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AN ANALYSIS OF THE TAIWAN NAVY MINEHUNTER
PROCUREMENT FRAUD CASE

ABSTRACT

This thesis analyzes the alleged fraud and non-fraud incidents related to the
Taiwan Navy (ROCN) minehunter procurement fraud case through the lens
of auditability theory. In 2014, the Ching-Fu Shipbuilding Company was awarded a
US $1.85 billion contract from the Taiwan Navy to build six minehunters; but,
due to Ching-Fu’s loan syndication scandal and contract breach, the Taiwan
Navy terminated the contract. This procurement failure hindered Taiwan’s
indigenous defense shipbuilding goal and damaged the national interest. In this thesis,
a three-part matrix was created to describe the alleged incidents of Taiwan Ministry of
National Defense (MND), First Bank, and Ching-Fu’s fraudulent loan activities. The
alleged incidents detailed in the investigation report and publicly available
resources are aligned with contract management processes, internal control
components, and procurement fraud schemes to identify the vulnerable areas. The
research findings indicate that the source selection and contract administration phases
were the most vulnerable areas. In addition, the control activities component was
found to be the most vulnerable internal control component. Furthermore, the four
procurement fraud schemes found in this case included a fraudulent financial capital
increase, a shell company creation, fraudulent representation, and money laundering.
Based on these findings, recommendations are provided to improve the Taiwan

military procurement process going forward.
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I. INTRODUCTION

A. BACKGROUND

The Republic of China (Taiwan) has procured defensive weapons from the United
States for many years (Kan, 2014) to build domestic defense industry capabilities and to
reach national defense self-sufficiency. Following domestic shipbuilding policy, the
Taiwan Ministry of National Defense (MND) sought to build six minehunters, which are
the naval vessels that detect, identify, and destroy individual naval mines (Global Security,
2019). In 2014, Ching-Fu Shipbuilding Company was awarded the US$1.185 billion
contract from the Taiwan Navy to build six minehunters as part of Taiwan’s indigenous
shipbuilding and upgrade program (Minnick, 2016). Due to Ching-Fu’s loan syndication
scandal and contract breach, however, the Taiwan Navy eventually terminated the contract
with Ching-Fu on December 13, 2017. This procurement failure has not only hindered the
ambition of Taiwan’s indigenous defense shipbuilding goal but also damages the national
interest (Taipei AFP, 2018). The Taiwan Executive Yuan, which is the executive branch
of the Taiwan government, established a task force to investigate the Taiwan Navy
minehunter procurement process, credit check problems from the loan syndication banks,
fraudulent loan applications, and illegal money transfers by Ching-Fu (Huang & Peng,
2017). The investigation report identifies 25 alleged fraud and non-fraud incidents relating
to the MND in the procurement process and the fraudulent loan applications to multiple
banks (Taiwan Executive Yuan, 2017).This research study reviews the Taiwan Navy
minehunter procurement case by using auditability theory, as a model allowing Taiwan to
identify problems in the areas of contract management, personnel competency, and internal

controls.

B. PURPOSE OF RESEARCH

The purpose of this research is to analyze the Taiwan Navy minehunter
procurement case by using auditability theory, to align the alleged incidents listed in the
investigation report of the Executive Yuan on the Taiwan Navy minehunter procurement

case to the contract management framework, internal control components, and fraud

1



schemes. The findings of this research provide recommendations for improving the
contract workforce, processes, and internal control capabilities in Taiwan procurement

operations.

C. RESEARCH QUESTIONS
This research addresses the following research questions:

1. In which contracting processes did the alleged fraud and non-fraud

incidents occur in the Taiwan Navy minehunter procurement case?

2. What internal controls were deficient that allowed the alleged fraud and
non-fraud incidents to occur in the Taiwan Navy minehunter procurement

case?

3. What were the alleged procurement fraud schemes that happened in the

Taiwan Navy minehunter procurement case?

D. METHODOLOGY

This research study analyzes the Taiwan Navy minehunter procurement case by
using the auditability theory, contract management process, internal control frameworks,
and procurement fraud schemes. First, this research examines alleged fraud and non-fraud
incidents to identify in which contract management phase the alleged incidents appeared.
Second, the analysis examines which internal control component(s) had vulnerabilities
enabling the alleged incidents to occur. Finally, this research classifies the alleged incidents
according to the related procurement fraud schemes. This methodology creates a matrix
from a database based on the investigation report of the Executive Yuan on the Taiwan
Navy minehunter procurement case, news released by government institutes and the media,
court documents, and publicly available criminal indictments related to the minehunter

procurement case.

E. IMPORTANCE OF THIS RESEARCH

The Taiwan Navy minehunter procurement case is an important procurement case

relevant to developing indigenous defense industry capabilities and enhancing national
2



defense self-sufficiency. As the research highlights, the failure of this case hurts public
confidence in the Taiwan Navy’s administration capability in indigenous shipbuilding.
Because this analysis is based on a real contract fraud case, it provides findings that reveal
the issues related to current contracting personnel, contract processes, and internal controls
in the Taiwan Navy. Thus, this research study is meaningful for Taiwan MND to recognize
the vulnerabilities and seek solutions based on auditability theory and suggests
improvement methods for Taiwan Navy leadership to adopt not only to help prevent fraud,

but also to enhance the future procurement operation capability.

F. LIMITATIONS OF RESEARCH

There are a few limitations in this research study. One of the limitations is the lack
of publicly available documents related to this particular procurement case for analysis.
The investigation report of the Executive Yuan on the Taiwan Navy minehunter
procurement case was the primary document available publicly. One other limitation has
to do with the subjectivity of the alignment of each alleged fraud and non-fraud incident to
a contract management phase and to an internal control component. The allegations of
fraud criminal indictments and court documents related to the Taiwan Navy minehunter
procurement case were found on the Taiwan Ministry of Justice website, as of April 30,
2019. Both administrative and criminal investigations are now finished. Although this case
is a significant procurement case with a high contract price, according to the criminal
investigation results, the alleged incidents of the MND and the syndication loan
management bank (First Bank) are not under the criminal domain. As of the date of this
report, only five members of Ching-Fu Company have been indicted, and the trials are

currently ongoing (Hsieh & Chin, 2019).

Another limitation is that the Taiwan Navy minehunter procurement processes,
which are summarized from the Investigation Report of the Executive Yuan on the case,
and the court documents, are different from the U.S. procurement processes and
regulations. This research focuses on the analysis of the alleged incidents documented in
the Executive Yuan’s investigation report, rather than on the Taiwan procurement

processes and regulations per se.



G. ORGANIZATION OF THE REPORT

This report includes six chapters, starting with this introduction chapter. Chapter 11
is the literature review, which provides a foundational knowledge to analyze the Taiwan
Navy minehunter procurement case. The relevant literature review topics are auditability
theory, the contract management process, internal controls, and the fraud schemes. Chapter
IIT provides the history of the Taiwan Navy performing the minehunter procurement
operations and the process by which Ching-Fu Company increased its financial capital and
received syndicated loans received. Chapter IV reviews the methodology for this research
study. Chapter V provides the findings of this research, analysis, and the implications of
the findings and recommendations based on the results. Chapter VI presents a research

summary, conclusions, and areas for further research.

H. SUMMARY

This chapter provided a brief introduction to the Taiwan Navy minehunter
procurement case. It covered the purpose of analyzing the minehunter procurement case to
provide recommendations that might improve the auditability of the Taiwan Navy’s
procurement contracting processes. Next, the research questions that are the focus of this
study were outlined. The methodology, importance, and limitations of the research were
also addressed. The last part of this chapter discussed the organization of the report. The
next chapter is the literature review, which covers the background for the Taiwan Navy
minehunter procurement case, including the alleged incidents that occurred and caused the
termination of the contract and the loss of money from bank loan syndication. Chapter II
also offers an overview of auditability theory, contract management processes, internal

control components, and fraud schemes.



II. LITERATURE REVIEW

A. INTRODUCTION

This chapter first reviews auditability theory that includes the competency of
personnel, capable contract processes, and internal controls. Next, the chapter expands on
the six phases of the contract management framework. A discussion about the internal
control integrated framework, originally introduced by Committee of Sponsoring
Organizations of the Treadway Commission (COSO) and then adopted by the U.S. Federal
Government, including the five components of an internal control system, is provided. The

last section covers procurement fraud schemes and the most common contract frauds.

B. AUDITABILITY THEORY

Nowadays, both public and private organizations are getting more attention for their
efforts to strengthen their procedures and performance. Organizations focus in particular
on auditability to deal with this situation in business operations. Auditability is more
focused on “making things auditable” than on the actual performance of an audit or
examination (Power, 1996, p. 289). To make things auditable, entities need to create a
systematic management control method to support their efforts on the procedures and
performance of the organization. The process to achieve auditability is about organizations
creating auditable records and having proper documentation (Power, 2007). Rendon and
Rendon (2015) state that for an organization to be auditable, it needs to have competent
personnel, capable processes, and efficient internal controls. The relationship between

these components is depicted in Figure 1.



Auditability Triangle

Institutionalized
Measured
Improved

Educated
Trained
Experienced

Internal Controls

Enforced
Monitored
Reported

Figure 1.  Auditability Triangle. Source: Rendon and Rendon (2015).

Different entities can apply the auditability theory to their organizations. Regarding
an organization’s contract administration control structure, Rendon and Rendon (2016) state
that an organization can utilize the auditability theory. As organizations increase outsourcing
to obtain the required supplies and services, they also need proficient processes, higher quality
personnel, and effective internal controls. There is more and more research that supports the
impact of entities’ incorporation of a governance structure and how the structure influences

contract success.

1. Competent Personnel

Competent personnel is one of the three components of the auditability triangle.
Rendon and Rendon (2015) define competent personnel as those people that have the
education, training, and experience requirements for different operational fields. Among those
personnel, according to Rendon and Rendon (2015), contracting officials play an essential
role in the procurement process. They are the first line of defense to identify and report
fraudulent activities. To effectively prevent procurement fraud, contract personnel must
understand contract procedures and internal controls. Based on the experience of the U.S.
Department of Defense (DoD) contract actions, Rendon and Rendon (2015) report that

personnel capabilities have a significant impact on the execution of procurement contracts.



Both the Government Accountability Office (GAO) and the DoD Inspector General
(DoDIG) have reported problems in procurement. GAO has identified some issues in DoD
contract management, particularly insufficient well-trained contract personnel and the
inappropriate methods of contract management (GAO, 2013). Further, the DoDIG has
identified many issues in the contract management process and weaknesses in contract
management internal controls within the Department’s procurement process (DoDIG, 2009;
DoDIG, 2014). Insufficient well-trained personnel, less capable processes, and ineffective
internal controls have led the DoD to be vulnerable to procurement fraud (Rendon & Rendon,

2015).

2. Capable Processes

Capable processes is the second component of the auditability triangle. Rendon and
Rendon (2016) note that the capable process component includes the contract management
processes and contract actions conducted by the contract personnel. Competent personnel
need appropriate regulations and processes to follow to achieve the organization’s
procurement goals. The Federal Acquisition Regulations (FAR) 2.101 states, “Acquisition
planning means the process by which the efforts of all personnel responsible for an acquisition
are coordinated and integrated through a comprehensive plan for fulfilling the agency need in

a timely manner and at a reasonable cost” (Definition of Words and Terms, 2016).

The process of DoD contract management and activities performed by the contracting
workforce are within the auditability process component. Contracting process has three
phases, such as contract life cycle, pre-award, award, and post-award (Rendon & Snider,
2008). The capability of the contract management process is evaluated by the quality of
systematic processes, integration ability with other organization processes, and constant

improvement (Rendon, 2008).

3. Effective Internal Controls

An effective internal control system is the third component of the auditability triangle.
Rendon and Rendon (2016) state that internal controls are established using the internal
control components set up by the Internal Control Integrated Framework of the Committee of

Sponsoring Organizations of the Treadway Commission (COSO, 2013). The U.S. federal
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government has implemented the COSO internal control components (GAO, 2014).
Implementing appropriate internal controls is a crucial factor to support the organization’s
mission and program objectives. Adequate internal controls also facilitate management’s
ability to respond to the constantly changing environments, requirements, and priorities.
Organizations improve business processes and implement new technology developments
according to corresponding plan changes. Management must continually assess the outcome
of internal controls to ensure that these activities remain active and continuously updated
(GAO, 1999; GAO, 2014). The following section discusses the contract management

framework.

C. CONTRACT MANAGEMENT FRAMEWORK

The Contract Management Body of Knowledge describes contract management as the
actions performed by a contract manager in the contract life cycle, which is comprised of three
phases: pre-award, award, and post-award (NCMA, 2017). The contract life cycle phase
begins with procurement planning followed by solicitation planning, solicitation, source
selection, contract administration, and contract closeout. Figure 2 outlines the six phases of
the contract management process (Garrett, 2007). Rendon and Snider (2008) state that
government organizations can use these phases to acquire services and goods, acting fairly
and with transparency. In addition, these processes also help government organizations plan
and execute procurement strategically, as well as maintain the prescribed budget and meet the

user’s requirement while ensuring the contractors are acting in compliance with contract terms

(Rendon & Snider, 2008).
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Figure 2. Contract Management Process. Source: Garrett (2007).

