measures amounting to $11.8 billion
to help the community tide over the difficulties and revive the economy, including
$1 billion for large-scale publicity and promotions to relaunch Hong Kong’s economy.
Two ad hoc bodies were established by the Government:

- the Economic Relaunch Strategy Group (ERSG), which comprised
government officials and members of the business community, academics and
other relevant parties, to give advice on the strategic approach for relaunching
Hong Kong; and

- the Economic Relaunch Working Group (ERWG), which comprised the same
government officials in the ERSG, to oversee and coordinate the
implementation of the various relaunch programmes.

2. Both the ERSG and the ERWG were chaired by the Financial Secretary (FS) with
the Director-General of Investment Promotion (DGIP) as the secretary.  On 30 May 2003,
the Finance Committee (FC) of the Legislative Council (LegCo) approved the creation of a
new commitment of $1 billion to provide funds for the campaign to relaunch Hong Kong’s
economy (the Relaunch Campaign).  As head of Invest Hong Kong (InvestHK), the DGIP
was the Controlling Officer responsible for administering the $1 billion commitment for the
Relaunch Campaign.

3. In response to the Relaunch Campaign, on 5 June 2003, the American Chamber
of Commerce in Hong Kong (AmCham) proposed to organise an entertainment showcase
festival, which was later named the Hong Kong Harbour Fest (HF).  It was scheduled to be
held at the Tamar site on Harcourt Road from 17 October to 9 November 2003.  On 2 July
2003, AmCham presented its proposal to the ERWG which supported the proposal in
principle.  On 12 July 2003, the ERWG approved a maximum of $100 million to InvestHK
for underwriting the HF to be organised by AmCham.

4. Various problems were encountered during the organisation of the HF concerts,
leading to a great deal of negative publicity and public concern over the financial
arrangements and the cost-effectiveness of the event.  Against this background, Audit
conducted a review to examine the Administration’s role in the planning, monitoring and
implementation of the HF.  The review focused on the following areas:
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- project conceptualisation and approval;

- project monitoring;

- organisation of the HF;

- evaluation of the HF; and

- lessons to be learned and Audit’s recommendations.

5. In view of public concern over the HF, on 12 December 2003, the CE appointed a
panel of inquiry to investigate the handling of the HF.  The Independent Panel of Inquiry
on the Harbour Fest (Inquiry Panel) submitted its Report to the CE on 15 May 2004.  The
Report was made available to the LegCo and the public on 17 May 2004.  On the same
day, the CE announced that he accepted the Inquiry Panel’s findings and recommendations.

6. The Committee held four public hearings on 3, 7, 18 and 20 May 2004 to receive
evidence from the Administration on the findings and observations of the Audit Report.
As Chapters 2 and 4 of the Inquiry Panel Report concern the ERWG’s assessment and
approval of the HF proposal and the Government’s role in the HF respectively and are
directly relevant to Audit’s review, the Committee drew on the materials contained therein,
where appropriate, in its third and fourth hearings held on 18 and 20 May 2004.

7. The following paragraphs set out the evidence taken by the Committee at the four
public hearings and the written evidence submitted to the Committee after the hearings, as
well as the Committee’s conclusions and recommendations.

8. Mr Mike Rowse, DGIP, made an opening statement at the second public hearing
on 7 May 2004, the full text of which is in Appendix 25.

Project conceptualisation and approval

Assessment of project feasibility

9. Audit stated in paragraph 2.8 of the Audit Report that four factors should have
been thoroughly considered in assessing the feasibility of the HF, namely, concept viability,
timeframe for organising the concerts, timeframe for promotion/publicity and ticketing, and
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organising ability of AmCham.  However, Audit stated in paragraph 2.11 that it could not
find documentary evidence that these important factors had been thoroughly analysed and
discussed at the meeting of the ERWG on 2 July 2003 to consider AmCham’s proposal.

10. According to paragraph 2.14(a), the FS accepted Audit’s observation that the
ERWG had not fully examined the above factors before accepting AmCham’s proposal for
the Government to be a sponsor, up to a maximum of $100 million, of the HF.  In
particular, as pointed out in paragraph 2.11, the ERWG had not required AmCham to
provide its track record in successfully organising similar events (i.e. large-scale open-air
concerts).  Neither had the ERWG requested AmCham to provide evidence, such as
market research, that the series of concerts would be well received.

11. The Committee questioned:

- whether the FS agreed that the ERWG should have fully examined the above
factors at its meeting on 2 July 2003 before deciding to support the proposal
in principle, and why it had not done so;

- how AmCham had proved its ability to organise the HF when it sought the
ERWG’s support for the proposal.  For example, whether it had informed the
ERWG of the companies or experts that it would engage to organise and
manage the project; and

- why the ERWG believed that AmCham had the ability and professional
expertise to organise the HF despite the fact that it had no experience in
organising large-scale concerts.

12. Hon Henry TANG Ying-yen, FS, responded that:

- the ERWG understood that AmCham per se did not have experience in
organising entertainment events.  In fact, Hong Kong companies did not
have experience in organising such a large-scale festival which comprised a
series of major open-air concerts.  However, the members of the Sports and
Entertainment Committee of AmCham included such companies as the Walt
Disney Company and the National Basketball Association (NBA) which had
the experience of organising entertainment and sports activities.  The
AmCham representatives who presented the proposal to the ERWG on 2 July
2003 included the chairman and vice-chairman of the Sports and
Entertainment Committee.  The ERWG therefore considered that AmCham
had the ability to organise the HF;
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- it was against exceptional circumstances that the ERWG gave its in-principle
support to the HF proposal.  In July 2003, in the wake of the outbreak of
SARS, the spirit of Hong Kong people was very low and the economy was in
the doldrums.  The Government was keen to take urgent action to relaunch
Hong Kong, restore Hong Kong’s reputation and boost the morale of the
community.  The ERWG considered that the HF proposal was worthy of
Government support as it was an initiative volunteered by AmCham, which
was a non-profit-making organisation, an entity in the business sector and a
foreign chamber of commerce.  In particular, the concept of creating an
international entertainment showcase matched Hong Kong’s image as a world
city; and

- in the circumstances, the ERWG had not thoroughly assessed the factors
highlighted by Audit before agreeing to support the proposal.  As Chairman
of the ERWG, he accepted responsibility for that.

13. Regarding Invest Hong Kong (InvestHK)’s evaluation of the HF proposal prior to
the ERWG meeting on 2 July 2003, the DGIP said that:

- as the officer responsible for coordinating the entire Relaunch Campaign, he
was part of the evaluation process even before InvestHK was designated the
subject department for the HF.  In early June 2003, the then AmCham
Chairman approached InvestHK with the idea of an international
entertainment festival.  InvestHK then arranged a meeting on 26 June with
relevant departments, i.e. the Leisure and Cultural Services Department
(LCSD), the Environmental Protection Department and the Tourism
Commission, to evaluate the proposal; and

- in view of the scale of the project and amount of funding sought, the meeting
concluded that AmCham should put its proposal to the ERWG direct.

14. The Committee referred to Note 3 in paragraph 1.16(f) of the Audit Report in
which Audit stated that the basic management principles should always be followed despite
the unique circumstances in which the Administration found itself at the time.  The
Committee queried whether the ERWG had complied with such principles in handling the
matter.
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15. The Committee also noted from paragraph 2.5 of the Audit Report that at the
meeting on 26 June 2003, the government departments had commented that the concept of
the HF was great but rather ambitious.  In addition, as revealed in paragraph 4.18, during
the ERWG’s discussion on 2 July 2003, the Commissioner for Tourism had expressed the
view that sufficient lead time must be available for marketing the HF.  It appeared to the
Committee that such initial reaction of the departments should have alerted the ERWG to
the need to properly assess the risks involved in AmCham’s proposal.  However, as it
turned out, the ERWG had not critically examined the feasibility of the HF proposal before
agreeing to sponsor it.

16. The Committee further referred to paragraphs 3.9 and 3.16 of the Inquiry Panel
Report which revealed that there was no formal structure within AmCham to support the
“de facto Organising Committee” which only comprised the three AmCham representatives
who presented the HF proposal to the ERWG.  The AmCham Board of Governors had not
been consulted on the terms of the sponsorship agreement signed between AmCham and the
Government.

17. Against the above background, the Committee asked:

- why, despite the relevant departments’ comment on the HF proposal at the
inception stage, the ERWG still failed to critically assess the complexity and
project risks involved; and

- whether, with the benefit of hindsight, the FS considered that the AmCham
representatives had misled the ERWG into believing that they had the
professional expertise to organise the event and that the Government had been
fooled by them.

18. The FS responded that:

- the AmCham representatives had not misled or fooled the ERWG.  Rather,
they had put up the proposal with sincerity and a sense of commitment.  The
team that presented the proposal comprised people from world-class
entertainment and marketing companies, such as the NBA.  Therefore, at
that time, the ERWG believed that AmCham had the necessary professional
expertise for organising the event.  It was disappointing that, in the end, the
good initiative did not attain the results it set out to achieve;
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- the Administration had learnt a lesson from this incident.  With hindsight,
the ERWG had over-estimated the benefits of staging 16 large-scale concerts
in 100 days as well as the number of people who would be willing to pay
market price for the concert tickets.  If the Government were to make the
decision again, it might have adopted a different approach.  For example, it
might have considered more carefully AmCham’s ability to organise the event,
the resources that AmCham would commit to the programme, the feasibility
of the proposal, etc.; and

- the Administration accepted that there was room for improvements with
regard to the HF project.  It also accepted the lessons to be learned and the
recommendations set out in the Audit Report.

19. To ascertain the details of the ERWG’s discussion on matters relating to the HF,
the Committee requested to have sight of the minutes of the relevant meetings of the ERWG.
In response, the Financial Secretary’s Office provided extracts from the minutes of the
ERWG meetings held on 2 July, 12 July, 2 August, 20 August and 31 October 2003
(in Appendices 26 to 30 respectively).

20. Regarding the assessment by the ERWG at its meeting on 2 July 2003, the
Committee noted from paragraph 2.4 of the Inquiry Panel Report that the presentation and
subsequent discussion lasted for about 45 minutes only.  Referring to the minutes of that
meeting, the Committee noted that they were brief and had no record of the matters raised
with the AmCham representatives, or details of the ERWG’s deliberation.  On the other
hand, the FS had informed the Inquiry Panel that, in deciding that the Government would
act as a sponsor only of the event, the intention was for the Government to maintain an
overview of AmCham’s preparation of the HF to ensure that the items as promised would
be delivered and the objectives met (paragraphs 2.13 and 2.14 of the Inquiry Panel Report).

21. The Committee asked:

- about the basis of the ERWG’s agreeing to give in-principle support to the
proposal during its short meeting on 2 July 2003;

- whether the ERWG members were so impressed by the presentation that they
neglected to look into the details of the proposal or raise pertinent questions
with the AmCham representatives at the meeting; and

- whether the ERWG had given any instruction to InvestHK as to how it should
maintain an overview of AmCham’s preparation of the HF.
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22. In response, the FS said that:

- the ERWG had held two meetings on 2 and 12 July 2003 to consider the HF
proposal.  He was then Secretary for Commerce, Industry and Technology
and attended both meetings.  He remembered that at the meeting on 2 July,
he had commented that as $100 million was a huge sum, InvestHK should
critically examine whether the budget could be reduced so as to reduce the
amount for underwriting the project.  However, as the minutes were brief, he
could not recall the specific questions asked at the meeting or other details of
the meeting; and

- given the unique circumstances at that time, the ERWG was very attracted by the
innovative concept of the project.  It had not discussed how the Government
should maintain an overview of AmCham’s preparation for the festival.  It only
decided that the Government would be the sponsor.  With hindsight, he agreed
that the ERWG should have considered more thoroughly such important issues
as the scale of the concerts, time constraint, ticket price, etc.

23. In the light of the FS’s reply, the Committee referred to paragraph 2.10 of the
Inquiry Panel Report which stated that, the ERWG, in assessing the HF proposal, primarily
relied on the visual presentation by the AmCham representatives and their verbal
undertakings as to the involvement of AmCham member companies, being US
entertainment industry leaders, backed up by external professional expertise as appropriate.
The Committee further noted the Inquiry Panel’s observation in paragraph 2.17 that the
ERWG’s assessment lacked depth and was cursory in nature.  It appeared to the
Committee that the FS’s reply proved that the Inquiry Panel’s criticism was justified.

24. The Committee queried whether the FS agreed that the ERWG had failed to
discharge its duties.

25. The FS responded that:

- it was true that the ERWG did not have experience in organising concerts and
was unable to appreciate the difficulties involved in staging a large number of
concerts in a short time.  The ERWG had under-estimated the complexity of
organising the HF and over-estimated its benefits.  There were indeed
inadequacies in the preparation of the HF.  In many respects, the
Administration and all parties concerned could have done better.  The
Administration would certainly learn from these experiences; and
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- as regards the outcome, the 16 concerts had been held and the general
feedback of the audience was not bad.

26. According to paragraph 2.17 of the Audit Report, instead of sponsoring the HF
organised by AmCham, the Government had not considered taking over the project or
exploring other options, such as organising the concerts in-house or outsourcing to the
private sector through a competitive selection process.  The Committee enquired:

- why the ERWG, at its meeting on 2 July 2003, had not considered the
possibility of inviting other organisations or business associations to submit
proposals for organising the HF;

- why the ERWG had not considered holding the HF at a later time, such as
December, so as to allow a longer lead time for organising and marketing; and

- whether the ERWG had considered downsizing the scale of the HF.

27. The FS explained that:

- the ERWG had not considered conducting a tender exercise because there was
not enough time.  Moreover, the HF was AmCham’s concept and AmCham
would provide free and voluntary service and expertise for organising it.
The ERWG also believed that AmCham had the ability to carry the project
through as the presenters on 2 July had strong entertainment business
background;

- there was only a short period of time in Hong Kong which was suitable for
holding open-air concerts.  The HF could not be held during the typhoon and
rainy seasons, or chilly days.  Thus, it was decided that the HF should be
held in October and November; and

- when the ERWG viewed the presentation by AmCham, it had the impression
that the programme had already been well thought out.  It therefore had not
considered downsizing the scale of the HF.
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28. The Committee referred to paragraph 2.15(a) of the Audit Report in which the
DGIP said that AmCham’s original proposal was to pitch ticket prices in the range of
$100 to $150 and this might be the reason why AmCham did not see a need to conduct any
market research to ascertain the receptivity of such a “big names-cheap tickets” formula.
The Committee considered that the ERWG should be aware that changing the pricing
strategy by pitching ticket prices at market level would affect the attendance rate of the HF
concerts.  It questioned why the ERWG had not considered conducting a market research
when it decided to make the change.

29. Paragraph 2.44 of the Inquiry Panel Report also revealed that there was no
discussion by the ERWG about the impact of the change in ticket pricing on ticket sales.
The Committee doubted whether, in changing the pricing strategy of the HF concerts, the
ERWG had made a prudent decision.

30. The DGIP explained that when the decision was made on 12 July to pitch ticket
prices at market level, only 96 days were left before the date of the first concert.  A proper
market research would have taken a substantial part out of that already very short time.
Therefore, AmCham proceeded to do the best it could within the parameters.

31. The FS said that while ticket price would have an impact on attendance rate, he
did not agree that it was the only factor.  In fact, the concerts of Santana and Rolling
Stones almost had a full house despite their high ticket prices.

Appraisal of project proposal

32. According to paragraphs 2.23 to 2.26 of the Audit Report, at the meeting on
2 July 2003, the ERWG agreed to support AmCham’s proposal in principle, “subject to
InvestHK’s scrutiny and satisfaction of the detailed budget”.  However, Audit noted that
InvestHK had neither sought the assistance of government departments with
experience/expertise in the entertainment field (e.g. the LCSD and the Radio Television
Hong Kong), nor engaged experts in the show business, to vet AmCham’s detailed budget
for the HF project.  It only adopted a “common-sense approach” in checking the
completeness and reasonableness of the budget submitted by AmCham.
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33. The Committee questioned whether:

- the FS considered that InvestHK’s adoption of a common-sense approach in
scrutinising the budget was reasonable and appropriate; and

- InvestHK had diligently scrutinised and satisfied itself with the detailed
budget of the HF proposal before its submission to the ERWG on 12 July
2003, as instructed by the ERWG.

