08 CORPORATE
GOVERNANCE

CASE STUDIES

Edited by Prof Mak Yuen Teen




Corporate Governance
Case Studies

Volume eight

Mak Yuen Teen, PhD, FCPA (Aust.)
Editor



© Mak Yuen Teen and CPA Australia Ltd, 2018-2019. All rights reserved.

The reproduction, adaptation, communication or sale of these materials (‘the Materials’) is
strictly prohibited unless expressly permitted under copyright laws in your jurisdiction. For
permission to reproduce any part of these materials, please contact Professor Mak Yuen Teen
- bizmakyt@nus.edu.sg or the CPA Australia Legal Business Unit - legal@cpaaustralia.com.au.

Disclaimer

CPA Australia and Mak Yuen Teen do not provide any warranties or make representations as
to the accuracy, completeness, suitability or fitness for purpose of the Materials and accept no
responsibility for any acts or omissions made in reliance of the Materials. These Materials have
been produced for reference purposes only and are not intended, in part or full, to constitute
legal or professional advice. To the extent permitted by the applicable laws in your jurisdiction,
Mak Yuen Teen and CPA Australia Ltd (including its employees, agents and consultants)
exclude all liability for any loss, damage, claim, proceeding and or expense including but not
limited to legal costs, indirect special or consequential loss or damage, arising from acts or
omissions made in reliance of the Materials. Where any law prohibits the exclusion of such
liability, Mak Yuen Teen and CPA Australia Ltd limit their respective liability to the resupply of
the information.

Corporate Governance Case Studies Volume Eight

Editor . Mak Yuen Teen, PhD, FCPA (Aust.)
Editor’s email : bizmakyt@nus.edu.sg
Published by . CPA Australia Ltd

1 Raffles Place
#31-01 One Raffles Place

Singapore 048616
Website . Ccpaaustralia.com.au
Email . sg@cpaaustralia.com.au

ISBN : 978-981-14-3300-9



Contents

Foreword

Preface

Singapore Cases

Ayondo: A FinteCh NIGhtMare ........coooiioiii e 1
SEOMM OVEI DECIOUL ... 15
DeloNg’s StEEIY RESOIVE......ccuviiiiiiii it 31
Emerging Towns And Cities: Falling Through The Cracks...........cccooiiiiiiiiiiciiiic, 48
THE Fall Of HYFIUX. ..ttt 60
Midas: All That Glitters IS NOt GOId ........coiiiiiiiiiiic e 93
Noble Takes On Goldilocks ANd The BEars..........cocviiiiiiiiiiiiiiiiciiccsee 107
Oceanus: INThe DEEP EN....iiiiiiiiiiicc e 125
Shanghai Turbo: Stalled ENGINE .....cvvviiiiiiiiiici e 143
Singhealth: Poor Data Health..........ccooiiiii e 163
Spackman Entertainment: Searching For The Magic Formula.............ccccoooiiiininnne 166
Transcorp: Teeing Off INtO TrOUDIE ... ..oiiiiiiiiiii e 177
Vard: Turbulent Voyage To PrivatiSation ... 192



Asia-Pacific Cases

Commonwealth Bank Of Australia: The Unwitting Mule...........ccccceoeiiiiiiiiiceiiiiinne, 206
Dalian Wanda: BiNge AN PUIGE .......ooiiiiiiiiiiiiiiii e 220
HNA Group: Shop Till YOU DIOP ...vviieiiiiiiie ettt 228
Nissan: The Tale Of The GallfiN .....eeiiiiiiiiiiee e 243
Samsonite: Too MUCh Baggage? ... ..ceiueriiiiieiiiiee e 255
Global

Carillion: When A Giant FallS ........coooiiiiiiiiii e 268
CBS: Most Watched R-Rated Corporate Drama .........coovveiiiiiiiiiieiiiiccieeeiee 286
Danske Bank: HUNG OUL TO DY ...cvviiiiiiiiiececee s 302
Facebook And Cambridge Analytica: A Tale Of Two Data Miners............cccocvvvieennns 317
Oxfam: Not So Charitable After All..........ccoiiiiiii 332
StarWOoOd’S CYDEI-WAIS ... .vviiiiiiciiii e 344
Telit: Cat’s Out Of THE BaG.......vieiiiiiiiiieieie et 356



Foreword

Achieving a high level of corporate governance is especially important as the fast-changing
business landscape brings many new and ongoing complexities for boards and senior
management.

Corporate governance is not a destination. It's an ongoing journey where all stakeholders have
a part to play. This includes regulators, directors, management, investors, industry groups and
professional bodies.

Following the revisions to the Singapore Code of Corporate Governance in 2018, the Monetary
Authority of Singapore established a Corporate Governance Advisory Committee (CGAC), a
permanent, industry-led body responsible for levelling up corporate governance standards
and practices in Singapore. This aims to strengthen investor confidence in Singapore’s capital
markets and is an encouraging development locally to raise the bar on corporate governance.

CPA Australia is proud to be part of the journey towards a better corporate governance culture.
In this regard, we are privileged to have partnered Associate Professor Mak Yuen Teen FCPA
(Aust.) of the NUS Business School since 2012 to publish this annual collection of teaching
case studies.

We thank Prof Mak for his meticulous efforts in editing the case studies and the students of
the NUS Business School for their work in researching and producing the cases. We hope
the 8th volume of case studies will continue to facilitate robust discussions on governance
and contribute to advancing corporate governance standards in Singapore and in international
markets.

Chng Lay Chew FCPA (Aust.)
Divisional President — Singapore
CPA Australia

October 2019



Preface

Each year, | look forward to editing this annual collection of corporate governance case studies.
The publication is something that | am very proud of and it is pleasing to know that many
others share my enthusiasm. The fact that the publication is available electronically on both
CPA Australia website and my website (governanceforstakeholders.com) has helped it to reach
a wide audience.

| use many of these cases myself, including at NUS and in director education and other
programmes that | am teach in Singapore and the region.

This latest volume contains 25 cases — 13 Singapore cases, 5 Asia-Pacific cases, and 7 Europe
and US cases. The Singapore cases include Hyflux, a saga which has yet to fully run its course.
This is the longest case in this collection because of the myriad issues involved. Even then, the
version that is published here is still an abridged version and does not cover the protracted
restructuring process. There is also a sequel to the Noble case published in volume 5, covering
the restructuring and developments leading up to it, including the company’s battle with its
substantial shareholder, Goldilocks. This shows how long the saga has dragged on — and we
have not reached the stage of regulatory enforcement yet, if indeed any is forthcoming. Perhaps
there will be a second sequel.

Another major Singapore case involves Midas Holdings — the S-chip which had a secondary
listing in Hong Kong and won the “Most Transparent Company Award” for five consecutive
years — only to suddenly collapse amidst a flurry of fraud allegations. The Hyflux, Midas and
Noble cases have raised serious questions about the role of external auditors in Singapore
companies — just as their role has also been questioned in other countries like the U.K.

The Singapore cases also include Ayondo, touted as the first financial technology (fintech)
company to be listed on SGX, which was suspended from trading less than a year after its
listing. The major data breach at SingHealth is the subject of another Singapore case, as is
the controversial delisting of Vard Holdings that has led to changes in the delisting rules in
Singapore.

For the Asia-Pacific cases, Commonwealth Bank of Australia, whose financial planning scandal
was the subject of a case in volume 4, makes another appearance, this time for a money-
laundering scandal. It is certainly not the only company that has been beset by just one scandal
— a sign that some companies may have deeper issues probably related to corporate culture.

\i



Perhaps the biggest of the Asia-Pacific cases — arguably one of the biggest cases in the world
over the past year — is the one involving Nissan and Carlos Ghosn. This saga started very much
as a scandal in Japan but has become a cross-continent case given Ghosn’s role at Renault
in France, and the alliance involving Nissan, Mitsubishi and Renault. The alleged abuses in this
case — egregious behaviour and excessive remuneration — are something that one would often
associate with U.S. corporations. This case is also about societal and corporate culture, and
the dangers of an excessive concentration of powers and a charismatic CEO. As this case was
written, new allegations have appeared.

The two cases involving companies in the People’s Republic of China (PRC), Dalian Wanda
Group and HNA Group, have certain similarities relating to the influence exercised by the PRC
government on non-state owned companies and corporate governance of private companies.

For the global cases, Carillion is a landmark U.K. case which may have an impact on the
accounting profession similar to the Enron case in the U.S., which led to the collapse of Arthur
Andersen and significant reforms. Sadly, some of the lessons from Enron for the accounting
profession appear to have been forgotten, and the profession may well pay a bigger price.
Carillion has raised questions about the dominance of the Big 4 firms, leading to calls for
fundamental reforms of the audit market.

The Facebook-Cambridge Analytica case is about user privacy and data mismanagement
but has much to do with corporate culture, ethics and entrenchment in a dual class share
company. Dual class shares also feature in the CBS scandal involving its Chairman and CEO
Leslie Moonves, one of a growing number of powerful corporate executives whose sexual
misconduct have been exposed in the #MeToo movement.

The case involving Danske Bank, Denmark’s largest bank, shows how a small branch in a
foreign country ended up laundering €200 billion, severely damaging the hard-earned reputation
of its parent.

I would like to thank the students who wrote the original cases, the student assistants who
helped with the editing, and Isabella Ow, who has once again being wonderful as the editorial
assistant. Thank you also to CPA Australia and the Singapore team, led by Melvin Yong, for
the strong support of this publication over the last 8 years. Most of all, | am thankful to my wife
and family who have supported my twenty-year plus adventure in corporate governance so far.

Associate Professor Mak Yuen Teen, PhD, FCPA (Aus.)
NUS Business School
National University of Singapore

VI



AYONDO: A FINTECH
NIGHTMARE

Case overview

Ayondo Ltd. (Ayondo) is a financial technology (fintech) company which went public on
Singapore Exchange’s (SGX) Catalist Board on 23 March 2018. Since its listing, Ayondo has
been plagued with problems, with its share price on a downward spiral. While Ayondo’s initial
listing created a flurry of excitement among investors as the first fintech firm to list on the SGX,
the company was suspended from trading less than a year after its listing. The objective of this
case is to facilitate a discussion of issues such as corporate governance challenges associated
with fintech companies; the role of the major investors, the board of directors, sponsor and
other intermediaries; conflicts of interest for stock exchanges with dual roles; and the role of
regulators.

A star is born

Ayondo is a fintech group which provides social trading services in both the business-to-
consumer (B2C) and business-to-business (B2B) markets. It was founded in 2008 by Thomas
Winkler and Robert Lempka. Winkler served as Ayondo’s Executive Chairman while Lempka
was the company’s executive director and Chief Executive Officer (CEO). 12

According to Ayondo, it has found a way to disrupt the asset management industry by
combining trading, investment and social media, thus offering a new way to trade and invest
through social trading - where investors can “share and follow other traders’ trading and
investment strategies automatically, proportionally and on a real-time basis”.® In other words,
Ayondo’s brokerage platform allows its users to copy the moves and strategies used by top
traders on the platform in order to optimise their returns on investment.*

In March 2018, Ayondo became the first fintech company listed on SGX.® However, its stay on
the Singapore bourse did not last long.

This is the abridged version of a case prepared by Elaine Eu, Lai Yinmin, Lee Wen Lie, Mirabel Clarissa Reynaldo and Tang
Roderick @ Chua Roderick under the supervision of Professor Mak Yuen Teen. The case was developed from published sources
solely for class discussion and is not intended to serve as illustrations of effective or ineffective management or governance. The
interpretations and perspectives in this case are not necessarily those of the organisations named in the case, or any of their
directors or employees. This abridged version was edited by Clarisse Tan under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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Ayondo’s business model

Ayondo provides two main platforms for its users to conduct trading activities. The trades can
be done either socially via the WeTrade platform or independently via the TradeHub platform.
Traded products available on Ayondo platforms include stock indices, foreign currency,
commodities, equities, fixed income and cryptocurrencies.®

Users looking to trade on the TradeHub platform are categorised as ‘self-directed traders’
who prefer independent trading. These users view Ayondo as a platform to engage in trading
of Contracts for Difference (CFDs). Users who prefer social trading use the WeTrade platform,
where traders are categorised into two groups: ‘social traders’ and ‘social trading leaders’.
The social traders follow and copy the trading strategies of the social trading leaders on the
platform, therefore allowing them to reap the benefits of the combined portfolio.”

Ayondo derives one source of its revenue from CFD spreads. When a customer makes a
transaction on the platforms, it would be routed to Ayondo, which then adopts the opposite
position. Ayondo can then earn a profit based on the users’ trade based on the three methods
below:®

1. Ayondo can choose to hedge against the position and direct the trade to other liquidity
providers like financial institutions, and earn a smaller spread while minimising the financial
risk it takes.

2. Ayondo can choose to keep and accept the position, recording it into its internal trading
book. Through this method, Ayondo will bear the financial risks accompanying the position.

3. Ayondo can offset or balance off the position with a trade on the opposing side.

In all three scenarios, Ayondo will also earn financing income on the CFD products by charging
interest for overnight positions.®

Time to up the game

On 20 June 2016, Catalist-listed Starland Holdings Limited (Starland) announced its plans
to acquire a 100% equity interest in Ayondo for S$157.5 million using proceeds raised from
the placement of new shares.' Starland is a Singapore residential and commercial property
developer firm which develops properties in China. It has been listed on the Catalist Board
since 2012."" The property developer firm saw the acquisition of the fintech company as part
of its diversification strategy.'?




The acquisition would effectively result in a reverse takeover (RTO) of Starland by Ayondo,
allowing the fintech firm to be able to list on the SGX without going through an Initial Public
Offering (IPO)."™ The RTO with Starland would also lead to a new group with consolidated
market capitalisation of S$210 million. With a larger market capitalisation, Ayondo hoped to
increase the number of investors by attracting the attention of a larger pool of analysts and
generating greater interest in social trading.®

Why RTO?
As Ayondo continued to grow, it wanted to gain access to public funding to bring it closer to its

growth targets. By selecting to get publicly listed via an RTO, Ayondo would be able to do so
in a shorter period of time with lower costs as compared to a conventional IPO.'®

Ayondo chose to list on SGX as its significant shareholder was Luminor Capital Private Limited
(Luminor Capital), a private equity fund based in Singapore.!” Luminor Capital saw SGX as
a favourable platform to establish its brand in Asia and worldwide.'® Ayondo also acquired
TradeHero, a Singapore social trading platform, in November 2016.°

Moreover, Singapore’s economic setting was seen to be ideal for Ayondo in the eyes of its
executives.?’ In its aim to establish itself as a fintech hub, Singapore provides great support
to fintech firms and has organised the Singapore FinTech Festival which is held annually in
the nation-state.?" Furthermore, CEO Lempka has commented that SGX was a “reputable
platform”, with the compliance requirements for listed firms in Singapore also helping the
company become “very solid and well-functioning”.??

Ayondo’s decision to list via RTO instead of IPO was attributed to the volatile market conditions
in the financial markets. The RTO gave greater certainty to Ayondo as key terms could be
negotiated between Ayondo and Starland. This would greatly reduce Ayondo’s exposure to the
market volatility.?® Ayondo intended to use the funds raised from the RTO to invest in enhanced
mobile technology to expand its business.?* The RTO also gave the Ayondo an opportunity to
expand its core operations to Asia and gain a strong footing in the growing financial markets
in Asia.?®

However, on 25 September 2017, the RTO deal took a surprising turn and lapsed due to the
non-fulfilment of conditions precedent for the deal on the long-stop date of 23 September
2017.% Starland was given the option to convert its S$1.027 million loan to Ayondo into
Ayondo’s shares at a 33% discount as part of the settlement deal after the RTO fell through.
However, Starland decided against the conversion of the loan. The loan was thus expected
to be repaid in cash. The failed RTO added to Ayondo’s financial woes as the two parties
cumulatively incurred expenses amounting to approximately S$2.48 million with respect to
the RTO.?7
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Breathe and move on

The failed RTO did not deter loss-making Ayondo’s plans to become a public listed company.
Subsequently, it sought to list via an IPO on the SGX Catalist Board, sponsored by UOB Kay
Hian.?® On this matter, Lempka raised “trust and credibility” as benefits of Ayondo gunning for
an IPO, commenting that “being a listed company will make it easier” to find partners.?®

The fintech company’s IPO was fully subscribed at about 1.3 times, with Kwan Chee Seng —
an executive director of Luminor Capital — taking up 3.75 million placement shares during the
IPO exercise.®°

Ayondo eventually listed on SGX on 26 March 2018 and the shares opened at S$0.24 apiece,
below its IPO price of $S$0.26.3' The company expected proceeds of close to S$18.5 million, of
which S$7.35 million was to be used for marketing and platform enhancement, S$2.6 million
for general working capital, and S$8.5 million for repayment of indebtedness, including loans
from Kwan, Ayondo’s non-independent non-executive director Foo Fatt Kah, Starland and
GRP Limited.3238

Group structure

Figure 1 shows the group structure of Ayondo atthe time of its IPO.3*

Ayondo Ltd

98.15%

ayondo AG
99.91% L 100% ¢ 100% L 100%¢
ayondo STN ayondo
Sycap UK GmbH GmbH Asia
100% ¢ 90.1%L 100%¢
ayondo aPM ayondo
UK GmbH UK

ayondo
Spain

Figure 1: Group structure of Ayondo Ltd




Board of directors

At the time of its listing in March 2018, Ayondo’s board comprised six directors. Winkler
was the Executive Chairman while Lempka was executive director and CEO. The other four
directors were Foo Fatt Kah, a non-independent non-executive director, and three independent
directors — Foong Daw Ching, Chan Heng Toong and Lam Shiao Ning.33¢

Foo has over 25 years of experience in investment banking, venture capital and private equity.
He is the managing director and co-founder of Luminor Capital.”

Foong, the lead independent director and Chairman of the Audit and Risk Committee, has
more than 30 years of audit experience. He was a senior partner of Baker Tilly TFW LLP and its
former manager partner, as well as regional Chairman of the Asia-Pacific region for Baker Tilly
International Limited until October 2016. Foong is also an independent director of Starland,
Travelite Holdings and Suntar Eco-City Limited.®®

The Remuneration Committee (RC) Chairman, Chan, has over 17 years of experience in
investment banking. Prior to his appointment, Chan was the head of investment banking in HL
Bank and managing director of the investment banking division (corporate finance) in United
Overseas Bank. He has an honours degree in Engineering from the University of Singapore and
an MBA degree specialising in Finance from University of British Columbia.®®

Lam, the Nominating Committee (NC) Chairman, is a corporate lawyer with more than 20 years
of experience. She is a partner of Oon & Bazul LLP.4°

Ownership

Immediately prior to its listing, several directors were substantial shareholders of Ayondo.
Winkler had direct and deemed interests in Ayondo amounting to 7.1%; Lempka 5.8%; and
Foo 25.7%. Other major shareholders include Kwan and his daughter Kwan Yu Wen, who
collectively had direct and deemed interests of 29%. These include deemed interests in shares
held by two Luminor funds, GRP and Starland.*'

The man of the hour - Kwan Chee Seng

A key person in the RTO deal is the elder Kwan, a non-executive director of Starland. He is
also a shareholder and convertible bond holder of Ayondo, and the co-founder and executive
director of Luminor Capital.#243

Kwan is thus deemed to have an interest in the shares of the company held by Luminor Pacific
Funds 1 and 2 by virtue of Section 4 of the Securities and Futures Act (SFA). GRP Chongaging
Land Private Limited owns 83.2% of Starland. GRP Chongqging Land Private Limited is a
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wholly-owned subsidiary of GRP Land Private Limited, which is in turn wholly-owned by SGX-
listed GRP Limited (GRP).** Kwan had a 32.5% shareholding in GRP.#* By virtue of Section 7
of the Companies Act, Kwan Chee Seng is deemed to have an interest in all the shares held
by GRP and Starland.

In 2013, Kwan’s role in the appointment of Peter Moe as an independent director of GRP
emerged following queries raised by SGX and in the media.*¢ Moe had previously been
disqualified from acting as a director and also had complaints against him to the Law Society
for professional misconduct and faced civil proceedings for his conduct as a lawyer, which
were eventually resolved through mediation.*”

SGX queried GRP regarding Moe’s appointment, and about his suitability as a director.
However, the company said that it was aware of Moe’s prior disqualification and proceedings
against him. Nevertheless, the board and NC concluded that Moe’s conviction and proceedings
against him would not affect his suitability as a director. The NC was of the view that Moe’s
conviction would make Moe a more experienced director and that Moe had already resolved
to be more responsible and vigilant in his duties.*®

The person behind the decision to appoint Moe as independent director turned out to be none
other than Kwan. Moe was introduced to the NC by Kwan, who is a controlling shareholder
of GRP and had become an executive director several months earlier. It was further disclosed
that Kwan had past dealings with Moe back in 2005.4°

Trouble is brewing

Following its listing, Ayondo saw its share price collapse from its first-day closing price of
S$$0.24 to S$0.048, before its shares were suspended from trading on 1 February 2019.%°

The announcement of its first audited full-year results for FY2017 following its listing showed a
net loss of 9.760 million Swiss francs (CHF), compared to CHF10.434 million the year prior.*'
However, its unaudited first quarter FY2018 results showed its losses had ballooned from
CHF6.306 million, from CHF2.795 million for first quarter FY2017.52 Subsequent quarterly
results continued to show losses.

On 23 January 2019, the CEO of the company, Lempka, suddenly resigned.>® A month later,
further details about the circumstances surrounding his resignation were revealed. The company
disclosed that there was discontent and disagreement between controlling shareholders and
Lempka over issues such as the progress of the business, funding requirements, performance
and future direction.®*

On 17 April 2019, the company announced that it had received from Lempka a letter of
demand for S$165,800 relating to his resignation.5s




Accounting issues surface

On 14 February 2019, Ayondo announced that one of the Group’s employees raised an issue
regarding the calculation of Common Equity Tier 1 (CET1) ratio, a key financial metric that
Ayondo Markets Limited (AML) has to comply with.*® AML is 99.91% owned by Sycap Group
(UK) Limited (Sycap), a subsidiary of Ayondo Holding AG, which is itself a subsidiary of Ayondo.
AML is regulated by the Financial Conduct Authority (FCA) in the United Kingdom (U.K.).%”

CET1 is a measure of a financial institution’s solvency — a gauge of its capital strength.5®
According to Basel lll, intangibles should be deducted from the common equity component of
the tier 1 ratio because of the high degree of uncertainty related to intangible assets.*® There
were concerns over the accounting treatment of several items, including inter-loan company
balances and treatment of software costs relating to the determination of the CET1 ratio.5°

The concern over the determination of the CET1 ratio led to the engagement of KPMG LLP
(KPMG) in the U.K. to assess the accounting and regulatory treatments done by AML, which
would include the treatment used for software costs and inter-company loan balances. In a
company announcement, AML stated that its statutory auditors had opined that AML had
been complying with U.K. Generally Accepted Accounting Principles (GAAP) and Financial
Reporting Standards (FRS) 102, the financial reporting standard that is applicable in the U.K.
and Republic of Ireland.®'

However, KPMG had expressed a different view regarding the accounting treatment that had
been adopted by AML. If AML were to follow KPMG’s view regarding software costs, this
would negatively affect AML's CET1 ratio and thus its compliance with the requirement to
maintain a certain level of CET1 ratio.5?

Ernst & Young LLP (EY) had issued an unqualified opinion based on the Group’s consolidated
financial statements, which include AML’s financial records.®?

In response to the dispute, the board insisted that the accounting treatment adopted by AML
was a matter of judgement of AML directors as FRS 102 does not specify the treatment that
should be used for software and hardware costs. Furthermore, FCA had never raised concerns
about AML’s CET1 ratio compliance during the quarterly filings from 2014 to 2018.%4
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Extension after extension

On 1 March 2019, Ayondo announced that it was applying to SGX for a month-long extension
to release Ayondo’s unaudited financial statements for the financial year ended 31 December
2018, hold the annual general meeting (AGM) for financial year 2018, and release Ayondo’s
unaudited financial statements for the first quarter of 2019. Various reasons were given by
the board, including additional resources and staff needed for the compliance with FCA's
regulations and to prepare Ayondo’s financial statements for the year ended 31 December
2018.%%

However, on 29 March 2019, Ayondo applied for a further extension for its FY2018 financial
statements, AGM and financial statements for the first quarter of 2019. This time, the reason
given was that EY needed more time to audit its 2018 financial statements due to “the
complexity and accounting considerations relating to the key outstanding matters for the audit
review”, which also included the “capitalisation of development costs in AML”".%¢ Earlier, on
6 March 2019, Ayondo had submitted an application for a two-month extension to hold its
AGM to the Accounting and Corporate Regulatory Authority (ACRA).6” ACRA's approval for the
extension was announced on 3 April 2019.58

On 18 April 2019, SGX approved Ayondo’s request for two-month extension for its annual and
quarterly financial results, together with its AGM. This meant that Ayondo would be able to
release its FY2018 annual financial statements by 1 May 2019 and its financial statements for
the first quarter of 2019 by 15 July 2019. Ayondo planned to hold the AGM by 29 June 2019.%°

Following KPMG'’s disagreement regarding the classification of software costs and the potential
negative impact on AML's CET1 ratio, Sycap communicated with BUX Holdings B.V. (BUX),
AMLs largest customer, to convey its intent to sell AML to BUX.”® BUX is a fintech company
based in the Netherlands. As at September 2017, more than 60% of Ayondo’s active clients
came from BUX.”" According to Ayondo, the sale of AML would allow the injection of fresh
capital from BUX to address the capital insufficiency suffered by AML, due to the change in the
classification of software expenses, a problem which would arise if KPMG’s view is followed.
Subsequently, Ayondo signed a non-binding Heads of Terms with BUX and a definitive
agreement to sell AML to BUX. Before the proposed sale of AML can go through, regulatory
bodies’ and shareholders’ approvals had to be obtained.”

SGX steps in

On 15 March 2019, Singapore Exchange Regulation (SGX RegCo) informed Ayondo’s board
to put the selling of AML to BUX on hold until FCA had clarified its position regarding the
CET1 ratio requirements imposed on AML. On 16 April 2019, SGX RegCo issued a Notice of
Compliance (NOC) to Ayondo, which was also sent to its sponsor, UOB Kay Hian. SGX RegCo
noted the accounting issues plaguing AML and the possible sale of AML to BUX.™




SGX also issued a set of requirements that Ayondo must fulfil before it could proceed with the
plan to sell AML to BUX. The requirements included the need for Ayondo’s board of directors
to obtain clarification regarding AMLs CET1 ratio compliance with FCA; the completion of
the audit of AML and Ayondo; the clearance from SGX RegCo for the circular relating to the
proposed sale of AML to BUX; and approval from both shareholders and all other regulatory
bodies such as FCA and SGX before selling AML to BUX. Ayondo should also disclose the
reason for seling AML and Ayondo’s detailed development plans.” In May 2019, Ayondo
confirmed that the computation of the CET1 ratio was in line with market practices.”

More executives bid Ayondo goodbye

Ayondo faced continuing turnover among its key executives. Sean Downey, who was
appointed as Ayondo’s Chief Financial Officer (CFO) on 20 July 2018, tendered his resignation
on 15 February 2019. He cited the “discontent with treatment and (the) working relationship” at
Ayondo as the reason for his resignation. Unresolved differences in opinion between Downey
and the board included changing the CET1 calculation as recommended by KPMG."®

Mita Natarajan, Ayondo’s Chief Business Development Officer, who had joined Ayondo from
SGXin June 2018, and Raza Perez, Ayondo’s Chief Product Officer, tendered their resignations
in June 2019. Natarajan’s resignation came after Ayondo’s sale of AML? following the approval
from its shareholders. 78

Following Lempka’s resignation, Richard Mark Street was appointed as interim CEO of Ayondo,
but he too quit after less than six months. UOB Kay Hian indicated that there were no specific
reasons for Street’s resignation.™

Other key executives who resigned include the Chief Operating Officer, Chief Marketing Officer,
and Chief Talent Officer and general counsel.

In June 2019, Chan Heng Toong retired as an independent director, citing “personal time
commitment” &

How did it happen?

The future for Ayondo looks grim. Its short and troubled history raises issues regarding the role
of the sponsor and other intermediaries involved in its listing, and whether SGX is too hungry
for listings, especially of technology firms. The role of the founders, original investors and the
board of directors may also warrant scrutiny. Will lessons be learnt from this fintech nightmare?
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Discussion questions

1.

What are some of the unique challenges that technology firms, such as fintech firms, may
bring from a corporate governance and transparency standpoint?

2. Critically evaluate Ayondo’s group structure, business model and ownership structure.
What are some of the key corporate governance risks relating to them?

3. Critically evaluate the composition of Ayondo’s board of directors at the time of its listing.
Are there conflicts of interest that may have affected its objectivity and effectiveness?

4. Why would companies such as Ayondo want to list through Reverse Takeover (RTO)?
What is the risk from an investor’s point of view associated through the listing via an RTO?

5. How can companies mitigate risks associated with inappropriate accounting treatment or
misconduct? Explain the different lines of defence that can help mitigate these risks.

6. Evaluate how Ayondo communicated with its shareholders following issues with AML.

7. Evaluate the role played by different players in the disastrous listing of Ayondo. Who should
be held accountable and how? To what extent might the dual commercial and regulatory
roles of the SGX have contributed to the debacle?
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STORM OVER DECLOUT

Case overview

On 14 April 2018, three days after DeClout Limited (DeClout) announced its intention to
enter into a S$10 million loan arrangement, minority shareholders objected vehemently to the
imposition of the change of control provisions. The root of this dispute started a few months
prior, when the same shareholders challenged the status quo and called for DeClout to let go
of its listed subsidiary Procurri Corporation Limited (Procurri), citing numerous “governance
overhang” issues plaguing the firm. The objective of this case is to facilitate a discussion of
issues such as the risks related to business models of venture capital firms; the independence
of directors and board committees; loan agreement covenants; and the role of shareholder
activism.