1. Procurement Planning

Procurement planning involves determining the requirements of a contract for
external goods and services (Garrett, 2007). It includes “deciding whether to purchase, how
to purchase, what to buy, how much to purchase, and when to purchase” (p. 81). Garrett
states organizations use tools and techniques that include outsourcing analysis, expert
judgment, contract type selection, risk management process, and contract terms and
conditions to make decisions to create a procurement plan (Garrett, 2007). Procurement
planning is comprised of scope statement, product description, procurement resource,
market conditions, other planning output, constraints, and assumptions. After procurement
planning, the results will be incorporated into different plans such as the procurement

management plan and the statement of work (Garrett, 2007).

2. Solicitation Planning

Solicitation planning is the step in which procurement personnel apply the
procurement management plan or statements of work. The standard forms and expert
judgment are utilized to build procurement documents, evaluation criteria, and updated
statements of work. The output of solicitation planning are the procurement documents
such as the request for proposals (RFP), request for quotations (RFQ), request for tenders
(RFT), invitation to bid (ITB), invitation for bids (IFB), and an invitation for negotiation
(IFN) (Garrett, 2007).



3. Solicitation

Solicitation involves seeking proposals from the industry to meet its requirements.
The government can solicit in several ways depending on the tendering procedures

(NCMA, 2017).

The RFP is for the solicitation under negotiated procedures. By contrast, the IFB is
for sealed-bid procedures. Solicitations consist of a draft contract and provisions for
offerors to prepare and submit offers (NCMA, 2017). Based on the estimated amount of
the solicitation, it can be advertised verbally, physically, or electronically on websites.
While many solicitations are posted, it is important that government buyers publish good
quality solicitation documents to make sure the procurement process will be accomplished.
Garrett (2007) points out, “Better solicitations from the buyer generally result in having
better bids, quotes, proposals, or tenders submitted by the seller in a timely manner. Poorly
communicated solicitations often result in delays, confusion, fewer bids or proposals, and

lower-quality responses” (p. 24).

Solicitation documents such as open tendering or tendering information can be
posted on the Internet electronically. Promoting procurement opportunities electronically
on relevant government websites is beneficial for the government as well as potential
contractors. The potential supplier gains more access to government opportunities when
they are posted electronically. This method of advertisement also increases open
competition, which can result in lower contract prices and better quality responses from
vendors. In the limited competition process, only one or limited suppliers are exempted
from open competition. Further, to improve the responses of potential offerors, some
government organizations may release a draft solicitation document in public for potential
offerors to preview and convene a pre-proposal conference to clarify the solicitation
process before releasing the final solicitation document. The pre-proposal conferences
focus on explaining the complex requirements of procurement objectives to prospective
offerors, seeking new sources for some limited competition cases, answering any questions
or issues of the supplier, or publishing some changes in the conference before the final

solicitation documents are released (Rendon & Snider, 2008).
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4. Source Selection

Source selection is the process of analyzing the submitted offers based on the
solicitation criteria and procurement method to decide on the source with the highest added
value and mitigate the buyer’s risk by selecting the offeror who is most likely to perform
the contract satisfactorily (NCMA, 2017). The concept of the Federal Acquisition System
is to provide customers with the most valuable products or services as scheduled, to make
sure the public trust is maintained, and to ensure that the policy objectives are achieved
(Statement of Guiding Principles for the Federal Acquisition System, 2017). There are
several contract award methods available for an organization to obtain the best value such
as lowest price technically acceptable (LPTA), the highest technically rated offeror
(HTRO), or most economically advantageous offer (tradeoff). FAR 15.101-1 further states
that when an organization’s best value is to obtain the technically acceptable proposal with
the lowest price, LPTA is the award method used (Tradeoff Process, 2017). The tradeoff
process is the award method used for an organization to seek the best interest between the

lowest priced offeror and the highest technically rated offeror.

The source selection is performed by the source selection organization, which is
made up of the Source Selection Authority (SSA), Source Selection Evaluation Board
(SSEB), Source Selection Advisory Council (SSAC), and other advisors (Under Secretary
of Defense (AT&L), 2011). The SSA is the person who makes the best value decision or
makes the decision on who gets the contract. The SSA also ensures that the entire selection
process adheres to all evaluation regulations. The SSEB consists of a chairperson and
several technical evaluators who are responsible for reviewing and evaluating proposals
based on the different categories of evaluation criteria outlined in the RFP. The SSAC’s
function is to do a competitive analysis based on evaluation results from the SSEB and

provide advice to the SSA (NCMA, 2017).

5. Contract Administration

Contract administration is the process by which the organization oversees and
makes sure that both buyers and sellers act under contract requirements. Contract

administration can be adjusted based on the complexity of the contract and the organization
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scale. The contract manager should understand the contract terms and conditions to
facilitate the communication between the buyer and seller. The seven essential tasks for
post-award contract administration include stakeholder communication, contract kick-off
meeting, status review meeting, status report, monitoring of contract performance, contract

document, feedback, and issue resolution (NCMA, 2017).

Similarly, Garrett (2007) argues that the critical contract administration actions are
monitoring of compliance with terms and conditions, applying useful communication and
control, managing contract changes, invoicing and payment, and settling claims and
disputes. The principle objectives for contract administration are the same for the buyer

and the seller (Garrett, 2007).

6. Contract Closeout and Termination

Contract closeout is the last phase of the contract management process. A contract
is considered closed out when all contract performance has been accomplished and final
payment has been paid and reconciled (NCMA, 2017). The contract closeout procedure
depends on the magnitude and complexity of the contract. Normally it will be a direct
process for a simple and low dollar value contract, but for a large and complicated contract,
the process to close out the contract properly is much more complex; so the contracting
officer needs to make sure that all required steps in this process are completed. Contract
closeout starts when the contract administration office receives substantial verification for

the performance completion of a contract (Garrett, 2009).

Contract termination is an action taken by federal government contracting officers
to end all or part of the work. It can be a “termination for convenience,” or a “termination
for default.” In a termination for convenience in federal government contracting, the
government always has the unilateral right to terminate a contract for convenience, when
the contractor no longer serves the best interests of the government. Termination for default
is when the contractor has defaulted on the requirement of the contract or when the
contractor is not meeting cost, schedule, and performance requirements. When the

contractor is not performing in accordance with the contract, the government can terminate
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the contractor for default (NCMA, 2017). The following section discusses the internal

control integrated framework.

D. INTERNAL CONTROL INTEGRATED FRAMEWORK

The Committee of Sponsoring Organizations released the guidance for internal
control and outlines the purpose not only for the management level, but for all levels of an
organization. COSO states that an internal control system is a process that is created and
implemented by the board of directors, management level, and other personnel to ensure
that the related operations, reporting, and compliance are capable to achieve the
organization’s objectives (Committee of Sponsoring Organizations of the Treadway
Commission [COSO], 2013). To respond to the changing environment, the government
incorporated COSO’s framework as a standard and published the GAO Green Book
“Standards for Internal Control in the Federal Government” (GAO 2014).

The five components of an internal control system include the control environment,
risk assessment, control activities, information and communication, and monitoring
activities. The five components are depicted in Figure 3. These components will be further

detailed in the next section.

Informat{on & Communication

m toring Actilfties

Figure 3. Relationship of Objectives and Components.
Source: COSO (2013).
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1. Control Environment

The control environment is the first component of the COSO internal control
framework. (COSO, 2013) The executive level sets the culture and tone that value internal
controls. The control environment has many aspects including ethics, values, and capability
of the personnel of the organization. In addition, the control environment addresses the

leadership philosophy and style of the management of the organization.

2. Risk Assessment

The risk assessment is the second component of the COSO internal control framework
(COSO, 2013). Organizations must understand the risks they are facing and try to deal with
the identified risks. Each organization will face multiple risks both internally and externally,
so management should decide the risk level they are willing to take and conduct risk
management to keep the risks under a certain level of control (COSO, 2013). The GAO report
summarized a proper response to risk as acceptance, avoidance, reduction, and sharing (GAO
2014). Rendon and Rendon (2015) state “weak internal controls, poor leadership, poor
accountability, and lack of transparency nurture the opportunity for fraud in an organization”
(p. 717). To enhance the organization’s operational capability, an organization should conduct
a risk assessment throughout the organization and establish the mechanism to identify and

analyze any related risks (COSO, 2013).

3. Control Activities

Control activities is the third component of the COSO internal control framework
(COSO, 2013). Organizations must create and implement principles and procedures to make
sure that their objectives are met, and actions must be taken to identify and address risks. For
any identified risks, the control activities are mandatory regulations that require the employees
to perform and implement specified policies and procedures. GAO (2014) observes that when
a higher level is performing control activities on operational processes consistently, the

effective control activities will support organizations to prevent or detect fraud events.

Moreover, Gramling, Hermanson, Hermanson, and Ye (2010) state separation of

duties is one of the basic elements of useful internal controls. A work process is divided into

14



different stages and assigned to several people. Therefore, no one can use the situation to seek

personal benefit or to conduct the improper behaviors.

4. Information and Communication

The information and communication system is the fourth component of the COSO
internal control framework (COSO, 2013). The information and communication system
includes the control activities that help employees in an entity communicate as needed in the
organization (COSO, 2013). Organizations need to use effective communications properly to
disseminate the pertinent information to the appropriate receivers on time, so they can
successfully perform their duties and responsibilities. Information and communication also

includes the entities’ accounting systems (GAO, 2001).

5. Monitoring Activities

The monitoring activities is the fifth component of the COSO internal control
framework (COSO, 2013). Monitoring includes activities that track the continuous change of
procedure to ensure the internal controls are working properly. Continuous monitoring
procedures should be integrated into an organization’s daily operations to see if the internal
control system is effective (COSO, 2013). GAO (2001) encourages an organization to meet
with employees to show the outcome of internal controls. An independent evaluation would
be advantageous to avoid bias or conspiracy. Independent assessments should be made when

the company has an organizational change of top management and inspections.

6. COSO Principles

COSO expects a broad range of industries and legal entities to apply internal controls.
Effective internal controls require five major components, as well as the 17 corresponding
principles. Those principles should be considered and implemented at the same time. In
addition, the risk management of anti-fraud will be strengthened (COSO, 2013). Figure 4
shows the five components, along with the 17 principles (COSO, 2013, p. 3).
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Figure 4. COSO’s 17 Fundamental Principles.

Adapted from COSO (2013).

E. PROCUREMENT FRAUD SCHEMES

Black’s Law Dictionary (1979) defines fraud as a variety of means designed by human
beings with clever intelligence, using wrong advice or covering up the truth to gain an
advantage. Fraud includes all unfair ways to cheat, such as surprises, tricks, blackmail, or
fabrication. Wells (2001) recounts how Cressey interviewed over 200 imprisoned fraudsters,
and recognized that pressure, opportunity, and rationalization comprised the three major
characteristics for fraudsters. Cressey concluded that when the three characteristics are
presented at the same time, the affected organization is predisposed to fraud by a person with
these characteristics (Wells, 2001). Rendon and Rendon (2015) state that fraud within
government procurement can be categorized into six types including “collusion, conflict of
interest, bid rigging, billing, cost, and pricing schemes, fraudulent purchases, and fraudulent

representations” (p. 9).

1. Collusion

Black’s Law Dictionary (2004) defines collusion as “an agreement to defraud another
or to do or obtain something forbidden by law” (p. 281). Wells (2005) defines collusion as

employees collectively conspiring and breaching internal control systems to gain their private
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benefits in an organization. Collusion includes distorting hours worked, receiving kickbacks,
and setting up shell companies, which are fake companies. When a superior colludes with

staff to forge hourly pay for a kickback, this behavior is called forgery of hours (Wells, 2005).

2. Conflict of Interest

According to Black’s Law Dictionary (2004) conflict of interest is “a real or seeming
incompatibility between one’s private interests and one’s public or fiduciary duties” (p. 319).
Wells (2005) describes conflict of interest as when all levels of employees and their associates
who perform their duties in the organization, directly or indirectly, obtain private benefits
because of their actions or omissions. In procurement, if a member of the source selection
team has a conflict of interest and the conflict is not resolved before the process begins, such
conflicts, whether actual or potential, may affect the judgment of government officials in the

source evaluation and selection process (U.S. Office of Government Ethics [OGE], 2007).

3. Bid Rigging

Bid rigging is an event that bypasses the government standard bidding process that
legally represents government requirements and requests tenders from bidders. Bid rigging is
the most vulnerable area in the procurement process because any member involved in the
procurement case can violate the process (Vona, 2011). Wells (2005) describes bid rigging as
a plot in which a tender obtains leverage over the potential rival in getting awarded a contract.
The four types of bid rigging include bid suppression, complementary bidding, bid rotation,
and subcontracting. In bid suppression, all contractors make an agreement not to join the bid
and choose only one contractor to win a bid. After winning the contract, other conspirers will
receive a kickback or a sub-contract job as a benefit return. Complementary bidding is where
all bidders, except the chosen one, overbid or present unacceptable terms. This type of
conspiracy gives the impression of the presence of competition but increases the price of

award (Haberbush, 2000).