34. The FS responded that the Administration would have asked more questions if it
had been very objective and prudent.  With hindsight, as $100 million was a huge amount,
it was doubtful whether sponsorship was an appropriate way of financing the event.  The
Administration should have done more work to monitor the use of the funds.

35. The DGIP said that AmCham submitted the budget to InvestHK on 6 July 2003.
There was a reasonable amount of details to support the various items in the budget.
InvestHK had looked at all the items for income and expenditure and asked itself whether
they seemed reasonable.  It had sent emails to AmCham asking a number of questions and
seeking clarifications, and satisfied itself that the budget was reasonable.  However, it had
not specifically asked the LCSD to evaluate the budget professionally.

36. In reply to the Committee’s enquiry about whether Audit had checked the emails
sent by InvestHK in the course of the review, Mr Benjamin TANG, Director of Audit,
advised, in his letter of 10 May 2004 in Appendix 31, that:

- Audit was aware that InvestHK had considered the budget submitted by
AmCham and had sought clarifications from AmCham by emails about some
of the items in the budget.  In conducting the review on the HF, Audit had
examined the emails exchanged between InvestHK and AmCham regarding
the consideration of the budget.  However, in Audit’s view, InvestHK’s
“common-sense approach” of vetting did not provide a sound basis for it to
satisfy itself that AmCham’s budget for the project was reasonable and
acceptable to the Government.  Without the benefit of expert advice and
information on the market prices of performances by international artists,
InvestHK was unable to properly assess the reasonableness of the venue
construction and operations costs and the talent costs in AmCham’s budget;
and
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- notwithstanding that InvestHK had considered the budget submitted by
AmCham and had sought clarifications from AmCham by emails, Audit
maintained that the observations in paragraph 2.25 of the Audit Report, that
“Audit could not ascertain the basis on which InvestHK was able to satisfy
itself that AmCham’s detailed budget for the project was reasonable and
acceptable to the Government.  It is unclear whether InvestHK had
conducted a proper appraisal of AmCham’s budget proposal, as required by
the ERWG.… ”, were valid.

37. Regarding the budget scrutiny process, the Committee pointed out that, according
to paragraph 2.37 of the Inquiry Panel Report, there were only two emails in relation to the
budget during the material time and these only raised minor questions.  Moreover, the
DGIP had said in paragraph 2.27 of the Audit Report that the outline budget submitted by
AmCham on 6 July 2003 was still indicative only and it was not open to in-depth analysis.
Having regard to the fact the ERWG gave its in-principle approval on 2 July on condition
that InvestHK scrutinise and satisfy itself that the AmCham’s detailed budget was
reasonable and acceptable to the Government, the Committee questioned:

- why the ERWG had not followed up the matter with InvestHK at the
following meeting on 12 July 2003 before approving a maximum of
$100 million to InvestHK for underwriting the HF; and

- whether the InvestHK staff present at the meeting had informed the ERWG
that AmCham’s budget was indicative only and not open to in-depth analysis
by the department.

38. The FS replied that he had asked at the meeting on 2 July whether the project
required $100 million.  He had also asked at the meeting on 12 July whether, after
assessment, the budget of $100 million was considered reasonable and whether it could be
reduced.  The answer given was that InvestHK had studied the budget and considered the
amount reasonable.  However, the ERWG had not raised questions about the details of the
budget.  As a matter of fact, the ERWG did not have the ability to examine each and every
item in the budget.
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Project monitoring

Financing the project in the form of sponsorship

39. As revealed in paragraph 2.29 of the Audit Report, at the ERWG meeting of
12 July 2003 when the HF project was approved, the Chairman of the ERWG emphasised
that “the Government would act as the sponsor only” and “AmCham had to plan, organise
and implement the whole event”.  Audit considered that, by confining the Government’s
role in the project to a sponsor and by capping the sponsorship grant at $100 million, the
Government intended to limit its role and liability.

40. The Committee also noted from paragraph 2.33 of the Audit Report that,
according to the government guidelines “Miscellaneous Subventions — Guidelines on the
Management and Control of Government Subventions” (the subvention guidelines) issued
in 1988 (in Appendix 32), sponsorship referred to a contribution, usually of a token amount,
to help meet part of an organisation’s operational expenses and to demonstrate support for
the organisation’s objectives.  The controls over an organisation in receipt of government
sponsorship were generally much less stringent than in other forms of government grants.

41. The Committee asked:

- why the ERWG chose to adopt the less stringent form of control and distance
itself from the project, when it should have known that the project was
ambitious and involved high risks;

- whether the ERWG was aware of the subvention guidelines when it decided
on 12 July 2003 to sponsor the HF project; and

- whether any person attending the meeting had raised query about the
appropriateness of the Government’s financing the project in the form of
sponsorship.

42. As the DGIP was absent at the ERWG’s meeting on 12 July 2003, the Committee
also asked whether Ms Ophelia TSANG, Associate Director-General of Investment
Promotion (ADG) who was present at the meeting, had brought the subvention guidelines to
the attention of the DGIP subsequently.
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43. Ms Ophelia TSANG, ADG, replied that there was no mention of the subvention
guidelines during the meeting.  As a decision had been made by the ERWG, InvestHK
only discharged its duties according to the decision.

44. The DGIP supplemented that as the FS who chaired the ERWG had already
decided that the Government was to act as the sponsor and the $100 million would be paid
to AmCham as a sponsorship fee, there was no question of the InvestHK staff re-assessing
the appropriateness of the decision after the meeting.

45. The FS said that:

- as there was only a short time between July and October, in order to allow
AmCham the maximum flexibility and for the sake of efficiency, the ERWG
decided that the Government should act as the sponsor while AmCham would
take up the planning, organisation and implementation of the whole event;

- nobody had mentioned the subvention guidelines at the meeting on 12 July.
The type of sponsorship referred to in the guidelines was that made by the
Government on a recurrent basis.  It was inappropriate to apply them in the
present case as the HF was a one-off event; and

- in the absence of specific guidelines applicable to events like the HF, and
drawing on the experience from the present case, the Administration had
issued Financial Circular (FCir) No. 1/2004 in February 2004 to remind
Controlling Officers of their responsibilities under the Public Finance
Ordinance.

46. Regarding the responsibilities and accountability of Controlling Officers, the
Committee referred to paragraph 9 of FCir No. 1/2004 (in Appendix 33).  It was stated that
“Controlling Officers are ultimately responsible and accountable for the proper use of funds
under their control.  Irrespective of whether public funds are disbursed through a
procurement contract, subvention, sponsorship, or any other form or vehicle, Controlling
Officers should satisfy themselves that an appropriate system of cost control or monitoring
is in place, having regard to economy, efficiency and effectiveness in the delivery of public
service and use of the public funds.”  The Committee enquired whether there was any
difference in the Controlling Officers’ responsibilities before the issuance of the circular.



Hong Kong Harbour Fest

- 93 -

47. The FS responded that:

- FCir No. 1/2004 replaced FCir No. 14/84 (in Appendix 34).  There was no
difference between the requirements in these two circulars.  It was stated in
FCir No. 14/84 that “From time to time, controlling officers may find
themselves the client for projects over which their exercise of control differs
in some way from normal procedures …… Controlling officers are reminded
that, in these circumstances, they remain fully responsible and accountable for
the proper disbursement of the funds under their control.”.  This requirement
was basically the same as that in FCir No. 1/2004.  As FCir No. 14/84 was
brief, the Secretary for Financial Services and the Treasury issued another one
in February 2004 to “remind” Controlling Officers of their responsibilities;
and

- irrespective of whether an event was financed by the Government through
sponsorship or other modes of subvention, the responsibilities of the
Controlling Officers remained the same i.e. they should satisfy themselves
that an appropriate system of cost control or monitoring was in place.  In
discharging their responsibilities, Controlling Officers would decide on the
appropriate level of involvement in and the appropriate way for monitoring an
event, having regard to the means of financing and their capacities.

48. In view of the FS’s comment that the subvention guidelines were not applicable
in the case of the HF, the Committee enquired why Audit considered them relevant.  In his
letter of 20 May 2004, in Appendix 35, the Director of Audit advised that:

- it was stated in paragraph 2.34 of the Audit Report that “given that the
Government paid for the bulk of the cost of the Harbour Fest, and in view of
the need to account for such a large sum of public expenditure, Audit
considers that sponsorship did not seem to be an appropriate form of
financing this project”.  Audit held this view because sponsorship in the
present case had resulted in entrusting a large sum of public money to
AmCham without stringent controls.  Audit considered the amount of
sponsorship should normally be a small portion of the sponsored project cost.
This principle should always be followed; and

- in making the above remarks, it was noted that the subventions guidelines
issued in 1988 had already referred to sponsorship as “a contribution, usually
a token amount, to help meet part of an organisation’s operational expenses
and to demonstrate support for the organisation’s objectives”.  Audit
therefore considered it relevant to refer to the principle and good practice set
out in these guidelines.
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The DGIP’s monitoring approach and interpretation of “sponsorship”

49. According to paragraph 2.30 of the Audit Report, the DGIP had informed Audit
that, in discharging his duties in relation to the HF, he adopted a “hands-off” approach, as it
was not the Government’s intention to “micro-manage” the project.  The Committee
queried why the DGIP had not realised that the HF project called for a more hands-on
approach and more stringent control, because the amount of public money involved was by
no means a token amount but an enormous sum.

50. The DGIP said that:

- on 12 July 2003, the ERWG decided to sponsor the HF project.  InvestHK
was designated as the subject department for the sponsorship arrangement.
At that point, AmCham needed to carry out a number of important tasks very
quickly.  In the normal course of events, many of these tasks would have
been carried out sequentially or with only minor overlaps requiring up to a
year to implement.  But with the very short timeframe of less than 100 days
to implement the project, all these tasks had to be undertaken in parallel;

- this unprecedented set of circumstances inevitably affected the arrangements
for monitoring.  On the one hand, the Government was committing up to
$100 million of public funds, which argued for a high degree of scrutiny and
even shared control.  On the other hand, in recognition of the extraordinary
time pressures, the ERWG had specifically decided that AmCham should
have sole responsibility for planning, organising and implementing the event;
and

- it was against the above background that InvestHK undertook its monitoring
role.  It had no direct executive responsibility or powers, because of the
ERWG decision that it should be a sponsor only.  But it needed to monitor
the situation closely, identify problem areas, promptly draw them to
AmCham’s attention, and assist in remedying them - in cooperation with the
organiser.  InvestHK accepted that the outcome fell short of its hopes.  But
it did all of these things to the utmost of its ability and gave them its best
effort.
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51. On the question of whether he had adopted a “hands-off” approach, the DGIP
said that:

- he had never used the term “hands-off” approach with respect to monitoring.
As stated in paragraph 3.20(d) of the Audit Report, he had adopted a “hands-
off” approach only with respect to the implementation of the HF and the
executive responsibility for it.  It meant that because AmCham was made
responsible for planning, organising and implementing the project, InvestHK
was a step back from the direct implementation.  However, InvestHK did
realise that because of the amount of money involved, the novelty of the
proposal and the high profile that the project inevitably would have, it needed
to monitor the event closely; and

- InvestHK had maintained regular and frequent contacts with AmCham, either
in the form of small group meetings or through telephone calls, email etc. to
keep track of what was happening in different aspects of HF as it evolved.  It
identified problems and offered advice and assistance to AmCham as the
circumstances warranted.  For example, he had assisted in soliciting
sponsorships.  This was by no means hands off.  Rather, InvestHK had
monitored extremely closely and much more proactively than in its other
sponsorship arrangements.  But it was different from having executive
responsibility for the actual implementation which had been specifically given
to AmCham.

52. The Committee noted that the DGIP was absent at the ERWG’s meetings on
2 July, 12 July and 2 August 2003 during which important decisions about the HF project
were made and the progress was discussed.  Having regard to the fact that the HF proposal
was introduced to the ERWG by InvestHK and DGIP was the Controlling Officer for the
$100 million sponsorship fee, the Committee considered that the DGIP had an important
role over the event, and asked why he had not attended the meetings.

53. The DGIP explained that:

- on 2 July 2003, he was in Chicago conducting investment promotion work.
At that time, InvestHK had not yet been designated as the subject department
for the HF although he was the Controlling Officer of the $1 billion funding
for the Relaunch Campaign;
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- the meeting on 12 July 2003 involved a clash of priorities.  That was the
final day when the Government negotiated with various consortia for the
construction of the $2.3 billion International Exhibition Centre at the Chek
Lap Kok Airport.  He was the leader of the government team making the
assessment and finalising the negotiations.  He judged that it was appropriate
for him to finalise those negotiations.  Therefore he did not attend the
ERWG meeting; and

- as regards the meeting on 2 August 2003, he was on leave.

54. As requested by the Committee, the DGIP provided, in his letter of 17 May 2003
in Appendix 36, a summary of the periods between July and mid-November 2003 during
which he was not in office, either on duty trip or on vacation leave.  The Committee noted
that during the three months from July to September 2003, the DGIP was absent from Hong
Kong for 60 days, including 34 days’ vacation leave from 14 July to 16 August 2003.  The
Committee questioned how the DGIP could have effectively discharged his responsibilities
regarding the HF, given that he was out of town for two-thirds of the lead-up to the HF.

55. In this connection, the Committee noted that the Inquiry Panel also made a
similar observation.  It was stated in paragraph 4.95 of the Inquiry Panel Report that, in
considering InvestHK as the subject department, the ERWG should have examined the
capabilities and suitability of InvestHK for the job.  The Inquiry Panel also highlighted
InvestHK’s lack of experience in financial management and concert promotion, which was
required for overseeing the HF project.  The Committee doubted whether it was a prudent
decision to appoint InvestHK as the subject department for the HF.

56. The FS responded that:

- he was then Secretary for Commerce, Industry and Technology and the
supervisor of the DGIP.  He knew that the DGIP was on leave at that time.
As a head of department, when the DGIP applied for vacation leave, he
should have already made the judgment that his leave would not affect his
work; and

- apart from the HF, the DGIP had other duties as the head of InvestHK.  He
should have prioritised his different duties and decided if it was appropriate to
undertake the duty visits.
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57. The DGIP responded that he had applied for vacation leave in the normal way
and the leave was approved.  He felt that it was not unreasonable to take leave as
InvestHK had been undertaking the extra responsibilities in connection with the Relaunch
Campaign for many months.  In fact, the HF was only one project under the entire
Relaunch Campaign.  It was an additional responsibility given to InvestHK on top of its
regular duties which InvestHK had attempted to continue to perform as best as it could.

58. The Committee pointed out that it was incumbent upon a senior official like the
DGIP to have asked for assistance if he had concern over InvestHK’s lack of resources to
take up the extra responsibility as the subject department for the HF.  The Committee
queried why the DGIP had not done so.

59. The DGIP explained that:

- it was a question of juggling different priorities and responsibilities.  As the
DGIP, he was responsible for running InvestHK.  The department performed
strongly as an investment promotion agency, as shown by past results.
Regarding the Relaunch Campaign, the department provided a secretariat for
both the ERWG and ERSG.  It had put in place a machinery for assessing
economic relaunch proposals and coordinated with other bureaux and
departments.  Altogether, the ERWG considered 95 proposals and approved
84 of them; and

- InvestHK had a particular understanding of what sponsorship meant.  That
understanding did not include putting a member on the HF Organising
Committee and sharing the executive responsibility, as suggested by the
Inquiry Panel.  For the HF, InvestHK had actually gone beyond its normal
understanding of sponsorship arrangement and exercised close monitoring.