Minority shareholders’ outcry

Vesmond Wong fidgeted with his pen as he scrolled through the slide deck which was due
to be presented in DeClout’s Annual General Meeting (AGM) in a few days’ time, on 30 April
2018. Although a few minority shareholders have raised several concerns regarding a loan the
company had taken up recently, the company seemed to have largely allayed those concerns,
and everything seemed to have been settled. He suddenly felt his handphone vibrating
insistently in his pocket and wondered who might be sending him so many messages. Upon
seeing “Lloyd Moffatt” on the screen, Wong let out a sigh, and wondered what the issue was
this time round. As he read the minority shareholders’ demand for him to resign from his role as
DeClout’s Chairman, he began to recall the company’s turbulent past.’

DeClout’s beginnings

DeClout was incorporated in Singapore on 21 August 2010 and was listed on Singapore
Exchange (SGX) Catalist Board in October 2012. DeClout’s business model revolves around
two key business segments: IT infrastructure services and vertical domain clouds (VDCs).?

This is the abridged version of a case prepared by Bay Jo-Lene, Edmund Lau Jia Hao, Hu Ya Chu, Tan Zhen Ying and Yang
Chunyu under the supervision of Professor Mak Yuen Teen The case was developed from published sources solely for class
discussion and is not intended to serve as illustrations of effective or ineffective management or governance. The interpretations
and perspectives in this case are not necessarily those of the organisations named in the case, or any of their directors or
employees This abridged version was edited by Lum Shun Yi Richelle under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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STORM OVER DECLOUT

Since 2016, DeClout has focused on being a global builder of next generation companies. It
seeks to identify disruptive trends to create new growth platforms, incubate businesses that are
either aggregators, enablers or eco-system builders, and scale these companies to become
global or regional champions before harvesting these businesses in three to five years.®

The companies which fell under their business model are as follows:*

e Incubating: DeClout Investments’ startup, Vi Dimensions Pte. Ltd. (Vi Dimensions), as well as
its two VDC companies, namely Corous360 Pte. Ltd. (Corous360) and vCargo Cloud Pte.
Ltd. (vCargo Cloud)

e Scaling: DeClout’s ICT platform, Beagon Pte. Ltd. (Beagon)

e Harvested: Procurri Corporation Limited (Procurri) and Acclivis Technologies and Solutions
Pte. Ltd. (Acclivis)

The golden Procurri goose

The saga started when three minority shareholders called for DeClout to realise Procurri’s
value through an in-specie distribution. While the three shareholders only had a combined total
of S$100 worth of shares in DeClout, they collectively owned about six percent of Procurri,
DeClout’s golden egg-laying goose.®

Procurri has been in the spotlight since 2013. At the beginning, DeClout had set aside S$1.5
million — a quarter of its Initial Public Offering (IPO) proceeds — for the expansion of its IT
infrastructure services in the initial phase of their operations.® With these funds, it expanded
the service offerings of its wholly-owned subsidiary, ASVIDA Asia Pte. Ltd. (ASVIDA Asia), later
known as Procurri. ASVIDA Asia provided IT asset recovery, independent maintenance services
for data centre IT equipment and solutions for cloud service providers.”

DeClout also made many acquisitions and underwent restructuring exercises to grow ASVIDA
Asia geographically, which included the following:

e In April 2013, ASVIDA Asia acquired Procurri LLC, an IT maintenance service provider, as
part of its global expansion strategy into the North American market.®

e |n January 2014, ASVIDA Asia was renamed Procurri Corporation Pte. Ltd., and underwent
restructuring such that DeClout held a 50.1% interest post-restructuring.®

e |n March 2014, Tinglobal Holdings Ltd, a company operating in the European market for
refurbished mid-range computer equipment, was acquired.

e Just two months later, in May 2014, Verity Solutions Sdn Bhd, a maintenance and system
service provider, was also acquired under the Procurri Group. '
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After numerous investments in Procurri, DeClout announced its intention to monetise Procurri
in April 2015, and stated the company’s intention to prepare Procurri for a spinoff by 2016 as
a global IT asset player. The purpose of such a move was to reward DeClout’s shareholders.™
In October 2015, DeClout proposed to spin off Procurri and list it on the SGX Mainboard.' In
July 2016, the SGX Mainboard listing was completed. DeClout’s shareholding in Procurri was
diluted to 46.53%.'* With this listing, Procurri was able to finance its operations and expansion
plans.

Procurri’'s listing was unlike DeClout’s previous spinoff efforts. DeClout’s shareholders had
previously been rewarded almost immediately when the company harvested its other IT
infrastructure subsidiary, Acclivis. Acclivis was monetised and sold off in October 2016 for a
gain of S$27.9 million.' With the gain from the sale, DeClout’s shareholders benefited from
a share buyback scheme, as DeClout is a non-dividend paying company.'® In the case of
Procurri, although DeClout had announced its intention to monetise Procurri in 2015, DeClout
decided to hold onto Procurri’s shares to reap long-term growth benefits, while injecting its
capital and resources into the rest of the business groups.’”

Rule 406(7) of the SGX Catalist Board states that “A subsidiary or parent company of an
existing listed issuer will not normally be suitable for listing if the assets and operations of the
listing applicant are substantially the same as those of the existing issuer.”® DeClout claimed
that this spinoff did not constitute as a chain listing and Procurri should be allowed to list on
SGX Mainboard.™ SGX agreed with DeClout and allowed for Procurri’s listing.

With Procurri’s listing on the SGX Mainboard, its financial results for the prior years were made
public, and observers noted that Procurri contributed a large portion of the Group’s net profit
after tax for the few years before it listed.202122:23

Anger bubbles over Procurri

Three angry shareholders, Lloyd Moffatt, Nicolas Van Broekhoven, and Alex Turnbull, had
lobbied for an in specie distribution of Procurri shares to all of DeClout’s shareholders, as an in-
specie distribution was one of the solutions considered in DeClout’s forward strategy.?*

Moffatt highlighted the fact that a few of the minority shareholders had previously demanded
DeClout’s management to realise value in Procurri through “an in specie distribution of Procurri
to shareholders”, and that they will “take steps to remove” the management if that did not
happen.?®

The push by these minority shareholders to realise the value of Procurri and the company’s
refusal to do so is one of the contributing factors that eventually led to these shareholders
challenging Wong days before the AGM.
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STORM OVER DECLOUT

Questions over corporate governance

In addition to being unhappy about the situation surrounding Procurri, Broekhoven, a former
manager of a boutique asset management firm, also raised other corporate governance
matters, such as the issue of having the same lead independent director, Raymond Ho Chew
Thim, for both DeClout and Procurri.®

Ho was appointed as lead independent director in DeClout on 26 September 2012 and has been
holding the same role in Procurri since 27 June 2016. Procurri’s corporate governance report
in 2017 disclosed Ho’s conflict of interest and explained that “(i) [Procurri] is independently and
separately managed from the DeClout Group, with no sharing or overlapping of any key staff;
(i) [Ho] will not participate in any discussions in relation to any interested person transactions
between [Procurri] and the DeClout Group, and will abstain from voting on any such proposals
at any of either [Procurri]’s or DeClout’s board of directors meetings and refer such matter to
the Audit Committee Chairman; and (iii) [Ho] will abstain from participating in any proceedings
involving transactions with the DeClout Group or where there would be conflicts of interest with
the DeClout Group”. As such, Ho was deemed to be able to serve on both boards as the Lead
Independent Director. ?” Such statements were not found in DeClout’s annual report.

It was also noted that Lim Swee Yong became DeClout’s Head of Corporate Office for the
corporate venture team on August 2015,2¢ and was additionally appointed as a non-executive
director of Procurri on 27 June 2016.2° He subsequently left Procurri on 30 April 2018.%°

Wong’s performance in the spotlight

Attacks were also directed towards Wong, claiming that he had underperformed in his
capacity as the Chairman and Group Chief Executive Officer (CEO) of DeClout, in view of many
unsuccessful investments®' such as Corous360. DeClout’s board has been chaired by Wong
since 2011. He was a Non-Executive Chairman of Procurri from 1 April 2013 till 27 April 2017.
Following his retirement from Procurri’s board of directors, he was appointed as an advisor.®?As
of 24 April 2018, Wong was still DeClout’s largest shareholder, with a stake of 12.24% stake.®

DeClout’s board of directors

DeClout’s board consisted of six directors from 2012 to 2014 and 2016 to 2017, of which three
were independent directors. 34356373839 |n 2015, the board size decreased to five members, of
which three were independent directors. In 2018, the board size remained at six, of which two
were independent directors, as independent director, Ch’ng Li-ling, retired* and Melvin Poh
was appointed as a non-executive, non-independent director on 30 April 2018.4
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In accordance with the Singapore Code of Corporate Governance, DeClout’s board has three
board committees: the Remuneration Committee (RC), the Audit Committee (AC), and the
Nominating Committee (NC). Each of these board committees is chaired by an independent
director and consists mainly of independent directors. The annual reports of DeClout since
its listing in 2012 till 2017 stated that the independent directors will “meet at least once
annually without the presence of the Executive Directors and the Management, and the Lead
Independent Director will provide feedback to the Chairman after such meetings, if necessary”.*?
NC meetings are held to evaluate each board member’s performance and contribution and to
report its findings to the board, while RC meetings are held to recommend the remuneration
framework for the directors and executive officers, and to determine the specific remuneration
packages for each executive director.

The annual reports show that the executive directors usually attend the meetings held by
the three board committees as invitees. In particular, Wong has attended every single board
committee meeting as an invitee since 2012,43:444546:47.48

DeClout’s failed investment in Corous360

Turnbull, an investment manager at Keshik Capital, a Singapore-based hedge fund, was the
last of the three minority shareholders who raised concerns about Wong’s performance as the
Chairman and Group CEQ. Turnbull opined that Procurri was undervalued due to its association
with DeClout, given DeClout’s poor investment track record.*® He also asserted that as a result
of its many unsuccessful investments, DeClout’s role as a controlling shareholder for Procurri
had raised eyebrows among the minority shareholders.®® An example of such an unsuccessful
investment is Corous360, which quietly disappeared a while after its debut.

In the initial phase of DeClout’s development, the company invested S$3.6 million — 60.5% of its
IPO proceeds — on its games cloud business through Corous360, DeClout’s first VDC entity.’
Corous360 had planned to create an online game ecosystem in Southeast Asia, capitalising
on technological infrastructure to allow for unified payments and community portals. Through
Corous360, DeClout acquired companies such as Netipay Pte. Ltd for mobile payments
infrastructure,® and Play-E Pte. Ltd. for game distributions.*® DeClout also entered into joint
ventures with local game veterans.>*

After unforeseen delays in the deployment of mobile games,* Corous360 shifted its original
focus from the online games sector to e-commerce, with the aim to become the “Alibaba of
Southeast Asia”.’®¢ At DeClout’s 2015 AGM, it announced plans to separate its games and
e-commerce businesses and develop a separate VDC for e-commerce.®”

19



STORM OVER DECLOUT

In early 2016, DeClout completely shifted its focus away from Corous360. DeClout branched
out into a new VDC domain in e-logistics via vCargo Cloud, a newly acquired associate, which
became a subsidiary in June 2016.5¢ DeClout portrayed vCargo Cloud and Corous360 as two
separate VDC entities.

From 2016 to 2017, several of Corous360’s subsidiaries were liquidated, including Netipay Pte.
Ltd,*® Corous360 (Thailand) Co. Ltd,®® and PT Corous Three Sixty.6" Corous360 Information
Technology (Shenzhen) Company Ltd was disposed of as well.5? Corous360’s intangible asset —
e-money platform ZiPAY — was fully impaired by $$5,782,000 in 2017, contributing to the poor
financial results of the DeClout in FY2017.%% In its six years of operation, Corous360 had only
been profitable in FY2014 and FY2015.

Corous360’s expansion into these industries was met with many “unforeseen circumstances”.
These included high-margin blockbuster game launches which affected its games distribution
business in 2016,% as well as the inability to secure licenses for its e-money platform ZiPAY in
2017.%¢

Despite undergoing restructuring in 2017% and exiting from direct participation in the
e-commerce sector,’” Corous360 was excluded from DeClout’s ecosystem, as seen in the
2018 AGM.% There were also no new updates on the future of Corous360, except that its
withdrawal from direct participation would not incur further losses.®® This left vCargo Cloud as
the sole standing VDC entity under this business segment.”

A questionable loan agreement

Several months after the three shareholders threatened to remove management if they did not
receive an in specie distribution from Procurri, DeClout announced that it had entered into a
two-year loan agreement with six private investors for an aggregate amount of S$10 million at
an interest rate of eight percent per annum on 11 April 2018.”" The company said that it had
decided to obtain the loan to finance the business expansion of Beagon and vCargo Cloud. The
six lenders were said to be introduced to DeClout by Xandar Capital Pte Ltd (Xandar Capital),
with one percent of the aggregate loan amount paid to it for its service.”

The loan was pledged against DeClout’s full stake of 132,319,978 shares in Procurri, which
were valued at $$23.4 million as at 31 December 2017.7 In addition, the loan was secured
against corporate guarantees by Beagon and vCargo Cloud, where the S$10 million loan would
be directed to. The loan agreement also included clauses of ‘relevant events’, which when
triggered, would oblige DeClout to repay each lender’s portion of the loan along with accrued
interest within 25 business days.” The ‘relevant events’ included situations whereby:-
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DeClout or Procurri’s shares are suspended or ceased to be listed on the Catalist Board or
the Mainboard of SGX respectively for more than or equal to a period of 20 market days; or

i. DeClout’s shareholding interest in Procurri falls below 44.0% of the total issued and paid-up
share capital of Procurri; or

i. DeClout’s pledged value of Procurri’s shares falls below S$19 million; or

iv. DeClout’s net tangible assets attributable to the owners of the Company falls below S$50
million; or

v. Wong ceases to be either the Executive Director on DeClout’s board, the Group CEO, or if
his stake in DeClout falls below 11% (from its current 12.24%); or

vi. Kow Ya ceases to be an Executive Director on DeClout’s board.”®

This loan agreement infuriated the three shareholders further, prompting them to interrogate the
company’s directors at the AGM.

Outrage against loan agreement

Upset with the management’s decision to enter into the loan agreement, Turnbull voiced his
disapproval on 14 April 2018, arguing that the “management cannot be removed” with the
imposition of the change in control provisions, while Moffatt released a statement asserting that
the loan was “not in the best interest of shareholders” as it stripped “minorities of the right to
elect their board representatives”.”® Broekhoven then raised several red flags to The Business
Times on 20 April 2018.7” He questioned the benefits and consequences of the loan, and
whether the company had considered alternative funding to meet its financial needs.

Moffatt then took a step further and contacted Wong on 24 April 2018, calling for him to resign
as Chairman ahead of the company’s AGM on 30 April 2018.7¢ Moffatt also suggested that the
company appoint a replacement that would be agreed to by himself and other parties, and to
appoint two new independent directors at the AGM.” Furthermore, he called for Broekhoven
to replace the current lead independent director, Ho. He also demanded the appointment of an
“independent agent” with regards to the loan.®® Moffatt also threatened to “continue lobbying
regulators, pursuing directors and associates, and publishing further materials ahead of the
AGM”, should these requests not be met.®!

Initially, DeClout defended itself by arguing that “it is not unusual” for companies to secure loans
with such terms.®? Wong also refused to divulge the identities of his lenders “due to reasons of
confidentiality”.®®
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SGX steps in

Subsequently, SGX wrote to DeClout’s board to clarify the terms and circumstances of the loan
agreement.® In addition to seeking clarifications on the current pledge value of the Procurri
shares, the net tangible assets attributable to the owners of the company, and the company’s
gearing ratio, SGX questioned whether the loan was in the best interests of the company and
the minority shareholders, given that some of the terms of the loan agreement might not be
within DeClout’s control, or might allow the lenders to have influence over the operations of the
Group in the event of default.®®

SGX also questioned if DeClout’s board had tried to obtain funds via the secondary capital
markets and requested for the company to elaborate on its confidentiality obligations for not
being able to disclose information on the lenders.®®

Wong stands his ground

On 24 April 2018, DeClout’s issued an official response to SGX. Wong replied that “it is not
unusual” for loan transactions to “(i) impose financial covenants; (i) require security to be
provided by the borrower; (i) impose change in control provisions; or (iv) require lenders’
consent for material transactions”, and that the decision to undertake the loan agreement was
approved by the entire board.®”

Wong also defended the board’s decision by stating that the decision to explore capital market
options to finance the expansion of Beacon and vCargo Cloud was undertaken in March 2018
and in their corporate and business update announcement.® He also stated that the company
had already explored various fundraising options via the secondary capital market, including
convertible securities, share placements, and rights issues.®® The company further justified its
decision to take the loan by arguing that a direct loan was the “best available financing option”
as it would help to minimise shareholding dilution, a concern brought up by investors previously
at the FY2016 AGM.%°

In respect of the issue of not being able to divulge information about the lenders of the loan,
Wong explained that DeClout “owes confidentiality obligations to Xandar Capital unless consent
is obtained from [it]”.°" He also pointed out that such confidentiality clauses are not uncommon
in commercial agreements.

Apart from the loan issues, Wong also responded to the governance issues that the shareholders
had previously raised. DeClout justified its decision to consolidate Procurri’s results into
DeClout’s FY2017 financial results by arguing that the company’s auditor, Ernst & Young, had
stated that the consolidation was in accordance with the relevant financial reporting standards,
and clarified that Procurri made up 36% of the DeClout’s net tangible assets instead of the 70%
which Moffatt had previously claimed. %
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Wong’s statement further stated that Ho was the lead independent director for both DeClout
and Procurri due to his extensive experience serving as an Independent Director for other listed
companies, and that Procurri’s board had assessed Ho’s independence and deemed him to
be independent “notwithstanding that he is also the lead independent director of [DeClout]”.%*

In a separate announcement made by DeClout on 28 April 2018, the company further explained
that there was no independent agent appointed for the loan transaction as the lenders had not
requested for it, and it would have caused DeClout to incur additional costs.® The company
also clarified that it was still in the midst of reviewing its board composition so as to separate
the Chairman and CEO roles.® As of 30 October 2018, Wong was still the Chairman and Group
CEO of DeClout.*”

DeClout disposes of Procurri’s shares

While an in-specie distribution never happened, DeClout did eventually capitulate to the wishes
of the minority shareholders, and sold the majority of the Procurri shares it held in three separate
transactions. On 4 January 2019, DeClout sold 48 million shares in Procurri to two independent
third parties for S$15.2 million, without disclosing who the buyers were.?® After these sales,
DeClout held approximately 84.3 million Procurri shares, which meant that its ownership of
Procurri had been reduced to 26.92%.%° The decrease in DeClout’s stake in Procurri also
meant that DeClout would no longer include Procurri’'s performance in its consolidated financial
statements.'®

DeClout then proceeded to sell another 36.3 million shares in Procurri to Novo Tellus Capital
for S$12 million on 15 February 2019, leaving DeClout with 48 million shares.' Novo Tellus
is a private equity firm that invests in technology and industrial companies based in Southeast
Asia.’® With the proceeds raised from this sale, DeClout’s aim was to use S$4.2 million to pay
its creditors and S$$7.8 million to fund its merger and acquisition activities.'*®

A surprising turn of events

The significant sale of Procurri shares was just one of the major changes in DeClout’s business
structure. On 17 December 2018, DeClout disposed of its full stake in Corous360, in exchange
for a 12.5% shareholding in Grand Centrex, an investment holding company.'®* The move was
apparently motivated by a desire to increase the company’s focus on its IT Infrastructure and
VDC segments, which were under the purview of DeClout’s subsidiaries, Beagon and vCargo
Cloud.™®
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More recently, DeClout accepted a buyout offer of S$86.6 million from Tokyo-listed Kyowa Exeo
Corporation (Kyowa), a Japanese engineering conglomerate.™ In line with Kyowa’s wishes,
DeClout delisted from the SGX on 22 April 2019.7%" The rationale behind DeClout’s delisting
was greater flexibility for management to carry out any operational changes, and optimising the
use of the company’s management and capital resources.®® Following its privatisation, it seems
that DeClout would no longer need to worry about highly publicised opposition from minority
shareholders regarding its business actions.

Discussion questions

1.

Refer to Ho Chew Thim and Lim Swee Yong in the case and assess the potential impact
of holding multiple roles in a Group. In particular, evaluate Ho’s independence as the lead
independent director of both DeClout and Procurri.

Evaluate the composition of DeClout’s board, paying particular attention to the following:
a. the board’s independence and competence

b. the independence of the committees in reviewing/recommending decisions to the
board.

To what extent can Wong be effective in carrying out his duties as the Executive Chairman,
Group CEOQO, as well as the largest shareholder of DeClout?

Do you think the loan agreement undertaken for the business expansion of Beagon and
vCargo Cloud was in the best interests of the shareholders of DeClout? Do you believe that
the imposition of change in control provisions is fair in such loans? Explain.

Discuss the role that activist investors like Moffatt, Broekhoven, and Turnbull play in the
corporate governance of a company. Evaluate the likely effectiveness of shareholder activism
in founder-type companies. \What could be the motivation of the activist shareholders in this
case? What are the pros and cons of shareholder activism for the company and its various
stakeholders?
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DELONG’S STEELY RESOLVE

Case overview

Since its listing on the Singapore Exchange (SGX) in 2005, Delong Holdings Limited (Delong)’s
share price has been on a rollercoaster ride. With an overwhelming majority of its shares held
by Ding Liguo, the Executive Chairman and Chief Executive Officer (CEO), together with his
wife, the company has not suffered the fate of many other Chinese companies listed on SGX,
with a successful business in the steel industry. However, it has had its share of controversies,
including lapses in disclosure of related party transactions, a contentious diversification strategy,
questionable investments and write-offs, and a bungled privatisation offer. These and other
issues have led to conflicts between the controlling and minority shareholders. The objective of
the case is to allow a discussion of issues such as corporate governance of founder-controlled
companies; role and powers of legal representatives in Chinese companies and the governance
issues they pose; identification and disclosure of related party transactions; diversification; due
diligence in investments; privatisation; director independence; shareholder activism; and the
role of regulators.

The world of steel

Delong, a Chinese company listed on the SGX — or S-chip — is part the Delong Group in China,
with its headquarters in Beijing. It specialises in steel manufacturing, particularly steel billets,
mill rolls and hot-rolled steel coils, among many other steel products. Its products are used
in the infrastructure, pipe-making, machinery fabrication and automotive industries. Delong’s
business also involves the procurement and sale of iron ore, cast steel articles and coal gas
recycling. It reported a 29.9% increase in revenue from RMB9.9 billion in FY2016 to RMB12.8
billion in FY2017.!

Delong listed on SGX in 2005 through a reverse takeover of Teamsphere Limited.? Its share
price peaked at S$19.50 on 8 July 2007, and hit its lowest point on 20 November 2016 at
S%$0.27, before subsequently recovering to S$5.94 as of 19 May 2019.3

This is the abridged version of a case prepared by Chang Xiao Yu Seishea, Wu Jie Ying, Wong Yen Sheng, Stephanie Quek and
Tan Sin Nee under the supervision of Professor Mak Yuen Teen. The case was developed from published sources solely for class
discussion and is not intended to serve as illustrations of effective or ineffective management or governance. The interpretations
and perspectives in this case are not necessarily those of the organisations named in the case, or any of their directors or
employees. This abridged version was edited by Emma Lee Mei Jie under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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The people behind Delong

As of 15 March 2019, Ding Liguo, the Executive Chairman and CEO of Delong, and his wife,
Zhao Jing, held 76.82% of Delong’s shares through their control of Best Decade Holdings
Limited (Best Decade), which is owned by Ding and his wife through two other companies
which they wholly own. In addition, Ding directly owns 4.66% of Delong’s shares.*

Delong has a number of subsidiaries and associates. It owns 100% of Asia Paragon International
Limited (British Virgin Islands), Delong Asset Management (Hong Kong) Limited and Dexin
Steel Pte Ltd (Singapore).® Delong’s key subsidiaries in China include Delong Steel Limited,
Dezhong International Finance Leasing Co., Ltd, Xingtai Xinlong Coal Gas Co.,Ltd, Xingtai
Delong Machinery and Mill Roll Co., Ltd, Delong International Trading (Tianjin) Co., Ltd. Ding,
Lan Jihong (Chief Financial Officer) and Wu Yuijie (executive director) act as legal representatives
for various companies within the Group.®

Under the General Principles of Civil Law of the People’s Republic of China (PRC), a legal
representative “performs the duties and powers on behalf of a legal person in accordance with
the law or the constituent documents of the legal person”. A legal representative’s powers and
responsibilities generally include running the general administration of a company according to
its aims and objectives, giving one full control over the company’s cash and capital.”

As the Executive Chairman, CEO and legal representative of various companies within Delong,
Ding therefore wields considerable power.

About Ding Liguo

Ding is well-known and highly successful in the Chinese steel industry. In 1992, Ding established
Tangshan Great Wall Steel Rolling Company and held the position of general manager.®

He founded Liguo Group in 1995 and served as its Chairman. In 2000, the Group acquired
Xingtai Iron and Steel Company, which had debt of RMB240 million, and renamed it as
Delong Steel Limited.® Ding invested RMB1.3 billion in Delong Steel Limited, and succeeded
in increasing annual production from 150,000 tons to 1.2 million tons.'® Delong established
the Youth League Committee and set up a mutual fund to improve the living conditions of less
fortunate employees.™ It also contributed to the Chinese society at large by offering scholarships
and donations. Between 2012 and 2016, the company invested more than RMB800 million in
efforts to minimise pollution from its steel production.'?

Ding was awarded “National Model Worker” and “Top 10 Outstanding Youth in China” by the
Chinese government, becoming one of the most prominent entrepreneurs in China’s steel
industry. Ding was also a representative of the National People’s Congress.'®
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Board of directors

Delong’s current all-male board of directors comprises five members,™ chaired by 49 year-old
Ding as Executive Chairman. The other executive director is 56 year-old Wu Yujie, who is re-
sponsible for overseeing the operations of the Group. Wu Yujie was appointed to the board in
July 2017, following the resignation of Zuo Shuowen.®

The other directors are independent directors, including 63 year-old Lai Hock Meng (also known
as Peter Lai), 47 year-old Wu Geng, and 72 year-old Wang Tianyi. Wu Geng had replaced Hee
Theng Fong, a well-known Singapore lawyer, who retired from the board as an independent
director in April 2017 after serving on it for just under 11 years.'” In September 2018, another
non-executive director, Yuan Weimin, had resigned “due to personal reason” after serving just
over 10 years on the board.®

Wu Geng, who was appointed to the board in May 2017, chairs the Nominating Committee
(NC) and serves as a member of the Audit Committee (AC) and Remuneration Committee (RC).
He is also an independent director of a Chinese oil and gas company listed in Hong Kong and
of an asset management company managing a real estate investment trust listed on SGX. A
director of the well-known Singapore law firm, Drew & Napier LLC, he graduated with a law
degree from Peking University, and has a masters degree in Law from the National University of
Singapore and another postgraduate degree from University of Delaware in the United States.™

Wang Tianyi was appointed as an independent director in August 2013 and is the Chairman of
the RC and a member of the AC and NC. He is the Executive Vice-President of The Chinese
Society For Metals, and has more than 40 years of experience in the steel industry.?°

Peter Lai Hock Meng, has been an independent director of Delong since 2007 and has been
its lead independent director since 2013.2" He is also the Chairman of the AC and a member
of the NC and RC. Lai has held directorship positions in many companies listed on SGX and
other countries at various times over the past 15 years, including a number of S-chips.?> Some
of the listed companies that he has been a director of include China Essence Group, China
Qilfield Technology Services Group Limited, Dragon Group International Limited and Xpress
Holdings.23'24’25'26

Lai was an independent director of China Essence Group from 2008 to 2015. According to its
letter to its shareholders in 2018 when it delisted, the reason was the “company’s unclear state
of affairs after unauthorised transactions entered into by the previous management” came to
light.?” Five days after Lai left the company, the company reported a loss of RMB25.37 million
for the quarter ended 30 June 2015.?¢ Thereafter, the Group’s shares were suspended from
trading on 7 September 2015.%°
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Lai was appointed as an independent director of China Qilfield Technology Services Group in
2010. The company had listed on SGX in 2007.%° It was delisted in 2015 after it failed to meet
the SGX requirements under Listing Rule 1314, relating to exits from the watchlist based on
financial criteria or minimum trading price.®’

In 2015, Dragon Group International was to be placed on the SGX watch-list, under the financial
entry criteria pursuant to Rule 1311(1).%>% Lai stepped in to assist the troubled company in
2017. Six months later, the company received an extension from SGX to remove itself from the
watch-list by 3 March 2018.%4 However, by 31 December 2017, the Group faced a decline in
revenue and its shareholders’ equity was negative US$2.1 million.® It was notified by SGX on
12 April 2018 that it was to be delisted.®®

On 12 December 2018, Lai resigned as independent director and Non-Executive Chairman
of SGX-listed Transcorp Holdings, having joined the board just over four months earlier.
The announcement said that the resignation was “due to medical reasons”. The cessation
announcement also listed his 14 other current directorships in listed and private companies,
including Delong. However, Lai did not resign from Delong, nor it appears from other listed
boards.®’

According to Delong’s 2016 annual report, during FY2016, Delong bought 2.35 million units in
EC World REIT. At that time, Lai was the CEO of EC World REIT.*

Lapses in disclosure of related party transactions

Delong’s external auditors are Deloitte & Touche LLP. In its independent auditor’s report for
FY2016,* the identification and disclosure of related party transactions was highlighted as the
first key audit matter. The report stated that “certain related party transactions were omitted for
disclosure in the past due to a lack of understanding and lack of familiarity with the definition
of a related party”. One such transaction was a “donation to a charity trust whose founder is a
spouse of a director of the company” while another transaction was “sales to a company who
has a common director with the company”, amounting to RMB440,000 and RMB859,000
respectively.*

The Group had also provided a guarantee of RMB50 million for the bank borrowings of Hebei
Delong Modern Special Tube Manufacturing Co., Ltd (Hebei Delong), which was eventually
rescinded in March 2017.4" No disclosures were made in the FY2015 annual report when the
guarantee had already been provided, and it was only disclosed in the FY2016 annual report.
Hebei Delong is not a subsidiary of Delong but is owned by Ding and his spouse.*?
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Too much steel

In January 2017, Delong announced reforms introduced by the Hebei Province’s National Party
Congress in relation to plans to reduce steelmaking capacity in Hebei Province by 31.86 million
tonnes, and to accelerate the reduction of steelmaking capacity in several cities in the province.
As a result, one of its subsidiaries, Laiyuan County Aoyu Steel Co., Ltd. (Aoyu Steel) may be
required to reduce its capacity.*®

Less than three months later, Delong announced that it had entered into a conditional agreement
to sell 1.08 million tonnes of pig iron production capacity and 1.21 million tonnes of steel
production capacity of Aoyu Steel for RMB400 million (or approximately S$81.1 million). The
purchaser is a company incorporated in PRC and its shareholders are said to be independent
third parties who are not related to the Delong Group or any director or substantial shareholder
of the Delong. The unaudited net book value of the property, plant and equipment (excluding
prepaid leases) of Aoyu Steel as at 31 December 2016 was RMB94.9 million. This was after
taking into account an impairment charge of RMB600 million for Aoyu Steel for FY2016. An
independent external valuer based in Hebei Province appointed by the Group had valued Aoyu
Steel at RMB100 million.*

The transaction was completed in July 2017 following the receipt of the final consideration
from the purchaser.*® This followed a waiver received from SGX allowing the company to sell its
production capacity without shareholders’ approval.“®

The diversification storm

In 2016, Delong decided to diversify its business. It embarked on two key types of diversification
—anew business of investment and asset management, and international expansion of its core
business. The rationale given was to provide shareholders with diversified returns, enjoy long-
term growth, and reduce reliance on its existing steel business in China.*”

In August 2016, Delong invested RMB60 million to buy a two percent stake in Qingdao
Kutesmart (Kutesmart), a clothing garment company. Kutesmart focuses on the design and
customisation of suits using automated production, enabling cost reduction through mass
production.*® Delong paid 5.5 times the net asset value per share as at 30 June 2016.% This
amount was deemed to be reasonable by the board but some shareholders felt it was a puzzling
investment.®® The company said that the strong growth in Kutesmart was underpinned by its
highly efficient business process, established distribution channels, wide customer base, and
its string of capital injections by reputable investors.>’
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However, Delong recorded an impairment loss of RMB50 million in its fourth quarter results for
December 2017, which represented 83% of its investment in Kutesmart. According to Delong,
the unaudited financial statements of Kutesmart for the year ended 31 December 2017 did not
show an actual drop in Kutesmart’s performance. It asserted that Kutesmart’s performance
was improving according to the price-earnings ratio and price-to-book ratio, which were higher
than at the time of purchase. Despite that, Delong carried out its own assessment using the
discounted cash flow model and determined that an impairment should be made.®

Delong’s shareholders were quick to question Delong’s decision to impair Kutesmart within
such a short period. Delong was selling off its steel production capacity at a time when steel
prices were rising®® while investing in and then divesting companies repeatedly.

