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Bills Committee Meeting on 27 July 2006 
Further Information of Property Package, Fare-related and Staff-related Issues 
 
 
Property package issues 
 
(a)  Basis and methodology adopted by the professional surveyor appointed by 

the Government in conducting valuation of the property and related 
commercial interests included in the property package. 

  
 Please refer to Annex I attached. 
 
(b) Details of valuation of the property package of the rail merger proposal. 

 
In response to Members’ request at the joint meeting of the Panel on Transport 
and Panel on Financial Affairs on 23 May 2006, we have provided details on 
the valuation of the property package vide our letter of 2 June 2006 to the 
Clerk to Panel on Transport.  Please refer to Annex II (site plans and land 
grant documents not included). 
 

(c) Given the Administration’s reply that disclosure of the valuation of 
individual property sites not yet tendered would cause a disadvantage to 
the post-merger Corporation (MergeCo) during the future tender process, 
the Administration was requested to explain, with reference to 
Government’s public works and land sale programme, and Hong Kong 
Housing Authority’s (HKHA) property development projects, how the 
disclosure of relevant project estimates / open market value (OMVs) had 
caused disadvantage to the Government or HKHA in the past tender 
exercises, and whether OMV reserve prices of individual sites as estimated 
by the Government / HKHA were made known to potential bidders in the 
past. 
 
The Administration provides project estimates for capital works projects in 
papers for seeking approval of funding from the Public Works Subcommittee 
and Finance Committee of LegCo.  While potential contractors and service 
providers interested in such government contracts have access to such 
estimates, they would need to evaluate their own costs and return in rendering 
the required works or services and to tender a contract sum competitive enough 
to win the contract. 
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The project budgets of HKHA’s capital works building projects are approved 
by the Building Committee (BC) of HKHA. These BC Papers are classified as 
confidential and will not be disclosed to the public. Potential bidders need to 
do their own cost evaluation and submit a bona fide tender. 
 
Under the Application List system, a bid reaching at least 80% of the Open 
Market Value (OMV) assessed by Lands Department will be accepted as a 
trigger to initiate an auction or tender.  To protect public revenue, the site will 
not be sold unless the highest bid meets or exceeds an OMV reserve price 
assessed on the day of auction or tender closing.  Hence, the successful 
trigger price does not equate with Lands Department's OMV assessment nor 
the reserve price of any sale site, which are not disclosed by Government. 
 
Similar to Government’s current arrangement for land sale by application, the 
proposed acquisition of the development rights by MTR Corporation Limited 
(MTRCL) as part of the merger package contains commercially sensitive 
information which is not appropriate for disclosure in order not to prejudice the 
interests of the company and its shareholders.  In any event, our professional 
property valuation consultant has confirmed that the pricing of the property 
package is fair and reasonable.  After payment for such development rights 
(similar to an “entry fee”), MTRCL would still need to arrange for payment of 
land premium, construction costs and other development costs and hence bear 
the business risks (including market and cost risks) in pursuing such 
developments in the future. 
 

 
(d) Why the valuation of the eight property development sites conducted by 

the professional surveyor appointed by the Government would differ 
significantly from those prepared by other professional valuers as quoted 
in the press, and whether the properties were disposed of at a severely 
diminished valuation. 
 
While not in a position to comment on the estimations rendered by other 
professional surveyors, we would reiterate that the pricing of the property 
package is fair and reasonable.  Our intention is to sell the property package 
to MTRCL on market terms.  The professional property valuation consultant 
appointed by Government, who has adopted a methodology for property 
valuation commonly accepted in the market, has confirmed that the pricing of 
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the property package is fair and reasonable. 
 

It is, however, important to note that what MTRCL pays for are only the 
"development rights" of the development sites (similar to an "entry fee"), 
which is to be differentiated from paying for the land premium and for the 
"properties" (i.e. the total value of the completed development). Hence, after 
payment for such development rights, MTRCL will still need to arrange for the 
payment of land premium, construction costs and other development costs to 
complete the development of the properties in the development sites. 

 
We also notice that there are research analysts of reputable investment banks 
and other brokerage houses who have commented in their research reports that 
the price to be paid by MTRCL for the property package is “fair” (and hence 
“slightly disappointing” from MTRCL’s point of view) or even “excessive”. 

 
 
(e) The triggering mechanism and factors to be considered in invoking the 

proposed railway property development control mechanism to enable 
Government to exercise control on the level of flat production arising from 
the tender programme for railway property developments. 

 
 The control mechanism seeks to formalise the existing coordination 

mechanism which has worked well.  Government and MergeCo shall conduct 
an annual exercise to discuss and draw up a three-year rolling programme on 
the level of flat production arising from tenders for railway property 
development.  If there are extraordinary circumstances, we expect MergeCo 
to seek Government's agreement to any revisions.  Each case will be looked at 
on its merits having regard to the overall market conditions and the prevailing 
housing situation at the time. 