60. In view of the DGIP’s claim that InvestHK had already exercised a high degree
of monitoring over the HF, the Committee asked whether the various problems surrounding
the HF was the result of wrong decisions or poor implementation.

61. The FS said that:

- as the Controlling Officer for the $1 billion relaunch fund, the DGIP had the
responsibility to properly monitor the use of the fund, irrespective of whether
the fund was disbursed through sponsorship or other modes of subvention.
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It was possible that there was a disparity in the interpretation of “sponsorship”
between the ERWG and InvestHK, which was responsible for implementation.
Given that $100 million was 10% of the relaunch fund and was a huge
amount, the level of monitoring required for the HF should be different from
that for other normal sponsored events; and

- it was difficult for him to judge whether the decision made by the ERWG at
that time to finance the HF by way of sponsorship was right or wrong.  At its
meeting on 12 July 2003, the ERWG had not discussed whether sponsorship
was an appropriate way to finance the HF.  It decided to act as the sponsor
because it did not want the Government to micro-manage the project.
Admittedly, there was much room for improvement.

62. Regarding the DGIP’s interpretation of “sponsorship”, the Committee noted that
the Inquiry Panel “considers it disappointing for DGIP and InvestHK to have over-
leveraged on the concept of sponsorship” (paragraph 4.22 of the Inquiry Panel Report).
The Inquiry Panel also concluded in paragraph 5.46 that the “DGIP and InvestHK traded
due diligence for expediency in unjustifiably hiding behind a narrow interpretation of
sponsorship”.  To ascertain the basis of the DGIP’s and InvestHK’s interpretation of
sponsorship, the Committee asked the DGIP whether he had, at any stage, communicated
with the then Chairman of the ERWG as regards how he was expected to monitor the HF
under the sponsorship arrangement.

63. The DGIP confirmed that he had not communicated with the Chairman of the
ERWG in this respect.  He further said that:

- he had not devised a new interpretation of sponsorship for the purpose of the
HF.  InvestHK had sponsored a number of events, such as the Fortune
Global Forum in 2001 and the Forbes Global CEO Conference in 2002.  For
all these events, it sponsored them on the same basis, i.e. InvestHK compared
the fee involved and the benefits.  If the sponsorship was considered worthy
of the fee, it would enter into a contract arrangement.  In none of those cases
did InvestHK send a representative to sit on the organising committee or track
the cashflow;

- InvestHK initially applied the same interpretation to the HF and managed it
on the same basis.  However, it soon realised that it needed to exercise a
higher degree of monitoring for the HF because of the magnitude of the
sponsorship fee.  It had therefore considerably enhanced its level of
monitoring compared to its normal practice for other sponsorship
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arrangements.  Indeed, InvestHK was very “hands-on” with regard to
monitoring.  That was why it could identify problems and rendered direct
assistance to AmCham;

- with the benefit of hindsight, the decision that the Government was to be a
sponsor, rather than a co-organiser, was not correct.  He also accepted that
whether it was called sponsorship or not, the Government should have
co-organised the HF.  Nevertheless, the word “sponsorship” was specifically
used on 12 July 2003 and the Chairman of the ERWG also emphasised that
the Government would act as the sponsor only.  AmCham had to plan,
organise and implement the whole event.  To InvestHK, the decision was not
ambiguous and it matched exactly InvestHK’s experience in sponsoring
events.  InvestHK understood it clearly in that meaning;

- the Inquiry Panel had commented that even if the ERWG had the narrow
sponsorship concept in mind, he was duty bound to counter-propose a more
responsible approach to the ERWG.  As a member of the ERWG, similar to
the ERWG Chairman, he felt at that time that sponsorship was an appropriate
course of action; and

- if the ERWG had on 12 July 2003 considered that InvestHK should not only
be a sponsor but also a co-organiser, and was to be involved in the execution
of the HF, then InvestHK would have had to ask for reinforcement from other
departments.  Alternatively, in the extreme case, it should have asked for a
change of subject department, since it was totally beyond InvestHK’s
experience to be involved in the organisation of an event at the executive level
to that degree.

The three Memoranda of Understanding (MOUs) and the agreement between the
Government and AmCham

64. According to paragraph 1.8 of the Audit Report, the Government and AmCham
entered into three legally binding MOUs in relation to the HF on 31 July, 29 August and
3 October 2003 (in Appendices 37, 38 and 39 respectively).  On 10 October 2003, the
Government and AmCham entered into a full agreement (in Appendix 40).

65. To ascertain the involvement of the Department of Justice (DoJ) in the MOUs
and the agreement, the Committee asked the Secretary for Justice whether the DoJ:

- had been consulted on any of those agreements at any stage; and



Hong Kong Harbour Fest

- 100 -

- had given any advice or comments upon such consultation and, if so, when
they were given, and whether they were accepted and/or reflected in the
agreements.

66. The Deputy Principal Government Counsel (Commercial) I informed the
Committee, in his letter of 6 May 2004 in Appendix 41, that:

- the DoJ had not been consulted on any of the three MOUs, but it had been
consulted on the draft agreement between the Government and AmCham.
On 1 August 2003, the department received the request for advice on the draft
agreement prepared by InvestHK vide its memo dated 30 July 2003;

- the DoJ was first consulted on 1 August 2003 after the ERWG had agreed in
principle that the Government would sponsor the HF and after the
Government and AmCham had entered into a legally binding MOU which
provided, amongst other things, for the first installment ($25 million) of the
sponsorship fee payable to AmCham.  The DoJ was given two draft
agreements, one prepared by AmCham and the other by InvestHK.  The
department was invited to comment on some specific clauses in the draft
agreement prepared by InvestHK to ensure that the wording accurately
reflected the intention of InvestHK.  In response to the specific requests,
advice was given on 8 August 2003 and subsequently prior to the execution of
the agreement.  Most of the advice was adopted; and

- the DoJ had raised the need for provisions for access to documents in
AmCham’s possession and was instructed that the requirement for AmCham
to prepare proper books of account and to submit independently audited
accounts of the festival should instead be incorporated in the agreement.
This was because the Government had decided to limit its role to that of
sponsor only, and AmCham would be responsible for planning, organising
and implementing the event.

67. The Committee was concerned that InvestHK had not consulted the DoJ before
signing three legally binding MOUs with AmCham, each of which effected payment of
$25 million (or 25%) of the total sponsorship fee to AmCham.  In addition, it had rejected
the DoJ’s advice to include in the agreement provisions for access to documents in
AmCham’s possession.  In the event, the Government (including Audit) did not have the
power to access the accounts, contracts and records in relation to the HF.
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68. In this regard, the Committee shared the feeling of the Inquiry Panel in paragraph
4.30 of its Report, that “The Panel is astonished to note that InvestHK could and did, on
behalf of the Government, enter into binding obligations with AmCham to the extent of
HK$100 million under three MOUs without consulting DoJ.”  The Committee queried the
reason for such an omission.

69. The DGIP and the ADG explained, in their letters of 21 and 27 May 2004 in
Appendices 42 and 43 respectively, the background leading to the signing of the MOUs,
before both parties entered into the final sponsorship agreement.  They stated that:

- after InvestHK had conveyed to AmCham the ERWG’s decision of 12 July
2003 that the Government would sponsor the HF and that AmCham had to
plan, organise and implement the whole event, AmCham came up with a draft
sponsorship agreement on 24 July 2003 prepared by its lawyer.  InvestHK
made some initial comments and suggested amendments with a view to
setting out more precisely the respective rights and obligations of the two
signing parties, and sent out the revised draft document to the DoJ for legal
advice on 30 July.  It also included some specific questions for the DoJ’s
comments;

- in parallel, AmCham was proceeding with the preparation for the HF itself.
Mr James Thompson (then the Chairman of AmCham) approached ADG
exploring the possibility of the Government making an advance payment,
equivalent to 25% of the approved sponsorship fee, in order that AmCham
would be able to settle some essential upfront payments.  InvestHK was
always mindful of the need to protect the interest of Government in view of
the substantial amount of public money involved, notwithstanding the fact
that the sponsorship fee had already been approved by ERWG.  On the other
hand, as the subject department responsible for coordinating Government’s
support and facilitation to enable this economic relaunch project to proceed as
smoothly as possible, it needed to strike the right balance with flexibility
within its scope of authority; and

- against the above background, InvestHK entered into a simple legal document
in the form of an MOU with AmCham, setting out the understanding between
the two parties on their respective roles on the HF in anticipation of the full
sponsorship agreement.  This also provided the formal basis for making an
advance payment of sponsorship fee to AmCham.
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70. As regards the reasons for not seeking legal advice on the MOUs, the DGIP and
the ADG said at the public hearings and in the same letters that:

- InvestHK had not consulted the DoJ specifically on the (first) MOU because
it was a simple legal document pointing to the final sponsorship agreement
that the Government and AmCham would enter into.  Most important of all,
there was perceived urgency for executing the document before any advance
payment of sponsorship fee could be made to AmCham;

- it was not unprecedented for government bureaux/departments to not seek
legal advice from the DoJ on grounds of perceived urgency.  In his letter to
the Inquiry Panel dated 11 February 2004, the relevant DoJ officer stated,
inter alia, that “there is no general requirement for a government bureau or
department to consult the Department of Justice on every contract it enters
into.  From experience government bureaux or departments might not
consult the Department of Justice for legal advice for various reasons, such as
the absence of legal implications, the perceived urgency of the matter or in
respect of the renewal of contracts in similar terms to those previously cleared
by this Department”; and

- time was of the essence.  In an ideal situation InvestHK should have
proceeded to draw up and sign the full contract first before AmCham began
preparation of the HF, including submission of a comprehensive business plan
to the Government for approval, and before any advance payment was made
to AmCham.  In such a scenario, there would have been no need for any
MOU at all.  However, the HF was targeting a very narrow window of
opportunity in the autumn of 2003.  Therefore, a number of things which
should have been done sequentially were done in parallel.  In practice, both
the Government and the AmCham were fully committed to the HF project in
good faith.  When signing the MOUs, neither side had contemplated that the
final agreement would not come through.

71. The Committee further questioned the basis for InvestHK’s rejecting the DoJ’s
advice on access to documents on the ground that the Government had decided to limit its
role to that of sponsor.  It asked whether InvestHK had made reference to the subvention
guidelines of 1988 in making the decision.
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72. The DGIP stated at the public hearings and in his letter of 21 May 2004 that:

- he had not made specific reference to the subvention guidelines in connection
with the organisation of the HF, although he was generally aware of them.
InvestHK had relied in part on its past experience of event sponsorship,
e.g. the Fortune Global Forum 2001, the Forbes Global CEO Conference
2002, the Business Week CEO Forum in 2003, the World Economic Forum’s
East Asia Economic Summit, annual meetings of the Cable & Satellite
Broadcasting Association of Asia, etc.  In none of these events did it seek
access to the accounts.  Against this background, InvestHK did not see that it
needed to have access to all the detailed accounts in respect of the HF because
it was a sponsorship arrangement;

- having regard to the special circumstances of the HF and the amount of
government sponsorship, InvestHK felt that it should go further than its usual
practice.  Hence, in seeking the DoJ’s advice on the draft sponsorship
agreement, it sought specific input on the following aspects:

(a) whether the provisions were sufficient to make AmCham revise the
budget when there were changes to the programme of events for the
festival, including the performing talents;

(b) whether the provisions were adequate to make AmCham expend the
government sponsorship fee in accordance with the budget (which would
have to be agreed by the Government);

(c) whether the provisions adequately reflected the Government’s intention
that if the actual shortfall were smaller than the amount already advanced
to AmCham, the latter should refund the difference to the Government;
and

(d) whether (and, if so, how) any express reference should be made to the
MOU signed with AmCham and the advance of sponsorship fee paid;

- having regard to the DoJ’s advice on the above points, InvestHK felt that
requiring AmCham to have the HF accounts independently audited and
submitted to InvestHK represented a reasonable balance between the
relatively limited requirements of sponsorship and the need for public
accountability; and
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- the arrangement was also in line with normal sponsorship arrangements.  As
stated in paragraph 2.33(b) of the Audit Report, in the case of sponsorships,
the Government normally did not have access to the subvented organisations’
records and accounts.  The Government would only review the audited
accounts of the organisations.

73. The Committee pointed out that the objectives of the HF were to boost local
morale and consumption, boost tourism and promote Hong Kong to international and
Mainland communities.  However, the agreement only required the delivery of a series of
concerts and the production of a TV special.  In none of the three MOUs or the agreement
had InvestHK stipulated any measurable criteria, such as the minimum requirement for
attendance or revenue, relating to the stated objectives.  Moreover, as mentioned in
paragraph 4.34 of the Inquiry Panel Report, there was no reference in the MOUs even to the
repayment of funds advanced in the event that the parties failed to enter into a full
agreement.  In contrast, the Government had a clear obligation under these agreements to
pay a sum of up to $100 million to finance the HF.  It appeared to the Committee that
InvestHK had entered into unequal contracts on behalf of the Government.  The
Committee questioned how the MOUs and agreement could protect the Government’s
interest and safeguard the taxpayers’ money.

74. The DGIP said at the public hearings and in his letter of 21 May 2004, that:

- the MOUs were simple documents setting out the understanding between the
two parties on their respective roles on the HF in anticipation of the full
sponsorship agreement.  Clauses 1.1 to 1.4 set out the commitment of
AmCham, the decision of the Government (as made by the ERWG) and
pointed towards a full agreement setting out in detail each party’s rights and
obligations regarding the sponsorship arrangement;

- the MOUs were signed to register the commitment of both parties and
provided a basis for the Government to make an advance payment of the
approved sponsorship fee to AmCham.  At the time when the first MOU was
signed, a draft of the sponsorship agreement had been prepared and was
pending legal advice.  The formal signing of the contract was expected to be
forthcoming imminently.  However, the negotiation of some terms and
conditions in the agreement took a longer lead-time than originally envisaged
because priority had to be given to other aspects of HF preparation.  Two
more MOUs on identical terms were subsequently signed before the
agreement itself was formally signed;
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- in a normal commercial relationship with a degree of adversarial nature, an
advance payment should only be of a nominal amount or no advance payment
should be made at all.  However, the HF was a collaborative venture
between the Government and AmCham to help relaunch Hong Kong’s
economy.  That was why a number of things which would not normally have
been done were done; and

- InvestHK had specified reasonable measures in the agreement, i.e. AmCham
had to produce a specified number of concerts with world-class artists and a
TV special.  AmCham should arrange for the TV special to be as widely
shown as possible and the clips from it could be used by the Government and
its organs in other promotions.  Having decided that the tickets should be
priced at the market level, it would be impractical to set a target attendance
because the popularity of different artists at the commercial level varied.
Similarly, for viewership, while InvestHK could specify access to a number of
TV homes, it would not have been possible to specify the number of TV
viewers who would actually watch the film.

75. The Committee noted that the first two MOUs of 31 July and 29 August 2003
were signed by Ms Ophelia TSANG in the capacity of ADG, during the absence of DGIP.
As revealed in paragraph 4.28 of the Inquiry Panel Report, when DGIP returned from leave
and signed the third MoU, he considered it beside the point to consult the DoJ then because
two installments were already advanced to AmCham with the execution of the first two
MOUs.  The Committee asked the DGIP:

- whether he had been consulted by his subordinates before the MOUs were
signed;

- whether he had asked about the first MOU after he had returned from leave;
and

- if he had not been on leave, whether he would have instructed that the DoJ be
consulted first.

76. The DGIP replied that:

- his views had not been sought as he was on leave.  Although he was in office
for about a week after the signing of the first MOU, he did not know about it
at that time.  When he returned from duty visit and was presented with the
third MOU, that was when he learnt that it was the third one;



Hong Kong Harbour Fest

- 106 -

- he agreed that handing over $50 million in exchange for very simple MOUs
was out of ordinary.  It was an exceptional way of coping with exceptional
circumstances.  The key point was that all the three MOUs pointed clearly
towards the final agreement which was, in fact, negotiated and signed; and

- it would have been better if legal advice had been sought on the first MOU
and then that would have carried through to the subsequent ones.  Ideally, he
would have preferred that top priority had been given to signing the full
contract and avoided the MOUs altogether.