4. Billing, Cost, and Pricing Schemes

Wells (2014) discusses the billing plot in which the staff illegally uses fake documents

such as fraudulent invoices, purchase orders, and bills for the company owner to apply for
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payment. This type of billing plot may include the use of fictitious companies or fake
documents to submit fraudulent invoices that create the false impression that service was
performed (Wells, 2014). According to the General Services Administration Office of the
Inspector General (GSAOIG), another scheme that has been observed during contract
processes is that payment is made without receiving goods or services (GSAOIG, 2012).
Defective pricing is when a contractor submits cost or pricing data that is imprecise, imperfect,
or out of date. There are three elements that will be changed by hiding of information, which
are cost price, distortion of supporting data, or failure to update data. Change order abuse
means contractors inflate the price on a contract intentionally. This occurs when an offeror
conspires with a government employee and then submits a lower bid price to win the contract.
After the contract award, the offeror will share the benefit from high dollar value change

orders (Silverstone, 2005).

s. Fraudulent Purchases

Wells (2005) defines fraudulent purchases as using company funds to buy or purchase
items for personal use. Castillo and Flanigan (2014) define fraudulent purchases as “those in
which a buyer acquires materials without having a specific government requirement but rather
for personal use” (p. 26). Fraudulent purchases involve buying items that have higher
specifications than government expectations. This can involve an employee buying items
using public funds but keeping them for personal use or selling them for their own benefit
(Vona, 2011). Several GAO reports indicate that service units were exposed to fraudulent

purchases due to ineffective internal controls (GAO, 2002).

6. Fraudulent Representations

Wells (2005) defines fraudulent representation as when suppliers charge buyers a
higher price than what the real goods and services are worth. The profit is illegally increased
because contractors provide inferior quality of goods and services. Grennan and McCrory
(2016) use “bait and switch” to explain fraudulent representations such as when a contractor
provides the buyer with lower quality products than the stated contract requirements. The U.S.

Agency for International Development pointed out some examples such as “a contractor uses
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one coat of paint instead of two; uses watered loads of concrete; installs inferior memory chips

in computers; or uses inferior automobile replacement parts” (USAID, n.d., p. 12).

All the types of fraud schemes discussed in this section are shown in Figure 5. The
matrix shows that fraud can exist anywhere in this process. Therefore, these internal control

components are potentially exposed to fraudulent actions (Rendon & Rendon, 2015).
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Figure 5.  Procurement Fraud Matrix.
Source: Rendon and Rendon (2015)

F. SUMMARY

This chapter first provided the background on the three components of auditability
theory, including competent personnel, capable processes, and effective internal controls.
Next, the six phases of the contract management framework, consisting of procurement
planning, solicitation planning, solicitation, source selection, contract administration, contract
closeout and termination, were discussed. The five components of internal control including
control environment, risk assessment, control activities, information and communication, and
monitoring activities were also discussed. Lastly, procurement fraud schemes including
collusion, conflict of interest, bid rigging, billing, cost and pricing schemes, fraudulent
purchases and fraudulent representations were discussed. The next chapter presents the history

of the Taiwan Navy minehunter procurement case.
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III. TAIWAN NAVY MINEHUNTER PROCUREMENT CASE
HISTORY

A. INTRODUCTION

This chapter describes the entire procurement process of the Taiwan Navy
minehunter procurement case. The first section of this chapter examines the contracting
actions that the Taiwan MND executed in the pre-award phase. The second section of this
chapter discusses the award phase related to the Ching-Fu Company, which was awarded
the contract. The third section of this chapter discusses the post-award phase related to
Ching Fu. An overview of Ching-Fu’s application for the syndicated loan from public

banks is also provided.

B. PRE-AWARD PHASE

This section discusses the Taiwan Navy procurement planning, solicitation

planning, and solicitation in the contract management pre-award phase.

1. Procurement Planning

To enhance the Taiwan Navy’s mine-countermeasure capability, Taiwan planned
to acquire eight minehunters. After procuring two Osprey class minehunters via a foreign
military sale (FMS) from the U.S. Navy in 2010, the Taiwan Navy adopted the national
indigenous shipbuilding policy to build six minehunters domestically. This indigenous
shipbuilding policy has two purposes: to meet the urgent mission requirement for national
security and to support the defense shipbuilding industries in Taiwan. The Taiwan Navy
incorporated the indigenous shipbuilding policy and created the Taiwan Navy minehunter
procurement plan in 2011 (Global Security, 2019). According to the procurement plan, the
minehunter shipbuilding budget was USS$1.17 billion, allocated from fiscal years
2013-2024 for 12 years. The Taiwan Navy planned to award the contract and to start the
contract performance before the end of 2013. Further, the Taiwan Navy planned to launch
the first minehunter in 2016 and to finish the sea trials in 2018. In 2019, the Taiwan Navy

planned to build the follow-up five minehunters. The entire contract was planned to be
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completed by building a total of six minehunters and then closeout in 2024 (Taiwan

Executive Yuan, 2017).

2. Solicitation Planning

The Taiwan Navy held 14 industry days to explain the procurement requirements
and the most advantageous award bidding method to representatives from industry from
January 2008 to April 2013. According to the Regulations for Evaluation of the Most
Advantageous Tender, the Taiwan Navy selected the evaluation factors relevant to
minehunter shipbuilding, including past performance, project management, facility,
quality, function, overall logistics and maintenance, and prices. Those factors were put in
the evaluation criteria matrix that would be used by the source selection committee to
evaluate the most advantageous tenders. In June 2013, the Taiwan MND approved the
source selection plan with open competition and the most advantageous award method
under the Taiwan Government Procurement Act. This procurement budget was US$1.1
billion, and according to Standards for Qualifications of Tenderers and Determination of
Special or Large Procurement, this case was defined as a large procurement. According to
the Regulations Governing the Organization of Procurement Evaluation Committee, a
large procurement shall select 13 source evaluation members. The first meeting of the
evaluating members was convened on June 27, 2013, and the present evaluating members
recommended each other and elected the convener and the deputy convener (Taiwan

Executive Yuan, 2017).

3. Solicitation

The Taiwan MND approved the procurement plan on December 2, 2014, and then
publicized the request for proposal and conducted the “Q&A” to offerors. The Taiwan
MND had publicized the RFP three times and continued to clarify the questions from
potential offerors by holding clarification conferences. After the fourth round of
publicizing the opportunity, the Taiwan MND received two responsive offers and entered
the source selection process (Taiwan Executive Yuan, 2017). The following section
discusses the process of source selection and award in the contract management award
phase.
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C. AWARD PHASE

On September 30, 2014, the Taiwan Navy convened the first source selection
meeting. The two responsive offerors were China Shipbuilding Corporation (CSBC) and
Ching-Fu. Both companies provided qualified documents for contract performance
capability, specific qualification, and bid proposals. The second source selection meeting
was convened on October 21, 2014, where five of 13 evaluating members were absent,
including the original convener, the deputy convener, and other three members. The eight
members who were present during the meeting elected a new convener. From the scoring
results, CSBC and Ching-Fu both got above the 700 score source selection criteria. Of the
eight members, four voted for CSBC, four voted for Ching-Fu as the awardee, resulting in
a tie. In order to break the tie, they drew straws, and Ching-Fu won the contract (Taiwan

Executive Yuan, 2017).

On October 23, 2014, Ching-Fu was awarded the contract. The contract was signed
on November 3, 2014. The contract price was US$1.16 billion. On December 3, 2014,
CSBC did not accept the bid outcome and filed a protest with the Taiwan Public
Construction Commission, Executive Yuan. The Public Construction Commission
repealed the protest and decided that the procurement process in this case did not violate
any regulations (Taiwan Executive Yuan, 2017). The following section discusses the post-

award phase in the contract management process.

D. POST-AWARD PHASE

This section discusses the activities in the post-award phase such as contract
performance progress, contract performance management, payment, and performance

delay penalty.

1. Contract Administration

The Taiwan Navy minehunter procurement contract was awarded by the most
advantageous award method. Ching-Fu proposed to build the first minehunter ship body
by cooperating with Intermarine, a shipbuilder in Italy serving as Ching-Fu’s subcontractor.

Ching- Fu planned to transport the ship body back to a new shipyard that would be built
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for minehunter shipbuilding in Shin-Da Harbor, Kaohsiung, to conduct the combat system
installation. Ching-Fu was awarded the contract, and according to the contract schedule,
the first minehunter construction started in Italy on April 1, 2016. In the beginning, the
contract progress went smoothly as scheduled. The schedule to launch the first minehunter
was March 2018. The Taiwan Navy informed Ching-Fu by official letter on August 3, 2017
that the Taiwan Navy would not pay the contract payment until Ching-Fu completed the
shipyard construction for shipbuilding in Shin-Da harbor, Kaohsiung. The main reason for
the decision was that the contract progress of building the shipyard for the minehunter

shipbuilding was behind schedule (Taiwan Executive Yuan, 2017).

After the contract was signed, from November 2014 to September 2017, the Taiwan
Navy conducted 35 monthly project progress reviews and supervised the shipbuilding
progress management and risk assessment. The Taiwan Navy sent letters to ask Ching-Fu
to arrange their financial system and capital utilization prudently and follow the budget
control mechanism to spend the specific budget for the specified purpose only as stated in

the contract.

On January 5, 2015, the Taiwan Navy sent a contractor surveillance team to the
Ching-Fu shipyard to perform a contract surveillance job. In March 2016, a surveillance
team was sent to I[taly for surveillance of the first minehunter construction. Due to Ching-
Fu’s financial issue, the Taiwan Navy had an official meeting with the Public Construction
Commission (PCC), Financial Supervisory Commission (FSC), National Audit Office and
Investigation Bureau, Ministry of Justice. In addition, the Taiwan Navy sent official letters
to request the Investigation Bureau, First Bank, and Mega Bank to assist in the

investigation and inspection (Taiwan Executive Yuan, 2017).

The Taiwan Navy paid a total of US$242,108,978 for three contract progress
payments. To ensure that Ching-Fu Company fulfilled its contractual obligations, Ching-
Fu paid the contract performance bond of US$58.2 million and the repayment bond of
advance payment US$242.1 million, which totaled US$ 300.3 million payment to the
Taiwan MND (Taiwan Executive Yuan, 2017).
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Subsequently, Ching-Fu was fined for contract delay. The penalty totaled
US$75,333. The Taiwan Navy also informed Ching-Fu that no further payment would be
made to them until they built the required shipyard for shipbuilding (Taiwan Executive
Yuan, 2017).

2. Contract Termination

This section discusses the negative issues related to the Ching-Fu Company,
including the loan fraud, the negative activities reported by the press, and the reasons that
caused the shipbuilding contract to be terminated by the Taiwan MND. In addition, this
section addresses the process of Ching-Fu obtaining a loan from the banks by fraudulent

documents in the post-award phase (Taipei Times, 2017).

During the contract performance, Ching-Fu successfully used fraudulent
documents to increase company financial capital and obtain funds from the banks.
Consequently, the Taiwan Navy terminated the contract with Ching-Fu due to the delay of
the procurement project as well as the suspected loan fraud (Taipei Times, 2017). The
Kaohsiung District Prosecutor’s Office of Taiwan concluded its investigation and indicted
Ching-Fu for suspected fraudulent loans and money laundering on February 12, 2018
(Strait Times, 2018). Moreover, the Taiwan Navy minehunter procurement project
represented a failure (Hsieh & Chin, 2019). From April 14, 2017, the media began to
release the negative activities that Ching-Fu, the naval minehunter contractor, had carried
out in violation of the contract terms, including the procurement of the sonar system from
the People’s Republic of China (PRC). Those negative issues associated with Ching-Fu’s
performance caused the public to have concerns and doubts about the execution of the
minehunter procurement. Although the problems were related to Ching-Fu’s internal
business operations and had no direct relationship with the minehunter procurement case,
the Taiwan Navy not only sent the official letter to request Ching-Fu to explain and
improve its performance but also sought related entities such as the Investigation Bureau,
First Bank, and Mega Bank to assist in the investigation and inspection (CNA, 2017). On
August 9, 2017, Ching-Fu was researched and questioned by the prosecutor and the
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Investigation Bureau. On December 13, 2017, the Taiwan MND terminated the contract

with Ching-Fu (Taipei Times, 2017).