A lost sheep in a foreign land

Delong Thailand was incorporated by Delong Steel Singapore Projects Pte Ltd, Permsin Steel
Works Public Co Ltd, Asia Metal Public Co Ltd and Thai Yuan Metal Public Co Limited in 2014.
Delong held a 55% stake as the main shareholder.>* However, Delong Thailand soon ceased
operations and minority shareholders of Delong Thailand strongly disagreed with the prices and
sales strategies implemented by the company.5656:57

In 2016, Delong Steel Singapore Projects Pte Ltd eventually entered into a binding memorandum
of understanding with the non-controlling interests of Delong Thailand for the disposal of the
Group’s entire equity interest in Delong Thailand. The sale consideration of THB385 million was
determined internally by Delong without any external third-party valuer.® Hence, shareholders
questioned if the price was set correctly, or if it was intentionally under-priced for quick disposal.®®

In 2017, Delong entered into an agreement to invest in a joint-venture company called Dexin
Steel Indonesia, with Shanghai Decent Investment (Group) Co Ltd and PT Indonesia Morowali
Industrial Park as joint venture partners. Delong held a 45% stake in Dexin Steel Indonesia as
the largest shareholder.®® This would reportedly cost the company up to 10 times its investment
in Delong Thailand. Delong did not mention if banks were willing to finance the joint venture,
which caused shareholders to be highly concerned with this joint venture. b

According to the feasibility report presented by WISDRI Engineering & Research Incorporation
Limited, the project was deemed to be feasible in producing 3.5 million tons of steel annually to
meet Indonesia’s demand for steel. It also suggested that the project would have an internal rate
of return of 17.21%, higher than the interest cost of 10%. In order to go forward with this joint
venture, Delong would have to contribute US$67.5 million of capital and provide shareholder
loans amounting to US$60.75 million.5?
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The voice of the powerless

Ding never saw the need for dividends even with Delong’s large cash balance. This sparked
unhappiness among minority shareholders who repeatedly brought up the issue during
shareholder meetings. Some felt that it was a case of minority oppression and it became a
significant issue as more shareholders pressed the board on this issue, only for their concerns
to be dismissed. A group of shareholders, led by Martin Wong who owned about 400,000
shares, demanded that the company pay attention to minority shareholders’ calls for dividends
and less business diversification.

The lack of a dividend payout policy was brought up by minority shareholders during AGMs
and extraordinary general meetings (EGMs), but this was repeatedly vetoed by the controlling
shareholder. This led several minority shareholders to write to the board raising several queries
and proposing possible actions to be considered by the board.®* The queries and comments
were related to the company’s strong financial results versus its dismal share price performance;
its unsuccessful geographical diversification; weak capital management and diversification at
the expense of shareholders; and weak corporate actions that diminish shareholder value.
Some of the actions proposed by the shareholders included improving its investor relations to
raise its profile and engage with existing and institutional investors; distributing dividends and
introducing a formal dividend policy; explaining and providing more details about the investment
in Delong Thailand; aborting the Indonesian diversification and focus growing the steel business
in China; liquidating non-core investments; and implementing a 1-for-10 share split.®®

Ding responded on behalf of the company on 12 December 2017, reproducing excerpts from
the letter from shareholders. With regards to shareholders comments about the lack of a
dividend payout policy, the company’s response is shown in Figure 1.

Company’s response:

The board takes into account various factors in deciding whether or not to declare dividends to
the Company’s shareholders. While the aforementioned decision also depends largely on the
circumstances faced by the Company and the Group from time to time, the Board generally considers
the following factors (which are neither exhaustive nor definitive):

(@  Cost of capital;

(b)  Merger & Acquisitions;

(c) Capital expenditure (i.e. To be in line with the industry’s rising environmental standards, the Group
has continually invested in technological upgrades and enhancement);

(d)  Working capital purposes;

(e)  Uncertainty as to the Group’s future profitability, especially given the introduction of governmental
policies aimed at reducing steelmaking capacity in the People’s Republic of China (‘PRC”); and

(/)  Uncertainty as to the availability of financing from external sources, especially since certain banks
have scaled back their lending to steel enterprises in the PRC.

In view of the above factors, the Company does not intend to introduce a formal dividend policy at
the juncture.

Figure 1: Board’s response to minority shareholders regarding a lack of dividend payout policy®

37



DELONG’S STEELY RESOLVE

The cash flow statements over the years show an increasing trend in the cash used in investing
activities.®” Non-current assets also increased over the years. One of the key items contributing
to the growth in cash and non-current assets was the investment in Delong Thailand in 2015,
which was disposed of in 2016.%¢

Dividends at last

10 September 2018 marked the first declaration of dividends for Delong, with a dividend of
S$0.55 per ordinary share declared and payable on 26 September 2018.%

Earlier, on 7 June 2018, the company announced that Best Decade, the controlling shareholder
of Delong which is owned by Ding and his wife, had bought a 17.33% stake from Evraz
Group S.A. (Evraz Group) and Vollin Holdings Ltd. The acquisition cost was US$100,865,354
or US$5.28 per share which translates to about S$7.09.7° However, another announcement
on 11 June 2018 said that Evraz Group sold its 16,569,599 shares or 15.04% stake for
US$91,714,048. This translates to about US$5.54 or S$7.42 per share.”

The S$7.42 represents a 65% premium to the then stock price.”” There was speculation that
the sudden declaration of dividends was to allow Ding to fund the acquisition of the 17.33%
stake.”™

The perfect privatisation: Trade wars in China

“Shareholders will have an opportunity to realise their investment in the offeree for a cash
consideration at a premium above the historical market share prices.”
— Delong announcement’

The steel industry had benefited from the improved global economic outlook in recent years.
However, the trade war brewing between China and the United States resulted in a significant
slowing down of growth in the world’s second largest economy.” This is especially so in Delong’s
case with tariffs imposed on the steel industry. With the tide turning against them, Delong
decided to go private to ensure better management and less discord in the board when making
decisions.”® Delong offered to privatise through a voluntary delisting which requires approval
from at least 75% of shareholders with no more than 10% of shareholders voting against. Ding
and his wife had deemed interest of 75.56% in Delong when the offer was announced.”

Eventually, a S$7 price was offered for the voluntary delisting.”® With Delong’s earnings
increasing seven-fold in 2017, many minority shareholders felt that the S$7 offer was too low.™
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Rule 17 of Singapore’s Takeover Code requires Ding to raise the offer price to the highest price
which he had paid in cash for shares carrying 10% or more of the voting rights in the six months
leading up to the offer — which was S$7.42 per share, the amount he had paid in June 2018.%°

To much surprise, on 11 October 2018, the company shocked the market when it announced
that Ding had pulled out of the privatisation bid due to the requirement to revise the offer
price. The shock announcement was made by PrimePartners Corporate Finance Pte Ltd
(PrimePartners), which was acting for the offer vehicle Best Grace Holdings (Best Grace).
The announcement said that the bid was to be funded by drawing down on loan facilities
from Deutsche Bank. However, hiking the offer price to S$7.42 a share would “precipitate very
substantial contingent liabilities that materially exceed the financial resources arranged for the
offer” 8!

Delong’s shares, which had been suspended from trading since 5 October 2018, resumed
trading on 12 October 2018.%2

A Business Times report reported that the Securities Industry Council (SIC), which enforces
the Takeover Code, said that it was “investigating all the relevant circumstances leading to
the withdrawal of the offer”, especially with regard to whether there has been any breach of Rule
17.88 The SIC appointed a five-member hearing committee, chaired by Professor Hans Tjio, to
look into the matter.8

The SIC responds

“In advising their clients, advisers have to be vigilant and exercise due care at all times. Advisers
must be conversant not only with the requirements of the code, but also how these requirements
are applied in practice. This is fundamental, and cannot be over-emphasised.”

— Securities Industry Councif®®

On 29 July 2019,% the SIC issued a public statement on Delong’s case and rapped Ding
and Delong’s legal and financial advisers — Shook Lin & Bok and PrimePartners — in light
of its privatisation plan being withdrawn merely two weeks after the offer was announced.
Following a probe, the SIC ruled that there had been a breach of the Takeover Code. However,
it determined that there was no need to compensate Delong’s shareholders, given “the limited
impact of the breach”, as the non-compliance was noted shortly after the offer announcement
and the offer was withdrawn prior to the distribution of the offer document.®” Additionally, a
trading halt in Delong shares was called within three business days of the offer announcement.
It was lifted after the offer was pulled out.®®
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SIC’s hearing committee found that Shook Lin & Bok fell short of the standards expected of a
legal adviser under the Takeover Code. The law firm had previously advised that the offer should
be made at the highest price paid for shares in the three months prior to the offer. However, it
was only when a third party informed the legal adviser did it recognise that the offeror’s cash
purchase of Delong shares at S$7.42 per share in June 2018 triggered a longer six-month
reference period. The SIC noted this as “a serious lapse”. On the other hand, the hearing
committee found PrimePartners “relatively less culpable” than the law firm in the breach of the
Takeover Code.®

That being said, SIC stressed that both professional advisers “had collective responsibility to
ensure that the offeror complied with the code”.®

Try and try again?

On the same day that SIC’s public statement was issued, Ding again revived his bid to privatise
Delong and tabled a new buyout offer at the original price of S$7 a share. Best Grace re-
launched the voluntary conditional cash offer on 29 July 2019, with Stirling Coleman Capital as
its new financial adviser. This occurred after it successfully obtained a waiver by the SIC from
the rule that bars an offer from being re-introduced within 12 months of a withdrawal.®!

Best Grace said that its revived cash offer of S$7, which was at a 16.5% premium over the last
transacted share price, would give Delong’s shareholders the opportunity to cash out of their
investments in the company, “which may otherwise be difficult due to the low trading liquidity of
the shares”. Best Grace further added that privatising Delong would result in the company not
having to incur listing-related compliance costs, and provide the company more management
flexibility.?

Delong’s share price surged by around 15.8% on 30 July 2019, in light of the revived S$7 per
share cash offer to take the steel manufacturing company private.*

Would Ding succeed this time round in taking Delong private? Observers are awaiting the final
result with bated breath.
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Discussion questions

1.

What are the benefits and risks when major shareholders hold major roles on the board
and in senior management, as in the case of Ding? In Ding’s case, he was also the legal
representative of several companies within the Group. What are the roles and powers of a
legal representative in a PRC company and what governance risks do they pose? How can
these risks be mitigated?

Critically evaluate the composition of the board of directors. Are there potential conflicts of
interest and other concerns with the independent directors that may have impacted their
objectivity and effectiveness?

What were the potential lapses in disclosure Delong may have committed, especially with
regards to the company’s related party transactions? To what extent should the board be
held accountable for such lapses?

The company sold off part of its iron and steel production capacity in China and engaged
in both geographical diversification and unrelated diversification. Critically evaluate each of
these decisions and discuss whether those decisions are in the interests of the company
and its shareholders.

Comment on the role of the board of directors in a company’s decision-making process.
What should the Delong board have considered in deciding whether the cash should be
used for investments or for dividends to the company’s shareholders?

Critically evaluate the concerns and issues raised by the minority shareholders? Do you
believe that they are valid. Do you think the response of the board was adequate? Explain.

What are the different ways for a company to privatise and delist from SGX? Do you think
that Delong’s offer of S$7 for the voluntary delisting is reasonable?

Comment on the bungled privatisation offer. Who do you think should be held responsible?
What actions do you think regulators should take? Do you think the regulators acted
appropriately with regards to the privatisation, and more generally, in protecting the interests
of shareholders of Delong Holdings? Explain.
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EMERGING TOWNS AND
CITIES: FALLING THROUGH
THE CRACKS

Case overview

Emerging Towns & Cities Singapore Ltd (ETC) followed a slew of S-chips in grappling with
corporate governance issues. After a ‘rebirth’ in 2015, during which the entire board was
replaced following a shareholders’ revolt, 2017 ushered in a whole new set of problems. Its
controlling shareholder, Luo Shandong, was alleged to have made unauthorised withdrawals
from a subsidiary in China. The events which followed included legal action taken against the
parties who were alleged to be involved, as well as shareholder requisition notices to remove
the Chairman of ETC. The objective of this case is to facilitate a discussion of issues such as
corporate governance in S-chips; maintaining control over offshore subsidiaries in S-chips; risk
management; and the role of controlling shareholders and the board of directors.

Building a new future

Incorporated in Singapore on 17 October 1980, Catalist-listed ETC was formerly known as
China Titanium Limited. Through a reverse takeover in 2012, it was renamed as Cedar Strategic
Holdings Limited (Cedar), and ventured into real estate development.! However, Cedar soon
found itself in disarray. In April 2015, Cedar was found to have accounting and internal control
irregularities —including overpayment to former executive directors and management — which
resulted in a suspension in trading of its shares and a shareholder revolt. These led to the
ousting of its board of directors by a group of investors.?

S-chip governance

The woes of ETC, among other S-chips, is appropriately captured in the Chinese proverb,
“lUFFETFIT” . The Chinese proverb alludes to local officials’ tendency to disregard the wishes
of central authorities in distant Beijing during the imperial days. In ETC’s case, its management
and board were unable to oversee the Group’s operations in China.

This is the abridged version of a case prepared by Celeste Tan Jiao Hua, Chia Zixue Benjamin, Lim Chern Miao Samuel and Ong
Jing Wen under the supervision of Professor Mak Yuen Teen. The case was developed from published sources solely for class
discussion and is not intended to serve as illustrations of effective or ineffective management or governance. The interpretations
and perspectives in this case are not necessarily those of the organisations named in the case, or any of their directors or
employees. This abridged version was edited by Clarisse Tan under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.

48



S-chips have been in the news for all the wrong reasons. The overall corporate governance is
generally weak in most S-chips since small and medium enterprises in China constitute most of
the S-chips. This has resulted in accounting woes, trading irregularities and scandals.®

Legal representative

Every business established in China, be it domestic or foreign, is required to appoint a
legal representative. The legal representative is the main principal of the company and the
employee with the legal power to represent — and enter into binding obligations on behalf of
— the company in accordance with the law or articles of association of the company. A legal
representative’s acts are binding even if he is acting beyond the authorised scope of duties. A
legal representative can be the Chairman of the board of directors, executive director (if there
is no board of directors), or the general manager. He does not have to reside in China or be a
Chinese citizen.*

Company chop

Similarly, every Chinese company is required to have a “chop” which will be in the custody of the
legal representative. Control of the chop is important to minimise risks of unauthorised dealings.
The legal representative’s chop is required for numerous company documents and is regarded
as a signature.®

Board of directors

On 24 June 2015, following a shareholder’s revolt against the previous board, Christopher
Chong and two other professionals, Tan Thiam Hee and Peter Tan, were appointed to the board
as independent directors, with Chong acting as Non-Executive Chairman.

Chong was also nominated as a member of the Audit Committee, Nominating and Corporate
Governance Committee, as well as the Remuneration Committee. At the date of his appointment,
Chong was the partner and co-founder of ACH Investments Pte Ltd, a Singapore-based
corporate advisory firm and sat on the board of four other Singapore-listed companies. He
is said to have extensive experience in capital markets, securities law, corporate affairs and
corporate governance.®

Tan Thiam Hee is a professional accountant by training with over 20 years of experience as
Chief Financial Officer (CFO) or Chief Executive Officer (CEQ) across diverse industries, while
Peter Tan brings with him more than 30 years of experience in corporate accounting and
management.”

Tan Thiam Hee eventually took on the role of CEO in ETC on 15 December 2015.8 Chong and
Peter Tan remained as independent directors on Cedar’s board. Collectively, both of them chair
the three board committees. As at 2015, four of the five directors on Cedar’s board were former
or current CEOs or CFOs from listed companies in Singapore or Australia.®

49



EMERGING TOWNS AND CITIES: FALLING THROUGH THE CRACKS

Back to the wall

Despite Cedar’s balance sheet showing funds were available, the new board found only debts.
The board subsequently sourced for additional funds and secured short term loans of about
S$2 million.'® Cedar then appointed Baker Tilly Consultancy as a “Special Auditor” to investigate
issues pertaining to the lapses in corporate governance, internal controls and possible non-
compliance with Catalist rules.™

In 2015, Cedar’s independent auditor, Foo Kon Tan LLP, issued its Independent Auditor’s
Report, which contained a qualified opinion. Qualifications included failure to perform complete
and correct declarations of related party transactions, inappropriate payments, and failure to
fully comply with all accounting standards.™

Planting a new seed

The new board’s top priority was to implement a new strategic plan and lift the share trading
suspension. The plan sought to capitalise on niche areas and opportunities in emerging cities
and regions. As part of its corporate turnaround strategy, Cedar sought to acquire Huizhou Daya
Bay Mei Tai Cheng Property Development Co. (Daya Bay). Daya Bay was the sole developer
of a real estate project in China and enabled the Group to focus on property investment and
development.

Luo was the beneficial owner of all the shares of Shenzhen Tong Ze, which owned Daya Bay.
Luo had lent money to Daya Bay’s previous owners. However, when they had difficulty paying
him, he took over the Daya Bay project. Taking advantage of the fact that Daya Bay’s previous
owners were unable to pay Luo back, Cedar stepped in to acquire Luo’s 60% interest in Daya
Bay at below market value on 4 November 2015.' In addition, it was agreed that Cedar would
repay the RMB112.0 million owed by Daya Bay’s previous owners to Luo at the end of 2017.%

As part of the oral agreement concluded with Cedar, Luo would comply with all rules and
regulations set by the board of Cedar. The board of directors set two rules for the governance
of Daya Bay:

a. The Non-Operational Payments Rule, whereby all non-operational payments by Daya Bay
exceeding RMB500,000 must be approved by the board of directors of Cedar; and

b. The Related Party Payments Rule, whereby all fund transfers by Daya Bay to its related
parties had to be approved by its board of directors.™

On 22 February 2016, Cedar entered a share subscription agreement with Luo. Luo became
the major shareholder of Cedar, holding 17.91% of the voting shares.'®
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Out of the frying pan...

With Chong leading the new board, Cedar resumed trading of its shares on 31 March 2016,
nearly one year after its suspension in April 2015.""

In line with the Group’s growth strategy to focus on development and investment properties
in emerging countries, Cedar acquired all the issued and paid-up shares of DAS Pte. Ltd.
(DAS) for US$24.9 million. DAS held a 70% interest in Uni Global Power Pte Ltd, which in turn
owned a 70% stake in Golden Land Real Estate Development Company Limited (Golden Land),
which is the developer of Golden City, a luxury development in Yangon.™ As a result of the
acquisition of DAS, which effectively owned 49.0% of Golden Land, Cedar indirectly owned a
49.0% stake in Golden Land through two acquisition phases completed by 27 February 2017.'°
This acquisition marked Cedar’s gateway into Yangon’s luxury real estate market.

However, there was a need for further financing to fund the acquisition of DAS. Cedar entered
into an agreement with Luo on 17 October 2016, who had agreed to grant a loan of up to
US$29.3 million to supplement Cedar’s cash resources to facilitate the acquisition.?

In order to consolidate all existing debts owed by the Group to Luo and to settle the Group’s
obligations due to him, Cedar entered into a convertible loan agreement with Luo on 25 January
2017. This agreement replaced the 2016 loans owed by the Group to Luo. Under the agreement,
Luo had the right at any time within 15 months to convert up to the full sum of US$29.3 million
and any interest accrued thereon into ordinary shares of Cedar, amounting to an aggregate of
up to approximately 468.1 million fully paid new ordinary shares.?' This arrangement improved
Cedar’s balance sheet position and reduced borrowings of the Group.??

On 28 February 2017, Cedar was rebranded as ETC Singapore to “mark its metamorphosis
from a company laden with legacy issues to one which is ready to embark on its next phase
of growth”.?3

...And into the fire

“We decided branding is important and that we would rather be known for what we now do
rather than remind people we are a phoenix that arose from the ashes.”
— ETC Chairman, Christopher Chong?*

ETC’s attempts to distance itself from its previous controversy did not last long. Instead of
providing a new lease of life to ETC as the board had hoped, its business relationship with Luo
subsequently soured.
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Clash of the titans

A series of hostile exchanges between ETC and Luo were made public on 14 November 2017,
when ETC announced that it would be filing a lawsuit against Luo and his companies, Dong
Gang Industrial Co Ltd (Dong Gang) and Hunan Toener Investment Group Co Ltd (Hunan
Toener).?®

The lawsuit was in relation to unauthorised withdrawals of funds that amounted to RMB118
million (S$24 million). This was a result of Daya Bay employees refusing to comply with internal
controls that were implemented.?® ETC revealed that the withdrawals took place between 3 July
2017 and 25 October 2017, transferring funds from Daya Bay to the two companies owned by
Luo.?” The lawsuit was filed in the Singapore High Court.?® Concurrently, ETC had commenced
a shareholder’s derivative suit in People’s Republic of China (PRC) courts against the employees
of Daya Bay, in relation to the unauthorised withdrawals and for refusing to surrender the Daya
Bay company seal and financial books.?

Damage control

Earlier in 2017, ETC had initially approved small withdrawals by Luo to resolve the early
repayment of the loan owed to him, until his demands became more significant and untenable.*
When Luo started making larger withdrawals, Chong, in his capacity as the legal representative
of Daya Bay, tried to block the unauthorised withdrawals. He travelled to China to obtain new
bank tokens for the bank accounts of Daya Bay. However, his attempts were futile. Thereafter,
ETC’s CFO and Executive Director travelled to China to request that the Daya Bay employees
involved surrender the existing bank tokens, but to no avail. Again, as the legal representative
of Daya Bay, Chong sent warning letters to the employees at Daya Bay to cease the making
of further unauthorised withdrawals. A subsequent reminder was sent.®' These warnings went
unheeded.

On the advice of lawyers in China, letters of demand were issued to the Daya Bay employees
complicitinthe unauthorised withdrawals. The letter demanded that they stop using the company
seal and financial books of Daya Bay and return them to Chong. On 14 November 2017, ETC
instructed its Singapore lawyers to issue a letter of demand to Luo and his companies. The
letter demanded that Luo comply with all rules and regulations set by the board, that he and
his companies immediately stop making unauthorised withdrawals from Daya Bay, and that he
repay the outstanding RMB106 million to Daya Bay.*?
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Round #1 in the ring

Shortly after the first announcement made by ETC, the board announced that Luo had issued a
requisition to ETC to convene an Extraordinary General Meeting (EGM) to vote for the removal
of Chong and Peter Tan as directors of the company, and the appointment two proposed
directors to replace them. %

The requisition was rejected by the board.** Chong and Peter Tan were the only independent
directors of ETC then. As such, their removal would result in the company being non-compliant
with Rule 210(5)(c) in the Singapore Exchange (SGX) rulebook, which requires at least two
independent directors. Additionally, the curricula vitae of the proposed directors were not
updated to disclose their complete backgrounds. As such, suitability issues were also raised.
Additionally, the board had not received any notice that SGX had approved the appointment of
the proposed directors. ETC asserted that the likely purpose of the requisition was to hamper
the company’s efforts in its legal action against Luo and his companies.®®

Round #2 in the ring

Luo was undeterred. Just a week after the first requisition to convene an EGM was rejected, four
other shareholders — Zhang Xiang, Tao Xucheng, Sun Yanli, and Tan Xuegin — who collectively
held more than 10% of the total paid-up shares of ETC — filed a second requisition notice.
Again, it was for the purpose of voting on the removal of Chong and Peter Tan as directors of
ETC, along with the appointment of three other individuals as directors.®®

The second requisition notice was likewise rejected. Similar reasons were given for the board’s
decision. ETC’s sponsor, RHT Capital Pte. Ltd, was also unable to advise on the suitability of
the proposed directors without additional information, which was not forthcoming.®”

Furthermore, the company claimed to have grounds to believe that the second requisition
notice was raised on the instruction of Luo and that the purpose of the second requisition notice
was to hamper the company’s efforts to proceed with legal action in the PRC and in Singapore
with respect to the unauthorised withdrawals.*®

Zhang was found to have acquired all his ETC shares in an off-market transaction from Luo.*®
Tao was also believed to be a close associate of Luo, having held the position of Executive Vice
President of the financial business of Hunan Toener Group, where Luo is the Chairman and
controlling shareholder.“°
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On the same day when the second requisition notice was raised, ETC received a letter from
Shook Lin & Bok LLP, the solicitors of Luo, constituting a notice under Section 216A of the
Companies Act for a representative action. The notice demanded that ETC request SGX to
direct the company to appoint special auditors from one of the “Big Four” accounting firms to
report on the matters concerning the unauthorised withdrawals and legal proceedings against
Luo and the employees of Daya Bay. The notice also sought for the company to initiate action
against Chong for alleged breach of his director’s duties in respect of his actions over the
unauthorised withdrawals.*!

Retreat and resolution

On 18 January 2018, ETC announced through a press release that it had arrived at a settlement
deed with Luo. ETC had entered into a sale and purchase agreement to sell to Luo 100% of
the issued and paid up capital in Cedar Properties Pte. Ltd. (CPPL), which represents the
holding entity for ETC’s Daya Bay project, whereby the proceeds would be offset from the
outstanding debt due under the convertible loan agreement with him. He would also transfer
his 15.5% stake in ETC to Zhu Xiaolin and facilitate the handover of all bank tokens of Daya
Bay to ETC within seven days. ETC would then file a withdrawal or discontinue the Singapore
and PRC lawsuits against the respective defendants. Luo would also rescind the two requisition
notices seeking the removal of Chong and Peter Tan as directors. Luo also agreed to withdraw
demands for ETC to commence legal proceedings against Chong.*

The aftermath

Although the unauthorised withdrawals of funds amounted to RMB118 million, the board had
highlighted that the financial impact of the unauthorised withdrawals was not expected to be
material.** When the claim was made on 25 October 2017, the total amount of the unrepaid
unauthorised withdrawals was RMB106 million, while Daya Bay owed a total of RMB112 million
to the companies controlled by Luo under various loans agreements that were to be repaid at
the end of the year. Additionally, ETC still owed Luo approximately RMB159 million under the
convertible loan agreement.** This resulted in a net amount of about RMB164 million owed by
ETC and Daya Bay to Luo and his controlled companies, greater than the amount that had
been withdrawn.

Despite ETC’s reassurance that there was minimal financial impact following the unauthorised
withdrawals and that it had arrived at a settlement with Luo, its stock price fell by 11.4%,
closing at S$0.070 upon resumption of trading on 29 June 2018. The stock price closed at an
all-time low of S$0.031 on 15 November 2018.%
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Wearer of many hats, owner of none

In ETC’s 2017 annual report, Chong addressed the shareholders in his eighth and last letter
for the company. He would be resigning as independent director, after less than three years
since his appointment. When Chong was appointed as a director of ETC in 2015, he held 10
directorships. Four of these directorships were in SGX-listed companies.*®

Chong was not someone who was new to controversy prior to the ETC sage. In 2010, Chong
had a heated public exchange with National University of Singapore’s (NUS) Professor Mak Yuen
Teen. Professor Mak had asserted that the appointment of alternate directors to assist busy
independent directors in coping with their responsibilities was unacceptable as it reflected poor
corporate governance, citing Xpress Holdings as an example.*” Chong was an independent
director of Xpress Holdings at that point in time and had appointed an alternate director. Koda
Limited and ASL Marine Holdings, where Chong was also a director at the time, had disclosed
similar plans for appointment of alternate directors.*®

A more recent controversy arose at Singapore O&G Limited (SOG), where Chong was the
lead independent director. He relinquished his appointment on 27 December 2017,% following
SOG'’s claim for S$1.5 million from him in relation to a company transaction in which he was
involved. It was unclear how the dispute originated. On 6 March 2018, SOG announced that,
following mediation, Chong had agreed to a full and final settlement of S$1.25 million, without
any admission of liability.>

The uncertain future

ETC faces new challenges ahead. With the settlement with Luo buying back Daya Bay, ETC
had lost one of its two main revenue streams and has become a single asset company focused
on developments in Myanmar.®" Furthermore, external factors such as the ongoing Rohingya
crisis in the country have raised more uncertainties in ETC’s business plans.