77. The Committee considered it unbelievable that two MOUs making payment of
some $50 million were signed by the DGIP’s subordinate in the absence of a detailed
budget, legal advice and instruction from the supervisor.  It wondered whether this was the
right procedure recognised by the civil service.

78. On the question of whether he had been consulted on the first MOU, the DGIP
subsequently clarified, in another letter of 21 May 2004 in Appendix 44, that:

- at the hearing of the Committee held on 20 May 2004, he indicated that he did
not recall having seen the first MOU dated 31 July 2003 before it was signed
and arrangement made for payment of $25 million to AmCham.  That
statement remained correct, but was incomplete;

- after an exhaustive search of InvestHK’s records, he found an email dated
30 July sent by his deputy Ms Ophelia TSANG to his personal email address
at home.  He had not seen that email until 3 August as he was on leave and
out of town.  He apologised for this lapse of memory; and

- in his opinion, Ms TSANG’s decision to sign the MOU and effected payment
was understandable in the exceptional circumstances prevailing.  He took
full responsibility for it.

79. To ascertain whether Ms Ophelia TSANG had proper authorisation and followed
proper internal procedure before she signed the two MOUs of 31 July and 29 August 2003,
the Committee enquired:

- about the acting arrangements when the DGIP’s was on leave from 14 July to
16 August 2003, and on duty visits to Shanghai from 21 to 22 August 2003
and Australasia from 25 to 30 August 2003;
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- whether Ms TSANG considered it necessary to obtain the approval of the
DGIP or the Acting DGIP before signing the MOUs; if so, whether she had
obtained the approval; if not, what the reasons were;

- whether she had informed, consulted or discussed with the DGIP or the
Acting DGIP on the two MOUs before signing them and, if so, when and how,
and what the details were;

- whether she had reported the signing of the two MOUs to the DGIP upon his
return to office and if so, when and what the details were; if not, what the
reasons were; and

- whether, in her view, there was any negligence on her part in signing the two
MOUs, in view of the fact that no legal advice had been obtained on them
beforehand and particularly if the DGIP or the Acting DGIP had not been
properly consulted in the first instance.

80. In her letter of 27 May 2004, Ms Ophelia TSANG, ADG, informed the
Committee of the acting arrangements to cover the DGIP’s absence on leave/duty visits, as
follows:

14 to 27 July 2003 ADG(1) Mr John Rutherford doubling up

28 July to 10 August 2003 ADG(2) Mr Simon Galpin doubling up

11 to 16 August 2003 ADG(3) (herself) doubling up

21 to 22 August 2003 ADG(1) Mr John Rutherford doubling up

25 to 30 August 2003 ADG(3) (herself) doubling up

81. The ADG further said that:

- she was deputising for the DGIP on all matters relating to the Relaunch
Campaign, including the HF.  In the light of the need for the organisation of
the HF to proceed as smoothly as possible, she saw the need to effect the
MOU urgently.  This was fully in line with the ERWG’s decision to sponsor
and support the HF.  For the first MOU, she had sent an email on 30 July
2003 to the DGIP’s home email address informing him of it and the advance
payment.  She had also briefed the Acting DGIP on the MOU, but accepting
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that he was not at all familiar with the background to the Relaunch Campaign,
she was prepared to sign it on her own authority.  For the second MOU, she
was the Acting DGIP herself though she signed it in the capacity of her
substantive post;

- she had updated the DGIP on the progress of the HF, including the advance
payments, on each occasion after he returned from leave/duty trip, though she
did not recall the details of their discussions due to the lapse of time; and

- she did not consider that there was any negligence regarding her signing the
two MOUs, which were part of implementing the ERWG’s sponsorship
decision on the HF under very exceptional circumstances.  With the benefit
of hindsight, she could have adopted a holding line and invited the DoJ’s
input before responding to AmCham’s request for urgent advance payment of
sponsorship fee in the absence of a full sponsorship agreement.

82. The Committee noted the reply of the DGIP and the ADG that there was
perceived urgency for executing the MOUs so as to transfer money to AmCham for settling
some essential upfront payments.  However, the Committee noted from paragraph 4.29 of
the Inquiry Panel Report that the first advance payment of $25 million from InvestHK was
effected on 4 August 2003.  The first transfer of fund from AmCham to Red Canvas
Limited (Red Canvas), the Special Purpose Vehicle appointed by AmCham to carry out the
HF event, did not take place until 13 August 2003 at $7 million.  The second advance
payment of $25 million was effected on 1 September 2003.  The transfer of fund to Red
Canvas did not take place until 9 September 2003 at $18 million.  Paragraph 4.32 of the
Inquiry Panel Report further revealed that InvestHK had not requested AmCham to
substantiate the need for advance payment on each occasion of transfer.

83. The Committee questioned the basis for the perceived urgency and whether
InvestHK had been over cooperative with AmCham.

84. The DGIP replied that there was a very short time span and Red Canvas, on
behalf of AmCham, was entering into contracts that bound it to spend very large sums of
money on a daily basis.  AmCham had told InvestHK that it needed the money in the bank
account as foreign artists’ companies wanted proof of Red Canvas’s ability to pay when it
entered into contracts with them.  InvestHK took on faith the then AmCham Chairman’s
requests for money.



Hong Kong Harbour Fest

- 109 -

Due diligence checks on AmCham and Red Canvas

85. The Committee was concerned that, as revealed in paragraph 4.50 of the Inquiry
Panel Report, InvestHK had failed to conduct due diligence checks on AmCham’s ability to
pay in the event that the cost of the HF exceeded the government sponsorship of
$100 million.  The Committee shared the Inquiry Panel’s view that it would be highly
embarrassing to the Government should there be non-payment to any contractor because of
cost overrun in the HF beyond the sponsorship fee.

86. In addition, paragraph 4.47 of the Inquiry Panel Report further revealed that
InvestHK had not conducted any due diligence checks on Red Canvas.  In the
circumstances, InvestHK failed to discover that Red Canvas was owned by Mr James
Thompson and his wife, which was inconsistent with the reference in the sponsorship
agreement that Red Canvas being “wholly owned by members of AmCham”.  The
Committee questioned:

- why InvestHK had not followed the standard practice in the private sector of
conducting due diligence checks on the contracting parties before the
execution of an agreement; and

- whether InvestHK had placed all its trust on the then Chairman of AmCham
such that it ignored the prudent practice.

87. The DGIP responded that:

- it was specified in the agreement with AmCham that on no account would the
Government be responsible for more than $100 million.  Moreover,
InvestHK had monitored the HF closely and kept in touch with its forecast
finances as they rolled forward.  All along, it had pressed for the final
sponsorship fee to be less than $100 million.  In the end, the event had only a
small amount of cost overrun and the former AmCham Chairman had agreed
to pay for it;

- AmCham was a responsible organisation and its former Chairman was a
prominent member of the community who had the global headquarters of his
company in Hong Kong for a quarter of a century.  InvestHK took his word
for it that he was authorised to sign the agreement on behalf of AmCham and
its Board of Governors.  In fact, all the people involved in assessing the HF
proposal and in assessing AmCham’s ability to deliver were persuaded by the
AmCham representatives who attended the various meetings; and
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- as regards Red Canvas, InvestHK signed the sponsorship agreement with
AmCham and dealt only with AmCham.  Hence, no company search on Red
Canvas was conducted.

88. The Committee noted the Inquiry Panel’s conclusion in paragraph 5.47 of its
Report that the DGIP had failed to adequately discharge the role of Controlling Officer in
respect of the $100 million public funds for the HF.  The Committee asked whether the
DGIP agreed with this conclusion.

89. The DGIP said that:

- he did not agree with the conclusion that he had failed in his duty as
Controlling Officer.  He was actually Controlling Officer at two levels:

(a) first, he was the Controlling Officer for the whole Relaunch Campaign
which involved $1 billion.  In discharging those duties, he and
InvestHK staff had assisted the ERWG to receive, consider, reject or
approve spending proposals to relaunch the economy of Hong Kong.
InvestHK had devised the procedures and the criteria against which the
different proposals would be measured.  It also made arrangements to
pay the sums.  At this level, he believed that he had fulfilled his
responsibilities as Controlling Officer; and

(b) second, he was the Controlling Officer of the subject department for the
HF.  At this level, he executed the decisions of the ERWG, of which he
was also a member.  He implemented the sponsorship arrangement,
which was that InvestHK must make sure that AmCham deliver a series
of world-class entertainment events and the Government would pay up to,
but not exceeding, $100 million.  All these had materialised.
Unfortunately, the final result was disappointing and did not meet the
community’s expectations;

- he was not the Controlling Officer for the HF project.  In this regard, the
Controlling Officer was the person who could authorise contracts and
expenditure, etc.  The only person in that position was the then Chairman of
AmCham; and
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- the problem was in the execution, compounded with the short time within
which AmCham had to plan, organise and implement the event.  As noted in
the Inquiry Panel Report, the HF was an extremely ambitious project and time
was extremely short.  InvestHK knew what the problems were and had
drawn them to AmCham’s attention.  InvestHK had given AmCham its
maximum support in putting them right.

Risk management and contingency planning

90. The Committee noted Audit’s observation in paragraph 3.28 of the Audit Report
that no risk management and contingency plan had been prepared by the Government to
formally identify, analyse and address the project risks of the HF.  The Committee
wondered how InvestHK could ignore such basic management practice in implementing
such a high-risk and high-visibility project like the HF.

91. The DGIP responded that due to the shortage of time, there was not a formal
contingency plan.  In the present case, the contingency arrangements were that every time
an emergency arose, everyone took immediate action to fix the problem.

Keeping the LegCo informed

92. According to paragraphs 3.23 and 3.24 of the Audit Report, the DGIP had
undertaken to keep the Financial Affairs (FA) Panel of the LegCo posted, on a regular basis,
of the activities carried out under the Relaunch Campaign.  However, he failed to act on
his undertaking until he was required to respond to concerns raised by the public over the
organisation of the HF at the FA Panel’s meeting held on 11 October 2003, which was
arranged at the Panel’s request.  The Committee queried why the DGIP had not diligently
discharged his responsibility to keep the LegCo informed on a timely basis, and whether it
was because he was on leave then.

93. The DGIP replied that his leave coincided with the summer recess of the LegCo.
With hindsight, he accepted that he could have requested the FA Panel to call special
meetings or could have submitted written reports to the Panel during the summer recess to
brief it on the progress of the organisation of the HF.  
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94. According to paragraph 3.8 of the Audit Report, it was stated in the FA Panel
Paper of 11 October 2003 that, on the approval of a project by the ERWG, the Controlling
Officer of the bureau/department concerned would oversee the implementation of the
project, and monitor the performance of the outside party, who had been commissioned to
carry out the project, where appropriate.  On the other hand, the DGIP stated in
paragraph 3.20(b) that AmCham had not been “commissioned” by the Government to
implement the HF.  It appeared to the Committee that, by emphasising that AmCham had
not been “commissioned” to implement the HF, the DGIP was suggesting that the
Government merely acted as a sponsor for the HF and hence InvestHK only had a limited
monitoring role over the event.

95. The Committee asked why it was not mentioned in the FA Panel Paper that there
were substantive differences in the Government’s monitoring role between commissioning
other Relaunch Campaign projects and just acting as a sponsor for the HF.

96. The FS responded that given that $100 million was a huge sum amounting to
10% of the $1 billion relaunch fund, the Government had the duty to monitor how it was
used, irrespective of whether the HF was a commissioned or sponsored event.

97. The DGIP explained that the reference to “commissioned” in paragraph 3.20(b)
was only an effort to clarify that the HF was not a government project, but an AmCham
project sponsored by the Government.  But the requirement to report back to the LegCo
was still valid even with a sponsorship arrangement.  InvestHK had tried its best to
oversee and monitor the implementation of the HF.

98. According to paragraph 5.12(b) of the Audit Report, the DGIP told the FA Panel
on 15 November 2003 that “AmCham had already secured broadcast for the whole one-
hour TV special by the ABC Channel in US, which had access to 80 million TV homes with
a potential audience of 100 to 150 million viewers..…”.  However, as revealed in
paragraphs 5.15 and 5.18, the TV film was aired on MTV2 and MTV networks, not ABC.
In making the airing arrangements, the AmCham representative had even said that
“regarding the network, we almost have to live by ‘beggars can’t be choosers’”.  In the
event, the three airings in the USA had only achieved a total viewership of less than
1 million TV homes, which was less than 1% of the target viewership of 100 million TV
homes in the USA.
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99. In the light of the above development, the Committee asked whether the DGIP had
confirmed with AmCham the broadcast by the ABC network before advising the LegCo on
such arrangement, and whether he had given misleading information to the LegCo.

100. The DGIP replied that:

- he did not mean to mislead the LegCo.  He had only relayed the information
from AmCham’s submission.  InvestHK had asked and were told that there
was a written commitment from the ABC Family cable network, not the free-
to-air ABC network.  However, he had not seen the letter of commitment;

- he understood that the ABC Family network offered to air the TV film once
but MTV networks offered to air it three times.  The viewership of the MTV
networks was also higher than that of the ABC Family network.  Hence,
AmCham decided to go for the MTV networks; and

- he said at the FA Panel meeting that the ABC Channel “had access” to
80 million TV homes with a “potential” audience of 100 to 150 million
viewers.  It was unfortunate that he had used the term “ABC Channel”.
However, as at that date, the TV special could have been shown on the ABC
Family network and, if so, it could have reached 84 million TV homes.
Hence, he had not been misleading or factually wrong.  As regards the
results, he agreed that the ultimate viewership in the USA was extremely
disappointing.

101. As regards the reason for the scornful remark that “beggars can’t be choosers”,
the DGIP said that the AmCham representative might be referring to the attitude of the
free-to-air channels to this kind of programme.

102. In reply to the Committee’s enquiry on the same question, Ms Lucille Barale,
Chairman of AmCham, said in her letter of 20 May 2004, in Appendix 45, that the
AmCham representative might be referring to the lack of a specified budget for promoting
the airing of the film.

103. The Committee also noted that the DGIP had told the FA Panel on 15 November
2003 that the target was to bring the TV film to over 0.5 billion viewers worldwide.  To
ascertain whether this target could be achieved, the Committee asked about the viewership
figures of the film so far.
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104. The DGIP informed the Committee, at the public hearings and in his letter of
15 June 2004, in Appendix 46, that:

- the figure of 0.5 billion viewers referred to the size of potential TV audience
that the TV special could reach;

- following the broadcast of the TV special on the HF in the USA on the MTV2
and MTV channels in January and February 2004 respectively, the same video
had been aired locally in Hong Kong on TVB Pearl on 1 May and in
34 countries in Asia and the Middle East in May on the STAR World
International and STAR World India channels; and

- according to AC Nielson, the third airing of the video on the MTV channel
achieved a viewership of 0.2 million households in the USA, representing
about 314,000 viewers.  AmCham had advised that the ratings for MTV2
were not released to the public.  TVB had advised that there were 136,000
viewers of the local showing.  STAR had also advised that the five
broadcasts on their channels (two broadcasts on 5 and 6 May on STAR World
International and three broadcasts on 19 and 20 May on STAR World India)
were seen by 625,000 people in Hong Kong, Singapore, India and metro
Manila.  STAR World reached 15 million homes in the 34 countries, but it
was not possible to quantify the total number of people who watched the TV
special as the company did not monitor the viewership in places other than the
four mentioned.

Organisation of the HF

105. Audit pointed out in paragraph 4.11 of the Audit Report that the number of free
tickets issued represented 30% of the audience turnout.  The Committee was concerned
that the distribution of a large number of free tickets gave the impression that the HF
concerts were not well received by the market and the distribution of too many free tickets
in the earlier concerts could have affected the ticket sales for some of the subsequent
concerts.  The Committee asked for a breakdown of the 12,000 complimentary tickets
distributed by AmCham.