As previously noted, on October 23, 2014, Ching-Fu was awarded the Taiwan
MND minehunter contract to build six minehunters. Ching-Fu signed the contract with
MND (Taiwan Navy Headquarters was the agent) on November 3, 2014. According to the
contract, Ching-Fu should have built six minehunters for the Taiwan Navy domestically.
Yet, Ching-Fu was planning to cooperate with Intermarine, the Italian shipbuilding
company that was to build the ship body. Furthermore, the combat system was procured
from the U.S. firm Lockheed Martin. The first minehunter prototype would be built in Italy
then shipped back to Taiwan, where the combat system would be installed. Five
minehunters would be constructed domestically. To raise funds for shipbuilding and avoid
working capital constraints, Ching-Fu started to increase its company’s financial capital
and seek banks to grant credit to them to get a syndicated loan after signing the contract.
After winning the contract, from November 2014 to February 2016, Ching-Fu increased
its capital three times, from US$17.6 million to $133.3 million, by using a loan from the
Ching-Fu Company itself. In addition to using Ching-Fu Company’s credit, the owner of
Ching-Fu and the shareholders’ personal credit were used to obtain to loans (Taiwan

Kaohsiung District Prosecutor’s Office, 2017).

On February 4, 2016, Ching-Fu signed a loan syndication contract with First Bank,
which was the loan syndication management bank, for a US$683 million loan. A total of
nine banks participated in the syndication loan, including the Taiwan Cooperative Bank,
Hua Nan Commercial Bank, Taiwan Business Bank, Land Bank of Taiwan, Chang Hwa
Bank, Agricultural Bank of Taiwan, The Export-Import Bank of the Republic of China,
Bank of Taiwan, and First Bank. The financial capital of Ching-Fu was only US$17.6
million at the time it was awarded the contract. After Ching-Fu was awarded the contract,
it had to repay the bond of advance payment for the first construction progress and a large
fee for export permit documents from technical assistance vendors. Although Ching-Fu’s
financial capital was US$17.6 million, it also had investments in the PRC. After the
contract was awarded, Ching-Fu was short on funds, and it was difficult for Ching-Fu to
apply for loan syndication from banks in the beginning. To get a loan syndication contract,
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in addition to increasing the company’s financial capital by fraudulent activities, Ching-Fu
also created foreign shell companies, which are fictitious companies, which Ching-Fu used
to create fake contracts and invoices. Ching-Fu forged the contract with a fake title that
shows transactions with shell companies that never took place. Those fraudulent contracts
claimed that Ching-Fu procured equipment from the shell companies, but the contents of
the contracts were extracted from the original Navy contract. Ching-Fu used the fraudulent
contracts to apply for the syndicated loan from banks. After creating the false contract with
the shell companies, Ching-Fu also produced fake business invoices and payment
application forms in accordance with the real contract contents related to payment

conditions and schedule (Taiwan Kaohsiung District Prosecutor’s Office, 2017).

Ching-Fu used the fake invoices and payment application forms to apply for interim
financing and loan disbursement. The loan syndication management bank approved the
loan application and disbursed the funds. After loan disbursement, to cover up the crime
and the illegal money from loan syndication banks, Ching-Fu wired the money to foreign
bank accounts, which is money laundering, to avoid investigation. On August 9, 2016,
Ching-Fu was investigated and interviewed by the prosecuting attorney for using the
fraudulent contract to get the syndicated loan from public banks. The MND terminated the
contract for several reasons. First, the loan syndication banks filed seven court cases to
attach liens against Ching-Fu, totaling up to US$212 million. The office building of Ching-
Fu was sealed up by Taiwan Kaohsiung District Court. Second, Ching-Fu’s company
stopped work since January 2017, and failed to pay the subcontractor up to US$36 million,
severely affecting the subsequent combat system integration work. Third, Ching-Fu was
unable to meet the contract progress terms even after the Taiwan MND confiscated the
US$80 million repayment bonds that Ching-Fu paid. Fourth, Ching-Fu was suspected of
fraudulent loans and illegal financial capital increases. The judicial authorities investigated
the case. Fifth, Ching-Fu did not finish the detailed ship specification plan for ship
construction, which indicated the construction progress was delayed, and Ching-Fu had not
begun to build the shipyard that was planned to be completed in May 2017 (Taipei Times,
2017). On February 12, 2018, Kaohsiung District Court finished the investigation and

indicted the owner of Ching-Fu on suspicion of the fake financial capital increase,
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fraudulent loans, and money laundering (Taiwan Kaohsiung District Prosecutor’s Office,

2017).

E. SUMMARY

This chapter detailed the review of the Taiwan Navy minehunter procurement case,
including the synopsis of the contract actions that the Taiwan Navy had taken in the
contract management phases and the processes of Ching-Fu loan syndication after Ching-
Fu was awarded the contract. The next chapter discusses the methodology for conducting

this research.
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IV. METHODOLOGY

A. INTRODUCTION

This chapter discusses the methodology utilized in this research. The literature
review provides a foundation for this research. This chapter explains the development of
the matrix which shows the alleged fraud and non-fraud incidents identified in the
Investigation Report of the Executive Yuan on the Taiwan minehunter procurement case.
Appendix A represents the alleged fraud and non-fraud incidents associated with MND in
the minehunter procurement case. Appendix B represents the alleged incidents associated
with First Bank in the minehunter procurement case. Appendix C represents the
procurement fraud schemes associated with Ching-Fu. Those alleged fraud and non-fraud
incidents include the procurement actions conducted by the Taiwan MND, the negligence
of the First Bank in approving the syndicated loan, and the fraudulent loan activities that
Ching-Fu conducted to apply for the loan. In addition, this chapter explains how the alleged
incidents and fraudulent loan activities will be aligned to the contract management phases,
the internal control components, and to their classification according to the six most

common procurement fraud schemes.

B. DEVELOPMENT OF THE TAIWAN NAVY PROCUREMENT FRAUD
MATRIX

The main data that was used in this research study included the official investigation
report issued by Taiwan’s Executive Yuan. The contents of the report recorded the alleged
incidents of the procurement process of the MND and the alleged incidents of First Bank
in approving the loan process. The content of the indictments provided by the Ministry of
Justice showed that Ching-Fu used fake documents to obtain the syndicated loan from
banks. After reviewing the official public document, the author developed the matrix to
support this research. Every alleged fraud and non-fraud incident attributed to MND, First

Bank, and Ching-Fu, are classified in the matrix.
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1. Sources

The Taiwan minehunter procurement fraud case was investigated by Taiwan’s
Executive Yuan for an administrative investigation on the MND and First Bank. The
Investigation Report of the Executive Yuan on the Taiwan Navy minehunter procurement
case was released when the investigation was completed. Then, the Taiwan Executive
Yuan handed over the case to the Ministry of Justice for a criminal investigation. The
indictment documents were released after the criminal investigation was completed, and

the defendant was sentenced by Taiwan Kaohsiung District Prosecutor’s Office.

The Investigation Report of the Executive Yuan on the Taiwan Navy minehunter
procurement case was retrieved from the Taiwan Executive Yuan website. The indictment
documents were downloaded from the Taiwan Kaohsiung District Prosecutor’s Office
website (http://www .ksc.moj.gov.tw/mp115.html). The Lawsnote website
(https://www.lawsnote.com) was also used to download Ministry of Justice and court
documents. The Lawsnote website is open to the public and free for the latest cases. When
people need to further search a case, it requires a membership account to search and
download which is free for the first month after registration. All of the documents used in

this research study were publicly available.

2. Search Terms

Search terms were used to look for the websites listed in the prior sections. These
terms include the names of all government and civil units involved in the case and the
people indicted by the courts. The terms are “Taiwan Navy minehunter procurement case
syndication loan scandal,” “the alleged fraudulent loan executives of Ching-Fu,” “Ching-
Fu Shipbuilding Loan Scandal,” “the Taiwan Navy minehunter procurement scandal,”
“Taiwan Navy minehunter procurement,” and “Ching-Fu Shipbuilding Company.” The
next section discusses the classification of alleged incidents of the Taiwan MND, First

Bank, and the fraudulent loan activities by the Ching-Fu Shipbuilding Company.
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3. Alignment to Frameworks and Fraud Schemes

The matrix was created by describing the alleged incidents of Taiwan MND, First
Bank, and Ching-Fu’s fraudulent loan activities. The matrix displays the alignments of the
alleged incidents and fraudulent loan activities to the contract management process,
internal control components, and the procurement fraud schemes. The alleged incidents
and Ching-Fu’s fraudulent loan activities are aligned with an internal control component
more subjectively than the alignments of fraud schemes in the contract management
phases. The alleged incidents and Ching-Fu’s fraudulent loan activities may have been
allowed due to weaknesses in one or more internal control components, but the matrix
includes the internal control component that has the most significant impact on the alleged
incidents. In addition, when most of the alleged incidents and Ching-Fu’s fraudulent loan
activities are located in one or more of the contract management phases, that particular
contract phase would be the most vulnerable to allow the alleged incidents or fraudulent

loan activities to happen.

Furthermore, the fraudulent loan activities by Ching-Fu are aligned to the
classification of fraud schemes, which are the six most common fraud schemes in
procurement fraud cases. The next section discusses the results of collected data of this

case matrix.

C. SUMMARY

This chapter discussed the methodology utilized in this research, as well as the
sources of the data and the development of the matrix. This chapter also discussed the
alignments of the alleged incidents and fraudulent loan activities to the contract
management phases, internal control components, and procurement fraud schemes. The
explanation of the matrix development was also discussed. The next chapter analyzes the
research findings, discusses research implications, and provides recommendations based

on the findings.
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V.  FINDINGS, ANALYSIS, AND RECOMMENDATIONS

A. INTRODUCTION

This chapter first provides the findings from the analysis of the matrix developed
based on the alleged fraud and non-fraud incidents (hereafter referred to as alleged
incidents) from the Investigation Report of the Executive Yuan on the Taiwan Navy
minehunter procurement case and the court documents related to Ching-Fu’s fraudulent
loan activities. The findings include in which contract management phases the alleged
incidents occurred most frequently, the lack of internal control components leading to the
occurrence of these alleged incidents and Ching-Fu’s fraudulent loan activities, and the
specific procurement fraud schemes that Ching-Fu perpetrated in the Taiwan Navy
minehunter procurement case. Second, the chapter discusses the analysis of these findings.

Finally, it presents the recommendations generated from the research findings.

B. FINDINGS AND ANALYSIS

The matrix of the Taiwan Navy minehunter procurement case was developed by
reviewing the alleged incidents from the publicly available Investigation Report of the
Executive Yuan on the Taiwan Navy minehunter procurement case and the court
documents related to Ching-Fu’s fraudulent loan activities. The matrix represents the 11
alleged incidents that the Taiwan MND was responsible for in the minehunter procurement
process (Appendix A). Moreover, 12 alleged incidents attributed to First Bank in the
Ching-Fu loan application are discussed (Appendix B). Finally, there are four fraudulent

loan activities Ching-Fu conducted in the loan application process (Appendix C).

This section discusses the interpretation of findings and implications regarding the
alleged incidents from MND and First Bank. All of the alleged incidents previously
described are first lined up with the theory of the contract management phases and then
applied to the theory of internal control components. Lastly, this chapter discusses Ching-

Fu’s fraudulent loan activities and lines them up with the procurement fraud schemes.
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1. Contract Management Processes

There are six phases of contract management process. In this case, almost all of the
alleged incidents (20 out of total 23 alleged incidents) from the MND, First Bank, and the
fraudulent loan activities occurred in the “source selection” and “contract administration”
phases, indicating that these two phases are the most vulnerable areas for this procurement

case. The details related to each phase are discussed next.

a. Procurement Planning

No alleged incidents occurred in this phase.

b. Solicitation Planning

1. In the source selection score sheet, the factor “Financial Management
system is sound and effective,” only accounts for 15 out of 1,000 points.
“The vendor has considerable financial resources” was not included as a

criterion. (Refer to Appendix A/ MND 1).

2. The factor “the shipbuilding performance within five years” under “past
performance” item in the evaluation sheet only accounts for 15 out of

1,000 points. (Refer to Appendix A/ MND 2).

The solicitation planning phase includes procurement requirements, awarding
methods, contract types, and the development of solicitation documents. If not established
well in this phase, there would be many problems in subsequent implementation according
to the plan, and the companies that are not qualified according to the requirements cannot
be recruited. The MND incorporated the “Financial Management System is sound and
effective” and “past performance” to be the evaluation factors, but the weight ratios were
too low and did not perform the critical role to screen out the unqualified contractors. It is
essential to build general requirements that fit the objectives for the procurement case so

subsequent activities will comply with and obtain the objectives.
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C. Solicitation

The MND drastically reduced the financial qualifications of offerors, from one-
tenth (US$117.6 million) to one two-hundredths (US$5.8 million) of the budget amount.
(Refer to Appendix A/ MND 3).

Small capital companies have a considerable degree of difficulty performing in
large procurement contracts. Beside capital amount, future funds operations and loan
applications should be considered in solicitation planning. It is imperative to comply with
the source selection criteria that were developed in solicitation planning to seek the proper
contractors. In order to increase the number of offerors, the financial qualification could be
reduced. However, reducing the financial qualifications of the offerors would increase the

risks that contractors do not have the financial capability to fulfill the contract.