It remains to be seen if ETC will be able to build a better future for itself.
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Discussion questions

1.

What are the key issues relating to legal representatives of Chinese companies from a
risk management and corporate governance perspective? To what extent was Christopher
Chong suited for such a role?

S-chips are often plagued with corporate governance issues. Apart from problems relating
to legal representative and company chop as stated in the case, what are the other issues
that embroil S-chips? Suggest improvements for both regulators and companies.

What are the roles and responsibilities of the Chairman of the board? What are the
core competencies required of a Chairman? Evaluate the skills, competencies and the
independence of Christopher Chong as Chairman of the ETC.

Comment on the adequacy of ETC’s response to the withdrawals made by Luo Shandong.
Did the board of directors do enough to mitigate the risk of unauthorised withdrawals?
Suggest what should be in place to prevent unauthorised withdrawals.

Explore the role that controlling shareholders like Luo Shandong and the other subscribers
play in the corporate governance of companies like ETC. How can it benefit or harm the
company and its minority shareholders?
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THE FALL OF HYFLUX

Case overview

On 22 May 2018, Hyflux Ltd (Hyflux) shocked the market when it announced that the company
and five of its subsidiaries had applied to the High Court of Singapore to commence a court-
supervised restructuring process. This followed a request for a trading halt the day earlier.
On 23 May 2018, it requested for a suspension in trading of its shares, and its shares have
remained suspended since then as it embarked on a tortuous and drawn-out restructuring
process. At its peak, Hyflux had a market capitalisation of nearly S$2.1 billion, but it was now
suddenly effectively insolvent. The news was even more shocking because two months earlier,
the company’s external auditors had issued a clean audit opinion. The objective of the case
is to facilitate a discussion of issues such as corporate governance of founder-controlled
and managed companies; board competencies and independence; entrepreneurial versus
managerial skills; remuneration; internal and external audit; ethics; investor protection; and the
role of regulators.

An emotional appeal

“I can’t promise...because we have so many lenders that are putting a lot of pressure on us. But
what | can assure you is that | am still young and able to work, and | want to work for you.”
— Olivia Lum, Executive Chairman and CEQ?

Olivia Lum made an emotional appeal to lenders at the first round of townhall meetings with
the bondholders of Hyflux Ltd (Hyflux) on 19 and 20 July 2018.2 As Hyflux’s founder, Executive
Chairman and Chief Executive Officer (CEO), she had overseen its growth from strength to
strength. Unfortunately, Hyflux entered a downward spiral culminating in an application for court
protection against creditors’ claims on 22 May 2018.%

What was once one of Singapore’s most promising companies, which had counted Temasek
Holdings as an investor, was now struggling to stay afloat. Hyflux, deep in debt, had five
weeks left of cash before it could no longer sustain its operations.* Investors at the meetings
pointed their fingers at Hyflux’s Tuaspring Integrated Water and Power Plant (IWPP) project as
the cause for Hyflux’s downfall. Tuaspring has been loss-making since it began its operations
due to the prolonged weakness in the Singapore power market.®

This is the abridged version of a case originally prepared by Denise Lee Shu Ting, Soon Wei Shi Favian, Tan Qun Wei Calvin, Tay
Kai Lin and Teo Zhan Ning under the supervision of Professor Mak Yuen Teen, who added significant content to it. The case was
developed from published sources solely for class discussion and is not intended to serve as illustrations of effective or ineffective
management or governance. The interpretations and perspectives in this case are not necessarily those of the organisations
named in the case, or any of their directors or employees. This abridged version was edited by Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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In her letter to stakeholders, Lum provided further details about the current status of Hyflux.
She wrote that while Hyflux had “voluntarily suspended trading of [its] shares and related
securities, in the interest of all stakeholder groups”,® she knew that the suspension came as a
disappointment to the 16,000 ordinary shareholders and 34,000 holders of perpetual securities
and preference shares.”®

At its peak in 2010, Hyflux had a market capitalisation of nearly $S$2.1 billion,® having traded as
high as S$3.62 per share on 21 December 2009."° By 18 May 2018, it had fallen to S$0.21
before its shares were suspended from trading,”" with a market capitalisation of just S$165
million.

Olivia Lum - A sequel to Slumdog Millionaire

“There are no difficulties you can’t overcome when you have faced the challenges of hunger
and poverty.”
— Olivia Lum, Executive Chairman and CEO™

The success story of Lum, the first woman to win the Ernst & Young World Entrepreneur Award
in 2011, is one of tremendous hardship and extreme poverty. Abandoned at birth, Lum was
adopted by an old lady and lived alongside four other adopted siblings under an illegally built
tin roof hut in Kampar, a small town in Malaysia.™ With a leaking roof and no running water
and electricity, one might expect a bleak future for Lum. But remarkably, she was unafraid of
dreaming big and was determined that she would make it one day.

At the tender age of 12, Lum was told to start working in order to supplement the family’s
finances and support the family of six. From rubber tapping to selling homemade ice lollies,
Lum’s aptitude for entrepreneurship was displayed at an early age.'*® It was undoubtedly an
arduous task but she resolved to pay for her own education. Determined to further her studies,
Lum packed her bags and bought a one-way ticket to Singapore.'® With the thought of setting
up a business at the back of her mind, she juggled multiple jobs and eventually, her tenacity
and hard work paid off when she attained an honours degree in Chemistry from the National
University of Singapore."

While working at GlaxoSmithKline, Lum observed the treatment of wastewater from its
processes and her intuition told her that the rise in urbanisation and industrialisation would
mean an increased demand in clean water. In 1989, 28 year-old Lum finally took a leap of
faith by quitting her job and selling both her car and apartment for S$20,000 to start her own
company, Hydrochem (S) Pte Ltd (Hydrochem), the precursor to Hyflux.'®°
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In 1992, she built a membrane-based pilot project when membranes were still an unproven
technology to clean up water. These membranes contributed to much of Hyflux’s success.?

Ownership

At the time of listing, Lum was the majority shareholder of Hyflux. As at April 2002, she
held 51.58% of the ordinary shares.?’ 2G Capital Pte Ltd (2G Capital) became a substantial
shareholder following a five percent placement by Hyfux to 2G Capital in June 2001,%? increasing
its stake to 9.58% by April 2002.?® Gay Chee Cheong, 2G’s Deputy Chairman and CEQO, joined
the board as a non-independent non-executive director (NINED) in August 2001.2 Two other
Hyflux’s senior executives, Dr Deirdre Murugasu and Foo Hee Kiang held 3.13% and 1.23%
respectively as of April 2002.2°

As of April 2003, Seletar Investments Pte Ltd, an investment company owned by Temasek
Holdings Pte Ltd, held 4.78% of the ordinary shares.?® Following that investment, S. Iswaran,
then a managing director of Temasek, joined the Hyflux board as an NINED in June 2003.?"
By March 2005, Seletar had pared its stake down to 0.89%,%® before completely divesting its
stake.?® Iswaran resigned from the board on 30 June 2006.%°

As 2G Capital was also reducing its stake, eventually exiting in 2006, other substantial
shareholders invested in the company. By the time Hyflux issued the perpetual capital securities
(perps) in May 2016, Lum was the only substantial shareholder, holding 34.05%°' of the shares
until the shares were suspended from trading in May 2018.

Rising above the waters

“The best decision | have ever made was to set up Hydrochem, believing firmly that the water
business holds much promise and had the potential to grow into a big business. | am glad that
| took the step to pursue my dreams.”

— Olivia Lum, Executive Chairman and CEO®*

Hyflux’s beginning traces back to 20 June 1989, when it was founded by Lum under the name
Hydrochem. Back then, Lum saw the water treatment business as a “sunrise” industry.®® At
the beginning, Hyflux acted as an agent for large companies, selling its water systems in the
domestic markets of Singapore and neighbouring Johor Bahru, Malaysia.**
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After many years of operating the business, Lum felt that she had gathered enough experience,
and decided to break into the Chinese market in 1993. China was a huge emerging market
then, and she saw the potential it could offer.®® She faced difficulties in China, mostly due to
the cultural differences and China’s bureaucracy, to the point where Hydrochem almost went
bankrupt. However, her instincts eventually turned out to be right. Hydrochem managed to
gain some foothold in its third year, when several multinational companies investing in China
became Hydrochem’s customers. Subsequently, Hydrochem bloomed in the China markets,
while its competitors in Singapore suffered badly due to the East-Asian financial crisis in 1997.%¢
“Because of the circumstances, the financial crisis that set my competitors back a bit, | took
the opportunity to run ahead,” Lum said.>” Once an insignificant caterpillar, the fully-fledged
company was now ready to break out of its cocoon in China and spread its wings back in
Singapore and around the world.

In 2001, Hyflux, with Hydrochem as its wholly owned subsidiary, listed on the Singapore
Exchange (SGX).* In the following two years, Hyflux went on to win three tenders for water
treatment projects by the Singapore Government. In 2001, it was awarded the contract to
manufacture and install the water treatment technology for Singapore’s first NEWater Plant in
Bedok.®® The success of the Bedok NEWater Plant led to Hyflux clinching a second project in
2002 to design, build and operate the country’s third NEWater plant in Seletar. That same year,
Hyflux won its third government project for the construction of “Chestnut Avenue Waterworks”
— Singapore’s first membrane-based filtration desalination plant.“°

The company’s success in China and Singapore fuelled its appetite and ambition to expand
internationally, and it set its sights on the Middle East, North Africa, and South America. The
expansion was evidently successful, and Hyflux grew to become one of the global leaders in the
water treatment industry.*’ In 2005, Hyflux expanded into India and said that it hoped that the
country would eventually account for 20% of its sales.*? With this in mind, in 2008, it appointed
Rajnish Gopinath as CEO, India, and Senior Advisor to Group CEO & President. He later joined
the board as an executive director (ED) in August 2006.444 However, that turned out to be
short-lived as he retired as a director in April 2007 .4

Hyflux owned and operated numerous desalination and water recycling plants all around the
world.* A few notable examples are the world’s largest seawater reverse osmosis (SWRO)
desalination plant in Magtaa, Algeria with a capacity of 500m?/day,*” and the Tuaspring IWPP in
Singapore with a capacity of 318,500 m?%day.*® Hyflux provides 30% of Singapore’s daily water
needs through recycling and desalination, reducing Singapore’s reliance on Malaysia.*

In 2006, Hyflux was named as one of Forbes Asia’s 200 Best Under a Billion.*° It clinched
many other awards and accolades including the Frost & Sullivan Asia Pacific Water Technology
Company of the Year Award in 2010, 2011, 2013 and 2014.%" It was also ranked fifth among
the world’s top desalination Engineering, Procurement and Construction (EPC) suppliers
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by capacity, and ranked the first by build-own-operate (BOO) / build-own-transfer (BOT)
desalination capacity.? While these accolades recognised the growth in revenues and capacity
of Hyflux, this growth came at a considerable cost.

Achilles’ heel: Hyflux’s business model

Hyflux’s core business revolves around providing water treatment solutions for municipalities and
industries. However, it also expanded into power generation and waste-to-energy solutions. 5354

While Hyflux has been enjoying apparent success, there were questions raised about its
business model. Hyflux tried its best to employ an asset-light strategy® by continually divesting
completed projects and recycling the capital into new investments to finance further growth.*®
Its capital-intensive business model relied more on borrowings rather than operating cash flows
to fund growth.

Hyflux by the numbers

Hyflux’s business model generated more revenue from EPC work than Operations and
Maintenance. EPC projects involved Hyflux designing, building and transferring plants to
customers.®”

The rest of its revenue comes from operating and maintenance of plants, royalties from its
membrane technology, and the sales of its ELO-branded products such as bottled water and
skincare in its consumer business known as Hyflux Shop.%®

Since 2009, construction revenues have accounted for at least nearly 70% of total revenues,
and as high as 90% or more. These construction revenues are recognised in the financial
statements using the percentage of completion method.*®

Hyflux was producing stellar financial results, reporting high revenues and net profits. This
helped drive its market capitalisation to a peak of S$2.1 billion in 2010 and its share price to a
high of S$3.62 in December 2009.%°

The year 2010 was its most profitable, with before-tax profit hitting more than S$100 million on
the back of revenues of S$570 million. However, revenues and profits were highly volatile, with
revenues of S$655 million in 2012 and S$831 million in 2016 with declines in other years, while
the company remained profitable albeit generally trending downwards. In 2016, while revenues
were at its peak of S$831 million, after-tax profit was a mere S$9.61 million. In 2017, revenues
fell sharply from its high in 2016 and the company hit a record loss of S$115.6 million.®!

Operating cash flows, however, told a more consistent and dire story, becoming negative from
2010 onwards.®?
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Hyflux continued to bleed cash and had negative operating cash flows since 2010.% In order to
make up for this shortfall, Hyflux had to depend largely on debt financing, which increased the
inherent risk in its business model.®

Problems arose when a large proportion of its S$1 billion EPC order book as at the end of 2017
was tied to lengthy concession periods under BOO, design-build-own-operate (DBOO), and
BOT schemes.?% For a DBOO project like TuasOne, EPC revenue does not correspond to
actual cash flows. As UBS analysts had commented, “Revenue is recognised as construction
progresses, but cash flow is usually received over the life of the concession period... The
construction phase is funded by project financing and Hyflux only receives cash flows upon
completion, and over the duration of the operation concession periods.”¢”

Its debt situation was spiralling out of control. By 2017, Hyflux’s net debt was 32 times its
earnings before interest, taxes, depreciation and amortisation (EBITDA).®® Total liabilities
showed an almost continuous upward trend, while the interest coverage ratio declined from
nearly 10 times in 2009 to just 1.6 times in 2016, before the company reported its first full year
loss in 2017. By 2017, total liabilities had hit an all-time high of $$2.65 billion.®® As its liabilities
increased, Hyflux started using alternative sources of financing which were treated as equity
in its balance sheet. In 2011, it issued preference shares (prefs) and in 2014, it issued its first
tranche of perps.

By the time Hyflux announced its restructuring, bank debts amounted to about S$1.84 billion,
with note holders owed S$265 million and perp holders and preference shareholders S$900
million. ™

Nothing ventured, nothing gained: Tuaspring

“The opening of Tuaspring Desalination Plant marks another successful collaboration between
the private and public sectors. We are honoured to play a role in contributing to the diversification
and sustainability of Singapore’s water supply.”

— Olivia Lum, Executive Chairman and CEQ"

With high hopes that the synergy between water desalination and power plants would increase
Hyflux’s competitiveness in its core water business by increasing energy efficiency and saving
costs, Tuaspring IWPP, Asia’s first integrated water and power project, marked Hyflux’s venture
into the power sector.” Fuelled by the success of larger integrated plants in the Middle East and
North Africa (MENA) regions,” Hyflux’s management felt that the company needed credentials
in this area to help it secure other projects in this segment.” When the call for tenders for the
Tuaspring project came along, Hyflux decided to respond to the tender, seeing it as a gateway
into the power sector.”
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Hyflux went on to win the tender in 2011.76 At the grand opening of Tuaspring, the plant
was praised by Singapore’s Prime Minister Lee Hsien Loong for its capabilities in the power
industry.”” Although Lum had always been “very ambitious”, she stated the decision to enter
a IWPP project was not only hers to make, and that Hyflux “entered into this project purely
because independent analysis of this project (said it would be) very viable”.”® Industry experts
had also projected strong profitability from the sale of electricity in the Singapore power market,
with electricity demand projected to grow significantly.”®

Tuaspring was funded through a mix of project financing and corporate financing. Project financing
through a S$720 million 18-year term loan facility was provided by Maybank Singapore, with
Maybank Kim Eng Securities Pte Ltd acting as lead arranger, sole underwriter and bookrunner.
6% Cumulative Perpetual Class A Preference Shares were also used for financing.®!

A game of Russian roulette

“We have built plants worldwide, and we own many plants outside Singapore. Ironically, |
failed because of the project | invest in Singapore”
— Olivia Lum, Executive Chairman and CEQO®

When the Tuaspring project was undertaken, Hyflux had no experience in the power business.®®
Independent analysis which previously found the plant viable was subsequently proven to be
wrong. Concerns about the economic viability of the electricity portion of the plant were raised
from as early as 2013.8* There was “too much risk”, such as the high supply and deregulation
of the local electricity market, and these “sources of risk will tend to multiply”.8®

In Tuaspring, the on-site gas turbine power plant produces electricity for the desalination plant
and excess electricity is sold to the national grid.®® The desalination plant was secured in a 25-
year water concession with the Public Utilities Board (PUB) until 2038, after which ownership
of the plant was to be transferred to PUB.8” However, the electricity portion of the plant had no
long-term supply contracts. As the water market and electricity market are structured differently
in Singapore, power generation companies need to compete to supply in the market at market
rates.®®

The noose around the neck

Tuaspring grew its share in the electricity retail market from 3.6% in 2016 upon its inception
t0 3.9% in 2017.%° However, it did so at a loss, and had in fact been registering losses since it
began operations in March 2016.% The plant registered a net loss of S$114.5 million in FY2016
and S$81.9 million in FY2017.°" Sitting at a book value of S$1.3 billion, it is Hyflux’s single
largest asset, and accounts for roughly a third of the Group’s total assets.®? Tuaspring became
the “noose” around Hyflux’s neck,® and Hyflux’s snowballing losses were largely related to
Tuaspring.®
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In fact, due to take-or-pay contracts for natural gas, Hyflux had to pay a penalty for the gas
it contracted for even though it would not be used.®® The losses from Tuaspring resulted in
Hyflux’s first annual loss since its listing — a loss of $$116.4 million in FY2017, compared to a
restated profit of $S$3.8 million for FY2016.% For the first quarter of FY2018, Hyflux reported a
loss of $$22.2 million.®” As Lum commented in hindsight in July 2018, Tuaspring losses were
the “the main trigger” for the six-month debt moratorium it applied for in May 2018.%6:%°

For the past few years, Singapore’s power generation sector has been plagued by overcapacity.
Even though the sector has a total capacity of 13,350 megawatts (MW), peak demand averaged
only 7,000 MW in 2016 to March 2017, leaving a spare capacity of 48% in the system. The
large overcapacity in recent years has pushed wholesale electricity prices to a historical low
of S$63 per megawatt hour (MWh) in 2016, compared to a peak of $S$215 in 2011.7° With
wholesale electricity prices clearing at levels below fuel costs in 2017, Hyflux’s plans for
profits generated from electricity facilities to comprise the bulk of operating revenue of the plant
fell apart.’® The losses from the electricity portion of the plant contributed greatly to the overall
losses of the plant as revenue from electricity generation made up 90% of the plant’s revenue.®
This resulted in prospective bidders downplaying the asset value of Tuaspring IWPP given the
weak electricity market.'® While electricity prices are subject to market forces, navigating the
changes in electricity prices boils down to risk management.™ As Professor Mak commented
in relation to Hyflux, “When you’re growing, you can’t expect the best-case scenario...you
cannot keep thinking (power prices) are only going to go up”.™®

The performance of Tuaspring was set to worsen in 2018, given the plan of the Energy Market
Authority (EMA) to fully liberalise Singapore’s electricity markets, providing all consumers the
freedom to switch from buying electricity at the regulated tariff from Singapore Power Services
to buying from electricity retailers that offer packages at different price plans. Such liberalisation
is likely to increase competition in Singapore’s electricity markets and put downward pressure
on power spreads, thus further weakening the profitability of Tuaspring.'*”

Although Hyflux Ltd had been exploring a partial divestment of Tuaspring, the materialisation of
such plans was uncertain. Given the saturated Singapore power generation industry, Hyflux’'s
quest to partially divest the plant was being described as like “selling ice to Eskimos”.'08109
Tuaspring was put up for sale in end-2016 but there had been a lack of ‘serious bids’ for the
plant.” The prolonged process of finding a buyer was compounded by the fact that Tuaspring
is a strategic water asset in Singapore, necessitating approval from the national water agency
PUB at “every step of the way”."" Ultimately, only two Singaporean companies were granted
approval to be suitors for Hyflux by PUB — Sembcorp and Keppel. Only Sembcorp submitted a
final bid for Tuaspring before the deadline, but its offer was below Tuaspring’s book value and
would not have been enough to pay back loans to the project’s main creditor, Malayan Banking
Bhd." The failure in the sale of Tuaspring was further exacerbated by the low wholesale
electricity prices.'"®
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As at 31 March 2018, the book value of Tuaspring was recorded at S$1.47 billion. In contrast,
other projects had a much lower book value.'*

Corporate governance - was it a contributing factor?'®

“The current challenges facing the Group is driven by market conditions of the Singapore power
sector, and not a result of corporate governance issues. All investments into any particular
project recommended by management is reviewed and approved at Board level. None of
the directors have any self interest in the Group’s investment into any project, including the
Tuaspring project.”

— FAQs from SIAS and responses by Hyflux at town hall meetings’’®

Hyflux has claimed that its predicament is caused by market conditions and not because of
poor corporate governance.

Management team

When Hyflux listed in 2001, it had 257 employees with business operations in Singapore and
People’s Republic of China (PRC). It had four direct subsidiaries — Hydrochem (S) Pte Ltd, Hyflux
Engineering Pte Ltd, Hangzhou Zheda Hualu Membrane Engineering Co. Ltd and Hydrochem
Engineering (S) Pte Ltd — and an indirect subsidiary, Hydrochem Engineering (Shanghai) Co.
Ltd.""" It then expanded into India, Middle East, North Africa and Southeast Asia by the mid-
2000s. By 2007, its number of employees had grown by nearly four-fold to more than 1,200,"®
and then to more than 2,800 employees by 2016.""°

Lum'’s entrepreneurial skills and strong personal belief of ‘never say die’ undoubtedly accounted
for the transformation of Hydrochem into Hyflux. However, she did not have the experience of
managing a large organisation, which Hyflux had become. As controlling shareholder, founder,
Chairman and Group CEOQO, she clearly had a dominant role in the company.

Further, besides managing Hyflux, Lum had many other commitments during much of the period
when Hyflux was growing and facing challenges, including being on the boards of International
Enterprise Singapore, the National University of Singapore, and the Standards, Productivity
and Innovation Board (SPRING),™ as well as being a director of other companies such as
Singapore Technologies Engineering Ltd,™' Yeo Hiap Seng, Matex and Singapore Exchange.
At one time, she was serving as a director on the boards of three other listed companies.’

At the time of Hyflux’s listing, it had two executive vice-presidents who were EDs, Dr Deirdre
Murugasu and Foo Hee Kiang.'®
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Dr Murugasu was appointed as an ED on 31 March 2000 and was primarily responsible for the
development, application and marketing of new products and services of the Group to relevant
market sectors. She has a Masters of Medicine (Family Medicine) from the National University
of Singapore. Dr Murugasu joined Hyflux in 1996 and was Head of Business Development at
Hydochem (S) Pte Ltd prior to her appointment as ED of Hyflux. Before joining Hyflux, she was
a specialist in family medicine and also served as a registrar with the Ministry of Health.'2425 |n
2003, Dr Murugasu became Chief Operating Officer (COO) of Hyflux, and then Deputy Chief
Executive (Operations) in 2004. In 2005, she became Senior Advisor to the Group CEO and
President before leaving the company in 2007.

Foo was appointed as an ED on 8 September 2000 and Executive Vice-President (EVP) for
Special Projects, and was also responsible for the marketing and sales of the company’s
products and services. According to the company, special projects “require intensive
management expertise and structured planning” but it does not appear that Foo had such
experience as his 15 years of experience before joining Hyflux was in marketing and sales. He
holds a Bachelor of Engineering degree from the National University of Singapore.'?®

Board of directors

Prior to FY2011, Hyflux disclosed that it did not have a Board Chairman, with Olivia Lum having
the title of Group President and CEQ. In FY2011, Lum became Executive Chairman and Group
CEO.

The Hyflux board had between seven and eight directors over the last decade. Over this
period, two independent directors (INED) and one NINED ceased to be directors, and two new
independent directors and one NINED joined. The NINED who left — Dubai-based Ahmed Buitii
Ahmed - did not stay on the board for long. He was appointed on 25 April 2008 and left on 1
March 2010.%7

One of the two INEDs, Professor Tan Teck Meng, ceased to be a director following his death,?®
while the other, Rajsekar Kuppuswami Mitta, who joined in April 2007, left in December 2013
due to “family commitments”.’?®

The two new INEDs who joined during this period were Simon Tay who joined in May 2011,
and Lau Wing Tat, who joined in July 2014.%" Gary Kee, former CEO of the trustee manager
and NINED of Hyflux Water Trust, joined as an NINED in May 2011.7%2

Over the last 10 years, the Hyflux board only had one ED — Lum herself. Of the remaining six to
seven NEDs, at most one was an NINED, with the others being independent.
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In 2004, Hyflux decided that the board should have only one ED and “as part of the corporate
drive to improve corporate governance”, two of the then-EDs stepped down from the board.™?

While there was some board renewal (forced or otherwise), four INEDs have remained on
the board for more than 14 years, with one serving more than 17 years and two for more
than 18 years (since Hyflux’s listing). These long-standing directors also had various types of
relationships with the company.

Gay Chee Cheong, who was appointed as an NINED in August 2001, was a substantial
shareholder following a five percent placement by Hyfux to 2G Capital in June 2001, five
months after Hyflux’s listing. Gay was at the time Deputy Chairman and CEO of 2G Capital and
was therefore deemed interested in shares held by 2G.™ As of April 2002, 2G held 9.58% of
the shares of the company.™® It reduced its interest over the following few years and ceased
being a substantial shareholder in September 2005. 2G sold off its remaining stake in 2006. Gay
continued to directly hold between 450,000 and 3 million shares, and at the time of suspension
of trading in Hyflux’s shares held 3 million ordinary shares.™’

In 2005, the same year that 2G ceased being a substantial shareholder, Gay was re-designated
from NINED to INED and became Chairman of the Remuneration Committee, while remaining a
member of the Audit Committee and Nominating Committee. In 2006, he became Chairman of
both the Nominating Committee and Remuneration Committee, while remaining as a member
of the Audit Committee.'®

Christopher Murugasu — Dr Dierdre Murugasu’s brother — who was appointed to the board in
February 2005, was formerly Senior Vice President of Corporate Services at Hyflux. He first
joined the board as an NINED, but was re-designated as an INED in 2010. Dr Murugasu held
1.78% of the shares of Hyflux as of 15 March 2007 and was among the largest 20 shareholders,
before disappearing from the list of top 20 shareholders in the 2011 annual report.

Two other INEDs — Lee Joo Hai and Teo Kiang Kok — have been on the board since December
2000. Teo is the lead independent director.'®®

Over the years, there were also other relationships between Hyflux and both Teo and Lee. Teo’s
brother, Teo Yuan Cheng Casey, was Vice President of Business Development from May 2005
and was disclosed as an immediate family member of Teo Kiang Kok earning remuneration
below S$250,000 until the 2008 annual report.'°
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Teo, who was classified as an INED and was Chairman of the Nominating Committee, was
reclassified as an NINED in FY2006 and remained so until FY2008. He stepped down as
Chairman of the Nominating Committee but remained as a member, while Gay took over
as Chairman. The company did not announce the re-designation, mention the relationship
between Teo and his brother in the discussion of the assessment of independence in the
Corporate Governance Statement, or explain why he was re-designated to NINED — but since
the period when Teo became NINED coincided with the time when his brother was apparently
an executive, it seemed likely that the family relationship was the reason. In FY2009, Teo was
re-designated back to an INED, again without any announcement or explanation. In FY2011, he
took back over as Chairman of the Nominating Committee and was appointed lead independent
director.™

Teo was a senior partner at the law firm, Shook Lin & Bok, and remains a senior consultant
there. Between FY2005 and FY2010, Hyflux disclosed under interested person transactions
that Shook Lin & Bok had provided legal services amounting to a total of S$364,000. In the
case of Lee, who was a partner at BDO LLP from 1986 to 2013 — it was found that between
FY2005 and FY2008, BDO Raffles provided internal audit services to the company amounting
to $$186,000.

The disclosure of internal audit in Hyflux’s 2005 annual report said “The Group has engaged the
services of a professional accounting firm, independent of the external audit function to carry
out regular internal audit review of the Group.”'4?

In the 2006 to 2008 annual reports, but not in its 2005 annual report, it disclosed that BDO
Raffles was doing the internal audit for Hyflux.'#3144145146 |n 2009, Hyflux appeared to have
moved to an in-house internal audit function as it disclosed that “it has put in place a dedicated
team of internal auditors”.™’

Lee and Teo also serve together on at least two other boards. One was the formerly SGX-
listed Adampak Limited and the other is the currently-listed IPC Corporation (IPC). At IPC, Lee
retired from the board in April 2017 after joining the board in December 1996. He had agreed to
stand for re-election with two other directors at the April 2017 AGM but subsequently all three
directors withdrew from seeking re-election at the AGM. Teo then joined the board in July 2017
and was appointed lead independent director and Chairman of the Nominating Committee. In
October 2018, Lee re-joined the board as INED. 8

Most of the INEDs also have many other commitments, especially Lee, Teo, Gay and Tay.
While the board collectively has diversity of skills and experience, none of the INEDs has deep
knowledge of the water and electricity industries and the international markets where Hyflux
operated.'#
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Board committees

Hyflux has five board committees — audit, nominating, remuneration, risk management and
investment. The Audit Committee met four times every year since 2008. The nominating and
remuneration committees each met once in 2008, and twice a year thereafter.’>

In August 2005, Hyflux established a Risk Management Committee. The committee which
initially met once a year,®" became more active in FY2007 when it started meeting three times, '%?
and met as much as nine times in FY2009."% The increased activity of the Risk Management
Committee coincided with Rajsekar Kuppuswami Mitta joining the board and assuming
chairmanship of the Risk Management Committee. However, in 2013, the Risk Management
Committee became far less active, meeting only twice'* — the same year that Mitta ceased
being an INED. In FY2017, the committee met only once. 1%

The Investment Committee, formed in August 2014, is chaired by Lum herself. Lum is also a
member of the Nominating Committee.™”

In FY2008, Lum started attended all committee meetings by invitation (except on a few rare
occasions when presumably she was unable to do so).™®

Remuneration policies

When the Remuneration Committee was first established in September 2002, it was chaired by
Teo, with other members being Lee, Gay and Lum.™® In February 2005, Christopher Murugasu
joined the board as an NED and became a member of the Remuneration Committee.™ Lum
left the committee in FY2006,'¢" and Prof Tan Teck Meng joined the board and became a
member in FY2007."% The latter took over as Chairman in FY2008.%% In FY2009, Teo resigned
from the committee.™ In FY2011, following the demise of Prof Tan, Gay took over as Chair and
Teo rejoined the committee.™ Lee resigned from the committee in FY2014.7% Since then, the
committee has comprised of Gay as Chairman, with Teo and Murugasu as the other members.
Therefore, at various times since the committee was formed in 2002, Gay, Lee, Murugasu and
Teo were Chairman or members of the committee, with Lum attending all its meetings on an
ex-officio basis since 2008.'” Murugasu was Senior Vice President of Corporate Services just
before his appointment as an NED, and joined the Remuneration Committee as soon as he
became an NED.