106. In his letter of 6 May 2004 in Appendix 47, the DGIP said that, according to
AmCham, the 12,000 complimentary tickets had mainly been distributed to commercial
entities (e.g. shops and restaurants, etc), which were either sponsoring the HF in kind or
providing assistance in support of it (e.g. helped distribute flyers and/or put up posters in
their premises, etc).  Most of these tickets were for the less expensive seats.  However,
AmCham was not able to provide further details of the breakdown of the distribution.
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Rolling Stones concerts

107. The Committee was concerned that the chequered events leading to the Rolling
Stones concerts had caused much uncertainty and confusion and attracted a lot of negative
media attention.  As revealed in paragraph 4.25 of the Audit Report and paragraph 4.68 of
the Inquiry Panel Report, when AmCham and the DGIP announced at the press conference
on 3 September 2003 that the Rolling Stones would be performing in Hong Kong,
AmCham had only reached a broad agreement with the Rolling Stones management.  No
firm commitment had been obtained from the band.  The Inquiry Panel also commented
that InvestHK should have ascertained from the AmCham representatives the actual state of
play before rushing to a premature announcement on the Rolling Stones performance.

108. The Committee asked whether the DGIP was aware that no formal agreement had
been signed with the Rolling Stones management when he attended the press conference on
3 September 2003.  The DGIP responded that:

- he knew at that time that many of the contracts had not been signed and were
oral contracts.  The announcement was made by AmCham in consultation
with InvestHK.  It was a direct consequence of the shortness of time.  As
the time available for putting tickets on sale before the first concert was
diminishing, AmCham felt that it could not delay any longer the
announcement of the artist line-up for the HF; and

- it was one of Audit’s criticisms that there was insufficient time for ticket sales.
If the announcement had been delayed beyond 3 September, the situation
would have been even worse.

109. In response to the Committee’s enquiries, the Chairman of AmCham stated in
her letter of 20 May 2004 that:

- AmCham understood that the announcement on 3 September 2003 was an
indicative list of the talent line-up based on oral commitments; and

- the plans for the Rolling Stones concerts were made in consultation between
Mr James Thompson and representatives of the Government.  The Rolling
Stones concerts were to be a major highlight of the HF.  Both concerts had
been sold out and thoroughly enjoyed by those who attended.  This had been
acknowledged in the press coverage.



Hong Kong Harbour Fest

- 116 -

110. The Committee noted that there had been press reports that the Rolling Stones
might have been overpaid for their appearance at the HF.  To ascertain whether AmCham
had incurred a substantial loss in staging the Rolling Stones concerts, the Committee asked
InvestHK for a breakdown of the expenditure of $89.1 million for artist fees in the audited
accounts of Red Canvas, as well as a specific profit and loss account of the two Rolling
Stones concerts.

111. In his letter of 6 May 2004, the DGIP stated that:

- regarding the breakdown of the expenditure of $89.1 million for artist fees,
InvestHK understood from AmCham that a confidentiality agreement existed
covering all contracts of talents performing in the HF.  Therefore, it did not
have access to and hence were unable to provide the Committee with the
breakdown; and

- AmCham had advised that there were no profit and loss accounts for
individual shows of the HF, because a number of overhead costs were spread
over the various shows in the festival.

112. Regarding the “confidentiality agreement”, the Inquiry Panel had discovered that,
save the Rolling Stones’ contracts, there were no confidentiality clauses in the other artist
contracts (paragraph 4.59 of the Inquiry Panel Report).

113. In the circumstances, the Committee asked whether the DGIP agreed with the
Inquiry Panel’s comment that he had over relied on what he heard from the HF organisers
without seeking documentary details.  The DGIP responded that:

- the statement made in his letter of 6 May 2003 was factually correct.  As
noted by the Inquiry Panel, there was indeed a confidentiality provision
covering the artists’ fees, but it was not in the artists’ contracts themselves.
It existed in the talent acquisition agreement between Red Canvas and East
Art International Limited (the western talent coordinator for the HF); and

- the then AmCham Chairman had informed InvestHK in writing that the
artists’ fees were covered by a confidentiality clause, although he had not
specified where the clause existed.  InvestHK had only conveyed to the
Committee the information provided by the then AmCham Chairman.
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114. The Committee also understood from paragraph 4.79 of the Inquiry Panel Report
that the FS, upon reading the press report about the high fees for the Rolling Stones, had
asked for an explanation from the DGIP.  The Committee asked about the details of the
meeting.

115. The FS responded that:

- there was a report in the English press in August 2003 that the Rolling Stones
might have been overpaid.  Therefore, he asked the DGIP for an explanation.
He was not given a satisfactory answer and was told that there was a
confidentiality clause in the artists’ contracts.  The Inquiry Panel had now
confirmed that there was indeed a confidentiality clause in the contracts of the
Rolling Stones; and

- his understanding at that time was that the original promoter of the Rolling
Stones concerts had requested government sponsorship to stage the event but
was unsuccessful.  Subsequently, she complained about the high fees for the
Rolling Stones.  He had not ascertained whether this was true or not because
at that time he did not realise that there would be upcoming problems over the
staging of the concerts.  In fact, the AmCham representatives made a
presentation of the HF to the ERSG on 1 September 2003 and informed the
meeting that the programme line-up had been confirmed.  He thus had the
impression that the overall situation was under their control.

116. Based on the information available, the Committee calculated that the artist fees
for the Rolling Stones would amount to some $40 million.  The Committee asked how this
figure compared to the amount of sponsorship requested by the original promoter.

117. The DGIP said at the public hearings and in his letter of 27 May 2004, in
Appendix 48, that:

- the original promoter’s first proposal, dated 8 July 2003, quoted a total fee of
HK$50.57 million (US$6.48 million) for the Rolling Stones to perform two
shows at the Hong Kong Stadium, including artist fee, staging and production
and freight and airfares.  The anticipated deficit for the two shows was in
excess of HK$18 million, and she was seeking government sponsorship to
offset it; and
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- she submitted later in the same month (July 2003) a revised proposal for a
single show by the Rolling Stones, again at the Hong Kong Stadium.  This
time, the quoted total fee was substantially reduced to HK$24.12 million.
She was seeking government subsidy in the order of HK$6 million.

Follow-up actions

118. Noting that the Inquiry Panel Report had raised a number of questions concerning
the accounts of the HF, the Committee asked whether the Administration would:

- consider referring the Inquiry Panel Report to any law enforcement agencies
for investigation; and

- request AmCham to fully cooperate with Audit to facilitate the conduct of a
value-for-money audit on Red Canvas and any records relating to the HF held
by AmCham and the project subcontractors.

119. In his letter of 15 June 2004, the DGIP advised that:

- the Administration had referred the Inquiry Panel Report to the Police for
further follow-up action as deemed necessary.  The Independent
Commission Against Corruption was also carrying out an investigation; and

- InvestHK had written to AmCham on 27 May 2004 requesting permission for
the Director of Audit to have access to the records of AmCham and Red
Canvas on matters relating to the HF.  It was still awaiting a formal reply
from AmCham, but had been advised that both AmCham and Red Canvas
were prepared to allow access to the same files as examined by the Inquiry
Panel.

120. Conclusions and recommendations  The Committee:

Project conceptualisation and approval

- expresses grave dismay that the Economic Relaunch Working Group (ERWG)
had put a substantial amount of public fund at risk as early as the inception
stage of the event by approving too hastily the American Chamber of
Commerce in Hong Kong (AmCham)’s proposal for the Government to
sponsor the Harbour Fest (HF), in that it:
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(a) failed to thoroughly assess the complexity and risks involved, as well as
the benefits, before agreeing to support the proposal in principle;

(b) failed to ask for a proper business plan from AmCham, thus depriving
itself of the detailed information required (such as market analysis, risk
assessment and human resource plan) for conducting a proper project
appraisal;

(c) failed to call for the views of experts within the relevant departments on
the feasibility of the HF despite the initial reaction of the departments
that the project was rather ambitious;

(d) appointed the Invest Hong Kong (InvestHK), which had little hands-on
experience in organising such mega event, as the subject department
without considering other available options; and

(e) failed to explore the options of organising the concerts in-house,
outsourcing to the private sector through a competitive selection process
or co-organising the HF with AmCham;

- notes that the Financial Secretary (FS) has accepted Audit’s observation that
the ERWG had not fully examined the concept viability, the timeframe for
organising the concerts, the timeframe for promotion and ticketing, and the
organising ability of AmCham, before it accepted AmCham’s proposal for the
Government to sponsor the HF;

Project monitoring

- condemns the Director-General of Investment Promotion (DGIP) for the
reasons that he:

(a) failed to take positive steps to consult the government bureau and
departments with expertise in the entertainment field, engage outside
experts in the show business, or make reference to their relevant
practices during the critical initial stages of budget-vetting and
monitoring processes;

(b) failed to seek the Department of Justice (DoJ)’s advice on the three
Memoranda of Understanding (MOUs) with AmCham, which are legally
binding;
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(c) rejected the DoJ’s advice to include in the agreement with AmCham
provisions for access to documents in AmCham’s possession; and

(d) failed to adhere to the basic management principles and to put in place
an appropriate system of cost control or monitoring to oversee the
project.  In particular, he:

(i) failed to adequately supervise InvestHK in the discharge of his
responsibilities over the HF, which was evidenced by:

- the fact that he was absent from Hong Kong for 60 days during
the three-month period leading up to the HF; and

- his ignorance of the fact that two legally binding MOUs were
signed during his absence and $50 million were paid to
AmCham;

(ii) failed to conduct any due diligence checks on AmCham and Red
Canvas Limited and to inquire into AmCham’s ability to pay the
difference between the cost of the HF and the government
sponsorship;

(iii) failed to ensure that there were proper risk management and
contingency planning on the HF; and

(iv) chose to rely on a liberal interpretation of “sponsorship” in order to
justify his monitoring the HF from a distance;

- concurs with the FS that irrespective of whether the HF is financed by the
Government through sponsorship or other modes of subvention, the
responsibilities of the Controlling Officers remain the same as those provided
in FCir No. 1/2004, i.e. they should satisfy themselves that an appropriate
system of cost control or monitoring is in place;

- expresses serious dismay that the ERWG:

(a) failed to carry out appropriate supervision over such crucial matters as
InvestHK’s scrutiny of the budget for the HF and the InvestHK’s
monitoring of the actual progress of the organisation of HF;
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(b) failed to ensure that the DGIP exercise the appropriate level of
supervision over the sponsorship of the HF which is effectively close to
its full cost; and

(c) had not considered downsizing the scale of the HF;

Keeping the Legislative Council (LegCo) informed

- expresses serious dismay that the DGIP failed to discharge his responsibility
to keep the LegCo informed by providing reliable and complete information
in a timely manner, in that he:

(a) failed to act on his undertaking to keep the LegCo informed on a regular
basis until 11 October 2003 when he was required to respond to concerns
raised by the public over the organisation of the HF;

(b) misled the LegCo into believing that AmCham had already secured the
broadcast of the whole one-hour TV special by the ABC Channel in the
USA and that the film would be brought to 0.5 billion viewers
worldwide, which ultimately did not materialise; and

(c) failed to inform the LegCo that there were substantive differences in the
Government’s monitoring role between commissioning other Relaunch
Campaign projects and just acting as a sponsor for the HF;

- notes that the DGIP has accepted that he could have requested the Financial
Affairs Panel to call special meetings or submitted written reports to the Panel
during the summer recess of the LegCo, to brief the Panel about the HF;

Organisation of the HF

- expresses serious concern that:

(a) although the HF was expected to generate positive publicity, the vast
majority of the media reports on the HF were negative;

(b) the overall audience turnout rate for the HF concerts was only 61%,
including 18% being holders of free tickets;

(c) the ticket sales position was not satisfactory as tickets sold represented
only 43% of the total capacity of all concerts, with the number of tickets
sold for individual concerts varying from 15% to 89% of concert capacity;
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(d) the distribution of a large number of free tickets, amounting to 30% of
the audience turnout, gave the impression that the concerts were not well
received by the market and the distribution of too many free tickets in
the earlier concerts could have affected the ticket sales for some of the
subsequent concerts;

(e) the three months allowed for the organisation of the HF, involving a total
of 16 high profile performances by international, regional and local
artists, were grossly inadequate;

(f) because of the insufficient time for organising the HF, the programme
line-up was only completed at a very late stage, which in turn affected
the time allowed for the promotion of individual artists and the time
available for ticket sales; and

(g) the significant changes in the line-up of artists had resulted in the late
completion of the final programme line-up which affected the time
allowed for the promotion of individual performances and the time
available for ticket sales;

- acknowledges the assurance by the FS that the Administration will follow up
the outstanding tasks that require monitoring by the Government;

Rolling Stones concerts

- expresses serious concern that:

(a) the Rolling Stones concerts were included late in the programme line-up
for the HF in late August 2003, leaving little lead time for the smooth
organisation of concerts of such high international profile;

(b) the concerts had caused uncertainty and confusion and attracted a lot of
negative media attention, which gave the impression that the organising
of the concerts was not well coordinated; and

(c) in organising these concerts, AmCham incurred a substantial loss at
taxpayers’ expense, although the number of tickets sold was 25% of the
overall tickets sold for the HF concerts, and their audience turnout was
19% of the total audience turnout;
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Evaluation of the HF

- expresses dismay that the agreement between AmCham and the Government
only required the delivery of a programme of events and the TV production
without providing safeguards and measurable criteria to ensure that the stated
objectives of the HF (i.e. boosting local morale and consumption, boosting
tourism and promoting Hong Kong to international and Mainland
communities) would be achieved.  In the event, the Government’s interests
were left unprotected in that:

(a) the HF concerts had fallen short of expectations and some of the concerts
were not well attended;

(b) the TV film was not aired on the ABC network and the three airings in
the USA only achieved less than 1% of the target viewership; and

(c) to date, the viewership of the TV film worldwide has been far lower than
the target viewership;

Follow-up actions

- urges InvestHK to liaise with AmCham to make arrangements for the
Government to have access to all HF records of AmCham, Red Canvas
Limited and the project subcontractors, in order to facilitate any necessary
follow-up actions by the Government and the Audit Commission;

- invites the Director of Audit to consider conducting a value for money audit
on other events and activities sponsored by InvestHK to ensure that they did
not similarly suffer from the lack of proper cost control;

- urges the Administration to consider taking disciplinary action against the
DGIP, having regard to the gravity of his failure in discharging his duties; and

- wishes to be kept informed of the developments in following up the
outstanding tasks of the HF and the progress on the implementation of Audit’s
recommendations.
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Audit conducted a review to examine the provision and management of aquatic
recreational and sports facilities by the Leisure and Cultural Services Department (LCSD)
and to ascertain whether there were areas for improvement.

Gazetted beaches

2. According to paragraph 2.4(a) of the Audit Report, a consultant, who carried out
a coastal safety audit on the beaches of Hong Kong in 2000, had advised that the Rocky
Bay Beach should be deleted from the list of gazetted beaches because of safety reason and
low usage.  However, the LCSD considered that de-gazetting beaches was a sensitive issue
and decided not to take further action.  The Committee asked about the sensitivity of the
de-gazetting and whether the LCSD would de-gazette the beach.

3. In response, Ms Anissa WONG Sean-yee, Director of Leisure and Cultural
Services, said that:

- in deciding to close the Rocky Bay Beach because of its poor water quality,
the Administration had considered whether the beach should be de-gazetted.
At that time, the Administration was of the view that it should consider the
development of the beach water quality.  It was also concerned that the
relevant District Council and beach goers might consider that they might need
to observe the development of the issue for a period of time; and

- taking into account the current situation of the water quality, the usage of the
beach, as well as other factors, such as the usage rate of the Shek O Beach,
the LCSD agreed in principle to Audit’s recommendation that the Rocky Bay
Beach be de-gazetted.  The LCSD would seek the views of the relevant
District Council on the proposed de-gazetting of the beach.