In the decision-making process of the MND and the Taiwan Navy reviewing the
threshold for reducing the bidding capital of the offerors, it was not considered carefully
that the case involves a significant amount of money. If the offerors with low capital do
not have enough financial resources to support the procurement case for up to 12 years and
if the capital is not carefully evaluated, they will have difficulties to fulfill the contract
requirements. Nevertheless, the MND did not assess whether the low capital contractors
have considerable experience, performance, workforce, financial resources, and equipment
to complete the contract. To increase the number of offerors, MND reduced the threshold
for the offeror’s capital from one-tenth to one two-hundredths, and it underestimated the

financial risks of low capital offerors.

d. Source Selection

1. The MND allowed Ching-Fu not to provide the latest financial report
when submitting the bid document for source selection. (Refer to

Appendix A/ MND 4).

2. Ching-Fu did not have an existing shipyard to build minehunters. Ching-

Fu promised to build a new shipyard. Yet, it did not offer any document to
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prove that it had obtained the relevant land rights. (Refer to Appendix A/
MND 5).

3. In the second source selection meeting, the selection committee also
questioned that Ching-Fu had no plant and facilities, and it could not
guarantee that the shipyard construction could be completed within 30

months. (Refer to Appendix A/ MND 6).

4. The original convener and the deputy convener were absent from the
second source selection meeting. MND did not dismiss the original
convener and deputy convener. Instead, the MND allowed the present
members to elect the new convener and deputy convener. (Refer to

Appendix A/ MND 7).

5. Some source selection committee members were absent to avoid a conflict
of interests. The MND did not clarify the reasons for the absence of each

member. (Refer to Appendix A/ MND 8).

6. In the second selection meeting, the two offerors tied twice. The MND did
not follow the bidding regulations to negotiate the “price” with offerors
first but awarded the contract by drawing straws. (Refer to Appendix A/
MND 9).

7. The quotation of the CBSC was US$1.1 million lower than that of Ching-
Fu. The MND knew that negotiation is one of the factors for source

selection evaluation, but it still determined the awardee by drawing straws.

(Refer to Appendix A/ MND 10).

8. The MND did not clarify and deal with the abnormality of the factor “to
build the first minehunter domestically.” (Refer to Appendix A/ MND 11).

This phase uses the source selection evaluation criteria to select the awardee, or to
negotiate with the offerors or to implement the awarding method to choose the awardee

(Rendon, 2008). Most of the alleged incidents attributed to the MND occurred in the source

36



selection process. Those deficiencies caused Ching-Fu to win the bid, conduct the

fraudulent loan activities, and fail in the end.

The MND has several alleged incidents in this phase that made it possible for
Ching-Fu to win the bid. These mistakes include allowing Ching-Fu not to provide the
latest financial report at the time of bidding. Ching-Fu does not have an existing shipyard,
but the Taiwan Navy accepted a promise that the company would complete one in the
future. In the source selection meeting, the convener and deputy convener were absent
because of conflicts of interest, which the Taiwan Navy should have known of and
dissolved before the source selection meeting. Yet, they proceeded to directly elect a new
convener and deputy convener during the session. The two offerors had the same scores
twice, but MND did not negotiate the price before choosing the awardee by drawing straws.
These alleged incidents in this phase indicate that MND has many areas for improvement

that need to be reviewed in the source selection phase to avoid similar problems.

e. Contract Administration

The primary contract administration actions are monitoring of compliance with
terms and conditions, applying useful communication and control, managing contract

changes, invoicing and payment, and settling claims and disputes (Garret, 2007).

(1)  MND

There were no alleged incidents committed by MND in the contract administration
phase according to the Investigation Report of the Executive Yuan on the Taiwan
minehunter procurement case. Although MND executed the contract actions under the
contract in the supervision of performance, the problems were caused by the fraudulent
loan activities by Ching-Fu after the contract was awarded. Those alleged incidents are
related to First Bank approving Ching-Fu’s loan application and disbursement. Those
alleged incidents reveal that besides the Taiwan Navy’s shipbuilding performance
surveillance, all the loan activities were conducted between Ching-Fu and the bank. The
Taiwan Navy did not participate in the shipbuilding funds surveillance strictly by
reviewing the financial status of the contractor in the source selection phase. It was also

absent from the supervision of the contractor’s finances in this phase. The negligence of
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such review and monitoring created the loopholes in the bank loans and disbursements.

The alleged incidents of First Bank caused loss of money and project failure, but the MND

must also take primary responsibility.

)
1.

First Bank

The contract price of the minehunter procurement case was US$1.1
billion; First Bank approved the loan amount of US$683.3 million (for
which the verification ratio is 58.7%). (Refer to Appendix B/ FB 1).

First Bank did not analyze Ching-Fu’s 2015 to 2025 cash flow forecast
and did not check its cash resources. (Refer to Appendix B/ FB 2).

First Bank did not require Ching-Fu to provide a financial capital increase
plan to determine whether Ching-Fu could complete the capital increase as
scheduled. After that, some of the capital increase funds came from
Ching-Fu’s new loan to itself (US$35 million). (Refer to Appendix B/ FB
3).

Ching-Fu’s first financial capital increase of US$ 25 million in the first
quarter and the second financial capital increase of US$10 million in the
third quarter in 2016 were obtained from the new loan of Ching Yan
Investment Company, which is Ching-Fu’s major shareholder. (Refer to

Appendix B/ FB 4).

Mega Bank had a concern about shipbuilding uncertainty, so it refused the
loan application. First Bank did not pay attention to Mega Bank’s
consideration. (Refer to Appendix B/ FB 5).

According to the syndicated loan contract, the shipyard should be
completed within three years after the first use of the loan. First Bank did

not track the progress after disbursement. (Refer to Appendix B/ FB 6).
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10.

11.

12.

Regarding the progress of the shipbuilding and shipyards, as well as the
progress prepayment deposited into First Bank’s account, First Bank did

not track them. (Refer to Appendix B/ FB 7).

First Bank did not confirm the supplier list or contract with MND to
ensure that the procurement supplier matched to the supplier list of the

military procurement contract. (Refer to Appendix B/ FB 8).

First Bank did not require Ching-Fu to present a purchase contract with
the equipment supplier to ensure that the procurement suppliers and
products met the requirements of the military procurement contract. (Refer

to Appendix B/ FB 9).

The business address of the three companies was in Hong Kong. But Hong
Kong was not the location of the ship or weapon system export area

specified in the contract. (Refer to Appendix B/ FB 10).

On Ching-Fu’s invoices for the loan, the signatures of the responsible
persons of the two companies are suspected to be the same person. The
background information of the two companies was not identified to verify
transaction authenticity before disbursement. (Refer to Appendix B/ FB
11).

The account for the remittance of Ching-Fu’s purchase transaction is
different from the country where the seller is located (Hong Kong). First
Bank did not verify whether the fund’s flow to Singapore and Macau was
correct for purchasing the minehunter equipment. (Refer to Appendix B/

FB 12).

After Ching-Fu was awarded the contract, it started to apply for a syndicated and

working capital loan. The management of First Bank in this phase improperly allowed

Ching-Fu to achieve the fake financial capital increases, the establishment of the shell

companies to forge a contract and invoices, and money laundering. First Bank had alleged

incidents related to credit checks, credit granting, and post-loan management. First Bank
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approved a US$638 million syndicated loan without analyzing Ching-Fu’s cash flow and
checking the fund resources for capital increases. First Bank also failed to evaluate Ching-
Fu’s shipbuilding capability for contract performance and did not pay attention to why
Mega Bank refused the syndicated loan when Ching-Fu halted the shipyard investment
promotion. First Bank did not track the mortgage of the shipyard and shipbuilding
construction progress. Furthermore, First Bank did not ask MND to get the minehunter
contract to identify the contract contents about suppliers and products, and it failed to check
the authenticity of the contract and invoices before disbursing funds to the designated bank

accounts of Ching-Fu.

3) Ching-Fu Fraud Scheme
a. Fraudulent representation

After the contract was awarded, in order to apply for a syndicated loan, Ching-Fu
increased its financial capital from US$17.6 million to US$100 million by saying in the
capital registration application paper that it had grown without actually having done so.

(Refer to Appendix C/ CF 1).

Ching-Fu created fake contracts and invoices using shell companies. Ching-Fu
forged a contract with a fake title that showed transactions with its shell companies, though

the transactions had never taken place. (Refer to Appendix C/ CF 2).

b. Collusion

To obtain a working capital loan, Ching-Fu established several overseas shell
companies, such as Harbour Stand Limited, L3 Capital Limited, and Ocean Kirin Limited.
The son of Ching-Fu’s executive is the head of the shell companies. (Refer to Appendix C/
CF 3).

Ching-Fu conducted money laundering to overseas bank accounts. After receiving
funds from banks, to hide the illegally gained money, Ching-Fu transferred money to the
overseas accounts to escape tracing (Refer to Appendix C/ CF 1). Table 1 represents Ching-

Fu money laundering to overseas bank accounts.
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Table 1. Ching-Fu Money Laundering through Overseas Bank Accounts.
Adapted from Taiwan Executive Yuan (2017).

Remittee Location
Antai Zun Capital Macau
HARBOUR STAND Macau
OCEAN KIRIN Macau

L3 Capital Singapore
Antai Zun Capital Hong Kong
Qing Yu Hong Kong

The Taiwan Navy minehunter procurement case is the largest domestic shipbuilding
project for two decades. Undoubtedly, public banks think they should support policy related
to national security and national interest. And, in the Taiwan Navy minehunter procurement
case, banks also likely believed the contract was awarded to the most advantageous bidder,
and the financial condition and shipbuilding performance had been evaluated by MND. Also,
the buyer in this case is the government, which has no credit risk. There is no regulation to
ask MND to offer the banks the information related to contract contents. This lack of
regulation allowed Ching-Fu to increase its financial capital five times, from US$17.6 million
to US$166.6 million by collecting the loan from its major shareholder Ching Yang Investment
Company, borrowing money from shareholders, getting registration documents, then
transferring money back to shareholders, and filling the capital registration application paper
without actually increasing its financial capital. To obtain a working capital loan, Ching-Fu
established several overseas shell companies, forged a contract to pretend it had purchased
equipment from the shell companies, and then created fake invoices to apply for working
capital. To hide the illegally gained money, after receiving funds from banks, Ching-Fu
conducted money laundering by transferring money to the overseas shell companies’ accounts

to escape tracing.
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C. Contract Closeout Phase

There are no alleged incidents in this phase. The Taiwan Navy terminated the contract
with Ching-Fu due to the delay of the procurement project and suspected fraudulent loan

activities.

2. Internal Controls

Each alleged incident and Ching-Fu’s fraudulent loan activities are aligned with the
internal control component of the COSO Integrated Internal Control Framework (COSO,
2013). Each alleged incident and Ching-Fu’s fraudulent loan activities are associated with

specific insufficiencies in the main internal control components.

a. Control Environment

In this case, no alleged incidents or fraudulent loan activities occurred due to the lack

of a control environment component.

b. Risk Assessment

There are three alleged incidents associated with MND (Refer to Appendix A/ MND
3, MND 5, MND 6) and two alleged incidents with First Bank (Refer to Appendix B/ FB 1,

FB 4) caused by risk assessment failures.

(1)  MND

L. The MND drastically reduced the financial qualifications of offerors, from
one-tenth (US$117.6 million) to one two-hundredths (US$5.8 million) of the
budget amount. (Refer to Appendix A/ MND 3).

2. Ching-Fu did not have an existing shipyard to build minehunters. Ching-Fu
promised to build a new shipyard, but it did not offer any documents to
prove that it had obtained the relevant land rights. (Refer to Appendix A/
MND 5).

3. In the second source selection meeting, the selection committee also

questioned that Ching-Fu had no plant and facilities, and it could not
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guarantee that the shipyard construction could be completed within 30

months. (Refer to Appendix A/ MND 6).

The Taiwan Navy did not identify and assess the risk of significantly reducing the
financial qualifications of the offerors, thus allowing Ching-Fu to enter the source selection
phase. Moreover, the Taiwan Navy accepted that Ching-Fu had no evidence to prove that it
had obtained land for the proposed shipyard and that Ching-Fu replaced the physical shipyard
with a promise and got the bid qualifications. The MND did not analyze whether the
manufacturer had sufficient financial resources and the ability to undertake the procurement
case, as it did not meet the original capital threshold, even if there were adequate facilities to
perform the contract in the future, and did not consider the potential risk of fraud. To obtain
enough funds, Ching-Fu, which had insufficient capital, chose to increase the amount of

capital and obtain the syndicated loan by fraudulent activities.

2) First Bank

1. The contract price of the minehunter procurement case was US$1.1 billion;
First Bank approved the loan amount for US$683.3 million (the verification

ratio of which is 58.7%). (Refer to Appendix B/ FB 1).