For key management personnel who are not directors or CEO, Hyflux disclosed the remuneration
for up to seven key management personnel in bands of $$250,000 in its annual reports, but
the lowest band was shown as either below S$750,000 or below S$500,000. For Lum and the
NEDs, it was disclosed in bands of $$250,000, rather than exact amounts. '
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For Lum and the key management personnel, remuneration was made up of an annual salary,
annual bonus, share options and allowances and other benefits. Lum’s total remuneration fell
over the years. In FY2010 and FY2011, her total remuneration was in the range of S$1.5
million to S$1.75 million with the bonus making up 55% and 53% respectively. Share options
made up only 4% and 8% respectively. In FY2012 and FY2013, her remuneration dropped to
the band of S$1 million to S$1.25 million but there was a shift towards a significantly higher
proportion in the form of share options, with the percentages of 44% and 26% respectively.
The cash bonus components had fallen to 4% and 26% respectively. Lum'’s remuneration fell
further to the band of S$750,000 to S$1 million in FY2014 and FY2015, with bonus of 11% in
both years, and share options of 22% and 15% respectively. In FY2016 and FY2017, while her
total remuneration remained at the same band, the annual salary percentage now accounted
for a significantly higher 85% and 87 % respectively, with bonus of 7% in both years, and share
options of 3% and 0% respectively.'®

Hyflux did not provide much details when it comes to remuneration policy. For EDs and
senior management, it merely said that it was based on service contracts, taking into account
performance of the individual, the Group and market trends. It did not indicate what performance
measures were used.’"°

The NEDs started participating in the share option scheme from FY2006. After an initial grant
of 700,000 options in 2006 in total to Gay, Lee and Teo (later adjusted to 1,050,000 following
a 1-for-2 bonus issue), further share options were granted each year from FY2010 to FY2017.
Murugasu already had 862,500 options granted to him as a senior executive of Hyflux when he
joined the board as an NINED. ™"

Unlike Lum and other employees for which the options have a 10-year life, the options for
NEDs have a five-year life, exercisable after one year. Cumulatively, the directors other than
Lum received 8,234,375 options since FY20086, exercised 2,134,375 of them, with 3.15 million
options having expired. The estimated fair value of these options was S$1.973 million.'7

The directors who were responsible for administering the share option scheme and determining
the amounts to be granted over much of the period were also the ones who received the most
share options, including Gay, Teo, Lee and Murugasu.'”®

The third line of defence

In the Corporate Governance Statement in Hyflux’s 2017 annual report, the company stated
that it has a dedicated team of internal auditors and that the internal audit team “meets the
standards set by nationally and internationally recognised professional bodies including the
Standards for the Professional Practice of Internal Auditing set by The Institute of Internal
Auditors”.'7
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Hyflux disclosed that during the relatively brief period from May 2013 to December 2015 when
the NINED Gary Kee was re-designated to ED, he had responsibilities for Corporate Finance,
Information Technology, Internal Audit and Corporate Marketing functions. This may raise
doubts about the leadership, priority and independence of the function, given that he was
overseeing various support functions that internal audit would be expected to review as part
of its work. Even if he did not hold conflicting internal audit and other roles concurrently, these
roles were held over a relatively short period of time.™®

Further, as mentioned earlier, BDO Raffles was providing internal audit services to the company
at least from FY2005 to FY2008, while its partner, Lee, was chairing the company’s Audit
Committee.

KPMG LLP (KPMG) have been the external auditors of Hyflux since FY2008, replacing Ernst &
Young LLP. It is the auditor of all the significant subsidiaries in the Group. There were minimal
non-audit fees paid to KPMG or its affiliates since its appointment.

KPMG issued an unmodified opinion for the company’s FY2017 financial statements just two
months before the company announced its restructuring plan in May 2018.77

The FY2017 financial statements of many of the subsidiaries, including Tuaspring, did not
appear to be audited. Note 35 in Hyflux’s FY2017 Annual Report disclosed nine key direct and
indirect subsidiaries, six of which are incorporated in Singapore.'” According to ACRA records,
only one — Hydrochem (S) Pte Ltd — had filed audited financial statements for FY2017. The other
five, including Tuaspring Pte Ltd, had only filed audited financial statements for up to FY2016.

“Far from perpetual” securities

Prior to 2011, Hyflux’s capital structure consisted of debt in the form of loans and borrowings,
other trade liabilities, and ordinary shareholders’ equity. In FY2009, total liabilities were 65% of
total assets, the interest coverage ratio was nearly 10 times, while net operating cash inflows
was over S$60 million, and more than S$50 million after interest expense. While the total debt
ratio remained fairly stable in 2010, the interest coverage ratio had fallen to seven times and the
operating cash flow less interest was now negative S$66 million.'”®

2011 issue of preference shares

In April 2011, Hyflux used a new form of financing through a prefs issue of S$400 million,
raising $$392.6 million, net of issue expenses. Olivia Lum said “We continually evaluate different
options of financing for our growth strategy, and view the Class A CPS offering as one of
the more suitable options for our needs, and more importantly, non-dilutive to existing Hyflux
ordinary shareholders.”'” Initially, the company had wanted to raise S$200 million but this was
increased to S$400 million due to demand for the shares.'®
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The prefs have a face value of S$100 each with a minimum subscription of S$10,000. Up to
35% of the CPF funds could be used to invest in these shares. There is a step-up margin of 2
percent after 7 years — that is, from 25 April 2018, the dividend rate was to go up to 8%. The
sole lead manager and bookrunner for the issue was DBS Bank and subscription for the public
tranche of S$200 million was through DBS/POSB, OCBC and UOB ATMs. The net proceeds
were to be used for the Group’s water and infrastructure projects and for general working
capital.™®

Following the issue of the prefs, Hyflux’s liabilities continued to increase, with total liabilities
increasing from S$845 million in FY2010,'® to S$1.1 bilion in FY2011,® S$1.3 billion in
FY2012,'8 and S$1.5 billion in FY2013.78 The debt ratio was relatively stable over that same
period and in fact dipped in FY2011, buffered by the prefs. Meanwhile, operating cash flows
continued to spiral downwards especially in FY2013 and FY2014 when they were negative
S$$234 million and negative S$422 million respectively, compared to negative S$49 million in
FY2010.7%6

2014 issue of perpetual capital securities

In January 2014, Hyflux made its first issue of perps, raising S$300 million. The perps had an
initial distribution rate of 5.75%, with the distribution rate reset every three years. The relevant
reset distribution rate was the swap offer rate (SOR) plus the initial spread plus the step-
up margin. The step-up margin was 2%. At the time of issue, the initial spread was 4.79%.
Therefore, every three years, the distribution rate was to be reset to SOR plus 4.79% plus 2%. "

DBS Bank was again the sole lead manager and bookrunner and they were sold in denominations
of S$250,000 to institutional investors under section 274 of the Securities and Futures Act (SFA)
and accredited investors and other persons covered by sections 275(1) and 275(1A) of the SFA.
The company said that the proceeds were for investments, repayment of existing borrowing,
general working capital and general corporate purposes.’®

Six months later, Hyflux made a second issue of perps to raise S$175 million, this time with
Credit Suisse as sole lead manager and bookrunner. The initial distribution rate was 4.8% with
a reset in the rate every 2 years. Like the January issue, they were sold in denominations of
S$$250,000 to institutional investors, accredited investors and other persons covered under
sections 274 and 275 of the SFA. The proceeds were to be used for the same purposes as the
January issue.®

The perps ranked ahead of ordinary shares, at parity with the 2011 prefs and other perps,
and behind other creditors. Distributions were only payable if they were declared but were
cumulative. The perps were classified as equity on the basis that they were perpetual with
no final date of redemption and may only be redeemed at the option of the issuer, but not
the holder. Hyflux could opt to redeem the perps at the first step-up date and any distribution
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payment date thereafter, or on the occurrence of certain redemption events. These redemption
events were: if Hyflux became liable to pay additional amounts of tax; distributions were no
longer tax-deductible; or accounting standards did not allow the perps to the classified as
“equity”.'%°

The perps were classified as “equity” on the statement of financial position, therefore improving
the debt ratios, while at the same time being allowed to be treated as debt for tax purposes.
Following a break in the increase in total liabilities in FY2014 with the amount and the debt ratio
actually falling, total liabilities resumed its upward trend with total liabilities increasing from S$1.4
billion in FY2014,'" to S$1.7 billion'® and S$2.3 billion' respectively in the following two years.
The debt ratio also increased but the increase was again buffered by the issue of the perps and
prefs. The interest coverage ratio continued to deteriorate and operating cash flows remained
negative. %

The increasing reliance on debt, prefs and perps as sources of finance can be seen in the
consistent increase in the ratio of these sources of finance relative to total assets. Between
FY2010 and FY2017, total liabilities more than trebled even as it made those large “equity”
issues in the form of the prefs and perps.'®

2016 issue of perpetual capital securities

In May 2016, Hyflux made its largest security issuance yet, raising S$500 million through the
issue of 500 million S$1 perp, with an initial distribution rate of 6% and a reset every four years,
and a step-up margin of two percent. Initially, the company proposed to raise S$300 million but
this was increased to S$500 million due to demand. Of this amount, S$329 million was allocated
for public subscription with a minimum subscription of $$2,000; S$165 million was allocated
for the placement tranche with a minimum subscription of S$100,000, and the remaining were
reserved for directors, management and employees. Investors were not permitted to use CPF
funds. DBS was the sole lead manager and bookrunner, and subscriptions to the public tranche
can only be made at DBS/POSB and OCBC ATMs. 1%

Had S$300 million being raised, the company would have used about S$100 million to pay
debt and S$175 million to redeem the 4.8% perps issued in July 2014 that was due for a
reset in its distribution rate in July 2016. Under the scenario of S$500 million being raised,
the company proposed to also apply the additional proceeds to repay or refinance existing
borrowings, redeem outstanding perps, and to finance working capital and capital expenditure.
Indeed, with the enlarged offering, it also redeemed the S$300 million of 5.75% perps issued in
January 2014 that was due for a reset in its distribution rate in January 2017.17
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Therefore, at least S$329 million of funds were raised from ordinary retail investors in the 2016
perp issue — possibly more as some may have also subscribed through the placement tranche
through private bankers — while $S$475 million raised from institutional investors and accredited
investors were redeemed, mostly from the proceeds of the 2016 perp issue. Therefore, ordinary
retail investors essentially bailed out the institutional investors and accredited investors who
invested in the 2014 perps.1%®

The key features of the 2016 perps are as follows:-%°

e The initial distribution rate is 6%, based on an initial swap offer rate (SOR) of 1.8% on 16 May
2016 and an initial spread of 4.2% per annum

e The distribution rate is reset every four years based on the following formula: the 4-year SOR
on the second business day prior to the relevant reset date plus the initial spread of 4.2%
plus the step-up margin of 2%

e Distributions can be deferred (deferred distributions will be added to the principal and earn
interest at the distribution rate, and deferred distributions must be paid before distributions
to junior claims, and junior claims cannot be repaid or redeemed without paying these
deferred distributions)

e On winding up, the perps rank below senior creditors’ claims, on par with other perps and
prefs, and above ordinary shares

e The perps do not have a fixed redemption date, but are redeemable at the option of the issuer
(but not the holder), including, inter alia, if the tax authorities rule that there are additional
amounts payable by the issuer, distributions are ruled not to be tax-deductible, or changes
in accounting standards require the perps to be classified as “debt” instead of “equity”

The 197-page offer information statement (OIS) provided illustrations of how the distribution
rate would be recalculated at each reset date under various scenarios, including a scenario
where SOR is negative and the reset distribution rate in future may be lower than the initial
distribution rate of 6%.2%°

Clearly, the authorities recognised that the 2016 perp issue was risky as they did not allow CPF
funds to be used. With the minimum investment amount of S$2,000 and subscription through
the ATMs, even the most unsophisticated retail investor could subscribe.?”!

The 2016 perp issue came with a 12-page Product Highlights Sheet (PHS) that included on the
second page a section on “Investment Suitability” which explains who the investment is suitable
for, and by inference, who it is not suitable for. It also referred the reader to the “Risk Factors” in
the OIS and the summary of risks in the PHS.2%?
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Product highlights sheet

In the product highlights sheet, the company provided information on revenues, pre-tax profit
and after-tax profit for first quarter of the latest two financial years and the latest three full years;
summarised cash flow information for the first two quarters of the latest two financial years and
latest two full years; and total assets, total loans and borrowings, total liabilities and total net
assets as at the last two full years and the end of the latest quarter. The most significant factors
contributing to the Group’s FY2015 financial performance were also set out.?%

However, for both the OIS and PHS, cash flow information was provided only for two financial
years, compared to three financial years for income statement information. There was also no
mention of cash flows in the discussion of the significant factors contributing to the Group’s
performance in the PHS. Only profitability was mentioned.?%4

The QOIS also said: “In the event that the Group suffers a deterioration in its financial condition
(such as a serious decline in net operating cash flows), there is no assurance that the Issuer
will have sufficient cash flow to meet payments under the Securities.” However, operating
cash flows had been negative since FY2010, exceeding negative S$200 million since FY2012,
except in the year preceding the issue of the 2016 perpetual securities when operating cash
flows improved to negative S$44 million. The negative operating cash flows since FY2010 was
not highlighted as a risk.?*

Hyflux also presented two different operating cash flow numbers in its cash flow statements —in
the annual reports, the OIS and the PHS. In addition to net cash used in operating activities,
it also showed “net cash from operating activities before service concession arrangement
projects”. Since such projects are very much part of the business model of Hyflux, there is a
question as to why Hyflux decided to show cash flows without such projects. The “pro forma”
numbers looked better compared to net cash used in operating activities.?®

A race against time: Debt moratorium

On 21 May 2018, Hyflux requested for a trading halt for its shares and securities. The share
price last closed at $$0.21 on 18 May 2018.27 On 23 May 2018, Hyflux requested for a
suspension of trading of its shares. This affected a total of 34,000 perp holders and preference
shareholders, and 16,000 shareholders.?®
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On 22 May 2018, Hyflux applied for a moratorium to give it time to sell its assets and meet its
debt obligations. This application was assisted by legal advisors, WongPartnership LLP, and
financial advisors, Ernst & Young Solutions LLP.2%210 Hyflux was automatically given a 30-day
moratorium under section 211B of the Companies Act.?'" However, Hyflux requested for alonger
period of six months for protection against creditor claims. Under the terms of the moratorium,
any amounts due to creditors after 22 May 2018 would not be paid. These amounts included
the S$15 million coupon due to the S$500 million Perpetual Capital Securities (SGX:BTWZ) on
28 May 2018, as well as financing from banks and financial institutions not related to Qurayyat
Independent Water Project (IWP) and TuasOne Waste-to-Energy Plant (WTE).2223 All suppliers
would not be paid too, except the essential suppliers for Qurayyat IWP and TuasOne WTE.?™*

On 19 June 2018, the Singapore High Court granted Hyflux and four of its subsidiaries —
Hydrochem, Hyflux Engineering, Hyflux Membrane Manufacturing and Hyflux Innovation Centre
— an extended six-month moratorium.?'® This moratorium gave Hyflux’s interested investors
time to arrange for a combined loan, and it also provided time for Hyflux to develop two projects
which were near completion. Hyflux was also ordered to give an update on the reorganisation
of its liabilities and businesses in three months to the Court and creditors.?™® Without the
moratorium, Hyflux would “run out of cash in the next four to five weeks”.?'”

Bank debt for the Hyflux Group stands at S$1.84 billion. Hyflux has 29 bank lenders, of which
six banks supported the moratorium, including Mizuho and DBS. Mizuho is Hyflux’s largest
unsecured bank lender at $$235.2 million while DBS stands at S$93.6 million. If Hyflux were to
be liquidated, unsecured creditors were told that they were likely to incur a 72% to 85% loss
on face value.?™®

On 6 July 2018, an agreement was made with Maybank, which is the only secured bank
lender for the Tuaspring project. Maybank was to be “actively involved and engaged” in its
divestment.?™® The Tuaspring IWPP was not to be part of the debt moratorium, and a deadline
of 15 October 2018 was imposed to find a successful buyer and to obtain approvals from the
PUB, Singapore High Court and shareholders on subsequent dates.??°

Epilogue

The restructuring process for Hyflux has turned out to be a long and tortuous process. In
October 2018, it was announced that a “white knight” in the form of an Indonesian consortium,
SM Investments, has been found.?*' However, SM Investments has since become an adversary
following the collapse of the agreement and litigation has commenced between the two
parties.?? In July 2019, it was announced that Utico FZC (Utico), an United Arab Emirates
utilities group, was interested in buying an 88% stake in Hyflux.??®> However, with a deadline of
26 August 2019 imposed by Utico fast approaching and signs of frustration on Utico’s part, the
future for Hyflux and its stakeholders remain highly uncertain.
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Discussion questions

1.

What are the benefits and risks of having a founder-controlled company? In the case of
Hyflux, do you believe that Olivia Lum’s roles as controlling shareholder, founder, Chairman
and CEO - together with her role in committees and her external commitments, contributed
to the fall of Hyflux? Explain.

What are the key responsibilities of the board of directors? In the case of Hyflux, do you
believe the board adequately discharged their responsibilities? Explain the areas where you
think the board may have fallen short.

Critically evaluate Hyflux’s board structure, board committees, remuneration policies,
internal audit and external audit. Do you agree with the company that its problems are not
related to corporate governance? If not, what aspects of its corporate governance were
most directly related to its problems?

What were the major risks that Hyflux faced? How could Hyflux have better managed these
risks? To what extent did weaknesses in its business model contribute to its fall?

Was Tuaspring a ‘black swan’ event or was it a result of a failed “asset-light” business
model or weaknesses in corporate governance? Were there identifiable ‘red flags’? Do you
think that the failure of Tuaspring could have been avoided? Discuss some strategies that
Hyflux could have adopted to mitigate the risks of the Tuaspring venture.

The failure of Hyflux affected many retail investors. Do you think these investors are solely
responsible for their predicament, or are others such as the banks which helped with the
sale of securities also to blame? Explain.

What actions, if any, do you think regulators should consider taking in the case of Hyflux?
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MIDAS: ALL THAT GLITTERS
IS NOT GOLD

Case overview

Founded in 2000, Midas Holdings Limited (Midas) had risen quickly to become one of the
leading manufacturers of aluminium alloy extrusion products for the booming passenger rail
transportation sector in China. Patrick Chew Hwa Kwang, who was a founding member of the
company, had been credited with playing an instrumental role in growing and leading Midas
to a primary listing on Singapore Exchange’s (SGX) Mainboard in 2004, and a secondary
listing on the Hong Kong Stock Exchange in 2010. On top of having the world’s top three train
manufacturers — Alstom, Siemens and Changchun Bombardier — as clients, Midas had also
been awarded the “Most Transparent Company Award” by the Securities Investors Association
Singapore (SIAS) for five consecutive years from 2012 to 2016. On the surface, Midas appeared
financially sound as it reported high net profit for the year to RMB100 million in 2016. Things
seemed to be going well for Midas until cracks began to show. The objective of this case
is to facilitate a discussion of issues such as corporate governance of Chinese companies
listed overseas; roles, responsibilities and risks associated with legal representatives in Chinese
companies; competencies of auditors; risk management; internal controls; governance awards
and ratings; and the role of regulators.

Train wreck approaching

“SGX’s public query to a company on unusual share trading already serves as a red flag to
investors.”
— Tan Boon Gin, Chief Regulatory Officer of SGX’

Since its listing on SGX in 2004, Midas had not been under heavy scrutiny by SGX’s surveillance
team. However, in 2017 alone, Midas received a total of six SGX queries.? In one instance,
Midas was asked to explain why its trade receivables reported for three quarters in 2017 had
increased to RMB2.44 billion when revenue remained at RMB1.36 billion.®

This is the abridged version of a case prepared by Amos Teo, Andrew Tan, Ling Wei Jie, Chang Jun Hua and Wang Mei Hui, under
the supervision of Professor Mak Yuen Teen. The case was developed from published sources solely for class discussion and is
not intended to serve as illustrations of effective or ineffective management or governance. The interpretations and perspectives
in this case are not necessarily those of the organisations named in the case, or any of their directors or employees. This abridged
version was edited by Elizabeth Ong under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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On 283 November 2017, Midas issued an announcement which stated that under an
extraordinary resolution, the maturity date of its Series 003 Notes, amounting to US$30 million,
had been extended from the initial date of 23 November 2017 to 23 November 2018.4

The next day, 24 November 2017 when shareholders made their concerns known to the
company — Midas’ share price dropped from S$0.154 to S$0.148,° with 23.2 million shares
traded on that very morning, making it one of the most actively traded stocks on SGX that day.
This unusual trading activity triggered yet another query by SGX. Midas responded that save for
its previous announcement, it was not aware of any other information, disclosed or otherwise,
that could explain the significant increase in trading activity.®

In 2017, Midas’ share price fell by over 60% from a high of S$0.255 on 27 February’ to an all-
time low of S$0.102 on 11 December.? The pressure on Midas’ Chief Executive Officer (CEQ)
cum executive director Patrick Chew and the rest of Midas’ board of directors had never been
higher.

Nevertheless, the new year brought new hope. On 3 January 2018, Midas announced that
its joint venture — CRRC Nanjing Puzhen Rail Transport Co., Ltd. (NPRT) — had secured three
lucrative metro train contracts worth RMB2.68 billion, to be delivered between 2018 and 2020.°
This piece of news was sufficient to offset the worries of investors who, just a month before, had
been dumping Midas shares. That same day, Midas’ share price spiked 43% from S$0.111 to
the closing price of $$0.159'°, with an unusually high volume of 442 million shares being traded
on that day. This time, SGX did not raise a query.

Gone off the rails

On 29 January 2018, Tong Din Eu, Midas’ lead independent director, was alerted by Chief
Financial Officer (CFO), Liaw Kok Feng, who had discovered previously undisclosed litigations,
enforcement orders, and court documents involving Midas’ subsidiaries in China.'™ An even
greater concern was the discovery of undisclosed corporations that were related to several of
Midas’ Chinese subsidiaries.'?

Over the following ten days, Tong Din Eu proposed to engage the legal services of Wong
Partnership to assist with ongoing investigations.™ Midas also consulted SGX on the appropriate
next steps to take. On 8 February 2018, Midas made a public announcement, providing
investors with a breakdown of the subsidiaries involved in litigations and further information on
enforcement orders. Notably, several freezing orders were outstanding. The orders froze shares
owned by Midas in Luoyang Midas Aluminium Industries, Dalian Huicheng Aluminium Co.,
Ltd as well as CRRC Nanjing Puzhen Rail Transport Co., Ltd. Midas advised shareholders to
“exercise caution when dealing in the securities of the company”.™®
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Trading of Midas’ shares was suspended the next day on 9 February 2018, and was last
traded at S$0.192."7

Patrick Chew resigned on 22 March 2018, citing health issues.™

A week later, on 29 March 2018, Midas’ Audit Committee — made up of the three independent
non-executive directors — lodged a police report with Singapore’s Commercial Affairs
Department over a possible breach of securities law and other offences.™

On 2 April 2018, SGX Regco issued a notice of compliance to Midas, stating that the
developments raised “immediate and serious concerns” about the suitability of Chen Wei
Ping, Midas’ Executive Chairman, and Ma Ming Zhang, the legal representative of Midas’
subsidiary, Luoyang Midas Aluminium Industries Co., Ltd (LYMA), to continue as director
and executive officer of the Group respectively. SGX Regco also stated that it objects to the
continuing appointment of the two individuals as director/executive officer and executive officer
respectively for three years from the date of the letter.?°

With the departure of the CEO and Executive Chairman, two independent non-executive
directors — Tong Din Eu and Xu Wei Dong — were re-designated as executive directors.
Additionally, Chan Soo Sen, a former Minister of State and an independent non-executive
director of the company, was appointed as its new Non-Executive Chairman.?’!

The musketeers

As investigations unfurled, several systematic and recurring issues became clearer. This led
shareholders and observers to take a closer look at how Midas’ board of directors could have
let this happen.

Up till February 2018, the Midas board comprised of five directors, of which two were
executive directors and three were independent non-executive directors. There were three
board committees present — Audit Committee, Remuneration Committee, and Nomination
Committee.?? Chen Wei Ping was the Executive Chairman and Patrick Chew was the CEO. The
independent non-executive directors were Chan Soo Sen, Xu Wei Dong and Tong Din Eu. Tong
Din Eu was also the company’s lead independent director.?

Prior to taking up their roles in Midas, Chen Wei Ping and Patrick Chew were in the same
corporation — Raffles LaSalle Limited. Chen Wei Ping had held the position of executive director
from 1998 to 2003 in the said firm. Prior to his directorship, he held a position as a marketing
manager in 1997. Raffles LaSalle Limited was helmed by Patrick Chew’s elder brother, Chew
Hua Seng, who also had a stake in Midas.?* However, any questions that may have existed
relating to Chen Wei Ping’s capabilities and his connections to the Chew brothers were put to
rest as Chen Wei Ping played a pivotal leadership role in Midas’ foundational years.
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Rogue legal representative

The legal representative is the designated principal of the company and has the legal right
to represent and enter into binding obligations on behalf of the company — even if they were
beyond the legal representative’s authorised scope — so long as laws and the company’s Articles
of Association were not violated.?® As consequences which arise from the legal representative’s
actions are borne by the company, legal representatives essentially possess broad powers
and potentially unlimited personal liability. As such, companies would need to have proper risk
mitigation efforts in place.?” Companies can control their power distribution levels by appointing
legal representatives who hold titles of Chairman, executive director or general manager but
are, in substance, not really involved in management.®

As at 31 December 2017, the legal representatives of the Chinese subsidiaries in Midas are as
follows:

Legal representatives Subsidiaries

Ma Mingzhang?® e Jilin Midas Aluminium Industries Co., Ltd
e Shanxi Wanshida Engineering Plastics Co., Ltd
e | uoyang Midas Aluminium Industries Co., Ltd

Sun Qixiang® e Jilin Midas Light Alloy Co., Ltd

Yang Xiao Guang?®' e Dalian Huicheng Aluminium Co., Ltd

Figure 1: Legal representatives of Midas’ subsidiaries as at 31 December 2017

The Jilin Midas Light Alloy case
One of the irregularities uncovered dated back to an incident in 2016. On 2 November 2017, a
lady named Ning Xiao Fei sued the following parties for a total of RMB30.5 million:

No. | Company/Party Legal representative Relationship
1 Jilin Midas Light Alloy Co., Ltd Chen Wei Ping Borrower
2 Jilin Midas Aluminium Industries Co., Ltd | Patrick Chew Hwa Kwang Guarantor
3 Chen Wei Ping Guarantor
4 Patrick Chew Hwa Kwang Guarantor
5 Li Hui Guarantor

Figure 2: Parties involved in Jilin Midas Light Alloy case®

Reportedly, Ning Xiao Fei had entered into various loan agreements with Jilin Midas Light Alloy
Co., Ltd (JMLA) in 2016. These loans were for a period of one month and at an interest rate of
0.15% per day. The loan agreements allegedly had the legal representative stamps of Chen Wei
Ping and Patrick Chew affixed onto them, as well as the signature of Li Hui, financial controller
of JMLA.%
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Therefore, in order to recover the long overdue principal and related interest amounts, Ning Xiao
Fei took the guarantors to court. However, as the loans were obtained without the consent and
knowledge of the board of Midas, the financial statements of the Group beginning from FY2016
Q8 omitted the loans from Ning Xiao Fei.** Furthermore, the parties involved did not report the
litigation to the board.

The Jilin Midas Aluminium case

Another alleged irregularity uncovered involved unauthorised loans taken out by Jilin Midas
Aluminium Industries Co., Ltd (JMAI). Independent inquiries conducted by Midas’ Audit
Committee found that on 14 March 2018, Midas’ appointed legal counsel had received a
litigation notice from the court on behalf of Midas,* filed against JMAI and the guarantors on
7 December 2017 by the lender Jilin Provincial Micro Refinancing Corporation (JPMRC) for
defaulting on their loans. According to the documents obtained from the Jilin High People’s
Court, JMAI took out three loans amounting to RMB379 million. However, these litigations were
not reported to the board of Midas by the legal representatives.