   

4. Noting that some of the gazetted beaches in Tsuen Wan District were closed
because the water quality of these beaches had deteriorated following the full
commissioning of the Stage 1 of the Harbour Area Treatment Scheme (HATS), the
Committee asked whether the LCSD had forewarned or warned the public about the matter.

5. Mr Paul CHEUNG Kwok-kee, Assistant Director of Leisure and Cultural
Services (Leisure Services) 1, said that the LCSD was not aware in advance of the adverse
impact of the Stage 1 of the HATS.  As the water in these beaches was shallow, rainfall
might bring pollutants from the land to the beaches.  As a result, the beach water quality
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was affected.  As the beach water quality was affected by many envirnmental factors, the
LCSD, in consultation with the Environmental Protection Department (EPD), monitored the
water quality regularly and, through posting prominent notices on the beaches, advised
beach goers whether the current beach water quality was good, fair or poor.

6. The Committee noted that the seven gazetted beaches in Tsuen Wan District had
been closed.  Although Table 4 in paragraph 2.4(b) of the Audit Report showed that the
daily average number of beach goers at these beaches in 2002 was low, beach goers still
went to these beaches.  The Committee asked:

- about the actions taken by the LCSD to make these beaches suitable for
public use; and

- how the health of the beach goers could be safeguarded, and what actions
the LCSD had taken to ensure that the public did not swim at these beaches.

7. The Assistant Director of Leisure and Cultural Services (Leisure Services) 1
responded that:

- the LCSD, the EPD and the Drainage Services Department would join
together to improve the water quality of these beaches.  The LCSD did not
de-gazette these beaches as it saw the public need for them.  It hoped that
the beaches would be reopened as soon as possible; and

- as a result of the closure of these beaches, the LCSD had advised the public
not to swim there.  Because the public took heed of the LCSD’s advice, the
number of beach goers was low.  This showed the LCSD’s efforts in
safeguarding the health of the beach goers.

8. The Committee further asked about the facilities provided as an alternative to the
closed gazetted beaches in Tsuen Wan District.

9. The Assistant Director of Leisure and Cultural Services (Leisure Services) 1
responded that apart from beaches, the LCSD also provided swimming pools which could
meet part of the public’s swimming needs.  The LCSD hoped that the water quality of the
closed beaches could be improved as soon as possible so that the beaches could be reopened
for public use.
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10. The Director of Leisure and Cultural Services added that:

- subject to the conditions of the surrounding environment, the LCSD would
provide these beaches with recreational facilities such as barbecue pits.  The
beaches were, however, unsuitable for swimming due to a number of factors
such as poor water quality.  The LCSD had liaised with the relevant
government departments on whether there were other improvement measures.
It had reminded the public of the water quality of these beaches and of the
alternative facilities such as swimming pools; and

- in fact, the overall patronage of the beaches was decreasing while that of the
swimming pools was on the rise.  This might reflect the different choices of
swimmers or the effects of other factors.  The LCSD would not reopen the
beaches while their water quality was below standard.  Apart from urging
the relevant departments to improve the water quality, the LCSD met the
public’s swimming needs by providing other facilities and extending the
opening hours of swimming pools, etc.

11. The Committee further asked for documents showing that the LCSD:

- had conveyed to the relevant government departments its concern that four
gazetted beaches in Tsuen Wan District were closed because the water quality
of these beaches had deteriorated upon the full commissioning of the Stage 1
of the HATS, and had urged for expedient completion of the improvement
works concerned; and

- had sought additional resources for the provision of aquatic recreational and
sports facilities in view of the closure of the above beaches, and had taken
measures to promote the availability of such facilities.

12. In her letter of 18 May 2004, in Appendix 49, the Director of Leisure and
Cultural Services advised that:

- the LCSD was not aware in advance of the adverse impact of the Stage 1 of
the HATS on the water quality of the gazetted beaches in Tsuen Wan District.
On 15 January 2003, the LCSD asked the EPD to provide it with a report on
the water quality of the gazetted beaches to enable it to determine the opening
arrangement of beaches in the swimming season of 2003.  This was a
normal step to take annually.  The EPD informed the LCSD on 22 January
2003 that the water quality of the seven beaches in Tsuen Wan District had
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deteriorated as a result of the commissioning of the Stage 1 of the HATS and
recommended closing all the seven gazetted beaches along the coastal line of
Tsuen Wan;

- in anticipation that the Tsuen Wan District Council (TWDC) would have
strong reaction to the closure of the beaches, the LCSD expressed its concern
to the EPD and requested it to attend the relevant committees of the TWDC in
February and March 2003 to explain to the TWDC members the reasons for
the deterioration of the water quality and the subsequent closure of these
beaches.  At a meeting of one of the committees of the TWDC, the EPD
admitted that it had not anticipated the deterioration of water quality in Tsuen
Wan beaches upon the full commissioning of the Stage 1 of the HATS;

  
- in view of the closure of the four gazetted beaches, the LCSD had, at the

TWDC meetings held in February and March 2003, promoted the use of a
number of nearby swimming facilities such as the Ma Wan Tung Wan Beach
in Tsuen Wan District and the five beaches in Tuen Mun District, namely the
Butterfly, the Kadoorie, the Cafeteria Old, the Cafeteria New and the Golden
Beaches.  In addition, the LCSD had, also at the same meetings, promoted
the use of two public swimming pools in Tsuen Wan, namely the Shing Mun
Valley Swimming Pool and the Tsuen King Circuit Wu Chung Swimming
Pool; and

- improvement works at the Ma Wan Tung Wan Beach, including re-sanding,
renewal of shark prevention net and refurbishment of the beach building,
were completed in April and May 2004.  The LCSD had set up two new
beach volleyball courts at the Lido Beach in July 2003 to promote the use of
land based facilities.  In addition, the LCSD had produced pamphlets and
booklets to introduce the public swimming pools and gazetted beaches
managed by it.  At the same time, information on these facilities was
uploaded to the web page of the LCSD for publicity.

13. The Committee noted from paragraphs 2.5 to 2.7 of the Audit Report that in
2002-03, the LCSD provided 35 established posts (six Amenities Assistant (AA) IIIs and 29
Lifeguards) for eight closed gazetted beaches and redeployed the 29 lifeguards to fill other
vacant posts.  Audit recommended that the LCSD should consider deleting the lifeguard
posts and critically review the need and cost-effectiveness of deploying AA IIIs. In
response, the Director of Leisure and Cultural Services said that the 29 lifeguard posts had
already been frozen.  The lifeguards originally filling the posts had been redeployed to fill
other vacant posts.  If these posts were deleted and the beaches were eventually reopened,
new posts would have to be separately created.  The LCSD did not see the advantage of



Provision of aquatic recreational and sports facilities

- 128 -

deleting the posts at this stage.  The department would review the cost-effectiveness of
deploying AA IIIs stationed at beaches with low attendance and primitive facilities and the
need to retain the AA III post at the Rocky Bay Beach.

14. In view of the fiscal deficit and the absence of a firm timing on the reopening of
these beaches, which depended on, inter alia, the progress of the Stage 2 works of the HATS,
the Committee queried whether there was a need to retain the lifeguard posts.  It therefore
asked:

- whether the lifeguard posts would be deleted; if so, when the deletion would
be done; if not, the reasons for that; and

- when the review of the cost-effectiveness of deploying six AA IIIs at the
eight beaches would be conducted.

15. In her letter of 18 May 2004, the Director of Leisure and Cultural Services
said that:

- in consideration of the recent advice from the EPD that the Stage 2 works of
the HATS for improvement of the beach water quality of Tsuen Wan District
would take at least 30 months to complete, the LCSD agreed that the
lifeguard posts were unlikely to be filled in the near future and the LCSD
would delete them; and

- the LCSD had reviewed the cost-effectiveness of deploying six AA IIIs at the
eight beaches.  The AA III originally stationed at the Rocky Bay Beach had
already been redeployed to the Shek O Beach.  One AA III would be
retained to carry out daily management of the seven beaches in Tsuen Wan
District and the other four would be deployed to other leisure venues as soon
as possible.

16. According to paragraph 2.12 of the Audit Report, the LCSD would seek the
Southern District Council’s support before implementing Audit’s recommendation to the
effect that the less frequently used urban beaches should be closed from November to
March each year.  However, in response to Audit’s recommendation that it should examine
whether the Kiu Tsui Beach on Sharp Island in Sai Kung should continue to be designated
as a gazetted beach, the LCSD did not mention whether it would consult the relevant
District Council in its consideration of whether to de-gazette the beach.  It therefore
appeared to the Committee that the LCSD adopted two different approaches to this matter.
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The Committee considered it important that the relevant District Council’s views should be
sought.  It asked when the LCSD would consult the relevant District Council on the
respective proposals regarding the urban beaches and the Kiu Tsui Beach.

17. The Assistant Director of Leisure and Cultural Services (Leisure Services) 1
explained that the LCSD would consult the Southern District Council on the proposal
regarding the urban beaches within two to three months’ time.  On the proposal regarding
the Kiu Tsui Beach, there was a private-sector initiative of developing Sharp Island into a
resort.  Although there was no problem in the beach water quality, the beach condition was
not satisfactory.  In fact, the patronage of the Kiu Tsui Beach was decreasing.
De-gazetting of the Kiu Tsui Beach would be considered in the future development of Sharp
Island in one go.  The LCSD would inform the relevant District Council shortly of the
development plan and consult it on the matter.

18. The Committee asked whether there was flexibility in deploying staff to man
those beaches the patronage of which was low on weekdays but high on Saturdays, Sundays
and public holidays, so that the staffing level at these beaches was commensurate with the
patronage.

  

19. The Assistant Director of Leisure and Cultural Services (Leisure Services) 1
responded that the patronage of some beaches, e.g. the Hairpin Beach, was low on
weekdays.  In fact, there were hardly any swimmers at the Hairpin Beach on weekdays.
As such, the LCSD did not provide these beaches with lifeguards except on Saturdays,
Sundays and public holidays.

20. In response to the Committee’s enquiry, the Assistant Director of Leisure and
Cultural Services (Leisure Services) 1 confirmed that the LCSD had a policy to close
these beaches on weekdays and open them on Saturdays, Sundays and public holidays.

Swimming pool complexes

21. According to paragraph 3.13 of the Audit Report, in the planning of new
swimming pool complexes, the LCSD would provide indoor heated pools instead of
outdoor heated pools.  The Committee noted that a number of heated pools, the financial
proposals for which had been approved by the Legislative Council, would be built in future.
It asked whether such pools would be indoor heated pools or indoor heated pools converted
from outdoor ones by the provision of a light-weight cover.
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22. The Assistant Director of Leisure and Cultural Services (Leisure Services) 1
replied that two indoor heated swimming pools, one in Tai Kwok Tsui and the other in Hin
Tin, would be built.  As the public had an increasing interest in swimming during winter
months, the LCSD considered that more indoor heated pools should be built to meet their
needs.  In contrast, the demand for outdoor heated pools was low.  As such, the LCSD
had plans to convert outdoor heated pools into indoor ones by providing a light-weight
cover.

Provision of lifeguards 

23. According to paragraphs 5.20 and 5.21 of the Audit Report, the difference in the
daily cost of using one volunteer lifeguard and employing one temporary lifeguard was
small.  In view of the low turnout rates of volunteer lifeguards, Audit considered that the
LCSD needed to examine the cost-effectiveness of using the volunteer lifeguards.  The
Committee asked about the progress of the LCSD’s examination.

24. The Assistant Director of Leisure and Cultural Services (Leisure Services) 1
responded that the LCSD had informed the Hong Kong Life Saving Society (HKLSS) that
it had stopped using HKLSS’s volunteer lifeguards.  In the light of the small difference in
the cost of using volunteer lifeguards and employing temporary lifeguards, and the fact that
the service provided by volunteer lifeguards was training for them to gain experience and
acquire higher qualification for life saving, the LCSD considered that the service of
HKLSS’s volunteer lifeguards should be voluntary in nature and they should not earn daily
honorarium at the current high rate.  As such, the LCSD had asked the HKLSS to reduce
the rate.
 

25. Conclusions and recommendations  The Committee:

Gazetted beaches

- expresses concern that in 2002-03, the Leisure and Cultural Services
Department (LCSD) provided 35 established posts [6 Amenities Assistant
(AA) IIIs and 29 Lifeguards] for eight closed gazetted beaches and
redeployed the 29 lifeguards to fill other vacant posts.  The eight closed
beaches were still manned by six AA IIIs at a staff cost of $1.6 million
in  2002-03;
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- notes that:

(a) the LCSD will delete the 29 lifeguard posts;

(b) the LCSD has reviewed the cost-effectiveness of deploying six AA IIIs
at the eight beaches.  The AA III originally stationed at the Rocky Bay
Beach has already been redeployed to the Shek O Beach.  One AA III
will be retained to carry out daily management of the seven beaches in
Tsuen Wan District and the other four would be deployed to other leisure
venues as soon as possible;

(c) the Director of Leisure and Cultural Services intends to implement
Audit’s recommendations in paragraphs 2.6(a) and (d), 2.11 and 2.17 of
the Audit Report; and

(d) the Administration will take interim and long-term measures to improve
the water quality of the gazetted beaches in Tsuen Wan District, which
has deteriorated after the full commissioning of the Harbour Area
Treatment Scheme Stage I;

- considers that the Administration has the responsibility to improve the water
quality of the gazetted beaches in Tsuen Wan District in order that they can be
re-opened for public use;

- recommends that the Director of Leisure and Cultural Services should consult
the relevant District Councils (DCs) and the Legislative Council (LegCo)
before deciding whether measures should be taken to de-gazette the Rocky
Bay Beach;

  
Swimming pool complexes

- expresses concern that:

(a) for swimming pool complexes, the admission fee in the New Territories
for non-peak days is lower than that for peak-days, but the admission
fees in the urban areas are the same for both peak and non-peak days;
and

(b) the review on subsidy levels and cost recovery rates for the different
types of leisure and cultural services has not been carried out;
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- notes that the Director of Leisure and Cultural Services intends to implement
Audit’s recommendations in paragraphs 3.7, 3.16, 3.21 and 3.25 of the Audit
Report;

- recommends that the Director of Leisure and Cultural Services should consult
the relevant DCs and the LegCo before deciding whether measures should be
taken to adjust the admission fees for all swimming pool complexes, shorten
the opening hours of outdoor heated pools where the usage is low, and close
in November the five swimming pool complexes which are not provided with
heated pools;

Water sports centres

- expresses concern about:

(a) the absence of a fairer basis for assessing the enrolment rate of water
sports centres to provide better management information;

(b) the low usage of the Chong Hing Water Sports Centre and the Jockey
Club Wong Shek Water Sports Centre, as well as the problem of
congestion at the St. Stephen’s Beach Water Sports Centre and the Tai
Mei Tuk Water Sports Centre; and

(c) the availability of spare craft hours at the four water sports centres;

- notes that the Director of Leisure and Cultural Services will implement
Audit’s recommendations in paragraphs 4.15 and 4.21 of the Audit Report;

Provision of lifeguards

- expresses concern that:

(a) in 2003, the number of core lifeguards exceeded the optimal size of the
core life-saving workforce.  During the peak swimming months from
June to August 2003, the highest number of lifeguards employed was
1,887, which comprised 980 core lifeguards and 907 non-core lifeguards.
The optimal size of the core life-saving workforce should be 944;

(b) the core to non-core lifeguard ratios of the 18 Type 1 swimming pool
complexes during the peak swimming months in 2002-03 varied
considerably, ranging from 0.5:1 to 1.9:1;
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(c) the highest average numbers of swimmers per lifeguard during the peak
swimming months in 2002-03 for the 18 Type 1 swimming pool
complexes varied significantly;

(d) during the non-peak swimming months in 2002-03, the daily average
patronage of the Mui Wo Swimming Pool and the Sai Kung Swimming
Pool were 51 and 218 respectively.  Notwithstanding such low
patronage, monthly-rated temporary lifeguards were also employed at
these complexes;

(e) the operating deficit of the Mui Wo Swimming Pool was $6.5 million in
2002-03; and

(f) the operating deficit of the Sai Kung Swimming Pool was $19 million in
2002-03;

- notes that the Director of Leisure and Cultural Services will implement
Audit’s recommendations in paragraphs 5.17 and 5.22 of the Audit Report;

Deployment of surplus staff during the winter months

- expresses concern that:

(a) there was inadequate assurance that the 521 surplus lifeguards and 66
surplus filtration plant artisans were gainfully employed during the
winter months in 2002-03.  Work records of the mandays spent on
individual tasks were not properly maintained in some districts and there
were no laid down monitoring procedures on the winter works
programme;

(b) during the winter months in 2002-03, the participation rate of the surplus
lifeguards and filtration plant artisans in the cross-branch/district
programme was unsatisfactory; and

(c) when most of the gazetted beaches and swimming pool complexes were
closed during the winter months in 2002-03, 140 surplus AA grade staff
might also be underemployed because of the much reduced workload at
their venues;

- notes that the Director of Leisure and Cultural Services will implement
Audit’s recommendations in paragraph 6.8 of the Audit Report; and
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Follow-up actions

- wishes to be kept informed of:

(a) the progress on and results of the implementation of the interim and
long-term measures to improve the water quality of the gazetted beaches
in Tsuen Wan District; and

(b) the progress on the implementation of Audit’s recommendations
mentioned in paragraphs 2.6(a) and (d), 2.11, 2.17, 3.7, 3.16, 3.21, 3.25,
4.15, 4.21, 5.17, 5.22 and 6.8 of the Audit Report.
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Audit conducted a review to examine the economy, efficiency and effectiveness
of the provision of training, employment and residential services for people with disabilities
by the Social Welfare Department (SWD) and by non-governmental organisations (NGOs)
receiving government subventions.