2. Ching-Fu’s first financial capital increase of US$ 25 million in the first
quarter and second financial capital increase of US$10 million in the third
quarter in 2016 were obtained by the new loan from Ching Yan Investment
Company, which is Ching-Fu’s major shareholder. (Refer to Appendix B/
FB 4).

When Ching-Fu began to apply for a syndicated loan, First Bank had the requirement
that Ching-Fu would increase its financial capital to be qualified for the syndicated loan. First
Bank already knew that Ching-Fu had a gap in funds and did not analyze the potential risk of
fraud. The cash source for Ching-Fu to increase the financial capital was from its subsidiary’s
loan from First Bank. First Bank did not set a risk-related target for Ching-Fu’s future
repayment ability and identified the financial capital increase from the loan, then approved a

high-value syndicated loan of US$683.3 million.
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C. Control Activities

There are six alleged incidents attributed to MND and six to First Bank caused by

control activities failures.

(1)  MND

1. In the source selection score sheet, the factor “Financial Management system
is sound and effective,” only accounts for 15 out of 1,000 points. “The
vendor has considerable financial resources” was not included as a factor.

(Refer to Appendix A/ MND 1).

2. The factor “shipbuilding performance within five years” under the “past
performance” item in the evaluation sheet only accounts for 15 out of 1,000

points. (Refer to Appendix A/ MND 2).

3. The MND allowed Ching-Fu not to provide its latest financial report when
submitting the bid document for source selection. (Refer to Appendix A/

MND 4).

4. The original convener and the deputy convener were absent from the second
source selection meeting. Yet, MND did not dismiss the original convener
and deputy convener. Instead, MND allowed the members present at the
second meeting to elect a new convener and deputy convener. (Refer to

Appendix A/ MND 7).

5. In the second source selection meeting, the two offerors tied twice. Yet,
MND did not follow the bidding regulations to negotiate the “price” with
offerors first. Instead, MND awarded the contract by drawing straws. (Refer
to Appendix A/ MND 9).

6. (The quote of the CBSC was US$1.1 million lower than that of Ching-Fu.
Although MND knows negotiation is one of the factors for source selection
evaluation, it still determined the awardee by drawing straws. (Refer to

Appendix A/ MND 10).
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MND allowed offerors not to provide the latest financial reports, which indicates that
the control activities were not strictly enforced. The financial status of the offerors can refer
to future contract execution. Without accurate financial status, it is difficult to screen out
offerors that will have insufficient financial resources in the future. During contract
performance, the contractor would face financial difficulties and be unable to perform
effectively to fulfill the contract. Besides, the control component of the evaluation sheet is
used to ensure that the most suitable candidate will be awarded the contract. MND did not
emphasize the importance of the criteria such as “financial management is sound and
effective” and “the offeror has considerable financial resources;” as these two factors only
had 15 points each (out of 1,000). It is difficult to carry out further screening for low-scoring
offerors or to achieve the goal of not allowing low-scoring offerors to leave the source
selection process when the evaluation sheet is not well designed. In the end, Ching-Fu met

the requirements to join the drawing of straws although it was not a suitable candidate.

In the second source selection meeting, the reason for the absence of the original
convener and deputy convener was not ascertained. Nevertheless, Taiwan MND did not
conduct the required dismissal procedure. Instead, the committee elected a new convener and
a deputy convener by a temporary motion. The two offerors tied twice, even though the price
quote of the CSBC was US$1.1 million less than that of Ching-Fu. In such a case, price
negotiation was one of the options for re-evaluation of the offers, according to the MND’s
contract RFP document (Taiwan Executive Yuan, 2017). However, the committee did not
follow this document’s procedure. It decided to follow an option presented in the Taiwan
Government Procurement Act that allows a contract to be awarded by drawing straws when
evaluation scores are the same (Taiwan Government Procurement Act, 2011). Skipping the
negotiation process and determining the awardee by drawing straws obviously ignored these

control activities.

Higher leadership of the Taiwanese Navy were censured due to the lack of
surveillance in the control activity component. Although the Taiwan Navy higher leadership
was not associated with any alleged incidents related to this component directly, the retired
admirals were censured by the Control Yuan. Due to the procurement failure, the many years
and efforts on this project were in vain. Beside the public confidence in the Taiwan Navy’s
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administrative ability being hurt, the banks that participated in the loan syndication also lost
US$66.3 million (Pan, 2019).

)
1.

Bank

First Bank did not analyze the cash flow forecast from 2015 to 2025, which
was submitted by Ching-Fu, and did not check the company’s cash
resources. (Refer to Appendix B/ FB 2).

(First Bank did not require Ching-Fu to provide a financial capital increase
plan to determine whether Ching-Fu could complete the financial capital
increase as scheduled. After that, some of the financial capital increase funds
(US$35 million) came from Ching-Fu’s new loan itself. (Refer to Appendix
B/ FB 3).

Mega Bank had a concern about the uncertainty of shipbuilding, so it refused
the loan application. Yet, First Bank did not pay attention to Mega Bank’s
concern. (Refer to Appendix B/ FB 5).

According to the syndicated loan contract, the shipyard should be completed
within three years after Ching-Fu’s first use of the loan. First Bank did not
track the progress on the project after the disbursement. (Refer to Appendix
B/ FB 6).

Regarding the progress of the shipbuilding and shipyards as well as the
progress of the prepayment deposit into the First Bank account, First Bank
did not track those areas. (Refer to Appendix B/ FB 7).

On Ching-Fu’s invoices for the loan, the signatures of the responsible
persons of two companies are suspected to be the same person. The
background information of the two companies was not identified to verify

transaction authenticity before disbursement. (Refer to Appendix B/ FB 11).

First Bank also has six alleged incidents related to inadequate control activities,

resulting in approval of a syndicated loan up to US$638.3 million, which not only caused the
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bank to lose US$66.6 million but also 54 bank personnel were punished. First Bank did not
ask Ching-Fu to provide a financial capital increase plan to determine whether Ching-Fu could
complete the capital increase as scheduled. This resulted in some of the capital increase to be
from the new loan made by First Bank itself. Ching-Fu only completed the first two capital
increases, and First Bank did not enforce the requirement in the loan syndication contract to
increase capital in 2017. Nevertheless, First Bank approved the loan. Even before it had
approached First Bank, Ching-Fu had contacted Mega Bank and three other banks to request
a syndicated loan. Mega Bank refused the loan request because it found that Ching-Fu halted
the shipyard investment promotion in Shin Da harbor and had doubts about Ching-Fu’s
shipbuilding capability. By contrast, First Bank ignored Mega Bank’s loan refusal, did not
implement any credit check activities, and decided to approve the syndicated loan. According
to the loan syndication contract, after the loan was disbursed, the shipyard construction would
need to be completed within three years, and the shipyard would secure the first-order

mortgage right to the loan syndication management bank—First Bank.

First Bank did not take any follow-up control measures, and Ching-Fu’s advance
payment bond was deposited into First Bank; it did not do any monitoring actions. On the
invoices provided by Ching-Fu, the signatures of the persons in charge of the two companies
were from the same person. Before disbursement approval, the authenticity of the transaction
was not ascertained by First Bank. These alleged incidents caused by inadequate banking
operation and control activities were not under the provisions of the loan syndication contract
or the bank regulations. That way Ching-Fu successfully used the shell company to create
fake contracts and invoices to obtain money and remit money to foreign accounts for money

laundering.

3) Ching-Fu’s Fraudulent Financial Capital Increase

After the contract was awarded, to apply for a syndicated loan, Ching-Fu had to
increase its financial capital from US$17.6 million to US$100 million, which it claimed it did
on the capital registration application paper without actually increasing its capital. After First
Bank approved the syndicated loan, according to the loan contract, Ching-Fu had to achieve

three more capital increases to get the disbursement. Ching-Fu only finished two capital
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increases through its subsidiary’s loan of US$35 million from First Bank and stakeholders’

money.

There were three methods for Ching-Fu to increase financial capital. One was to
increase its capital by collecting the loan from its major shareholder Ching Yang Investment
Company. The second method was to borrow money from sharecholders, after getting
registration documents and then transferring the money back to its shareholders. The third
was to fill out the capital registration application paper without increasing capital. Ching-Fu
had increased its capital from US$17.6 million to US$166.6 million by fraudulent activities

five times and successfully got registration to meet the syndication loan application

requirement and disbursement (Hsieh & Chin, 2019).

d. Information and Communication

In this component, there are two alleged incidents associated with the Ministry of
Defense from the communication with the source selection committee. There are four alleged
incidents of First Bank caused by the lack of information and communication with MND. The
lack of information and communication created a loophole for Ching-Fu to get the loan from
First Bank. This loophole enabled Ching-Fu to create shell companies and forge contracts and
invoices, which Ching-Fu sought to cover up through money laundering. The Taiwan Navy
did not contact First Bank and offer any contract information actively, which created the
loophole for Ching-Fu to apply for a syndicated loan and get disbursement through fraudulent
loan activities. Because First Bank failed to have proper information from and communication
with the Taiwan Navy, the bank suffered significant money loss and the procurement project

ended in failure.

(1)  MND

1. Some source selection committee members were absent from the second
source selection meeting to avoid a conflict of interest. Yet, MND did not
clarify the reasons for the absence of each member. (Refer to Appendix A/

MND 8).
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2. MND did not clarify and deal with the abnormality of the factor “to build the
first minehunter domestically.” (Refer to Appendix A/ MND 11).

The two alleged incidents associated with MND occurred from the lack of
communication with the source selection committee. During the source selection period, the
reason for the absence of the committee members was to avoid conflicts of interest. The
Taiwan Navy should have obtained the background information of the members before the
bid opening, and it should have conducted the dismissal of source selection committee
members who were involved in the potential conflicts of interest or received the information
early so that the committee would not have held the second selection meeting. If MND had
dealt with the matter first, it would have avoided the situation where the members did not
attend or had to postpone the review meeting. Furthermore, before the first selection meeting,
the committee should have been informed about the scoring method for the first ship to be
built in Taiwan. As part of that instruction, the Taiwan Navy should have informed the
members of the location of the construction site, unified the score standards, fully informed
the selection committee, and reached a consensus to avoid controversy during the source

selection meeting.

2) First Bank

1. First Bank did not confirm the supplier list or contract with MND to ensure
that the procurement supplier matched the supplier list of the military
procurement contract. (Refer to Appendix B/ FB 8).

2. First Bank did not require Ching-Fu to present a purchase contract with the
equipment supplier to ensure that the procurement suppliers and products
met the requirements of the military procurement contract. (Refer to

Appendix B/ FB 9).

3. The business address of the three companies was in Hong Kong. But Hong
Kong was not the location of the ship or weapon system export area in the

contract. (Refer to Appendix B/ FB 10).
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4. The account for the remittance of the Ching-Fu purchasing transaction was
different from the country where the seller was located (Hong Kong). First
Bank does not verify whether the funds’ flow to Singapore and Macau was
correct for purchasing the minehunter equipment. (Refer to Appendix B/ FB

12).

First Bank had no information regarding the list of relevant suppliers or contract
contents from MND, and it was difficult for First Bank to ensure that Ching-Fu’s suppliers
were the original suppliers in the contract between Ching-Fu and MND. The lack of
information and communication led to the loan disbursement from First Bank, which was
enabled by Ching-Fu’s false contract with shell companies. After First Bank accepted the
fake invoice, it could not identify from the invoices the actual person in charge of the
company, the business facts, and the companies’ ability to provide the minehunter
equipment as the suppliers in the original MND contract. First Bank wired the funds to
Ching-Fu’s designated accounts in Hong Kong, Singapore, and Macau without verifying

whether the suppliers’ addresses were the same as the ones listed in the original contract.

3) Ching-Fu’s Fraudulent Loan Activities

To obtain a working capital loan, Ching-Fu established several overseas shell
companies, such as Harbour Stand Limited, L.3 Capital Limited, and Ocean Kirin Limited.
The son of Ching-Fu’s executive was the head of the shell companies, and then Ching-Fu
created the fake contracts and business invoices, representing that Ching-Fu was procuring
minehunter equipment from those companies. Ching-Fu got a working capital loan by
submitting fraudulent contracts and invoices to the bank. Ching-Fu established the shell
companies to create fake contracts and invoices. Ching-Fu forged a contract with a false
title that showed false transactions and stated it had a purchasing contract with the shell
companies that never took place; then Ching-Fu added the real contract content that stated
the products and schedule. This information was extracted from the original naval contract,
from which Ching-Fu created fake invoices to apply for a working capital loan and get
disbursement. To hide the illegally gained money, after receiving funds from banks, Ching-

Fu transferred the money to overseas accounts to escape tracing.

50



e. Monitoring Activities

There is no alleged incident related to a lack of monitoring activities. When all alleged
incidents are located in other components, but not control monitoring activities, it cannot be

concluded that the control environment factor has met the practical requirements because all

internal control components rely on and are influenced by each other (COSO, 2013).

C. IMPLICATIONS OF FINDINGS

This section discusses the implications of those findings, related to contract

management processes, internal control components, and procurement fraud schemes.