JPMRC did not exist in the Midas’ accounts even though other members of the Group had
provided corporate guarantees for the loans. According to the documents filed by JPMRC, the
guarantee for the first loan was given by the following legal representatives: Chen Wei Ping,
Ma Mingzhang, Sun Qixiang and Yang Xiao Guang and Zhou Yong Bo.* Furthermore, JPMRC
had presented new evidence at the first hearing — an alleged board resolution dated 13 July
2017, which approved providing a guarantee for JMAI's loans for an amount of up to RMB400
million if Midas’ subsidiaries failed to repay the loan amount to JPMRC. However, no approval
was sought from Midas’ board in respect of the loans. The resolution was only signed by
Chen Wei Ping, Patrick Chew and Xu Wei Dong. Midas’ CFO had no record of the loans made
by JMAI and the board resolution approving the RMB400 million guarantee. As such, Midas’
accounts did not record the existence of the loans taken from JPMRC and the guarantee given
to JPMRC, and JPRMC was not recorded as a lender in Midas’ books.*

The Chongqing Huicheng Aluminium case

Other than providing unauthorised guarantees to related companies, two of Midas’ subsidiaries
—Dalian Huicheng Aluminium Co., Ltd (DLHC) and Luoyang Midas Aluminium Industries Co.,
Ltd (LYMA) — allegedly acted as unauthorised guarantors for an unrelated company called
Chongaing Huicheng Aluminium Co., Ltd (CQHC). The Audit Committee of Midas sighted
the court order on 16 March 2018. The court order was dated on 7 August 2017 and was
filed by a third party distributor, Sumec International Technology Co., Ltd (SITC), who supplied
machineries to CQHC.%#*° However, the new legal representative of LYMA, Ma Ming Zhang,
who was appointed on 20 April 2017, did not inform the board of Midas of this litigation.*°

According to the court documents, it was suggested that the guarantee may have started during
June 2015, and thus disclosure of this guarantee was omitted for the accounting period starting
from the second quarter of 2015. The guarantee agreement stated that LYMA had provided
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guarantee for all the debts owed by CQHC to SITC resulting from the transaction. The same
agreement had the legal representative stamps of Patrick Chew (former legal representative
of LYMA) and Yang Xiao Guang (legal representative of DLHC).*" Similar to other cases, the
guarantee was not reported to Midas’ board of directors. Therefore, up until the independent
review by the Audit Committee, Midas’ board was kept in the dark.*?

Curious case of Patrick Chew

Prior to 20 April 2017, Patrick Chew was the legal representative for JMAI, LYMA, and Shanxi
Wanshida Engineering Plastics Co., Ltd (SWEP).*

In the three abovementioned cases, Patrick Chew’s legal representative stamp was sighted
on the documents. However, Patrick Chew claimed that he was unaware of the transactions
that transpired and his stamp was not authorised for use.** In the case of JMLA, he further
substantiated his innocence by insisting that he had neither been served any summons nor had
any of his assets frozen by such litigations.*®

Related party transactions

Involvement with Newport Metals
Having uncovered the actions of the legal representatives, the board set out to uncover other
suspicious activities within the Group.

When Midas’ board paid DLHC a visit on 29 May 2018, it discovered a series of related party
transactions regarding DLHC which brought up more concerns regarding its governance and
control over its subsidiaries.

One of the irregularities uncovered was regarding Midas’ acquisition of Huicheng Capital Limited
(HCL), holding company of DLHC. For the purpose of the acquisition, audit firm Mazars LLP
was engaged to conduct financial due diligence on DLHC. Thereafter, the auditors prepared
a report on 2 November 2015 stating that Newport Metals Inc was one of its top customers
as DLHC’s transactions with Newport Metals Inc made up 30.4%, 65.3%, and 52.7% of its
revenues from FY2013 to FY2015.46

However during the visit, Midas’ board discovered that Chen Chen, the nephew of Chen Wei
Ping, was the sole director of Newport Metals Inc, and that both Yang Xiao Guang and Chen
Chen were vendors of DLHC. Such material information was allegedly deliberately not disclosed
to Midas’ board during the proposed acquisition of HCL. Unfortunately, as the CFO of DLHC
was uncooperative, the Midas’ board hit a major roadblock in its investigation as to whether
the significant prior years’ sales to Newport Metals Inc had influenced the valuation in HLC’s
acquisition.*”
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Sale of Chongqing Huicheng Aluminium Co Ltd

The valuation of HCL was not the only pertinent issue that Midas’ board uncovered during its
trip to DLHC. The board subsequently discovered yet another suspicious transaction regarding
the sale of CQHC to Lakeforest Capital Limited — owned by Chen Chen, the nephew of Chen
Wei Ping —*¢ which was part of the deal in the acquisition of HCL.

In the sale of DLHC’s stake in CQHC to Lakeforest Capital — then known as Lesen Capital
Limited — Midas only received RMB18.48 million of the total agreed cash consideration of
RMB229.5 million. The remaining RMB211 million was transferred to another company’s bank
account, whose 99% shareholder and then legal representative was Ma Jin Sheng, while its
former legal representative and largest shareholder was Ma Ming Zhang.*® Subsequently, DLHC
reassigned the consideration transferred out as a receivable on their financial statements.*®

Riddle of the missing cash

Following an earlier announcement by Midas about its intention to redeem US$30 million of
its Series 003 Notes, Midas instructed two of its subsidiaries in China — JMAI and JMLA - to
remit funds to its Singapore office on 22 March 2018. However, Midas did not receive any
of the funds and the local staff at JMLA were uncooperative towards Xu Wei Dong, the legal
representative of JMLA.5

This aroused the suspicions of Midas’ Audit Committee, and the board subsequently announced
on 29 March 2018 that it planned to conduct a validation of the cash balances at the banks for
JMAI, JMLA and Jilin Midas Investments Co. (JMI).5?

On 16 April 2018, Midas’ board announced that a police report had been filed in the People’s
Republic of China in view of the discrepancies in JMLA's accounts. From the statements
obtained over the counter, JMLA only had RMB11,485 in its cash balance as at 31 December
2017, representing a shortfall of approximately RMB334 million. In addition, the discrepancies
in JMLA's accounts uncovered by the board dated back to 31 December 2016.%

Little did Midas’ board know that this discovery was just the tip of the iceberg. In May 2018,
Midas’ cash holdings were revealed to be a mere S$700,000 compared to RMB944 million
(S$198 million) that was reported for the third quarter ended September 2017.54

Cash goes merry-go-round

On 7 June 2018, Midas’ board obtained the bank statements of SWEP for the accounts with
Industrial and Commercial Bank of China branch in Ruicheng County. Following a reconciliation
between the bank statements and the audited ledger balance, the board found significant
discrepancies.®®
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Date Bank'statements Audited/Verified Ledger Difference
obtained (RMB) balance (RMB) (RMB)
30 June 2016 259,784.17 61,038,378.13 (60,778,593.96)
31 Dec 2016 552,468.00 62,863,409.95 (62,310,941.95)
30 June 2017 82,451.84 61,980,301.59 (61,897,849.75)
31 Dec 2017 1,973.27 1,973.27 -

Figure 3: Financial Information obtained on 7 June 2018 for SWEP*®

In another shocking discovery, a series of round-tripping transactions were found to be made
to create an impression of a RMB60.5 million loan by SWEP to LYMA.*"

The legal representative of LYMA at the time of transfers was Ma Ming Zhang. He had advised
that the money was transferred to Liaoyuan Jia Li Light Alloy Co., Ltd as advanced payments
for supplies. However, Midas’ board noted that LYMA was short of working capital and could
not afford to advance money to suppliers at the time. The result of the round-tripping left LYMA
with an unrecoverable receivable which covered up the missing money at SWEP. This event
once again brought the legal representatives into the spotlight.®

Furthermore, the board believed that it had found evidence of more corporate malfeasance
among its China-based subsidiaries when it discovered another set of round-tripping transactions
between SWEP and JMAI. Unfortunately, the board did not manage to obtain access to the
related bank statements as the relevant subsidiary was under judicial management.®®

In light of these situations, the board decided to replace SWEP’s board with representatives
from Midas.® However, the damage had already been done.

Mazars pulls the brake

On 26 April 2018, Midas’ board received a letter from Mazars LLP, which had been the
company’s auditors since 2012. The letter stated that in light of findings noted in the course of
its audit work for FY2017, as well as recent developments of Midas, the auditor’s reports for
FY2012 to FY2016 may no longer be relied upon.®!

In response to questions surrounding Mazars LLP’s competency and its role in Midas’ scandal,
Mazars LLP issued a statement claiming that its audits were based on required audit procedures,
but that it too had been deceived.®?
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Watchdogs follow suit

“What must be understood clearly by everyone is that there is no guarantee that a company or a
person exhibiting good conduct today may continue to do so in the future. It is also not humanly
possible for SIAS or anyone to predict the future perfectly.”®®

— David Gerald, President and Chief Executive of the SIAS

On 30 May 2018, slightly over a month after Mazars LLP issued its official statement, the
Securities Investors Association (Singapore) (SIAS) withdrew its “Most Transparent Company
Award” from Midas, which had been awarded to Midas every year from 2012 to 2016.54

David Gerald, President and Chief Executive of the SIAS, said in a statement that its decision
to withdraw the awards stemmed from the basis of the awards, which includes the audited
financial statements and relevant information from the annual reports, being undermined.

In his online article, “Comments on Straits Times article on withdrawal of SIAS awards for Midas”,
Professor Mak Yuen Teen shed light on how certain awards and ratings may be influenced by
heavy lobbying by nominee companies or fundraising agendas by award issuers.®®

Although Professor Mak believed that “mistakes can happen because good companies and
people can turn bad”, he was also of the opinion that organisations involved in governance
awards or ratings should not use the excuse of others getting it wrong to excuse their own
mistakes. Moreover, Professor Mak believed that a key role that governance awards play
was to encourage “investors to look beyond just the financial numbers or the analysts’
recommendations and to focus on governance and transparency factors that may be even
more important for the long-term performance of companies”.®®

Will Midas get back on track?

Since the scandal unfolded, the remaining three directors on Midas’ board — Tong Din Eu, Xu
Wei Dong and Chan Soo Sen — have been hard at work trying to restore Midas’ operations and
business.®” Laying out an eight-month action plan in July 2018, the board seemed clear on the
direction Midas should take — Midas has to how that it has enough operations and assets, as
well as publish its outstanding audit results.5®

However, Midas continued to face more setbacks. It faced lawsuits from former Executive
Chairman, Chen Wei Ping and former CEO, Patrick Chew. The former sued Midas for allegedly
using “defamatory words” against him, while the latter claimed he was pressured to resign and
sued Midas for $$3.3 million in unpaid loans, salaries and expenses not reimbursed.® To make
matters worse, Midas was also left without a CFO after Liaw Kok Feng tendered his resignation
in October 2018, citing health reasons.” On 7 November 2018, Midas’ director, Tong Din Eu
issued an announcement saying that there would be a further delay in the publication of the
annual report for the financial year ended 31 December 2017."
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As minority shareholders, former executives and creditors all seek to claim their piece of Midas,
chances of a happy ending seem less and less likely as the days pass. With its reputation in
tatters, subsidiaries under judicial management, and regulators breathing down its neck — how
did a company, once valued at over a billion dollars be brought to its knees and end up in such
a sorry state?7?

Discussion questions

1.

What are some of the key challenges associated with the corporate governance of
Chinesea companies listed overseas, from the point of view of the board of directors,
external auditors, minority investors and regulators?

Given the roles and responsibilities of a legal representative, how should a Chinese company
go about selecting an appropriate legal representative? What are the risks to the company
associated with a legal representative? What are some safeguards against abuse of power
by legal representatives?

Discuss the role of the board in ensuring that the internal control and risk management
system of a company is adequate and effective. Using the Midas case as an example, how
can the board manage the risks of the entire Group, both locally and abroad. To what extent
should the Midas board be held responsible for the Midas debacle?

Discuss the responsibilities of the external auditor in relation to the issues that arose at
Midas. To what extent should the external auditor, Mazars LLP, be held responsible? What
factors could have contributed to audit quality issues at Midas?

In the Midas case, much attention has focused on the role of the external auditors, board
of directors, regulators and even organisations giving out governance and transparency
awards, but there has been little attention on the role of the internal auditors. What is the
role of the internal auditor in relation to the issues that arose at Midas and how can the
board and audit committee ensure that the internal audit function is effective?

What were some of the potential warning signs at Midas that could have alerted investors
to its problems before the scandal erupted?
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NOBLE TAKES ON
GOLDILOCKS AND THE
BEARS

Case overview

Noble Group Limited (Noble) was once a highly successful commodity trading company,
which, in its heyday, was featured on Fortune Global 500 list. However, following a series of
allegations started by Iceberg Research in 2015, Noble found itself in deep financial trouble
and its share price took a nosedive. Furthermore, its original debt restructuring plan was met
with disgruntlement from its shareholders, and the struggling commodity trading company had
to contend with a number of lawsuits and a flurry of questions raised — most notably from
Goldilocks Investment Company (Goldilocks), a substantial shareholder of Noble. Goldilocks
continued to lock horns with Noble with regards to its alleged lack of accountability and unjust
treatment of shareholders. Eventually, a compromise was reached and an updated debt
restructuring plan was given the green light by Noble’s creditors and shareholders, including
Goldilocks. The objective of this case is to facilitate a discussion of issues such as the role
of shareholder activism; the roles and duties of board and management; crisis management;
corporate governance; as well as remuneration policies and disclosures.

Noble Group

Once hailed as a “crown jewel” in the Asian commodities industry,” Noble Group Limited
(Noble), a Bermuda-incorporated company, was founded by Richard Elman in 1987 and had
grown into a billion-dollar company over the following decades.?® While Noble’s headquarters
are located in Hong Kong, it had been listed on the Singapore Exchange (SGX) since 1997.4
However, trouble struck in the mid-2010s, which brought the company to its knees.

Who is Goldilocks?

“We will fight any move that deprives shareholders of their legitimate rights.”
— Goldilocks Investment Fund Manager, Ajit Vijay Joshi®

This is the abridged version of a case prepared by Cindy Victoria, Gan Xin Ying, Koh Sing Siong, Liu Siqgi and Tanya Chee under
the supervision of Professor Mak Yuen Teen. The case was developed from published sources solely for class discussion and is
not intended to serve as illustrations of effective or ineffective management or governance. The interpretations and perspectives
in this case are not necessarily those of the organisations named in the case, or any of their directors or employees. This abridged
version was edited by Isabella Ow under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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Goldilocks Investment Company (Goldilocks) is an Abu Dhabi-based investment fund launched
in 2015. According to the company, it typically invests and seeks to add value to undervalued
companies through board representation and management engagement.® On 22 June 2017,
Goldilocks purchased 50.5 million shares in Noble, resulting in a 5.03% ownership interest in
the commodity giant. Two weeks later, Goldilocks further increased its stake in Noble to 8.19%,
making it one of Noble’s substantial shareholders.”

The Iceberg collision

In February 2015, Iceberg Research (Iceberg), a small short-seller research firm, released a
series of reports accusing the commodity trader of accounting malpractice that allowed it
to mask significant impairments and overstate the value of its assets.® The next day, Noble
reported a loss in its 2014 financial results, its first loss since September 2011. The loss, which
was attributed to a US$438 million impairment charge, raised eyebrows and Noble’s share
price fell eight percent the day after the release of its financial results.®

There was hardly any time for Noble to take a breather before Iceberg poured cold water on
the commodity trader once again by releasing yet another report. In addition to allegations
that Noble understated its debt, key corporate governance issues were raised as Iceberg
flagged the long tenure of Noble’s independent directors, as well as the generous remuneration
accorded to key management despite Noble’s lacklustre cash performance.™©

Noble’s board: Overseeing or overstaying?

In 2014, Noble’s board consisted of 13 members, including eight non-executive directors who
were considered to be independent.’" Iceberg pointed out that the directors, having sat on the
board for an average of a decade — with the two longest-serving directors being on the board
for 19 years — could hardly be considered independent.’?

In relation to Noble’s board composition, Professor Mak Yuen Teen from NUS Business School
wrote in a Business Times article that the board suffered from a lack of diversity and lacked
the experience required to provide an oversight role for a large commodities trading company.
There was an overwhelming number of independent directors having backgrounds in banking
but none had any expertise in the commodity trading industry. Moreover, even though Noble
is listed in Singapore, it was curious that Noble’s board did not include a Singapore-based
director.™®
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Furthermore, the role of Elman and his dominant influence on the company was also
questioned. When he was the Chief Executive Officer (CEQO) and Executive Chairman, EIman
sat on the audit, remuneration and nominating committees. He stepped down from the audit
and nominating committees following pressure from external parties such as proxy adviser
Institutional Shareholder Services.'* However, even as Elman progressively relinquished some
of his leadership roles — first from his position as CEO at the end of 2009, followed by stepping
down as the company’s Chairman in May 2017 — Elman remained as Chairman Emeritus and
the company’s substantial shareholder.™

Remuneration for the “Nobles”

In the same 2015 Business Times article, Professor Mak also commented that Noble was
opaque in relation to its remuneration of directors and senior executives, and has “extremely
poor” remuneration policy disclosures. Noble merely disclosed that its three executive directors
fell in the top remuneration band of S$1.5 million and above, as well as the percentage mix,
while the top five key management executives were each paid S$1.5 million and above. The
company also did not reveal the fee structure for its non-executive directors.®

Two years on, Noble’s remuneration policies had not seen any improvement. When the global
head of oil liquids and co-Chief Executive Jeffrey Frase departed from Noble in November 2017
following the sale of its oil business to Vitol Group,'” he received a remuneration package of
over US$20 million from the company.® This included US$500,000 salary in lieu of notice; fixed
salary amounting to US$890,000; a US$3.8 million lump sum payment; US$3.82-million loan
write-offs; and US$7.65 million prior year bonuses released from claw back (non cash).® This
breakdown caught the attention of Professor Mak, who was of the opinion that the severance
package, especially the loan write-off, was “extremely generous”.?°

On 7 March 2018, SGX issued a query to Noble as to why it did not comply with the Code
of Corporate Governance 2012, which states that companies should name and disclose the
remuneration of at least the top five key management personnel in bands of S$250,000.%'
In response, Noble said it presented the information in such a manner because of “highly
competitive industry conditions”, the fact that many of its competitors are private entities and
as such do not disclose information on remuneration, as well as “the general sensitivity and
confidentiality of remuneration matters”.??

Going downhill, time to bite the bullet?

Following the run-in with Iceberg, Noble lost its blue-chip status and investment grade rating amid
falling commaodity prices and allegations about its accounting policies.?® Hoping to turn things
around, Noble appointed independent non-executive director Paul Brough as Chairman in May
2017 to oversee the review of strategic alternatives. Elman took on the role of Chairman Emeritus.®
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Brough —the former head of KPMG's transactions and restructuring division in the Asia-Pacific
region who retired in 2012 — was a restructuring specialist who worked on over 30 restructuring
and insolvency assignments during his career.?® After his appointment as Chairman, Noble
informed investors that Brough's first job at the helm was to conduct a “strategic review of the
business” and “explore strategic alternatives”?¢

As options were being explored to improve Noble’s performance, the cash-strapped company
had to seek credit extension for its debts, defer coupon payments, dispose equity interest in
various subsidiaries and sell off a few key businesses, including its prized oil trading business.?’
DBS Group Holdings Ltd., one of Noble’s key banks, pulled the plug on loans to Noble in
November 2017.%8

Timely information releases?

On 14 February 2017, Noble announced that it was engaging in talks with China’s state-owned
Sinochem Corporation about that latter potentially acquiring an equity stake in Noble. Noble
later confirmed that it was indeed engaging in discussions but had not entered any binding
agreements yet. The news drove Noble’s share price up by as much as 16.8%.2° However, the
deal did not eventually materialise.*®

A string of asset disposals at below market price

In September 2017, Noble sold its 50% equity interest in Coalridge Limited to Aspire Mining
Limited for only US$1 million, even though the net tangible asset value attributable to the sale
shares amounted to US$8.56 million.3"%2

In December 2017, Noble said that it was in talks with Mercuria Investments to dispose
of its ethanol producing unit — Noble Americas South Bend Ethanol (NASBE) — for a gross
consideration of about US$20 million. With NASBE having a book value of around US$80.4
million as at 30 September 2017, the loss on disposal would amount to approximately US$60.3
million.®® The sale was eventually completed on 2 January 2018, with a final consideration of
US$18.1 million.®*

Subsequently, in January 2018, Noble completed its sale of Noble Americas Gas and Power
to Mercuria Energy Group for US$168 million —more than 30% below the US$250 million
consideration Nobel originally hoped to receive.®® In the same month, Noble completed the
sale of its U.S.-focused oil business, Noble Americas Corporation, to Vitol Group. However,
net proceeds of around US$400 million from the sale were lower than a previously announced
estimate.®®
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Noble reported a loss of US$1.17 bilion in the third quarter of 2017.% As the troubled
commodities trading company continued sinking into the red, it was no surprise that in
November 2017, Noble announced its plan to embark on a debt restructuring plan.®

Gunning for Plan A: Crumbs for shareholders

“This agreement marks the beginning of the final phase of our restructuring, and the creation of
anew Noble as a focused and appropriately financed group set to capitalise on the high-growth
Asian commodities sector,”

— Paul Brough, Noble Chairman3®

With its debt amounting to US$3.4 billion, time was ticking for the distressed Noble. When
the proposed debt restructuring plan was eventually announced on 29 January 2018, it was
revealed that existing shareholders, including Elman, would end up with a mere 10% stake if the
deal was approved. Through a debt-for-equity swap backed by 30% of Noble’s creditors, the
crisis-hit commodities trading company would be able to reduce its borrowings from US$3.4
billion to US$1.7 billion. In return, Noble's lenders would collectively own a 70% stake in the
company, while 20% would be earmarked to “incentivise” its senior executives. This 20% stake
would be shared by its senior management team, including Chief Executive Will Randall, and
the company’s finance director, Paul Jackaman. Additionally, the company planned to issue
US$700 million of bonds that would be repaid from asset sales, as well as US$200 million
of preference shares. Last but not least, the restructuring plan also included a three-year
committed trade finance and hedging facility of up to a maximum amount of U$700 million on
competitive market terms. 4041

The proposed debt restructuring plan left stakeholders questioning the special treatment
of its senior management, especially since the company was in dire straits.** Following the
announcement on the proposed debt restructuring plan, Noble's share price fell as much as
23.1% the very next day on 30 January 2018.43

Face-off between Noble and Goldilocks

In response to the proposed debt restructuring plan, Goldilocks issued a 17-page letter*
to SGX on 29 January 2018, asserting that Noble’s management had focused on its own
interests over that of its shareholders and creditors. In its letter, Goldilocks questioned whether
Noble’s management had breached its fiduciary duty to the company and its shareholders,
and requested for SGX to investigate into the company’s matters. This included whether
the company had strategically timed certain announcements to lift its share price ahead of
capital raising exercises, and whether its asset disposals were appropriately conducted as the
disposals were concluded at steep discounts to their respective book values.*®
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Goldilocks further said that despite flagging out these concerns to Noble’s board, it did not
receive any satisfactory explanation on the sale processes and no comments were provided
by Noble on whether safeguards were in place to ensure that assets were disposed at fair
value.*® Minority investor advocacy group Securities Investors Association Singapore (SIAS)
also followed suit, requesting Noble to offer existing shareholders a deal similar to the one
offered to its senior management.*

Further exacerbating the situation, rating agencies Moody’s and S&P further downgraded
Noble’s bond ratings, with the latter indicating that the rating was likely to reach the lowest
junk-bond rating in near future.*®

Two days later, on 31 January 2018, Noble issued an announcement denying the “unfounded”
allegations that the management was benefiting itself at the expense of shareholders.*® The
company justified its restructuring plan by stating that its senior executives were essential to
Noble’s business as commodity trading — a fiercely competitive business with extremely thin
margins®® — was greatly dependent on its people. It went on to defend itself by saying that the
creditors involved in the discussions around the company’s debt restructuring had agreed to
give management an initial 10% stake — with any further grants being subject to performance
evaluations — in order to “retain them and align their interests with the future success of the
company”.®

In response to accusations of share price manipulation, Noble said that many of its
announcements were required by SGX listing rules to address leaks, market rumours and
articles in the media.® On the asset disposal matter, Noble’s board represented that it had tried
to maximise value from the company’s asset disposals, but due to competitors capitalising
on Noble’s dire financial situation, the assets were usually disposed at discounted prices. The
company went on to explain that working capital and operating losses also contributed to
adjustments in consideration prices, all of which had been disclosed when seeking approval
form shareholders.*

In response to Goldilocks’ request for two board seats on 11 October 2017, Noble disclosed
that it was Goldilocks’ “precondition of any detailed talks over potential restructuring or
investment options”.** It went on further to explain that the board’s Nomination Committee “was
not comfortable acceding to this request, for corporate governance reasons”.*®

Goldilocks averred that Noble’s response was meant to discredit it and trivialise the matters it
was trying to raise. The investment fund also clarified that Noble’s statement that the statement
on the request of two board seats as precondition for negotiations was untrue and misleading,
and that the real reason behind the request was to improve transparency of the company, to
protect shareholders’ rights and ensure the company’s ultimate survival.*
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Goldilocks had also written to Noble to request for a waiver of certain non-disclosure
arrangements which prevented it from providing further details on the prior engagements with
Noble.*” However, Noble rejected its request. Noble insisted that its earlier announcement
was “accurate and not misleading”,%® and defended itself against claims of negligence in the
disposal of assets by claiming that the sale processes were “competitive processes conducted
over several months.”®®

Other stakeholders have something to say

On 19 February 2018, Noble issued an announcement that warned it would report a significant
loss for FY2017, quantified at approximately US$5 billion.®° Despite that, Noble’s board was
“satisfied that the group can continue as a going concern, until such time as the restructuring
is completed”.®" Despite the confidence of Noble’s board in relation to the company’s financial
situation, its auditor Ernst & Young (EY) warned about its ability to continue as a going concern
due to its substantial current liabilities and net deficiencies.®?

Less than a month later, on 8 March 2018, SGX requested for Noble to appoint an independent
financial adviser (IFA) to review its proposed debt-for-equity swap and provide an opinion on
whether the proposed restructuring was fair and reasonable.®® SIAS was pleased with this
move, with SIAS chief David Gerald stating that the “independence of the IFA is paramount, for
this review to be credible and fair to all stakeholders.”

Yet another impasse

On 14 March 2018, Noble announced that it and a group of senior creditors representing
46% of existing senior claims have signed a revised restructuring and support agreement
(RSA) on its proposed restructuring plan. The RSA included the provision of a new three-year
committed US$600 million trade finance and a hedging facility worth US$100 million. The RSA
also detailed that after the restructuring exercise, the ‘new’ Noble would continue to be listed on
the SGX. Per the revised restructuring plan, a group of hedge funds and senior creditors would
still take control of Noble, but shareholders would be given a slightly bigger equity stake of 15%.
Perpetual bondholders would also be given improved terms under the RSA. 5566

Once again, Goldilocks was not satisfied with the revised restructuring plan, calling it “a wolf in
sheep’s clothing”. It claimed that the plan would reward the company’s “errant and undeserving
management”.®

The next day, on 15 March 2018, Noble delivered an ultimatum to its investors — it would file
for administration if investors did not back the revised debt restructuring proposal. The threat
came as Noble struggled to secure support for the revised plan before a US$380 million bond
matures the following week.®®
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Professor Mak was appalled at Noble’s second attempt at reaching an agreement through its
revised restructuring plan. In a Business Times article, he brought up the fact that the proposed
restructuring was driven by Noble’s management and a group of senior creditors, completely
blindsiding its public stakeholders who played no part in negotiating the RSA. Professor
Mak was of the opinion that existing Noble shareholders and holders of perpetual securities
“Ihad] every reason to feel oppressed”. On this matter, Professor Mak further highlighted that
compromise on the part of various stakeholders involved would be required for a successful
restructuring plan. He commented that in Noble’s case, as the RSA was developed between
Noble’s management and a group of senior creditors without consultation with others and
oversight by an independent party with no vested interests, it was unsurprising that the terms of
the agreement would be scrutinised, particularly if they appeared to overwhelmingly favour the
parties who were involved in the development of the agreement. Furthermore, through the entire
restructuring saga, stakeholders’ trust in Noble had been lost, and it would be challenging for
the embattled company to regain the lost trust unless there was an overhaul of the company’s
management and board of directors.®°

After the announcement that the embattled commodity trading company would miss bond
payments on its 2018 and 2022 notes, its shares fell to S$0.11 on 19 March 2018 — the lowest
since 1999.7°

Locked horns with no one backing off

On 7 April 2018, Noble announced that its Annual General Meeting (AGM) was scheduled to
be held on 30 April 2018. One of the items on the agenda was the re-election of five directors
— Christopher Dale Pratt, Wayne Robert Porritt, Andrew William Herd, Timothy Keith Isaacs and
Fraser James Pearce.”

Goldilocks vehemently opposed the re-election of these directors in a letter lodged with Noble,
on the basis that Pratt “did not take any action to prevent gross injustices” and “disregarded
transparency standards and mismanagement”, while the other four director nominees lacked
the necessary qualifications.”

Advocating that shareholders oppose Noble’s restructuring plan and vote against the company’s
director nominees, Goldilocks filed a notice to propose five alternative directors who would
“bring a fresh perspective to the board and will strive to protect shareholder rights”.”
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Noble rebuffed Goldilocks’ requisition on 23 April 2018. It argued that the investment fund
held its shares in Noble through a depository agent — Central Depository Pte Ltd (CDP) — and
thus, under the Bermuda law, it was this depository agent that was a registered member of
Noble, not Goldilocks, which was merely the depositor. Noble took issue that the notice and
requisition was not issued and signed under a registered member of Noble, but in Goldilocks’
name, rendering the notice and requisition invalid as they were non-compliant with the
company’s by-law or Bermuda law.”"® Goldilocks was greatly angered by Noble’s attempt to
reject its requisition, calling its position “oppressive and coercive”. In return, Goldilocks referred
to Singapore’s Securities and Futures Act which deems shareholders holding stock through
a nominee account to be members of the company. Goldilocks also released a statement
requesting Noble to provide complete details of when it had sought to engage an IFA and to
explain why the announcement on the IFA's engagement by the company was not made.”®
It was later revealed on 10 May 2018 that Noble appointed Provenance Capital as its IFA.
As the IFA, Provenance Capital would be required to provide an opinion on whether Noble’s
restructuring proposal would be fair to its shareholders.””