Provision of training, employment and residential services

2. According to Table 3 in paragraph 2.11 of the Audit Report, the average unit
costs of training, employment and residential services provided by the SWD exceeded those
of NGOs by 7% to 57%.  As stated in paragraph 2.14(b), the SWD had prepared an action
plan to transfer the operation of one day activity centre, two sheltered workshops, one
hostel for moderately mentally handicapped persons and one hostel for severely mentally
handicapped persons to NGOs by April 2004.  The Committee asked about the progress so
far and the reasons for the high costs of the services provided by the SWD.

3. Miss Ophelia CHAN, Assistant Director of Social Welfare (Rehabilitation
and Medical Social Services (R&MSS)), replied that:

- since mid-2003, the SWD had outsourced to NGOs the operation of three
sheltered workshops, one day activity centre, one day activity centre cum
hostel, and one hostel for moderately mentally handicapped persons;

- as at May 2004, the SWD still ran two sheltered workshops, each of which
was paired up with a hostel for moderately mentally handicapped persons.
At present, the SWD had no plan to outsource these hostels as some of the
places were required for providing emergency places and performing a
statutory function of place of refuge for disabled children.  Moreover, if the
SWD was to outsource these service units, the SWD staff working there
would be affected; and

- the unit costs of SWD-run services were high as the costs of SWD staff who
worked there, such as Social Work Assistant and Senior Social Work
Assistant, were higher than those of NGOs.  Some sheltered workshops
which were paired up with hostels were supervised by staff at officer grade.
Moreover, the SWD’s hostels were of a large scale and provided services for
people with a higher degree of disabilities.  More facilities and more
healthcare personnel were required, resulting in higher costs.
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4. Mr Paul TANG Kwok-wai, Director of Social Welfare, supplemented that the
SWD would keep in view the possibility of outsourcing its remaining service units, having
regard to the capability of the department in redeploying affected staff and the availability
of alternative service providers in the rehabilitation sector.

5. The Committee was concerned that, as stated by the SWD in paragraph 2.14(c),
not all the savings resulting from the closure of the SWD’s service units could be realised
because it had to absorb the surplus staff until they retired.  The Committee asked whether:

- the SWD had considered transferring its surplus staff to other government
departments or NGOs so as to realise the savings;

- SWD staff were eligible for the voluntary retirement scheme; and

- any SWD staff were idle due to the outsourcing of the service units.

6. The Director of Social Welfare responded that:

- it had been the SWD’s practice to give priority to absorbing its staff affected
by outsourcing through internal redeployment.  While the SWD would also
consider the possibility of transferring surplus staff to other departments, there
was not much room for doing so.  Other departments were also under
pressure to reduce their manpower and they might not have suitable job types
for SWD staff;

- transferring SWD staff to NGOs would involve a lot of complicated issues,
such as the willingness of the NGOs and the affected staff to accept such
arrangement.  As it was a policy issue, he would have to consult the Civil
Service Bureau (CSB); and

- some SWD staff had joined the voluntary retirement scheme.  No SWD staff
was left idle.  All the staff members affected by outsourcing had been
redeployed to other posts within the department.  However, such a problem
might arise eventually if the SWD continued to outsource its remaining
service units.

7. The Committee enquired whether the CSB could assist the SWD in transferring
its surplus staff to NGOs or other government departments, so as to help it realise the
savings resulting from the closure of its service units.
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8. In his letter of 21 May 2004 in Appendix 50, the Secretary for the Civil Service
stated that:

- the CSB had confirmed with the SWD that there was at present no need to
transfer any of its surplus staff to NGOs or other government departments as
all of them had been gainfully redeployed within the department to meet new
service needs.  Notwithstanding this, if such a need arose in future, the CSB
would assist in identifying redeployment opportunities elsewhere in the civil
service to accommodate the surplus staff as far as practicable; and

- as regards the suggestion to transfer surplus staff to NGOs, it involved quite a
number of issues such as whether the NGOs were prepared to take on the
surplus staff, funding arrangement, and staff sentiments.

9. The Committee noted from Table 4 in paragraph 2.15 of the Audit Report that as
at 31 March 2003, the average waiting time for admission to a long-stay care home was
102 months.  The Committee considered it unsatisfactory that people had to wait for more
than eight years and queried whether the SWD had any plan to shorten the long waiting
time.

10. The Assistant Director of Social Welfare (R&MSS) responded that:

- long-stay care homes were provided for ex-mentally ill persons who were
discharged from hospitals after receiving treatment but were not yet able to
lead an independent life.  As the discharge rate for such homes was low, very
few vacant places were available;

- to meet the demand, the SWD had allocated resources to increase the supply
of long-stay-care-home places.  400 new places would be provided by the
end of 2004.  In order to reduce the number of applicants on the waiting list
for long-stay care homes, the SWD had, in collaboration with the Hospital
Authority (HA), conducted a review on the condition of the applicants on the
waiting list to examine their genuine need for the service.  The department
had also stepped up the outreach service for ex-mentally ill persons who were
staying at home; and

- in order to raise the discharge rate for long-stay care homes, thereby
increasing supply, the SWD encouraged the residents of such homes to settle
in the community through compassionate rehousing or to move to halfway
houses.  It had also identified other service options for these people, such as
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self-financing hostels at the ex-staff quarters of the Castle Peak Hospital for
those who could afford them.  The social workers of voluntary agencies and
other healthcare personnel near the Castle Peak Hospital could provide
support and follow-up service.

11. The Committee asked what the waiting time would be after all the above
measures had been implemented.  The Assistant Director of Social Welfare (R&MSS)
replied that:

- according to the latest information, there were 919 applicants on the waiting
list.  About 20 persons had been admitted so far in 2004 and they had waited
for about 86 months, i.e. about seven years; and

- unless the SWD was given new resources for providing more places for such
service, there was bound to be a gap between supply and demand.

12. The Committee pointed out that the waiting time was still too long.  It enquired
whether there were many applicants who died while waiting for the service and whether the
SWD would strive for more resources to increase long-stay-care-home places.

13. The Committee was also concerned that there might be some applicants for long-
term residential care service who were forced to stay in hospitals before they were admitted
to long-stay care homes.  In particular, the cost of taking care of such persons in the
hospital setting would be higher than that in the rehabilitation setting.  The Committee
asked whether this was the case.

14. The Director of Social Welfare and the Assistant Director of Social Welfare
(R&MSS) responded that:

- some applicants had to stay in hospitals as assessed by doctors or social
workers.  They might require long-term care service and thus had to apply
for admission to long-stay care homes.  Among the 900 odd applicants on
the waiting list, about 170 persons were above the age of 60 while more than
700 were below 60.  Many of the ex-mentally ill persons belonged to the
middle-age group;
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- in order to shorten the waiting time for long-stay care homes, the SWD had
all along tried to provide more new places.  In this regard, 400 new places
had been provided recently to meet the demand.  All these places would be
allocated by June 2005.  However, while the waiting list would be shortened
by these 400 places, it would continue to grow at the same time with the
addition of several dozens of new applicants every month;

- the SWD accepted Audit’s recommendation to allocate more resources to
such service when new resources were available.  It would reflect to the
bureau the need for new resources.  As far as the SWD was concerned, it
would have to allocate its resources having regard to all the services provided
by the department; and

- to achieve cost-effectiveness in the use of resources, the SWD had been
reviewing with the HA the condition of the waitlistees to determine whether
they were genuinely in need of the service.  The SWD would only put an
applicant on the waiting list if his/her family could not provide the necessary
support and care at home.  Of the 900 odd people currently on the waiting
list, 600 had been identified as having genuine need for the service and were
already in hospitals.  The other 300 were in the community and had been
waiting for a long time.  These 300 people might be able to continue to settle
in the community with strengthened community support.  The SWD would
review the situation when it began to allocate the 400 new places at the end of
2004.

15. To ascertain whether the SWD could speed up the admission of in-patients to
long-stay care homes so as to reduce the overall resources spent on taking care of such
people, the Committee enquired:

- whether an arrangement could be made between the HA and the SWD
whereby the transfer of an applicant for long-term residential care service
from a hospital to a long-stay care home would be accompanied by a
corresponding budget transfer from the HA to the SWD;

- about the cost differential between taking care of a person in need of long-
term residential care service in a hospital and in a long-stay care home; and

- about the amount of saving that could be achieved if all the applicants on the
waiting list for the long-term residential care service and who were in
hospitals were admitted to long-stay care homes.
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16. The Secretary for Health, Welfare and Food advised, in the letter of 15 June
2004 in Appendix 51, that:

- at present, the average cost of treating an extended care patient in a HA
hospital was about $1,260 per day.  The unit cost of a residential place in a
long-stay care home receiving subvention from the SWD was about $304 per
day.  Based on these cost estimates, the difference was $956 per day.  It
should be noted that the service needs of patients and residents of long-stay
care homes were very different and this was reflected in the different costs of
providing extended care in the hospital and residential service in the long-stay
care home settings;

- as at 31 March 2004, there were 919 applicants on the SWD’s waiting list for
a place in long-stay care homes and 466 of them were receiving in-patient
treatment in HA hospitals.  It should be noted that the circumstances of these
466 applicants might have changed since they first came on the waiting list.
At present, when a long-stay care home place became available, the first
applicant on the list, if he/she happened to be receiving in-patient treatment in
a hospital, would be reviewed to assess his/her suitability to be transferred to
a long-stay care home and his/her personal and family preference for such
transfer.  Some applicants might decline the transfer.  Hence, it would be
difficult to state whether all the 466 applicants were suitable and ready to be
transferred.  It should also be noted that as mental illness was a chronic
illness, the beds vacated by chronic patients might eventually be filled by
other mentally ill patients who required hospitalisation and the “savings”
resulting from the transfer might not necessarily materialise; and

- hospitals and long-stay care homes provided different and essential treatment
and services for the rehabilitation of chronic mental patients characterised by
relapses and remissions.  There was a strong demand for their treatment and
services.  It was necessary to adopt a prudent and holistic approach in
examining any proposal on transfer of resources.  The Administration would
need to establish that the arrangement suggested by the Committee (i.e. an
arrangement whereby the admission of an applicant for long-term residential
care service who was in a hospital to a long-stay care home would be
accompanied by a corresponding budget transfer from the HA to the SWD)
would not affect medical care for patients with chronic mental illness.
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17. The Committee noted that it would be most cost-effective for disabled persons to
be provided with a continuum of care and services so that they would not forget the skills
that they had acquired earlier.  As the waiting time for different types of service was long,
the Committee asked how the SWD could ensure that a continuum of care and services was
provided.

18. The Assistant Director of Social Welfare (R&MSS) stated that:

- the SWD ran a central waitlist system for six types of residential services and
was moving towards the direction of providing integrated services.  The aim
was to provide different levels of care and facilities in one integrated centre to
meet the changing needs of clients.  For example, there were hostels for
severely mentally handicapped persons, moderately mentally handicapped
persons and physically handicapped persons in the newly renovated Fanling
Hospital.  This could remove the need for the clients who were already
residing in a particular type of residential home to wait for another type of
residential home due to the deterioration of their health;

- the SWD had also approved the construction of a hostel for severely disabled
persons adjacent to a large-scale hostel providing 200 places for mentally
handicapped persons in Sha Tin.  The aim was to turn the original hostel into
an integrated centre so that it could provide a higher level of care to meet the
needs of its clients as they grew old and their functioning level deteriorated;

- the SWD had developed a standardised assessment tool to identify the needs
of persons with mental/physical handicap applying for residential service,
with a view to matching their needs with appropriate levels and categories of
service; and

- the SWD had in place the emergency placement arrangement for those on the
waiting lists for residential services whose health conditions had become very
poor or whose families had undergone changes, provided that they were
supported by social workers for priority admission into the hostels.

19. Referring to the large number of applicants on the waiting lists for different types
of services, as listed out in Table 4 of the Audit Report, the Committee asked how many of
them were receiving other modes of support services in the community, as well as the
effectiveness of the services in meeting their needs.
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20. The Assistant Director of Social Welfare (R&MSS) said that:

- of the 1,798 waiting for hostels for severely mentally handicapped persons,
about 1,000 were already receiving day service.  Of the 1,200 odd waiting
for hostels for moderately mentally handicapped persons, more than 50%
were already working in the sheltered workshops or supported-employment
units; and

- parents of those waiting for hostels for mentally handicapped persons still
wanted to secure residential places for their children as they worried that they
would grow old and could not take care of their children.

21. In response to the Committee’s request, the Director of Social Welfare provided,
in his letter of 17 May 2004 in Appendix 52, details of other more targeted services
received by the applicants waitlisted for the various types of residential rehabilitation
services, and the number of applicants who were not receiving any regular service.  He
also stated that:

- the services received by the applicants included regular day centre training
programmes, home-based training service, supported employment and
sheltered workshop and day care service.  These programmes were under
regular review of the SWD and were generally well received by the disabled
persons and their families;

- there were other general support services in the community available to the
disabled persons to strengthen the capability of their families in taking care of
them and to enhance their quality of living.  Such services included
casework services, home help service, home care service, respite service,
share care projects, mental health link, holiday care, gateway club, social and
recreation centres, etc. However, the participation of the disabled persons in
these support services was not captured by the Central Referral System for
Rehabilitation Services.  Hence, it was likely that some of the applicants
who were not recorded to be receiving any regular service were in fact
receiving some form of general support services in the community; and

- not all applicants who were waiting for the residential services required
immediate placement.  For example, some of them were special school
students, in-patients in the hospital or residents in other institutions.  Hence,
the waiting list and the waiting time had to be interpreted in such context.
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Staff training and staff safety at service units

22. According to paragraph 3.10 of the Audit Report, from January 2000 to
September 2003, Service Unit 29 (a day activity centre) and Service Unit 13 (a day activity
centre cum hostel) respectively granted, on average, 24.3 days and 8.3 days of sick leave to
each staff member in a year, as a result of injuries during work.  In particular, as revealed
in Appendix C of the Audit Report, Service Unit 29 granted 702 and 634 days of sick leave
in April 2000 and July 2001 respectively to its staff members who sustained back injury due
to slipping down on the floor.  The Committee asked whether:

- the SWD had replaced the PVC floor tiles of Service Unit 29 with anti-
slippery floor tiles, as suggested by its staff; and

- other improvements had been made by these two service units in providing a
safe working environment for their staff.