1. Contract Management Processes

There are six phases in the contract management process (Procurement Planning,
Solicitation Planning, Solicitation, Source Selection, Contract Administration, Contract
Closeout and Termination). In this case, the 23 total alleged incidents attributed to MND (11
alleged incidents) and First Bank (12 alleged incidents) are summarized. All of the alleged
incidents correspond to one of the six contract management phases, which is the most
vulnerable area that caused the failure of the procurement project. As far as MND, there are
two alleged incidents found in the solicitation planning phase, one alleged incident in the
solicitation phase, and eight alleged incidents in the source selection phase. For First Bank,
there are 12 alleged incidents all in the contract administration phase. Table 2 represents the
number of alleged incidents and responsible entity in the contract management phases. Figure

6 represents the alleged incidents by percentage in the contract management process.
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Table 2.  Number of Alleged Incidents and Responsible Entity by Contract
Management Phases
Contract Procurement | Solicitation | Solicitation | Source Contract Contract
Management Planning Planning Selection | Administration | Closeout
Phases and
Termination
Number. of 0 2 1 8 12 0
alleged
incidents
Responsible N/A MND MND MND First Bank N/A
entity
Percentage 0% 9% 4% 35% 52% 0%
.. . Solicitation
Alleged incidents Percentage in Contract g, & "o
Management Process
Solicitation, 4%
Contract
Administration,
529 Source Selection,
35%
m Procurement Panning m Solicitation Planning
Solicitation m Source Selection
® Contract Administration Contract closeout and termination
Figure 6. Alleged Incidents Percentage in the Contract Management Process
2. Internal Control Components

Every alleged incident attributed to MND and First Bank, as well as Ching-Fu’s

fraudulent loan activities, was lined up with an internal control component of the COSO

Integrated Internal Control Framework (COSO, 2013). Every alleged incident attributed to

MND and First Bank was also lined up to the deficient component that allowed the incidents

to happen and cause the procurement project’s failure.
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There are five Internal Control Components (Control environment, Control activities,

Risk assessment, Information communication, Monitoring activities). In this case, the same

23 total alleged incidents associated with MND and First Bank discussed earlier are aligned

to each internal control component. In control activities, both MND and First Bank have six

alleged incidents. In risk assessment, MND and First Bank have three and two alleged

incidents, respectively, and in information communication, MND has two alleged incidents

and First Bank has four alleged incidents. Table 3 represents the number of alleged incidents

and responsible entity in internal control component. Figure 7 represents the alleged incidents

by percentage in internal control components.

Table 3.  Number of Alleged Incidents and Responsible Entity by Internal
Control Component
Internal Control Control Risk Information Monitoring
Control Environment Activities Assessment Communication Activities
Components
Number of | 0 12 5 6 0
alleged
incidents
Responsible N/A MND (6) MND (3) MND (2) N/A
entity First Bank (6) First Bank (2) First Bank (4)
Percentage 0% 52% 22% 26% 0%
Alleged incidents
Information
communication,
26%
Risk assessment,
22%
m Control environment m Control activities
Risk assessment m Information communication
®m Monitoring activities
Figure 7. Alleged Incidents by Percentage in Internal Control Components
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3. Procurement Fraud Schemes

There are four procurement fraud schemes found in this case, executed by Ching-

Fu Company against First Bank. They include fraudulent financial capital increases, shell

companies, fraudulent representations, and money laundering. Table 4 sums up the

procurement fraud schemes involved in this case and their descriptions. This section

described the procurement fraud schemes. The next section discusses the recommendations

based on the research findings.

Table 4.  Relevant Procurement Fraud Schemes and Their Descriptions

Item | Procurement Fraud Schemes Activities Description Related to alleged
(Reference incidents from First
Appendix C) | Bank
(Reference from
Appendix B)
1 fraudulent representation fraudulent financial | CF 1 FB2,FB3,FB4
capital increase
2 fraudulent representation fake invoices and CF2 FB§,FB9
contracts
3 collusion shell company CF3 FB&,FB 9, FB 10, FB
11,FB 12
4 collusion money laundering | CF 4 FB 10,FB 11, FB 12

D. RECOMMENDATIONS BASED ON RESEARCH FINDINGS

These recommendations are generated from the research findings and focus on

building more effective source selection procedures, increasing capability to audit offeror’s

finance system, improving control activities, improving the joint supervision mechanism

between MND and banks, and improving military contracting personnel training. If

employed, these recommendations will increase the capability of Taiwan MND to

successfully execute future procurement actions.
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1. Build the Taiwan Military Procurement Source Selection Procedures

The Taiwan MND is associated with eight out of 11 alleged incidents that occurred
in the source selection phase. This finding reveals the weakness in competent procedures
for contract personnel to perform during source selection activities. To build the Taiwan
military procurement source selection procedures, MND should refer to U.S. Department
of Defense Source Selection Procedures (SSP) as a basis to create comprehensive operating
procedures for Taiwan MND contract personnel in conducting source selection operations.
The U.S. DoD SSP outlines a set of common principles and procedures for tradeoff and
LPTA procurement in accordance with applicable principles and regulations. The U.S.
DoD SSP could support the Taiwan MND to have the basic structure to make sure that the
department’s business selection process provides taxpayers with quality, timely products

and services that are of the highest value for the country and the warrior.

2. Build the Capability to Audit Offerors’ and Contractors’ Finances
and Accounting Systems

There are three alleged incidents in the solicitation planning and solicitations
phases. The research findings expose the vulnerability in pre-planning the financial capital
requirements for source selection. To build the capability for the military to audit an
offeror’s finances and accounting system, the MND should establish a competent process
and properly train the relevant personnel. It is necessary to establish the financial review
ability of military procurement offerors to identify their financial resources, or further
procurement contracts, such as “fixed price” and cost type of contracts, to check the fair

and reasonable price for contract payments.

3. Improve and Enhance Control Activities

Both MND and First Bank are associated with six alleged incidents in the control
activities component. Some control activities were not emphasized during the planning
phase. For example, examination of the offeror’s past performance should be strengthened
during the planning phase. Most of the control activities on the implementation side were
not strictly enforced. For example, bank credit checks and fake invoices should be

investigated but were not executed. It is important to ensure that the control activities are
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enforced to achieve the entity’s objectives, by making personnel understand and comply
with regulations. It also is useful to have external control activities such as inspection teams
to verify that MND and banks have abided by the control activities. To enforce a large
military procurement inspection requirement, the Taiwan MND should establish an
inspection team to scrutinize whether the Taiwan Navy and other services that perform the
large procurement activities have complied with regulations. The Financial Supervisory
Commission in Taiwan should strengthen the inspection of loan syndication operations
such as credit checking, credit granting, and post-loan management to ensure that banks

enforce the loan syndication regulations and money laundering prevention regulations.

4. Establish the Joint Supervision Mechanism between MND and Banks

First Bank is associated with four alleged incidents caused by the lack of
information and communication platforms with the Taiwan Navy. These alleged incidents
allowed Ching-Fu to get loans through fraudulent activities. First Bank should build an
information and communication exchange mechanism to work with credit checking

businesses and peer banks to do cross-validation to ensure the authenticity of transactions.

For the loan syndication contract of a military procurement case, it is sensible to
establish a three-party (MND, banks, and contractors) contract mechanism to reduce the
risks of procurement and regulate loan activities in the contract. This mechanism is to keep
the banks from taking the great risk of granting credit due to the scarcity of procurement

contract information.

S. Establish Military Contracting Personnel Training

According to the Investigation Report of the Executive Yuan on the Taiwan Navy
minehunter procurement case (2017), the Taiwan MND should strengthen the training of
contracting personnel to ensure that personnel understand the regulations and implement
procurement operations according to regulations. It is recommended that Taiwan MND
reference the U.S. Defense Acquisition University courses, depending on Taiwan’s current
procurement needs, to establish courses and training pipelines for Taiwan military

acquisition personnel to meet the execution requirements of the procurement case.
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E. SUMMARY

This chapter discussed the research findings and gave a detailed analysis of their
implications when alleged incidents are aligned with contract management phases, internal
control components, and procurement fraud schemes. Recommendations were also
presented based on the findings and analysis to improve the capabilities of Taiwan military
procurement operations. The next chapter discusses the research summary, conclusions,

and further research areas.
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VI. SUMMARY, CONCLUSIONS, AND AREAS FOR FURTHER
RESEARCH

A. SUMMARY

To enhance defense self-reliance at sea, the Taiwan Navy worked on the
minehunter procurement project for more than ten years. After all the hardships, the
contract was finally awarded to Ching-Fu Shipbuilding Company in 2014. At the time of
the award, however, Ching-Fu’s financial capital was low, the company had other
investments, and it was unable to afford the large amount of performance bonds.
Consequently, Ching-Fu conducted several fraudulent loan activities such as false capital
increases, creation of shell companies, submission of falsified purchase contracts, and
money laundering. When Ching-Fu was questioned and investigated, the loan scandal was
revealed, the Taiwan Navy had to terminate the contract, and the minehunter procurement
project failed in the end. As a result, the public has questioned the capability of the Taiwan
Navy to conduct procurement actions, which has caused the Taiwan Navy’s efforts for the
past ten years to be in vain. All the money that Ching-Fu gained illegally has been attributed
to the banks that participated in the loan syndication. The resulting total bank loss is as
high as US$436.6 million. This procurement failure has also jeopardized the national
financial system and economic order. Ultimately, the head of Ching-Fu was charged with

heavy penalties and fines.

The purpose of this research has been to analyze the Taiwan Navy minehunter
procurement case by using auditability theory. The alleged fraud and non-fraud incidents
listed in the Investigation Report of the Executive Yuan on the Taiwan Navy minehunter
procurement case were aligned to the contract management framework, internal control
components, and fraud schemes. The results of this research generated the
recommendations provided in the preceding chapter for improving contract workforce,

contract processes, and internal control capabilities in Taiwan procurement operations.

This study has examined all alleged fraud and non-fraud incidents to identify the
contract management phases in which the incidents appeared, and which internal control

component has the vulnerability to let these incidents occur. This methodology included a
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matrix created from a database that consists of information from the Investigation Report
of the Executive Yuan on the Taiwan Navy minehunter procurement case and publicly

available criminal indictments related to the minehunter procurement case.

This research study is important for the Taiwan MND to acknowledge the
vulnerabilities and seek solutions to them from auditability theory as the improvement
methods for the Taiwan Navy leadership to adopt not only to prevent fraud but also to

enhance future procurement operation capability.

B. CONCLUSIONS

This research has three focused questions. The answers to these questions come

from the research findings and are discussed next.

1. In which contracting processes did the alleged fraud and non-fraud

incidents occur in the Taiwan Navy minehunter procurement case?

In this case, almost all the alleged incidents (20 out of 23 total alleged
incidents) attributed to the MND and First Bank and Ching-Fu’s
fraudulent loan activities occurred in the “source selection” and “contract
administration” phases. Thus, these two phases were the most vulnerable

areas for this procurement case.

2. What internal controls were deficient that allowed the alleged fraud and
non-fraud incidents to occur in the Taiwan Navy minehunter procurement

case?

In this case, the control activities component is the most vulnerable
component that allowed both MND and First Bank to conduct control
activities without following principles and regulations. In control
activities, both MND and First Bank were associated with six alleged
incidents; in risk assessment, MND and First Bank were associated with
three and two alleged incidents, respectively; and in information and

communication, MND had two alleged incidents and First Bank had four.
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3. What were the alleged procurement fraud schemes that happened in the

Taiwan Navy minehunter procurement case?

There are four procurement fraud schemes found in this case, executed by
Ching-Fu Company against First Bank. They are fraudulent financial
capital increase, shell company creation, fraudulent representation, and

money laundering.

C. AREAS FOR FURTHER RESEARCH

There are two suggestions for further research. One research area is to use
auditability theory to analyze the contract processes of prior Taiwan MND procurement
cases. The research could include trying to find the vulnerable areas in contract processes,
internal control, and personnel capability and to identify ways to strengthen contract

regulations, internal controls, and the capability of the contracting workforce.