Goldilocks returns fire with a second lawsuit

In a last-ditch attempt to prevent the implementation of the restructuring plan, Goldilocks filed
two separate lawsuits against Noble on 24 April 2018. Firstly, Goldilocks sought remedies
including a declaration that it was entitled to recommend directors for election to the board,
and to exercise its legitimate legal rights as a shareholder.”® Secondly, Goldilocks sought an
interim injunction to restrain Noble from holding any shareholder meetings, including the AGM
scheduled on 30 April 2018, and from taking any further action on the restructuring plan.”

The Goldilocks lawsuits led Noble to lash out at its major shareholder, saying that the lawsuits
were “without merit” and an “intentional attempt to obfuscate, delay, derail and/or prevent”
the company from carrying out its restructuring plan. The embattled commodities trading
company also reinforced its position on the proposed restructuring plan, stating that no other
detailed proposals could be considered “even remotely credible in ensuring a financial return
to shareholders”.°

The verdict

On 27 April 2018, the Singapore High Court granted the injunction which would apply for
Noble’s upcoming AGM on 30 April 2018,8" but would not extend to all shareholder meetings.
The High Court also ruled in favour of Goldilocks with regard to the issue on whether CDP or
Goldilocks was a member of Noble.®?
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End of the trench fight

After a protracted five-month battle against Noble, Goldilocks provided an irrevocable
undertaking to support Noble’s financial restructuring plan following its latest revision in June
2018. The two parties buried the hatchet and dropped all claims and legal proceedings against
each other. The updated plan’s new terms offered a 20% share of equity in New Noble to its
existing shareholders instead of the previously proposed 15%. The remaining 70% of New
Noble would be held by senior creditors, and 10% by its senior management.® As part of the
sweetened deal, Goldilocks would also be getting its hard-fought seat on the board of directors
of New Noble. Noble also agreed to reimburse Goldilocks up to US$5 million for legal costs and
expenses incurred in respect of these legal claims. In return, Goldilocks’ parent — Abu Dhabi
Financial Group — would facilitate Noble’s expansion into the Middle East.®* At least 50% of
the shareholders had to approve the plan during an upcoming Special General Meeting (SGM)
for the restructuring plan to pass. With the backing of its dissident key shareholder, the path
is finally paved for the embattled, crisis-stricken Noble to move forward towards restructuring
its debt.

The market reacted favourably to the agreement, with Noble’s share price rising as much as
57% after a two-day trading halt.®

Calling truce with the “New Noble-r” plan

“The outcome is totally expected. The alternatives facing them were liquidation where they will

get nothing. Here, they see themselves getting ‘hope’.
— Professor Mak Yuen Teen®

During the SGM on 27 August 2018, shareholders approved the proposed ‘do-or-die’
restructuring plan, with overwhelming 99.96% voting in favor of the proposal. Unfortunately,
despite this outwardly positive result, many shareholders felt they had no choice but to go along
with the restructuring plan in order to salvage what they could. As one shareholder regretfully
expressed, “it's between the devil and the deep blue sea”. 58

Who will be on board the New Noble?

Brough, who would be stepping down after the restructuring was completed, announced on 18
September 2018 that the new board of directors would start off with a clean slate comprising
of either eight or nine directors. Noble also assured stakeholders that the members of the New
Noble board would be selected through a comprehensive and independent executive search.®®
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The new board is expected to consist of two of Noble’s top management, one from Goldilocks,
one nominated by senior creditors and up to five independent non-executive directors. One
director from the old Noble would likely be part of the new board on an interim basis to assist
the transition.®® News also broke that Elman would not be taking up the appointment as an
executive director of New Noble, citing personal reasons.®!

Peering into the crystal ball: What lies ahead for New
Noble?

The restructuring effective date occurred on 20 December 2018, when New Noble acquired
substantially all of the assets of ‘Old Noble’ and shares in New Noble were allocated to the
respective shareholders as per the restructuring plan.®?

With a new board and its restructuring underway, Noble survives — at least for now. However,
further obstacles may lie in the road ahead for New Noble. With stakeholder confidence
already shattered by the entire saga, Professor Mak believes that “New Noble will continue
to have a difficult relationship with the market”.® In an interview with Bloomberg, Professor
Mak also commented on the “sense of stubbornness” in Noble’s management as the same
people remained at the helm of the company and showed no signs of changing its old modus
operandi.® Noble’s “staunchest critic”, Iceberg, also added that approval of the restructuring
plan “will not stop securities holders from suing the individuals and organisations responsible”.%®

The million-dollar question remain: Could Noble be restored to its former glory? Or would the
challenges prove to be too much to handle? The jury is out on whether Noble will prosper in
the years to come.
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Discussion questions

1.

Discuss whether shareholder activism by Goldilocks proved to be beneficial to Noble and
its stakeholders. Could other stakeholders have done more from the onset to prevent
Noble’s downfall in the first place?

2. Do you think that Noble’s board and management should be held responsible for the decline
of the company? Have they breached their fiduciary duties to shareholders? Discuss what
they should have done to be more accountable and transparent to stakeholders.

3. Did Noble’s remuneration policies reflect good corporate governance practices? Explain.

4. What were the difficulties encountered by Goldilocks in its bid to exercise its rights as
shareholders and push through with its proposals? Did the fact that Noble was incorporated
in Bermuda exacerbate the problems? If so, why?

5. Evaluate which stakeholder(s) (creditors, senior management or shareholders) had the short
end of the stick and which stakeholder(s) emerged better off in the final restructuring plan.

6. What are some possible issues that may arise in New Noble, in view that senior creditors
would now be substantial shareholders of the new restructured company?
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OCEANUS: IN THE DEEP END

Case overview

In 2018, the directors of Oceanus Group Limited (Oceanus) turned to Peter Koh, who was a
successful entrepreneur on hiatus, hoping that he could set the ship on the right course once
again. However, problems have shown no sign of abating over the years. Oceanus was soon hit
with a flood of enquiries from the Singapore Exchange (SGX) and, eventually, entered the SGX
watch-list, where it currently remains. The objective of this case is to facilitate a discussion of
issues such as the responsibilities of the board of directors and management; director turnover;
risk management; accounting and audit issues; SGX’s watch-list criteria; and other regulatory
issues.

Dire straits

“We are like a big ship sailing through the rough sea without our bearings and crippled with
many punctured holes.”
— Peter Koh, Oceanus’ CEQ’

Five years after withdrawing from the business world, Peter Koh joined Oceanus as an
independent director (ID) and a member of the Nominating Committee (NC) on 11 October
20183.2 He was then appointed Chief Executive Officer (CEO) and executive director in the
following year.?

Together with Peter Koh at the helm were three non-executive directors — Kee Poir Mok and
Edward Loy Chee Kim who were independent, and Stephen Lee who was non-independent.*
This information was, however, not reflected on the company’s website, with directors who
have long left the board being included in this list.®

Stephen Lee and Kee Poir Mok are members of the Nominating and Remuneration Committees,
while all three non-executive directors are on the Audit Committee.® Peter Koh’s brother, Robert
Koh, joined Oceanus in September 2014, and was promoted to Operations Director (China
Operations) on 1 June 2017.” Peter Koh and Robert Koh have direct interests in the company of
10.23%°® and 1.1% respectively, as of 31 March 2018.° Stephen Lee has a direct and deemed

This is the abridged version of a case prepared by Lee Mei Jie Emma, Mohamad Robby Mifthahul Jannah Bin Jaffar, Poon
Jey-Ren, Sattur Sanaya Milind and Yeo Min Qian Cassandra under the supervision of Professor Mak Yuen Teen. The case was
developed from published sources solely for class discussion and is not intended to serve as illustrations of effective or ineffective
management or governance. The interpretations and perspectives in this case are not necessarily those of the organisations
named in the case, or any of their directors or employees. This abridged version was edited by Lum Shun Yi Richelle under the
supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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interest of 19.79% in the company.™®"" While he was deemed independent, Kee Poir Mok also
has a direct interest of 0.8%."2

Peter Koh attributed Oceanus’ dire state to inadequate planning and execution by management
and periods of misfortune.™ Issues he had to grapple with at the start ranged from “salaries for
phantom workers and redundant expenses to threats by the local mafia and a riot caused by
unpaid workers”." Oceanus saw its share price plunge from S$0.4070 in 2010 to S$0.004
in 2019.1¢

Stormy seas ahead

Formerly listed on the SGX SESDAQ (now known as Catalist Board) as TR Networks Limited
in 2002, the company was later renamed Oceanus Group Limited after the reverse takeover
of Oceanus Bio-Tech (Holdings) Ltd and its Chinese subsidiary on 29 April 2008.7 On 25 May
2009, Oceanus was transferred from the Catalist Board to the Mainboard.® Between 2008 and
2010, Oceanus’ business seemed to thrive, and its abalone assets grew from US$70 million to
US$180 million over three years. ' Its annual reports, however, showed that abalone sales were
in fact declining over the years despite the reported profits.

An analysis of the annual reports between 2008 and 2010 showed that the bulk of its profits
was attributable to fair value gains on the abalones rather than sales. This increase in value
resulted mainly from a rise in the quantity of abalone, instead of the value per unit.*® Some
analysts viewed this as a red flag as they felt that existing abalones should have grown in size
over the years, so a corresponding increase in value per unit should have been observed.?!
From 2008 to 2010, Oceanus reported approximately RMB2 billion in fair value gains against
RMB1.2 billion of actual sales.??

Oceanus revealed that its auditors at the time, Deloitte & Touche LLP (Deloitte), needed over
twenty people and three weeks to complete a five percent audit.?®* With an abalone population
that was purportedly around 178 million at the end of 2010, this meant that a full audit would
take years.?* The incomplete audit raised questions regarding the remaining 95% of the tanks
that were not audited. Some of the concerns included the reliability of the fair value gains on the
abalones and the existence of the reportedly numerous remaining abalones.?

The first wave

On 9 November 2011, Oceanus reported that 42 million abalones had suffered mysterious
deaths.?¢?” This number was approximately seven times the number reported in the same
quarter the previous year.®
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The loss of so many abalones resulted in a total loss of RMB1.2 billion in 2011, with RMB367
million written off for the “dead” abalones.? In Oceanus’ response to SGX queries, the Group
attributed the abnormally high mortality rate to the lack of food, summer heat, manpower
limitations in the farms, and ultimately, the abalone producers’ underestimation of the severity
of the farm conditions.*® The team said it then sent eight finance staff to its four farms in China
to take stock of the remaining abalones.®' Of these, 85.6 million were found to be laggards (too
small for their age), and their fair value had to be written down by over 50%.%? The company
also announced that the “new mortality of abalones from now has to be matched by new empty
shells”.® This revelation left some to suggest that the shells of the 42 million dead abalones in
this case were absent and that they may not have existed at all.

The board and the Audit Committee concluded that the system of internal controls and risk
management maintained by Oceanus in the financial year ended 2011 was “inadequate in
terms of financial, operational and compliance risks to safeguard shareholders’ investments
and the Group’s assets”.%

Oceanus’ shares opened on 18 November 2011 at S$0.0662 and closed on 22 November 2011
at S$0.0795, following the public explanation from Oceanus regarding the abalone deaths.®

Man overboard

After the major setback in 2011, coupled with its declining performance, Oceanus’ shareholders
had enough. During the Annual General Meeting (AGM) later that year, shareholders representing
more than 90% of Oceanus’ shareholding voted against the re-election of the previous CEO, Yu
De Hua, thereby removing him entirely from the board.*¢ Earlier, in February 2012, Yu had been
removed from his position as CEO of the company by the board of directors.®” However, he had
remained on the board as a non-executive director.®

In 2010, the remuneration of Dr Ng Cher Yew, the Executive Chairman, was disclosed within the
band of “above $1,000,000” with no upper limit, and 44% of his total remuneration came from
bonuses.® Yu’'s remuneration was under the next band of “$250,000 to below $1,000,000,
with bonuses comprising 32% of his total remuneration.*® That year, the Remuneration
Committee consisted of three independent directors — Dr Ngiam Tong Tau, Lai Seng Kwoon,
and Chua Hung Meng — and two non-executive directors — Dr Lim Lek Suan and Chu
Chui Kuen.*!

At the following AGM on 31 July 2013, Chua and executive director Wu Yong Shou
faced strong opposition from shareholders, with 99% of votes against Chua and 95.5%
against Wu for their re-election.*? The latter remained as the General Manager in charge
of Oceanus’ China operations and production in the interim.*® However, he was said to
have become “increasingly un-cooperative towards the re-constituted board” after his
removal from the board.**
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Washed ashore

Just one day after the AGM on 31 July 2013, substantial and abnormal abalone deaths
were reported to have occurred at Oceanus’ China farms. Oceanus was notified of
the deaths by the head of production on 2 August 2013 and again on 5 August 2013,
but the board was unable to obtain verification through the finance team.*® Oceanus
suspended the trading of its shares.

On 30 August 2013, the company announced that the mortality was not “materially
abnormal”, and that it would not have any direct material adverse impact on the
company’s financials.*® The affected abalones, said to be juveniles, had not been
reflected in Oceanus’ books and had no value attributed to them.*” Oceanus’ trading
suspension was then lifted. This incident was not reflected in the 2013 annual report.*®

In the third week of September 2013, more abalone deaths occurred when Typhoon
Usagi hit the coastal areas in China.*® The Singapore management visited the farms
for on-site due diligence, to assess the extent of the damage. Preliminary estimation
showed that losses in its biological assets amounted to RMB12.3 million.*°

Despite the series of incidents, Oceanus still lacked a risk committee. The responsibility
for risk fell on the board, Audit Committee, management and the Chief Risk Officer
(CRO). The CRO, Matthew Tan, was only appointed on 16 September 2013, and
he then produced two risk management manuals. The measures introduced mainly
aimed to improve farm safety, refine risk management plans by identifying potential
farm hazards, and boost the breeding process of the abalones.®® Tan subsequently
stepped down on 1 November 2017 as he took on a new role as CEO of Oceanus
Tech Pte Ltd (a wholly owned subsidiary), leaving Oceanus yet again without a CRO or
a risk committee.>®

Mayday!

Oceanus was issued a Disclaimer of Opinion for FY2011 by its external auditor Deloitte
& Touche LLP (Deloitte) for several reasons, including unverifiable amounts such as the
loss arising from the mortality of biological assets, as well as payables and other receivables.>*
Other reasons were insufficient evidence to determine the reasonableness of the value-in-use
computation used to measure recoverable amounts for its investments in and advances to
subsidiaries, and the failure to impair trade receivables. Deloitte also disclosed that the financial
statements were prepared on a going concern basis.*® In the same annual report, it was
disclosed that Deloitte would not be seeking reappointment.®¢

In 2013, Oceanus appointed Foo Kon Tan LLP (FKT) as its new auditors.®” FKT proceeded to
express a Disclaimer of Opinion on the Group’s financial statements from financial years ended
2012 to 2016.58596061.62
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Meanwhile, SGX issued various queries with regards to the annual reports published by Oceanus.
On 18 June 2014, SGX requested Oceanus to explain several key issues highlighted in its
annual report. One of these included further disclosure of the breakdown of key management’s
remuneration, which was recommended by Guideline 9.3 of the 2012 Code of Corporate
Governance. In response, Oceanus disclosed the remuneration of executive management in
bands of $S$250,000.% Another issue raised was the lack of documentary audit evidence, which
led to the disclaimer of opinion involving biological assets, supporting accounting documents,
and property, plant and equipment (PPE). Oceanus explained that due to the defiance and
uncooperativeness of the ex-general manager and ex-Chief Financial Officer (CFO), the
new management team faced great difficulties in securing supporting documents, including
electricity billings, payroll, feed and sales.® Oceanus also claimed that records of abalones were
previously kept by the farm workers in their personal note books.®® SGX also queried whether
Oceanus would be able to continue its operations by meeting its liabilities when they are due.

Fishing elsewhere

On 24 March 2015, Oceanus announced its intention to conduct a share consolidation
exercise, to mest SGX’s new minimum trading price criteria of S$0.20, by 30 September
2015.% However, on 3 September 2015, Oceanus announced its intention to transfer its listing
from the SGX Mainboard to the Catalist Board, which it viewed as a “more suitable platform”
which would improve its ability to attract investors. It entered into discussions with Stamford
Corporate Services Pte. Ltd. to engage it as Oceanus’ continuing sponsor.®” Oceanus also
explained that by transferring to the Catalist Board, it would not have to comply with SGX’s new
minimum trading price requirement. Thus, on 28 September 2015, Oceanus announced that
the proposed share consolidation exercise would not take place.®®

However, the next development delivered a significant blow to Oceanus, causing it to abandon
its aspiration to attract more investors entirely.®° The second wave had arrived.

Swept to the watch-list

On 14 December 2015, Oceanus entered the SGX watch-list under SGX Listing Rule 1311(1),
as Oceanus had recorded pre-tax losses for three consecutive financial years and had an
average daily market capitalisation of less than S$40 million over the previous six months.”™ To
make matters worse, on 3 March 2016, Oceanus entered the watch-list once again, this time
based on the minimum trading price criteria under SGX Listing Rule 1311(2) as its volume-
weighted average price was below S$0.20 and average daily market capitalization was less
than S$40 million over the previous six months.”" Oceanus was required to exit the watch-list
within three years from the effective date in relation to the applicable criterion to avoid being
delisted.
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Throw me a lifeline

On 8 December 2017, Oceanus applied to SGX for an extension of 12 months from 14
December 2017 to meet the Financial Exit Criteria.”? SGX granted it an extension of up to six
months to 2 June 2018.7

Between 2014 and 2018, Oceanus underwent debt restructuring twice. Having suffered losses
for three consecutive financial years, it had cash flow problems and therefore, required an
immediate injection of cash. On 31 October 2014, Oceanus entered a debt facility agreement
with Ocean King Group Limited (OKGL) for a principal amount of S$30 million.” OKGL received
share warrants as part of the agreement and by exercising them, the debt amount would be
reduced proportionately. The restructuring also involved reducing the existing share warrants
of debt holders, BW Investment Limited (BWIL), Ocean Wonder International Limited (OWIL)
and Full Horizon Investment Limited (FHIL), as Oceanus’ share price had dropped well below
the existing exercise price.” The debt holders also received some shares in exchange for a
portion of the debt owed. However, despite the first debt restructuring, Oceanus continued to
suffer losses in the next two years. This eventually led to the second debt restructuring which
occurred on 26 December 2017, as Oceanus was not able to pay its dues to its debt holders.”®

The second debt restructuring by Oceanus involved converting a large portion of its outstanding
debt to equity, with $$71.8 million or 85% of its outstanding debt converted into more than 19
million new shares.” The remaining S$12.8 million of debt was promised to be paid in cash on
or before 31 December 2017, and was to be funded by the Group’s internal resources’ and
the sale of its Gulei and Hulei Properties.” Hence, Oceanus managed to recognise a RMB273
million gain on the redemption of convertible loans and disposal of PPE, achieve zero debt,
and receive an additional cash injection of S$6 million from ‘new investors’, which enabled the
company to continue operating as a going concern.® It was stated in the debt-restructuring
agreement that the amount of debts assigned to each of the new investors was determined on a
pro-rata basis. Nonetheless, Peter Koh and Robert Koh, in their capacities as the key personnel
managing the new funds, received 84.84% more shares in proportion to the money invested,
as compared to the other ‘new investors’ involved in the debt restructuring. Consequently,
Peter Koh's overall shareholdings increased significantly by 4.24%.8" His overall shareholdings
in Oceanus as a result of the debt-equity exercise increased from 0.24% to 10.23%.%2
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Another impact the second debt restructuring had was that it allowed Oceanus to fulfil the
Financial Exit Criteria in order to be removed from the SGX watch-list. According to SGX Listing
Rule 1314(1), an issuer may be removed from the watch-list if it is able to record a consolidated
pre-tax profit for the most recently completed financial year and has an average market
capitalisation of S$40 million or more over the previous six months.8® Prior to the extension and
debt-equity swap, the average market capitalisation of Oceanus for the period from 14 June
2017 to 14 December 2017 was S$39,508,150.86, below the minimum requirement. On 1 June
2018, Oceanus had an average six-month market capitalisation of $$201,750,091.78. Due to
the one-time gain that resulted from the debt-restructuring, Oceanus recorded a supernormal
profit of RMB189 million in 2017.8* Hence, on 1 June 2018, one day before the new deadline,
Oceanus requested to be removed from the SGX watch-list.8

More boats to stay afloat

In a bid to penetrate the Australian market, Oceanus entered into a collaboration agreement
with Australian-based seafood processor and producer, BNY Abalone World Factory Outlet Pty
Ltd (BNY), on 27 July 2017.8 The agreement stated plans for Oceanus to gain an ownership
of 60% in BNY in exchange for administrative, management and accounting support.t” BNY
was thus renamed Oceanus Australia Abalone World Pty Ltd (OAAW)..8 OAAW also planned
to incorporate a joint-venture company and international sales office in Singapore, named
Oceanus Australia Abalone World (S) Pte Ltd (SG JV Co), for international sales, procurement
of farm abalones in China, trade facilities and finance purposes.®

On 1 March 2018, Oceanus announced that it had received letters from vendors of the BNY
Shares alleging that the acquisition was void and calling for the shares to be transferred back to
them.® As aresult, BNY refused Oceanus access to its accounting and other records. Oceanus
claimed that this would have no material impact on its financial results for 2017 and its core
businesses.®"

SG JV Co was eventually struck off.% For the financial year ended 2017, Oceanus recognised an
impairment loss on the cost of investment of RMB17 million in OAAW.® Despite the impairment
loss amounting to more than 80% of revenue, it was stated that it had no significant impact on
the company.® Due to a lack of documentary support, FKT was unable to verify the impairment
loss, and therefore, the carrying amount of the investment that year.®

In September 2018, Oceanus entered into a convertible loan agreement with Barramundi Asia
Pte Ltd (BAPL), which marked its first venture into fish farming.®® Between March 2019 and
April 2019, Oceanus incorporated two new subsidiaries — Oceanus Opal (S) Pte. Ltd. (OOPL)
and Oceanus Feed Pte Ltd (OFPL).9% While OOPL was created to operate hatcheries and
fish farms, no explanation of OFPL’s principal activity was provided in the initial announcement,
other than the fact that it was “in line with the Group’s business plans”.®® In March 2019, it
acquired 51% of the shares in an integrated marketing firm, AP Media Pte. Ltd.'® Interestingly,
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prior to this acquisition, Oceanus had obtained shareholders’ approval to eliminate the objects
clause in its constitution.’®1%? |t replaced the objects clause, which was no longer mandatory
to state in the memorandum of association under the Companies Amendment Act of 2004,
with a new Regulation 3 granting the board the “full rights, powers and privileges granted under
Section 23(1) of the Companies Act”.1%

More big waves

On 2 March 2017, SGX requested for more information with regards to the cessation of two key
personnel: Group Financial Controller, Tan Pern Yeen on 16 February 2017, and non-executive
director and Chairman, Dr Ng, 12 days later. Oceanus responded that the cessations were due
to health reasons for Tan and personal interests for Dr Ng.'® The next day, Oceanus retracted
the response and replaced it with another, citing personal interests for the cessation of both
personnel.’%

On 8 January 2018, Oceanus’ non-executive and non-independent director Jason Aleksander
Kardachi was disqualified from acting as a director for five years because he had been a director
of at least three companies that were struck off the register within five years.™ As it turned out,
Oceanus was only informed of his disqualification on 26 December 2018 through a letter sent
by Kardachi. He stated in his letter that his directorships in those companies that were struck
off were “incidental to his job as an insolvency practitioner and do not suggest his lack of ability,
integrity of competence to act as a director of a company”; that he did not fit into the profile of
errant directors that the law targets; and that “his disqualification will not serve the purpose of
protecting the public”.'%”

For FY2017, FKT expressed a qualified opinion on the Group’s financial statements.™® Lingering
issues relating to unverifiable amounts of payables, loans and biological assets contributed to
this outcome.™® Aside from a lack of documentation to support transactions, other questions
arose in assessing payables when it was revealed that an amount of RMB1 million was paid to
an executive director to settle a liability that had arisen in 2016.77° The liability was said to have
resulted from the director’s payment of the sum to a third party on behalf of a subsidiary, “in
the interest of time”, to regain control of a farm seized by the subsidiary’s contract security and
protection services provider.” In Oceanus’ treatment of convertible and other loans, FKT found
that FRS32 and FRS39 had not been complied with respectively.''?

As for biological assets, due to the management not conducting a physical count of them
on 31 December 2016, it could not be determined whether retrospective adjustments would
have consequential effects on the financial statements for 2017."" Finally, the impairment loss
recognised on the cost of investment in Oceanus Australia Abalone World Pty Ltd (OAAW)
due to its refusal to allow Oceanus access to its accounting records also lacked supporting
documents for verification. 4

132



The silver lining in this assessment was that the resultant adjustments led Oceanus to report
a net profit that was eight percent higher than the unaudited value.'™® Despite the initial mutual
agreement for FKT to be reappointed as auditors for the following year,''® the Group ceased
the engagement of FKT later that year.'” This was considered to be “timely” and to potentially
“enable the Company to benefit from fresh perspectives and views”."'® Oceanus confirmed that
there were no disagreements with FKT on accounting treatments within the last 12 months.™®

The cessation of FKT was subject to both the Accounting and Corporate Regulatory Authority
(ACRA)’s consent and shareholders’ approval at an Extraordinary General Meeting (EGM), both
of which were received.’® At the EGM, which was held on 29 January 2019, the resolution
to appoint RSM Chio Lim LLP as the new auditors was approved by the shareholders;
subsequently, a special resolution to adopt a new constitution was passed.'®'

Oceanus’ directors have been involved in various other companies that have been in the spotlight
for questionable corporate governance or financial difficulties. Current independent director,
Kee Poir Mok, was also the Audit Committee Chairman of YuuZoo Corporation (YuuZoo).
He subsequently retired at the company’s first AGM on 29 May 2015, less than six months
after his appointment.™? YuuZoo was described as “a corporate governance nightmare”, as
the company had at least 15 departures of directors and other key officers, all citing other
commitments, personal interests or personal reasons.'?®

Former independent director, Lai Seng Kwoon, who left Oceanus in 2012,* was also a former
independent director of Celestial Nutrifoods. In 2016, together with other members of that
board, Lai was sued by liquidator Yit Chee Wah, for a breach of director’s duties.’?® Lai Seng
Kwoon was also involved in another major controversy as Audit Committee Chairman of another
troubled S-chip, China Sky Chemical.?®

Former Audit Committee Chairman and independent director, Alvin Yeo Kan Yen, who left
Oceanus on 30 April 2018, is also currently the Vice-Chairman and executive director of
Cacola Furniture International (Cacola).™® Cacola was delisted on 3 April 2018, after its request
for extra time to exit the watch-list was rejected.’

Former independent director, Nelson Goh Kok Liang, who left Oceanus on 30 June 2014,'° was
also an independent non-executive director of Pacific Healthcare Holdings Limited (Pacific).'®!
Pacific was delisted 3 July 2015, after failing to meet the requirements for its removal from the
SGX watch-list.?

Living on borrowed time

On 1 June 2018, Oceanus applied to SGX to exit the watch-list as they had met the necessary
financial criteria in FY2017.'% In addition, Oceanus applied to SGX for an extension of time
to hold the AGM for the financial year ended 2018. This was due to changes in the financial
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statements for the previous financial year which would have consequential effects on financial
statements for the financial year ended 31 December 2018.7%* Perhaps things may take a turn
for the better in time, as CEO Peter Koh received the Outstanding CEO Award from Influential
Brands in 2018.7% However, as of 13 June 2019, Oceanus had yet to be removed from the
watch-list although it had been granted a further extension until 31 July 2019 for its exit.¢

Discussion questions

1. Comment on the board’s responsibility with regard to the significant losses that arose from
the abalone deaths. What could have been done to improve the risk management and
internal controls in Oceanus? Discuss whether the series of abalone deaths were “black
swan” or “grey rhino” events.

2. Examine the size and composition of the current board at Oceanus. To what extent has
the company complied with the Code of Corporate Governance in Singapore? Discuss the
potential warning signs investors could look out for in terms of director profiles.

3. Comment on the board’s decisions with respect to diversification, acquiring more
companies and forming more subsidiaries, with reference to SGX Chapter 10 Listing Rules.
Discuss whether amending the constitution and removing the objects clause is in the best
interests of the company. What are the risks to minority shareholders with respect to these
decisions?

4. Kardachi had been acting as a director for almost a year before his disqualification was
made known to Oceanus. During that time, he would have participated in making key
decisions on the board. Do you think those decisions remain valid? Explain. He was
automatically disqualified under the criteria specified in the Companies Act but claimed
that he was not aware of this disqualification. Do you think this is a flaw of the automatic
disqualification system or is Kardachi responsible? What changes would you recommend
to the system, if any?.

5. Discuss the accounting and non-compliance issues relating to Oceanus that were raised
by its auditors and whether the multiple disclaimers of opinion issued should be taken more
seriously by the board and the regulators. In your discussion, compare SGX’s watch-list
entry criteria with Bursa Malaysia’s PN17 or GNS rules and evaluate whether SGX should
adopt Bursa Malaysia’s approach.

6. Oceanus was able to meet the Financial Exit Criteria of the watch-list in FY2017 through its
debt restructuring process. Currently, the company remains in limbo in the watch-list. With
reference to this case, evaluate the effectiveness of the watch-list’s exit criteria and SGX’s
responses throughout.
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Case overview

On 15 April 2017, the results of the Annual General Meeting (AGM) of Shanghai Turbo
Enterprises Ltd, an S-chip company, led to the cessation of executive director and Chief
Executive Officer (CEO) Liu Ming after 56.86% of shares voted against the resolution to re-elect
him. This led to a series of episodes related to his retaliation against the new management. This
raises pertinent legal and corporate governance issues surrounding S-chip companies as well
as investor protection issues. The objective of this case is to facilitate a discussion of issues
such as removal of directors; the implications of changes in ownership structure; directors’
responsibilities; rights of shareholders; and the corporate governance implications of different
legal systems.

About the company

Shanghai Turbo Enterprises Ltd (Shanghai Turbo) was incorporated in the Cayman Islands
on 14 July 2005 and listed on SGX on 16 January 2006." As of 2017, Shanghai Turbo wholly
owned a Hong Kong incorporated entity, Best Success (Hong Kong) Limited (Best Success).
Best Success wholly owned a subsidiary called Changzhou 3D Technological Complete Set
Equipment Co. Limited (CZ3D) which specialises in precision engineering, manufacturing of
vane products and related subcontracting services. CZ3D is the only income generating entity
of the Group. Both Best Success and CZ3D act as investment holding companies.?