23. The Director of Social Welfare and the Assistant Director of Social Welfare
(R&MSS) replied that:

- as a matter of principle, the SWD would remind the service units with high
staff injury rates of the need to improve staff training and staff safety.
Actually, it was one of the SWD’s stated service quality standards that service
units should ensure that they provided a safe physical environment for their
staff and service users;

- funds were available from the Lotteries Fund for fitting out the service units
and for purchasing appropriate facilities and equipment, including floor tiles,
to ensure the safety of the working environment; and

- regarding staff training, in 2003, NGOs had arranged more than 600
certificate programmes for front-line workers who had no previous
experience or training in working with people with disabilities.  The SWD
had also assisted in organising several such training courses.

Services provided at sheltered workshops and supported-employment units

24. The Committee noted from paragraph 5.10 of the Audit Report that the
expenditure of the SWD’s Marketing Consultancy Office (MCO) in 2002-03 was
$4.6 million.  According to paragraph 5.12, Audit’s survey revealed that, in the same year,
on average, the respondent service units obtained only 7% of their job opportunities through
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the MCO.  The Committee asked whether the SWD agreed with Audit’s view that it
should review the cost-effectiveness of the MCO.

25. The Director of Social Welfare and the Assistant Director of Social Welfare
(R&MSS) explained that:

- the effectiveness of the MCO should not be assessed only by the job orders
secured.  Actually, it was the duty and responsibility of the service operators
of sheltered workshop and supported-employment units to secure job orders
and job placements as the SWD had already provided them with funding and
staff to do so;

- the MCO was staffed by a dozen personnel outside the civil service with
marketing experience.  The expenditure of $4.6 million for salary was only
an estimate and the actual amount would fluctuate depending on the staff
employed;

- the MCO’s services included promoting the working abilities of people with
disabilities and providing business consultation services to NGOs.  More
importantly, it explored and coordinated large-scale projects from government
departments and public organisations to secure long-term and stable work
opportunities for service users of sheltered workshops and supported-
employment units.  For example, it had obtained car cleaning service orders
from government departments and the HA.  Although only 22% of the job
orders obtained from government departments were secured through the
MCO, the SWD was satisfied with the result.  Very often, the clients would
contact the sheltered workshops directly after having used their service once;

- the MCO also promoted the work ability of people with disabilities among
the business sector and had secured many free promotion channels.
Recently, it had obtained car cleaning service orders from private estate
management companies; and

- the MCO was also involved in vetting the applications under the “Enhancing
Employment of People with Disabilities through Small Enterprise” Project.
In addition, the MCO provided support to the kiosks set up under SEPD,
i.e. “Support the Employment of People with Disabilities”, which sold the
arts and crafts made by people with disabilities.  The trademark of SEPD
was registered.
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26. The Committee noted the Director of Social Welfare’s comment in
paragraph 5.19(d) of the Audit Report that, after two years of operation, it was an opportune
time to review the cost-effectiveness of the MCO.  The Committee enquired about:

- the timetable and methodology of the review; and

- the yardsticks that would be adopted for measuring the MCO’s effectiveness
and whether the total number of job orders obtained from government
departments through the MCO would be taken into account.

27. In his letter of 17 May 2004, the Director of Social Welfare advised that:

- the SWD aimed to start the internal review on the MCO by the end of June
2004 and this would take four to five months.  The review would cover the
following functions of the MCO:

(a) to enhance the marketing orientation of sheltered workshops, supported-
employment units and integrated vocational rehabilitation services
centres, etc.;

(b) to devise strategies for promoting and marketing the products and
services of the sheltered workshops, supported-employment units and
integrated vocational rehabilitation services centres;

(c) to secure sales orders and to coordinate sheltered workshops, supported-
employment units and integrated vocational rehabilitation services
centres in the procurement of large job orders;

(d) to provide advice to NGOs on the setting up and running of small
businesses; and

(e) to provide consultation to NGOs on productivity, marketing strategies,
etc.;

- in conducting the review, the views of the NGOs, government departments
and private enterprises who had made use of the MCO’s services would be
solicited via questionnaires and focus group meetings.  The performance
statistics of the MCO in the past two years would also be analysed;
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- the yardsticks for measuring the MCO’s effectiveness would include both
qualitative and quantitative benchmarks.  The number of job orders obtained
from government departments might well be one of the quantitative
benchmarks; and

- the SWD was still working on the details of the review and would seek the
views of the Advisory Committee on Enhancing Employment of People with
Disabilities comprising businessmen, financial/accounting/legal personnel,
government officials and representatives of people with disabilities.

Monitoring the provision of services

28. According to paragraph 6.23 of the Audit Report, in one of the SWD’s on-site
assessments conducted in 2003-04, SWD staff found that a sheltered workshop had
previously submitted incorrect performance information to the SWD.  However, apart
from requesting this sheltered workshop to submit an action plan for improvement, the
SWD did not verify other performance information previously submitted by it.  The
Committee asked:

- about the details of the case; and

- whether the SWD had now verified other performance information previously
submitted by the workshop and, if so, what the results were.

29. The Director of Social Welfare informed the Committee in his letter of 17 May
2004 that:

- during the on-site assessment in August 2003, the SWD had thoroughly
checked and verified the sheltered workshop’s daily attendance records, case
review records, payment vouchers, bank autopay slips and salary pay lists.
They were found to be in order; and

- the incorrect performance information stemmed from the agency’s
misinterpretation of the calculation method of the output standard of “Rate of
progress review completed in a year”.  The agency had subsequently
rectified the calculation methodology and attained the agreed level of this
output standard in 2003-04.  The SWD would continue to closely scrutinise
the performance information submitted periodically by the sheltered
workshop.
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30. The Committee noted from paragraph 6.26 of the Audit Report that the SWD did
not disclose to the public the statistical and self-assessment reports of service units collected
in the periodic returns, its review visit reports and on-site assessment reports.  Audit had
recommended in paragraph 6.30(f) that such reports and returns should be made available
on the SWD’s website.  In paragraph 6.30(g), Audit had also recommended that the SWD
should ask service units to upload their annual plans and assessments of achievement of the
plans onto their websites, with links to the SWD’s website.  The Committee asked about
the progress made in implementing the recommendations.

31. The Director of Social Welfare stated at the public hearing and in his letter of 17
May 2004 that the SWD was considering the technical feasibility of Audit’s
recommendation.  It would also consult the NGOs concerned regarding Audit’s
recommendation that they should upload their annual plans and assessments of achievement
of the plans onto their websites.

32. Conclusions and recommendations  The Committee:

Provision of training, employment and residential services

- expresses concern that the unit costs of training, employment and residential
services provided by the Social Welfare Department (SWD) exceeded those
of non-governmental organisations (NGOs) by 7% to 57%;

- notes that:

(a) the SWD has taken action to transfer the operation of some of its service
units to NGOs;

(b) as at May 2004, the SWD still ran two sheltered workshops, each of
which was paired up with a hostel for moderately mentally handicapped
persons; and

(c) the SWD will review the costs and benefits of outsourcing these
remaining service units;

- expresses concern that:

(a) at the time of the Audit Report, people applying for the
long-stay-care-home service and the day-activity-centre service had to
wait for 102 months and 24 months respectively;
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(b) not all the savings resulting from the closure of the SWD’s service units
can be realised because the SWD needs to absorb the surplus staff until
they retire; and

(c) the SWD will require new resources before it can allocate more
resources to those services, such as the long-stay-care-home service, for
which people had to wait for a long time;

- recommends that:

(a) the Director of Social Welfare should consider seeking the assistance of
the Civil Service Bureau in transferring the surplus staff to other
government departments or NGOs, so as to realise the savings resulting
from the closure of its service units; and

(b) the Secretary for Health, Welfare and Food should discuss with the
Hospital Authority (HA) and the SWD, with a view to making an
arrangement whereby the transfer of an applicant for long-term
residential care service from a hospital to a long-stay care home will be
accompanied by a corresponding budget transfer from the HA to the
SWD;

- notes that:

(a) as at May 2004, the waiting time for the long-stay-care-home service had
been reduced to 86 months;

(b) the SWD will step up the supply of those services with great demand
through planning of new service units and in-situ expansion; and

(c) the Director of Social Welfare will implement Audit’s recommendations
in paragraph 2.18 of the Audit Report;

Staff training and staff safety at service units

- expresses concern that, of the staff of the service units covered in the Audit
survey, 5% did not receive any job-related training and another 35% received
only ten hours or less job-related training;

- expresses serious concern that a day activity centre and a day activity centre
cum hostel respectively granted an average of 24.3 days and 8.3 days of sick
leave to each staff member in a year, as a result of injuries during work;
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- notes that:

(a) the SWD will discuss with the rehabilitation sector the details of
reporting and disclosing training received by staff of service units;

(b) the SWD will conduct investigations into those service units having a
high rate of injuries caused to staff and service users; and

(c) the Director of Social Welfare will implement Audit’s recommendations
in paragraph 3.19 of the Audit Report;

Medical services and assistance from parents and volunteers

- expresses concern that 45% of the respondent service units had not
established a parents association;

- notes that the Director of Social Welfare will implement Audit’s
recommendations in paragraph 4.21 of the Audit Report;

Services provided at sheltered workshops and supported-employment units

- expresses serious concern that:

(a) the SWD did not specify the duration of employment for calculating the
successful discharge rates for service users of the supported-employment
service;

(b) the respondent service units obtained only 7% of their job opportunities
through the SWD’s Marketing Consultancy Office (MCO); and

(c) government offices provided only 6% of the total job opportunities for
the respondent service units;

- notes that the Director of Social Welfare will implement Audit’s
recommendations in paragraph 5.18 of the Audit Report and has established
criteria for measuring the effectiveness of the additional aspects of work taken
up by the MCO;
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Monitoring the provision of services

- expresses concern that:

(a) the SWD did not take appropriate action against the sheltered workshop
which submitted incorrect performance information to it; and

(b) the SWD does not disclose to the public the statistical and
self-assessment reports of service units collected in the periodic returns,
its review visit reports and on-site assessment reports;

- notes that the Director of Social Welfare will implement Audit’s
recommendations in paragraph 6.30 of the Audit Report; and

Follow-up actions

- wishes to be kept informed of:

(a) the results of the SWD’s review on outsourcing its remaining service
units for people with disabilities;

(b) the progress of the SWD’s efforts to reduce the waiting time for people
with disabilities seeking services;

(c) any action taken by the Secretary for Health, Welfare and Food to
address the problem in allocating resources between the HA and the
SWD regarding the provision of long-term residential care service;

 
(d) the action taken by the SWD to improve staff training and staff safety at

service units for people with disabilities;

(e) the progress of implementing the private general-practitioner scheme in
service units;

(f) the progress of establishing parents associations in service units;

(g) the progress of introducing additional output standards for evaluating the
effectiveness of the services provided at sheltered workshops and
supported-employment units;

(h) the results of the SWD’s review of the MCO;
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(i) the progress of adopting more outcome indicators for reporting the
performance of rehabilitation services;

(j) the progress of modifying the annual self-assessment reports for
rehabilitation services;

(k) the progress of preparing overall plans and setting targets for conducting
on-site assessments and users’ satisfaction surveys;

(l) the progress of making available on the SWD’s website the statistical
reports, self-assessment reports, review-visit reports and on-site
assessment reports;

(m) the progress of asking service units to upload their annual plans and
assessments of achievement of the plans onto their websites; and

(n) the progress of involving external personnel to provide advice to
rehabilitation service units.
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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 –

(a) on the 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.  In the event of the
temporary absence of the chairman and deputy chairman, the committee may elect a
chairman to act during such absence.  The chairman and 2 other members shall
constitute a quorum.

(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.

(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.
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(7) 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
have a casting vote.

(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 -

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

(ii) 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

(iii) 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 question, 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 -

(i) consider as to whether policy objectives have been determined, and
policy decisions taken, with appropriate authority;

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

(iii) 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
(in order of appearance)

Dr Hon Sarah LIAO Sau-tung, JP Secretary for the Environment, Transport
and Works

Mr TSUI Wai Principal Assistant Secretary for the
Environment, Transport and Works (Works)

Mr TSAO Tak-kiang, JP Director of Civil Engineering

Mr YIP Sai-chor, JP Deputy Director of Civil Engineering
(Special Duties)

Mr Patrick LAU Lai-chiu, JP Director of Lands

Mr John Corrigall, JP Deputy Director of Lands (General)

Mr Robert Law, JP Director of Environmental Protection

Hon Henry TANG Ying-yen, GBS, JP Financial Secretary

Miss Shirley YUEN Administrative Assistant to Financial Secretary

Mr Mike Rowse, JP Director-General of Investment Promotion

Ms Ophelia TSANG Associate Director-General of Investment
Promotion

Mr Paul TANG Kwok-wai, JP Director of Social Welfare

Miss Ophelia CHAN Assistant Director of Social Welfare
(Rehabilitation and Medical Social Services)

Mr Raymond CHEUNG Tat-kwing, JP Director of Drainage Services

Mr CHUI Wing-wah Chief Engineer/Harbour Area Treatment
Scheme, Drainage Services Department

Mr KWOK Ka-keung, JP Deputy Secretary (Works) 1,
Environment, Transport and Works Bureau

Mr Raistlin LAU Principal Assistant Secretary (Environment) 1,
Environment, Transport and Works Bureau
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Mr Benny WONG Assistant Director (Waste and Water),
Environmental Protection Department

Mrs Pamela TAN KAM Mi-wah, JP Acting Permanent Secretary for Home Affairs

Ms Anissa WONG Sean-yee, JP Director of Leisure and Cultural Services

Mr Alan SIU Deputy Director of Leisure and Cultural
Services (Leisure Services)

Mr Paul CHEUNG Kwok-kee Assistant Director of Leisure and Cultural
Services (Leisure Services)1

Mr Lawrence CHEUNG Yiu-kong Chief Leisure Manager (Facilities Management),
Leisure and Cultural Services Department

Hon John TSANG Chun-wah, JP Secretary for Commerce, Industry and
Technology

Mr Francis HO, JP Permanent Secretary for Commerce, Industry
and Technology (Communications and
Technology)

Mr Anthony WONG Sik-kei, JP Commissioner for Innovation and Technology

Mr Tony LAM Assistant Commissioner for Innovation and
Technology (Infrastructure)

Mr David CHIU Acting Associate Director-General of
Investment Promotion
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APPENDIX 4

Introductory Remarks by the
Chairman of the Public Accounts Committee,

Dr Hon Eric LI Ka-cheung, GBS, JP,
at the First Public Hearing of the Committee

on Monday, 3 May 2004

Good morning, ladies and gentlemen.  Welcome to the Public Accounts
Committee’s first public hearing relating to Report No. 42 of the Director of Audit on
the results of value for money audits, which was tabled in the Legislative Council on
21 April 2004.

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 purposes
of the Committee’s considering the Director’s reports are to receive evidence
relevant to the reports in order to ensure that the facts contained in the Director’s
reports are accurate, and to draw conclusions and make recommendations in a
constructive spirit and forward-looking manner.   I 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 concerned will enable
the Government to improve its control over the expenditure of public funds, with due
regard to economy, efficiency and effectiveness.

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 comment on our
conclusions.
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Following a preliminary study of the Director of Audit’s Report No. 42, the
Committee has decided, in respect of five chapters in the Report, to invite the
relevant public officers and parties concerned to appear before the Committee and
answer our questions.  We have, apart from this morning’s hearing, also set aside the
mornings of 6 and 7 May for the public hearings.

I now declare the Committee to be in formal session.
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*Note by Clerk, PAC:  Annex not attached.
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