Another research area is to analyze the Taiwan Navy minehunter procurement case
by conducting a comparison analysis between the U.S. DoD procurement processes and
regulations and the Taiwan MND procurement processes and regulations. The research
could include trying to find the insufficient procurement process and regulations that

Taiwan MND needs to improve for future procurement efforts.
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APPENDIX A. ALLEGED FRAUD AND NON-FRAUD INCIDENTS

ASSOCIATED WITH MND IN THE MINEHUNTER
PROCUREMENT CASE

Alleged Incidents and Fraudulent Loan
Activities

Contract
Management
Phases
(number/total)

Internal
Control
Components
(number/total)

Reference
Remark

The Ministry of National Defense had no
proper supporting measures to strictly
inspect the actual financial conditions of the
bidding firm, including the item of ‘“the
financial management system is sound and
effective” in the score sheet, for it was just
15 out of 1,000 (full score) and the
proportion was very low. Moreover, the item
of “whether the firm has sufficient financial
resources’” was not used for scoring.

solicitation
planning
(1/2)

control
activities
(1/6)

MND 1

This case was about building important
equipment related to national defense and
was critical to implementing the policy of
building national ships indigenously. Hence,
it was very important that the selected firm
had the capabilities to complete the contract.
However, in the score sheet, the item of
“description on contract fulfillment of the
shipyard in shipbuilding operations in recent
5 years” under “past contract fulfillment
record” was just 15 out of 1,000 (full score);
in other words, “the capabilities to fulfill the
contract” in the scoring criteria was not fully
valued.

solicitation
planning
(2/2)

control
activities
(2/6)

MND 2

The Ministry of National Defense
dramatically  loosened the financial
requirements of bidding firms from 1/10 of
the  bidding target budget (NT$
3,529,318,200/ U.S. $117.6 million) to 1/200
(NTS$ 176,465,910/ U.S. $5.8 million). The
capital of Ching-Fu was only over NT$ 530
million when bidding, which was a seven-
fold difference with 1/10 of the bidding
target budget. Such a firm might not have
sufficient financial resources to conduct the

solicitation

(1/1)

risk assessment

(1/3)

MND 3
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procurement case up to NT$ 35 billion (US
$1.1 billion).

Ching-Fu was permitted not to provide its
latest financial reports when bidding, which
formed multiple risks for financial
evaluation on this procurement case. The
Ministry of National Defense excessively
loosened the financial eligibilities for the
firm without any strict control and failed to
ensure that Ching-Fu had sufficient financial
resources to undertake this procurement
case, which was improper.

source
selection
(1/8)

control
activities
(3/6)

MND 4

According to the data provided by Ching-Fu
when bidding, Ching-Fu did not have any
existing shipyard to build minehunters.
Ching-Fu promised to build a new shipyard
at Kaohsiung Singda Harbor, but no
document in the bidding documents could
certify that relevant land use rights had been
acquired. In other words, whether Ching-Fu
was able to build the shipyard smoothly as
scheduled was highly uncertain.

source
selection
(2/8)

risk assessment
(2/3)

MND 5

In the second meeting of the evaluating
members, some members also questioned the
plant and the equipment being empty, and
Ching-Fu was unable to guarantee
completion of the plant’s building within 30
months. In fact, Ching-Fu had not completed
the plant during the period from the date of
winning the bid to present. Obviously, the
risks associated with high uncertainty were
not considered when the Ministry of National
Defense allowed Ching-Fu to replace the real
shipyard with a “promise” so as to obtain the
bidding qualification, which was improper.

source
selection
(3/8)

risk assessment
(3/3)

MND 6

When the original convener and the original
deputy convener were absent from the
second meeting of the evaluating members,
in principle, another date should have been
separately set for the meeting. Yet, the
Ministry of National Defense neither dealt
with the problem accordingly nor did it
conduct the procedures to dismiss the
original convener and the original deputy
convener. Instead, it directly proposed a

source
selection
(4/8)

control
activities
(4/6)

MND 7

64




temporary meeting at the beginning of the
second meeting and let the members present
elect the new convener and the new deputy
convener by recommending each other. The
procedure was obviously improper.

According to the explanation made by the
Ministry of National Defense, some of the
members were absent from the meeting to
avoid a conflict of interest. They should be
ascertained by laws and dismissed.
Furthermore, = whether other suitable
members should be employed additionally
should be considered. Nonetheless, the
Ministry of National Defense did not verify
the reasons for all the members’ absence and
did not deal with the situation properly.
There were flaws in the procedure.

source
selection
(5/8)

information
communication
(1/2)

MND 8

According to the scoring results of the
second meeting of the evaluating members,
two firms played to a draw twice. But based
on the bidding documents, the Ministry of
National Defense should firstly negotiate the
“price” to avoid determining the firm with
the most advantageous bid by lottery.

source
selection
(6/8)

control
activities
(5/6)

MND 9

10

This case was about procurement of major
national defense weapons, but the quoted
price of CSBC was NT$33 million (US$1.1
million) cheaper than that of Ching-Fu. In
order to save public funds, price negotiations
should have been conducted according to the
specifications in the bidding firm selection
notice. The Ministry of National Defense
knew that negotiation was one of the
conditions of re-evaluation but still
determined the firm with the most
advantageous bid by lottery, which was also
improper.

source
selection
(7/8)

control
activities
(6/6)

MND 10

11

The Ministry of National Defense failed to
clarify and to deal with the unreasonable
abnormalities in the scores made by all the
members in the second meeting of the
evaluating members, which was an obvious
flaw: In this case, the scoring results of a part
of the items (such as “the first ship built in
Taiwan”) made by different members had

source
selection
(8/8)

information
communication
(2/2)

MND 11
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obvious unreasonable differences, whereby
some members scored 0 (the full score is 50)
for this item because Ching-Fu just started to
build ships in Taiwan from the second one.
For this part, other members still scored 35
to 44 for Ching-Fu and had significant
differences in recognizing whether the first
ship of Ching-Fu was built in Taiwan. Some
members’ scoring order might have been
affected by this. The Ministry of National
Defense decided to make its choice by lottery
without immediate clarification. The
procedure was less complete.

Source: Taiwan Executive Yuan (2017).
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APPENDIX B. ALLEGED INCIDENTS ASSOCIATED WITH FIRST

BANK IN THE MINEHUNTER PROCUREMENT CASE

1. The syndicated loan limit was NT$20.5 billion (US$683.3 million), including NT$12.5 billion
(US$ 416.6 million) as the repayment bond of advance payment and NT$8 billion (US$266.6
million) as the revolving fund (including the issuing charge)
2. As of October 24, 2017, the credit balance and the repayment bond of advance payment were
NT$7.263 billion (US$242.1 million), the revolving fund of material purchase was NT$7.466 billion
(US$248.8 million). The total amount including interest was NT$14.729 billion (US$490.9 million)
and the total balance was NT$15.411 billion (US$513.7 million).
3. The maximum probable loss of all Taiwanese banks was NT$20.1 billion (US$670 million),
including NT$12.5 billion (US$416.6 million) as the maximum probable loss of the bank vaults
participating in the minehunter loan syndication case.

No | Alleged Incidents and Fraudulent Loan | Contract Internal Reference
Activities Management Control Remark
Phases Components
(number/total) | (number/total)
1 The procurement amount of this item was | contract risk assessment | FB 1
NT$34.933 billion (US$1.2 million), and | administration | (1/2)
First Bank verified that the loan was | (1/12)
NT$20.5 billion (US$683.3 million)
(verification ratio 58.7%). In the loan
syndication conditions, Ching-Fu was
required to increase its capital, which
indicated that, through loan verification, a
financing gap had been foreseen at that time.
2 | First Bank did not really analyze whether the | contract control FB2
company’s cash flow forecast during the | administration | activities
period from 2015 to 2025 provided by | (2/12) (1/6)
Ching-Fu was reasonable and did not really
investigate the cash resources.
3 | According to the loan syndication contract, | contract control FB3
Ching-Fu should have completed the capital | administration | activities
increase of NT$4 billion (US$133.3 million) | (3/12) (2/6)

three times—in the first quarter of 2016, the
third quarter of 2016, and in 2017. Ching-Fu
did not complete the capital increase within
the time limit, and after that, only completed
the first two capital increases of NT$2 billion
(US$66.6 million) in total. Moreover, NT$2
billion (US$66.6 million) should have been
increased in 2017, which has not been
completed yet.
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As for Ching-Fu, the capital increase of
NT$750 million (US$25 million) in the first
quarter and the capital increase of NT$300
million (US$10 million) in the third quarter
were acquired from the loan issued by First
Bank to Qingyang Investment Company,
which was Ching-Fu’s major shareholder.
Further, the NT$300 million (US$10
million) was guaranteed by shares of Ching-
Fu and all the fishing boats of affiliate
enterprises, but these fishing boats have
reached the age of 13. Old fishing boats
would cause hard disposal, which affected
guarantee of debt rights.

contract
administration

(4/12)

risk assessment
(2/2)

FB 4

Ching-Fu had negotiated with Bank of
Taiwan, Mega Bank, Taiwan Business Bank,
and Taiwan Cooperative Bank to prepare and
organize the loan syndication. It was found
that Singda Harbor made investment
unattractive, which caused doubt about
shipbuilding, so Mega Bank refused to lend
money. Apparently, First Bank did not attach
importance to Mega Bank’s doubts.

contract
administration
(5/12)

control
activities
(3/6)

FBS5

According to the loan syndication contract,
after the capital was employed the first time,
the shipbuilding infrastructures of the
shipyard were to be built and completed at
Kaohsiung Singda Harbor within three years.
After completion, the shipyard should
establish the first mortgage to the loan
syndication management bank. Yet, there
was no monitoring after First Bank issued the
loan.

contract
administration
(6/12)

control
activities
(4/6)

FB 6

First Bank also did not track the
shipbuilding, schedule of the shipyard, and
transfer of the project advance payment into
First Bank’s account.

contract
administration
(7/12)

control
activities
(5/6)

FB7

First Bank did not confirm the supplier list or
the contract details with the Ministry of
National Defense, to ensure that the
allegedly purchased objects complied with
the military product procurement contract.

contract
administration
(8/12)

information
communication
(1/4)

FB 8

First Bank did not require Ching-Fu to
propose the procurement contract which was
signed with the equipment suppliers, to

contract
administration
(9/12)

information

communication
(2/4)

FB9
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ensure that the objects and products being
purchased complied with the military
product procurement contract.

10

Ching-Fu had three suppliers (Harbour Stand
Limited, L3 Capital Limited, Ocean Kirin
Limited) with business addresses in Hong
Kong, and Hong Kong was not the place
where the ships or weapons and equipment
mentioned in the contract were supplied.
First Bank failed to investigate the actual
principals and business facts of these
suppliers and providers of equipment related
to minehunter, so as to evaluate whether the
contract was complied with and whether the
transactions were true.

contract
administration
(10/12)

information
communication

(3/4)

FB 10

11

The suppliers’ invoices provided for the loan
request by Ching-Fu showed that the
signatures of two companies’ principals
(Harbour Stand Limited and L3 Capital
Limited) were suspected to be the same. First
Bank did not ascertain the background
information of the two companies before
allocating funds, so as to determine the truth
of the transactions.

contract
administration
(11/12)

control
activities
(6/6)

FB 11

12

As for the fact that the account to which the
remitted amount of Ching-Fu’s procurement
transactions was transferred was different
with that of the country of the seller (Hong
Kong), First Bank did not really investigate
whether the funds which flowed to Singapore
and Macau were consistent with the purpose
of purchasing the equipment for the
minehunter.

contract
administration
(12/12)

information

communication
(4/4)

FB 12

Source: Taiwan Executive Yuan (2017).
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APPENDIX C. PROCUREMENT FRAUD SCHEMES ASSOCIATED

WITH CHING-FU

Item

Procurement
Fraud Schemes

Description

Reference
Remark

Fraudulent
Representation
(fraudulent
capital increase)

There are three methods by which Ching-Fu increased capital.
One was to increase its capital by collecting the loan from its
major shareholder Ching Yang Investment company. The
second method was to borrow money from shareholders, after
getting registration documents and then transferring the money
back to shareholders. The third was to fill the capital registration
application paper without increasing capital. Ching-Fu
increased its capital from US$17.6 million to US$166.6 million
by fraudulent activities five times and successfully got
registration to meet the syndicated loan application requirement
and disbursement. After the contract was awarded, to apply for
a syndicated loan, Ching-Fu had to increase its capital from
US$17.6 million to US$100 million, which it claimed it did on
the capital registration application paper without actually
increasing its capital. After First Bank approved the loan
syndication, according to the loan contract, Ching-Fu had to do
three more capital increases to get the disbursement. Ching-Fu
only finished two capital increases by its subsidiary’s loan of
US$35 million from First Bank and shareholder’s money.

CF1

Fraudulent
Representation
(fake invoices
and contracts)

To obtain a working capital loan, Ching-Fu established several
overseas shell companies, such as Harbour Stand Limited, L3
Capital Limited, and Ocean Kirin Limited. The son of Ching-
Fu’s executive is the head of the shell companies. Ching-Fu
created fake contracts and business invoices representing that
Ching-Fu was procuring minehunter equipment form the shell
companies. Ching-Fu got a working capital loan by using fake
contracts and invoices.

CF2

Collusion
(shell company)

Ching-Fu established the shell companies to create fake
contracts and invoices. Ching-Fu forged the contract with a
false title, which states a purchasing deal with shell companies,
and then it added the real contract content listing products and
schedule extracted from the original naval contract. Then
Ching-Fu created fake invoices to apply for a working capital
loan and get disbursement.

CF3

Collusion
(money
laundering)

To hide the illegally gained money, after receiving funds from
banks, Ching-Fu transferred the money to overseas accounts to
escape the tracing.

CF 4

Source: Kaohsiung District Prosecutor’s Office (2017).
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