Liu Ming, a Chinese citizen resident in Changzhou, Jiangsu Province, China, owned almost
30% of the shares in Shanghai Turbo as at 30 April 2019. After the passing of his father, Liu took
over the business by inheriting his father’s shares, becoming the largest substantial shareholder
of Shanghai Turbo.®

This is the abridged version of a case prepared by Chua Yong Jun, Denise Goh Li Wen, Leow Li Feng, Neo Zhen Cheng and
Ong Minyi under the supervision of Professor Mak Yuen Teen. The case was developed from published sources solely for class
discussion and is not intended to serve as illustrations of effective or ineffective management or governance. The interpretations
and perspectives in this case are not necessarily those of the organizations named in the case, or any of their directors or
employees. This abridged version was edited by Emma Lee Mei Jie under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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Removal of Liu Ming

Shanghai Turbo faced a steady decrease in profits from 2014 to 2016, and in 2017, the Group
generated a net loss after tax of RMB156,070,000. It was alleged that Liu had been transferring
CZ3D’s profitable business and customers to his own private company® and using CZ3D’s
resources for the benefit of this private company.®

At the AGM held on 15 April 2017, Liu’s position as a director of the company came to an
unexpected and abrupt end, as 56.86% of shares voted against his re-election.”® The cessation
of Liu as executive director and CEO of Shanghai Turbo called for a handover of management
responsibilities.®

After Liu’s removal from the board, Shanghai Turbo’s board comprised of three directors, namely
Daniel Liu, Raymond Lim and Jack Chia.™ Daniel Liu was a non-executive, non-independent
director while the other two were non-executive independent directors. Jack Chia was the lead
independent director, before being appointed as non-executive independent Chairman on 1
August 2017."

Delayed handover or illegal takeover?

With the unexpected cessation and abrupt handover of responsibilities to new management,
production activity at the Group’s factory in Chang Zhou faced temporary disruption. ™

On 8 May 2017, Zhang Rong was appointed by the board as the CEO of CZ3D. Zhang Rong
was previously a general manager of J&R Consulting (Beijing) Co., Ltd and Centrosolar Glass
Trading Co., Ltd. The Shanghai Turbo board viewed him as an experienced and capable person,
and believed that his appointment would be beneficial to CZ3D and the Group.'

Although Shanghai Turbo’s normal business operations were initially expected to resume
within a week, the operational halt was further extended and the expected resumption date
of operations was postponed by a month. '*'® The company further revealed that this would
disrupt the revenue stream of the Group for that period.'®

On 2 July 2017, the new management team of CZ3D convened a general meeting of all the
employees of CZ3D. 205 of the 219 employees who attended signed an open letter to the local
government authorities, requesting for assistance to end the illegal occupation of the factory
premises by some of the former management personnel. Plans were also made to resume
control of the factory premises peacefully by mid-July 2017.%7
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As of 20 July 2017, the former management personnel and their associates continued to
occupy the CZ3D’s factory premises illegally, and the factory’s production was still halted
due to the loss of operational control of CZ3D. A second general meeting was held by the
new management team and two board members on 21 July 2017 in an attempt to regain
control of CZ3D. An announcement was then released, stating that employees would receive
compensation regardless of their decision to stay or leave the company. Most of the employees
chose to stay in the company, but some demanded higher compensation.'®

Chaos and violence

In addition to the production halt, CZ3D’s new management team faced difficulties when
it tried to enter CZ3D’s premises — the team was blocked by security guards employed by
the old management team.™ The new management team had to explain to the workers the
implications of illegally occupying the company premises, and threatened that it would have to
resort to government assistance to evict the security guards.?®

When Raymond Lim, Zhang Rong and their associates attempted enter the factory premises,
they were physically assaulted with plastic batons by associates of Liu.?" This assault led to
physical injuries from “bruises on face and limbs, bleeding on the head to bone fractures
of the limb(s)”.?> The incident was brought up to the local police and Singapore Consulate-
General in Shanghai.?® Following the assault, local authorities quickly intervened to remove the
trespassers from the factory premises through the use of riot police, and some individuals were
also arrested.?*

Shanghai Turbo’s operational losses

During this “five-month impasse” in the operational handover of CZ3D, the Group faced a
steep financial decline. The 2017 full-year results revealed a drop in Group revenue from
RMB136,977,000 in 2016 to RMB35,299,000, and net loss of RMB156,070,000 — a drastic
drop from 2016’s gross profit of RMB2,293,000.25 26

Consequently, an Emphasis of Matter audit opinion was issued by the independent auditor for
Shanghai Turbo’s 2017 financial statements, which raised material uncertainties that cast doubt
on the company’s ability to continue as a going concern. These uncertainties mainly included
the recoverability of receivables from two major customers of the Group, inventory write-down,
and impairment of non-current assets.?”

Legal episodes

On 27 June 2017, Shanghai Turbo issued a Writ of Summons against Liu to facilitate the
handover of operations to the new management of CZ3D, on the grounds of Liu’s failure to
adhere to certain obligations in his service agreement with Shanghai Turbo.?® The proceedings

145



SHANGHAI TURBO: STALLED ENGINE

were mainly based on the following alleged breaches of the service agreement: Liu’s failure to
deliver up the CZ3D factory to the new management, diversion of business to another company,
and disclosure of confidential information.?°

As a pre-emptive defence, Shanghai Turbo secured a S$30 million injunction from the Singapore
High Court against Liu on 15 September 2017. This effectively froze the disposal of his assets
through a Mareva Injunction. He was also restrained him from requisitioning any Extraordinary
General Meeting (EGM) to remove current directors or appoint new board members (Voting
Injunction) and prevented from exercising his voting rights.*°

Subsequently, an anonymous requisition letter was received by Shanghai Turbo on 20 October
2017, requisitioning for an EGM to replace the entire board with three former directors — Huang
Wooi Teik, Kelvin Tan and Liu — as well as Pan Haiya, who was Liu’s assistant.®

In November 2017, the requisition letter was deemed to be invalid.*> On 4 January 2018,
another requisition letter regarding the removal of the current board was sent, this time by two
shareholders of Shanghai Turbo - Lin Chuanjun and Zhang Ping, collectively known as the
“Requisitioning Shareholders”.*

On 18 January 2018, Shanghai Turbo obtained another injunction against Liu, restraining him
from exercising his voting rights. At the same time, Shanghai Turbo also sought to add Lim
Chuanjun and Zhang Ping to these proceedings, to restrain them from holding an EGM to
remove the new board.®*

In response to the injunctions secured by Shanghai Turbo, the Requisitioning Shareholders
appealed to the Singapore High Court on 9 March 2018 to vary the injunction. This resulted in
the restraining of the company from issuing any shares, rights, or securities.*

On 20 March 2018, Liu challenged the jurisdiction of the Singapore courts on the injunctions
placed on both himself and the Requisitioning Shareholders. Eventually, the Singapore High
Court decided that this case laid in the hands of the Chinese Courts, and set the injunctions
aside.®®

Shanghai Turbo then filed an appeal on 18 May 2018 against the discharge of injunctions
against Liu only. This allowed the injunctions against the Requisitioning Shareholders to be
discharged, hence requiring the company to convene the EGM. The company persisted in its
appeal for the stay on the orders discharging the injunctions against Liu.%"
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Plea to shareholders

Shareholders were notified of the convening of the EGM through a circular, and Shanghai
Turbo urged them against voting for the removal of the current board due to various reasons.
Firstly, there would be loss of continuity of oversight as Shanghai Turbo would lose a board of
seasoned directors with significant commercial experience. According to the Appendix attached
to the circular, none of the three proposed directors have directorship or senior management
experience in a Singapore company, and do not have relevant formal training to equip them
for such a role either. Secondly, the company will not be in compliance with Rule 221 of the
Listing Manual of the SGX-ST if the proposed directors were to be elected as only one of the
three proposed directors is a resident in Singapore. Rule 221 requires foreign issuers to have
at least two independent directors who are Singapore residents. Additionally, the Requisitioning
Shareholders and proposed directors were not interviewed by the current board and therefore
little is known about their respective backgrounds and qualifications.®

View of the Securities Investors Association (Singapore)

“There appears to be no legitimate reason for two new shareholders to remove the current
board,”
— SIAS President, David Gerald®

Securities Investors Association Singapore (SIAS) wrote an article, urging minority shareholders
to stand firm and vote responsibly in the upcoming Shanghai Turbo EGM to keep the current
board. This was based on two reasons, the first being the jurisdiction over the legal issues.
It was noted that Liu's case was handed over to Chinese Courts. As a company listed in
Singapore and having raised capital from Singaporeans, it was questionable for the jurisdiction
of this lawsuit to be handed over to the Chinese Courts. Secondly, there was high possibility
that Lin Chuanjun, Zhang Ping and Liu may be acting in concert, which would result in them
exceeding the 30% threshold in shareholding. This would require them to make a general offer
to shareholders. This was supported by Allport Ltd, a 27% stake shareholder of Shanghai Turbo
since its Initial Public Offering in 2006 as “they too find it troubling that two new shareholders,
whom they believe have recently acquired the new shares are joining forces to call for the
removal of the current directors and the fact that this is the second attempt in doing so”.“°

The Court’s decision

After the discharge of the injunction against the Requisitioning Shareholders, Shanghai Turbo
was still left with legal disputes against Liu. The company initiated proceedings on the terms
of the service agreement, which was written with a “floating” choice of law and jurisdiction
sub-clauses. This resulted in the resolution by the Court that there was no basis to exercise
jurisdiction over Liu, thereby setting aside the Mareva and Voting Injunctions.*!
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However, on 27 September 2018, the Court of Appeal ruled in favour of Shanghai Turbo with
regards to the setting aside of the Mareva and Voting Injunctions in respect of Liu.

Uncertain future

The disruption in operations following the removal of Liu and actions of the Requisitioning
Shareholders were highly detrimental to Shanghai Turbo and its shareholders. This was just
the latest case of foreign-incorporated companies, particularly S-chip companies, having legal
or corporate governance problems and often ultimately, delisting from SGX.%> Could this be a
call to action for SGX to tighten listing rules or implement additional preventive measures to
enhance investor protection?

Future of Shanghai Turbo’s board

Despite the Court of Appeal ruling in favour of Shanghai Turbo, three non-executive
independent directors resigned from Shanghai Turbo on 1 October 2018. This was followed
by the appointment of four new non-executive independent directors — Wee Liang Hiam, Leng
Yew Chee Philip, Ong Sing Huat and Seet Chong Tong. The introduction of the new directors
to Shanghai Turbo’s board was intended “to produce a fresh perspective in light of the ongoing
issue with Zhang Ping and Liu Ming”. 4%

Not long after, announcements regarding the removal of these four new directors were made
on 30 April 2019, #4454647 The four directors all failed to be re-elected by the same margin of
votes, with a combined 52.6% of shareholders voting against them during the AGM on 30 April
2019.%% Despite being rejected as proposed directors at the EGM in February 2019, Koh Wee
Kiang and Loh Kai Keong were appointed as independent directors during the AGM, with the
former becoming the new Remuneration Committee Chairman, and the latter heading the Audit
Committee.**%0 The other two independent directors appointed at the AGM were Lee Kiang
Piaw, and Kuang Wooi Teik.5"%

The turbulence continues

On 12 April 2019, the independent auditor of Shanghai Turbo issued a disclaimer of opinion
with respect to the company’s consolidated financial statements for FY2018. Reasons for the
disclaimer include the inability to verify the appropriateness of the company’s going concern
assumptions used for the preparation of the financial statements, together with issues of
insufficient appropriate audit evidence.®® At the 30 April 2019 AGM, shareholders refused to
accept Shanghai Turbo’s latest audited financial statements.**

Shareholders representing 55.66% also blocked the resolution to allot and issue new shares in
the company.® With these turbulent meetings, lawsuits and board changes, what would it take
for Shanghai Turbo to get back on track again?
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Discussion questions

1.

Despite the removal of Liu Ming from the board, he continued to have significant influence
in the management of CZ3D. Discuss why this is so and the challenges this poses to board
oversight and corporate governance generally.

Shareholders of foreign incorporated companies often have trouble taking action against
directors and officers of such companies. Based on Shanghai Turbo’s situation, how could
minority shareholders be better protected?

Comment on the role and effectiveness of the Securities Investors Association (Singapore)
in protecting minority shareholder interests in Singapore. What more can be done to protect
the interests of minority shareholders?

What are the roles and duties of independent directors? In the case of Shanghai Turbo,
do you think they adequately discharged their duties? In your opinion, should the three
independent directors have resigned? Explain.

With reference to Rule 14.1(a) Singapore Code of Takeovers and Mergers, should the
Requisitioning Shareholders be considered to be acting in concert with Liu Ming? The
issue of concert parties often arises in a number of situations, such as change of control
and interested/related party transactions. For example, there have been many instances of
new shareholders acquiring just below the 30 percent threshold for a mandatory general
offer (MGO) and taking control, without triggering a MGO. How can the concept of concert
parties be better enforced?

Endnotes

1

SGX. (2018, May 7) Shanghai Turbo Enterprises Ltd. Retrieved from http://infopub.sgx.com/
Apps?A=Cow_Corporatelnformation_Content&B=CorplnfoByCompanyNamelnitial &F=2631

Shanghai Turbo Enterprises Ltd. (2018, February 23). 2017 Annual Report. Retrieved from
http://www.shanghaiturbo.com/wp-content/uploads/2018/03/Shanghai-Turbo-Annual
-Report-2017.pdf

Shanghai Turbo Enterprises Ltd. (2014, April 7). Annual Report 2013. Retrieved from http://
libapps2.nus.edu.sg/nus_hlc/annrep/ste2013.pdf

Shanghai Turbo Enterprises Ltd. (n.d.). Results at a Glance. Retrieved from http://www.
shanghaiturbo.com/financial-highlights/

RABCERM. (2017, July 20). TEEKEE T W ABR27/\B BN =4 L& 4P HE.
Retrieved from http://www.fzyshcn.com/jizhezhuizong/2017-07-20/33242.html

Ibid.

Shanghai Turbo Enterprises Ltd. (2017, April 17). Results of Annual General Meeting. Retrieved
from http://www.shanghaiturbo.com/wp-content/uploads/2017/04/ShanghaiTurbo_AGM
ResultsAnnouncement.pdf

149



20

21

22

23

24

25

SHANGHAI TURBO: STALLED ENGINE

Shanghai Turbo Enterprises Ltd. (2017, April 18). Transition and handover following Mr Liu
Ming’s cessation as Executive Director. Retrieved from http://repository.shareinvestor.com/
rpt_view.pl/id/4dc4327d1d7606bd24261b12edeb751ab738f8b36426f97133a9d

Ibid.

Shanghai Turbo Enterprises Ltd. (2017, April 17). Results of Annual General Meeting. Retrieved
from http://www.shanghaiturbo.com/wp-content/uploads/2017/04/ShanghaiTurbo_AGM
ResultsAnnouncement.pdf

Shanghai Turbo Enterprises Ltd. (n.d.). Board of Directors. Retrieved from http://www.
shanghaiturbo.com/board-of-directors/

Shanghai Turbo Enterprises Ltd. (2017, April 18). Transition and handover following Mr Liu
Ming’s cessation as Executive Director. Retrieved from http://www.shanghaiturbo.com/wp
-content/uploads/2017/04/STurbo18Apr2017annt.pdf

Change - Announcement of Appointment::Appointment of Chief Executive Officer of
Changzhou 3D Technological Complete Set Equipment Co., Ltd. (2017, May 11). Retrieved
from http://infopub.sgx.com/Apps?A=COW_CorpAnnouncement_Content&B=Announcement
Last12Months&F=ZCLIPTZVKD55QQHE&H=d8bd6c917544d4aed2b7dbcbefdab72abccd66
95353cc6441d0fa28b37519f39

Ibid.

Shanghai Turbo Enterprises Ltd. (2017, April 18). Transition and handover following Mr Liu
Ming’s cessation as Executive Director. Retrieved from http://www.shanghaiturbo.com/wp
-content/uploads/2017/04/STurbo18Apr2017annt.pdf

Shanghai Turbo Enterprises Ltd. (2017, June 6). Temporary stoppage of operations. Retrieved
from http://www.shanghaiturbo.com/wp-content/uploads/2017/06/STurbo_announcement6
June.pdf

Shanghai Turbo Enterprises Ltd. (2017, July 4). Developments relating to operations of the
factory. Retrieved from http://infopub.sgx.com/FileOpen/STurbo_4_July_2017.ashx?App
=Announcement&FileID=460159

Shanghai Turbo Enterprises Ltd. (2017, August 4). Further developments relating to factory
operations. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2017/08/
04.08.17-STurbo_announcement.pdf

Ibid.
Ibid.

Shanghai Turbo Enterprises Ltd. (2017, September 20). Report of physical assault by former
personnel at factory premises. Retrieved from http://www.shanghaiturbo.com/wp-content/
uploads/2017/09/Shanghai_Annt-20Sep2017.pdf

Ibid.
Ibid.

Shanghai Turbo Enterprises Ltd. (2017, September 21). Shanghai Turbo regains control of
factory premises. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2017/09/
STurbo_announcement-21.09.2017.pdf

Lee, M. X. (2017, September 21). Shanghai Turbo regains control of factory premises after
5-month impasse. The Business Times. Retrieved from https://www.businesstimes.com.sg/
companies-markets/shanghai-turbo-regains-control-of-factory-premises-after-5-month
-impasse

150



26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

A

42

Crowe Horwath First Trust LLP. (2017, December 31) Independent Auditor’s Report to the
Members of Shanghai Turbo Enterprises Ltd. Retrieved from http://www.shanghaiturbo.com/
wp-content/uploads/2018/02/Shanghai-Turbo-Enterprises-Ltd-31-Dec-2017.pdf

Ibid.

Shanghai Turbo Enterprises Ltd. (2017, June 27). Shanghai Turbo commences legal
proceedings. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2017/07/
STurbo_27_June_announcement.pdf

Prakash, J. (2019, February 13). Civil Appeal No 87 of 2018 between Shanghai Turbo and Liu
Ming. Retrieved from https://www.supremecourt.gov.sg/docs/default-source/module-document/
judgement/ca-87-2018-j-shanghai-turbo---v-2-pdf.pdf

Shanghai Turbo Enterprises Ltd. (2018, January 5). Shanghai Turbo seeking legal advice on
requisition letter. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/
01/5.1.2018-STurbo_announcement.pdf

Shanghai Turbo Enterprises Ltd. (2017, October 25). Shanghai Turbo seeking legal advice on
requisition letter. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2017/10/
Shanghai Turbo.rbo_announcement-25.10.2017.pdf

Shanghai Turbo Enterprises Ltd. (2017, November 10). Requisition letter allegedly from former
Executive Director and CEO confirmed invalid. Retrieved from http://www.shanghaiturbo.com/
wp-content/uploads/2017/11/STurbo_announcement-10-Nov-2017.pdf

Shanghai Turbo Enterprises Ltd. (2018, January 5). Shanghai Turbo seeking legal advice on
requisition letter. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/
01/5.1.2018-STurbo_announcement.pdf

Hoo S.P. (2018, July 30). Shanghai Turbo v Liu Ming. Retrieved from https://www.supremecourt.
gov.sg/docs/default-source/module-document/judgement/shanghai-turbo-gd-30-july-2018---
final-for-release-pdf.pdf

Shanghai Turbo Enterprises Ltd. (2018, March 16). Further developments relating to legal
proceedings. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/03/
STurbo-Announcement-160318.pdf

Shanghai Turbo Enterprises Ltd. (2018, May 15). Updates on legal proceedings in Singapore.
Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/05/Updates
_on_legal_proceedings.pdf

Ibid.

Shanghai Turbo Enterprises Ltd. (2018, July 6). Extraordinary/ Special General Meeting.
Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/07/Shanghai-Turbo
-EGM.pdf

Chin, Y. C. (2018, July 19). Sias urges Shanghai Turbo shareholders to reject proposal to
remove board. Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/07/
SIAS-article.pdf

Ibid.

Hoo, S. P. (2018, July 30). Shanghai Turbo Enterprises Ltd v Liu Ming [2018] SGHC 172.
Singapore Law Watch. Retrieved from https://www.singaporelawwatch.sg/Portals/0/Docs/
Judgments/[2018]%20SGHC%20172.pdf

Mak, Y. T. (2018, May 15). More can be done despite surge in SGX regulatory action. The
Business Times. Retrieved from http://governanceforstakeholders.com/2018/05/15/more
-can-be-done-despite-surge-in-sgx-regulatory-action/

151



43

44

45

46

a7

48

49

50

51

52

53

54

55

SHANGHAI TURBO: STALLED ENGINE

Shanghai Turbo Enterprises Ltd. (2018, October 1). General Announcement::Appointment &
Resignation of Non-executive Independent Directors and Changes to the Board Committees.
Retrieved from http://www.shanghaiturbo.com/wp-content/uploads/2018/10/Appointment
-resignation-of-non-exec-independent-directors-changes-to-the-board-committees. pdf

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of cessation.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementlLast1stYear&F=8LIGOFMTMMAIN7BK&H
=d36ea974ca2be12aab3278d84d05677efccfff143¢c7649c6e1b459e555adar9

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of cessation.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementlLast1stYear&F=R6QLXKPOF5VTZ8GT
&H=8ea198dbadc6d5837fdf4cd5d56672180057728808e5a66074b11bc9180a5a46

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of cessation.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementlLast1stYear&F=Q7FEWKTJEKPDG2SG
&H=436656e9931513edeedccc383620e81decOfead81fed07af219774b8154257a0

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of cessation.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementlLast1stYear&F=04YSJVOKIEL2ZJ7F&H=fdc
23e8d918002a796bee1408f0bc2be78e23d5d75d5e86027051ecbded88a33

Leow, A. (2019, April 30). Shanghai Turbo shareholders reject financial statements. The
Business Times. Retrieved from https://www.businesstimes.com.sg/companies-markets/
shanghai-turbo-shareholders-reject-financial-statements

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of appointment.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementLast1stYear&F=RGV1KD20OLPBIA1L
Q&H=3d7136bebec2265691d5f558769a78eab4c09cfefee31calf32989bfb43cd64b

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of appointment.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementLast1stYear&F=RGV1KD20LPBA1LQ&H
=3d7136bebec2265691d5f558769a78eab4c09cfefee31ca0f32989bfb43cdb4b

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of appointment.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementlLast1stYear&F=MEOVJ1AOCSRJUN4
C&H=2f10bc4e9e75bec95e773e53d84b744679430054c23f1fefodead8aacal5c92d

Shanghai Turbo Enterprises Ltd. (2019, April 30). Change — Announcement of appointment.
Retrieved from http://infopub.sgx.com/SitePages/CorpAnnouncementDetails.aspx?A=COW
_CorpAnnouncement_Content&B=AnnouncementLast1stYear&F=1WE3PGHRTNDWBSJC&H
=0f4deaf836106d4c21bbf6654 15af99bdb55f954315abd5f6ae01c985f3ccf7b

Shanghai Turbo Enterprises Ltd. (2018, April 12). Auditors’ opinion on the financial statements
for the financial year ended 31 December 2018 pursuant to rule 704(5) of the listing manual.
Retrieved from http://infopub.sgx.com/FileOpen/AUDITOR%20%200PINION%20FY2018.
ashx?App=Announcement&FilelD=551908

Leow, A. (2019, April 30). Shanghai Turbo shareholders reject financial statements. The
Business Times. Retrieved from https://www.businesstimes.com.sg/companies-markets/
shanghai-turbo-shareholders-reject-financial-statements

Ibid.

152



SINGHEALTH: POOR DATA
HEALTH

Case overview

In June 2018, a series of security inadequacies and blunders led to the theft of data belonging
to 1.5 million individuals, following a cyberattack on SingHealth. Singapore’s Prime Minister Lee
Hsien Loong had his medical data targeted “specifically and repeatedly”. News of what was the
largest cyberattack Singapore had faced to date sent shockwaves throughout Singapore and
beyond, and raised issues about the ability of public institutions to protect and safeguard data.
Following the incident, a Committee of Inquiry (COI) was set up in late July 2018 to investigate
how the cyberattack occurred, its root causes and impact. The investigation had uncovered
many lapses and software vulnerabilities that led to the cyberattack. The objective of this case
is to facilitate a discussion of issues such as cybersecurity breach; risk management; crisis
management; as well as to understand and apply the risk management process employed
prior to their breach.

The key players

SingHealth’s technology partner and software provider played key roles in the cyberattack.

SingHealth’s technology partner: IHiS

Integrated Health Information System (IHiS). founded in 2008, serves as the information
technology (IT) arm for Singapore’s Ministry of Health (MOH)." Apart from being responsible
for the upkeep of enterprise security measures in SingHealth,? IHiS has also implemented
systems such as integrated queue and payment, medication automation and management,
data analytics, medical device integration, video consultation, and TeleRehab in SingHealth.®

SingHealth’s software provider: Allscripts Healthcare Solutions

Allscripts Healthcare Solutions (Allscripts), the vendor for the software which was hacked,
had been SingHealth’s software partner since 1999. The software, named “Sunrise Clinical
Manager” (SCM), was the storage unit for all of SingHealth patients’ Electronic Medical Records
(EMR).#

This is the abridged version of a case prepared by Daryl Lee, Ganesh Muthupalani, Rachel Koh, Long Yingjie and Tyo Germaine
under the supervision of Professor Mak Yuen Teen. The case was developed from published sources solely for class discussion
and is not intended to servce as illustrations of effective or ineffective management or governance. The interpretations and
perspectives in this case are not necessarily those of the organisations named in the case or any of their directors or employees.
This abridged version was edited by Elizabeth Ong under the supervision of Professor Mak Yuen Teen.

Copyright © 2019 Mak Yuen Teen and CPA Australia.
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The calm before the storm

Zhao Hainan: Tempest in the teapot?

In 2014, weaknesses in SingHealth’s EMR system were discovered by Zhao Hainan, an
Allscripts employee. He was the first to discover that the loopholes in the system would allow
unrestricted access to critical data stored in the system.®

Zhao disclosed the loophole to Allscripts’ rival, Epic Systems.® According to Zhao, the loophole
he discovered “could lead to a serious medical data leak, or even a national security threat”.”

Allscripts intercepted the email and forwarded it to IHIS” Chief Executive Officer (CEO) Dr Chong
Yoke Sin. The email stated that an employee had discovered an alleged security loophole in
the EMR system. Allscripts Asia Pacific CEO David Chambers warned Dr Chong that the
matter was “very serious” and must be taken as “genuine” as Zhao had worked in Allscripts’
development laboratory.2 Zhao was eventually dismissed by Allscripts.®

Lack of urgency

Dr Chong forwarded the email to Clarence Kua, Deputy Director of SingHealth’s Chief
Information Office, to investigate further. However, instead of looking into the alleged security
flaw, Kua placed greater priority on verifying Zhao's private email address.™®

Dr Chong also forwarded Allscripts’ email to Foong Lai Chooi, IHiS Director of Programme
Delivery for Clinical Care. Foong was in charge of operating and managing the EMR system.
She was under the impression that the loophole “was not a big deal”, as the alleged flaw would
be “irrelevant” following recent upgrades to the system architecture. As such, she did not take
further action to investigate the issue.'" In the COI hearing, Foong testified: “I believe there was
some communication between Mr Chambers from Allscripts and (Dr Chong Yoke Sin) but | was
not included in the communications. | do not know what action, if any, was taken by Allscripts
in relation to this matter.”'?

The case was closed after IHIS made a police report.®
Solicitor-General Kwek Mean Luck, a member of the four-member COI, commented during the

COlI hearings that the failure to address the alleged loophole in the security of the system could
have been a contributing factor to the SingHealth attack.™
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The eye of the storm

From as early as August 2017, SingHealth’s cyber attacker had gained entry into the Group’s
network. This was done by planting a malware in a front end workstation. There, it stayed
dormant for four months. The cyber attacker only started distributing malware to other
workstations in December 2017, gradually moving horizontally in the network with the eventual
objective of penetrating into the Group’s EMR system. The hacker was careful and deliberate
in erasing traces of his activities. Finally, in May 2018, the cyber attacker took advantage of an
inactive administrator account to log into a server. After gaining a foothold in the system, the
cyber attacker found a link to another system containing the EMR database.™

Counterstrike

On 4 July 2018, Chai Sze Chun, a database administrator for IHiS, noticed that the database
activity did not make sense to him. It was a direct data query using Prime Minister Lee Hsien
Loong’s identity card number. Other queries raised were related to demographic data of patients
and the medication that was dispensed. After a few instances, the queries stopped. Upon
further probing, Chai Sze Chun identified the logins from a workstation and tried to find the
user-ID of the person logging in. Despite his best efforts, his attempts were futile. The user-ID
was untraceable. When Chai communicated his difficulties to Katherine Tan, another database
administrator, he found that she had encountered similar query requests.'®

However, as they were uncertain about the user who was running the queries, they decided to
terminate the process of the queries and observe if any user would contact IHIS. However, no
calls were received."”

Sensing that something was amiss, Chai tried to recall the procedure for reporting an IT security
incident back from the time when he was still a trainee, to no avail. In the COI hearing, it was
brought to light that other IHIS employees were also unaware of any formal security reporting
framework at the organisation.™®

Without knowing how to report the suspicious incident, Chai informed his supervisor, Steven
Kuah, of his findings in July 2018."° Subsequently, the attack was made known to the Cyber
Security Agency of Singapore (CSA), SingHealth, MOH on 10 July 2018. 2°

One up for the attackers

By the time the system was closed, patients’ confidential data had already been stolen
between 27 June 2018 and 4 July 2018.%" Subsequently the public was informed that this
“deliberate, targeted and well-planned cyberattack” accessed 1.5 million SingHealth patients’
data, including their names, NRIC number, address, gender, race and date of birth. Of these,
160,000 patients had their medical records stolen. It was later revealed that patients who visited
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SingHealth’s specialist outpatient cli