 
 
(f) The basis, calculation method and discount rate adopted for projecting the 

assessed development profits (in present value) associated with the selling 
of the rights over the property development sites to MTR Corporation 
Limited (MTRCL). 

 
Please refer to Annex I attached. 
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Fare-related issues 
 
(g) Earliest date for fare adjustment under the fare adjustment mechanism 

(FAM). 
 
Under the merger package, there will be no increase in railway fares during the 
24-months period from date of announcement of the package proposal (11 
April 2006) until 10 April 2008 so long as the merger exercise is on-going.   
If the rail merger is implemented before 10 April 2008, MTRCL’s commitment 
is that the post-merger corporation (MergeCo) will not increase its fares before 
that date.   
 
Fares will be reduced from the first day of the merger.  If:  
(a) the legislative process for implementing the rail merger; 
(b) the obtaining of the necessary approval from MTRCL’s minority 

shareholders at an Extraordinary General Meeting (which would follow 
the legislative process if the Rail Merger Bill is passed; and 

(c) the integration tasks that would commence after formal approval of the 
merger transaction 

all can be completed in time for effecting the rail merger in mid 2007, the 
earliest date that MergeCo fares may be adjusted according to the proposed 
FAM will not be earlier than mid 2008.  The reduced fares effective from the 
first day of the merger will be the base fares for the first fare adjustment after 
the merger.   
 
It should be noted that if the merger can be implemented earlier, the travelling 
public will benefit from fare reduction sooner as a result of the merger. 

 
 
(h) Illustration of the changes of railway fares over the past 20 years by 

applying the FAM formula. 
 

The proposed FAM will regulate railway fares in the future after the rail 
merger and hence is forward-looking.  It is not appropriate to artificially apply 
the fare adjustment formula retrospectively as if it had been agreed for 
application at that time, which it was not, and compare the hypothetical result 
with the actual fare increases in those past 20 years. 

 
 



 5

(i)  As the adoption of a FAM for adjusting public transport fares was already 
an established Government transport policy, the FAM for adjusting 
railway fares should be implemented without further delay to enable the 
general public to enjoy fare reduction at the earliest opportunity, and the 
FAM should also be delinked from the present rail merger exercise. 
 
Under the existing legislation and operating agreements, the railway 
corporations have autonomy to determine their fares.  It is therefore most 
effective to pursue the FAM proposal through obtaining the agreement of the 
railway corporations to replace their existing fare autonomy with the FAM as 
part of the deal to implement the rail merger.  The Government has set the 
introduction of a FAM as one of the parameters for the merger.  Our merger 
discussions with the railway corporations have, among other things, resulted in 
their agreement to adopt the proposed FAM as part of the overall merger deal.   
 
Any attempt to de-link the FAM, which is part and parcel of the overall merger 
deal, from the rail merger exercise will undermine the understanding we have 
reached with MTRCL as set out in the memorandum of understanding between 
Government and MTRCL on the terms of the merger and the railway 
corporation may seek to re-open discussions on FAM with us. 
 
 

(j) Measures to ensure objectivity and transparency of the productivity factor 
in the FAM formula. 

 
We have considered adopting the same approach used for calculating the 
productivity gain of the franchised bus industry for the purpose of fare 
regulation.  Under this approach, the productivity of the industry concerned is 
assessed by using the ratio of total fare and non-fare revenue to total operating 
costs.  However, this approach would produce a negative value for the 
productivity factor for the railway industry.  This is because the scope for 
productivity gain for railways is limited when compared to buses due to heavy 
investment in the case in Hong Kong, especially where the railway network is 
still expanding.  It would take the new railways some time before they can get 
sufficient patronage to make more efficient and more economic use of the 
additional capacity they provide.  If we adopt this approach for the FAM, it 
would lead to higher railway fare increases or lower fare reduction (as the case 
may be) than otherwise would be the case, which would not be of benefit to the 
travelling public.   
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It should be noted that despite these constraints, we have achieved an 
understanding with MTRCL, as part of the overall merger deal, to set the 
productivity factor at a positive value of 0.1% in the FAM.  This would have 
the effect of moderating future fare increases or increasing the level of fare 
reduction, as the case may be, which would benefit railway users, whilst at the 
same time incentivise MergeCo to achieve productivity gains. 
 
Calculation of the productivity factor will be subject to review in the context of 
future reviews of the FAM. 

 
 
 
(k) Details and basis of the calculation of the different levels of fare reduction, 

and their relationship with the synergies arising from the rail merger. 
 

 Under the merger package, the railway fare reduction includes the following 
elements:  
(a) abolition of second boarding charge ranging from $1 to $7; 
(b) global fare reduction of $0.20 for all Octopus card users paying full fares; 
(c) an extra $1 reduction for journeys charging $12 or above; 
(d) for all journeys charging $12 or above, if (a), (b) and (c) above when 

combined result in less than a 10% reduction, there would be a further 
reduction to achieve a minimum of a 10% reduction for all those 
journeys; and  

(e) for all journeys charging between $8.50 and $11.90, if (a) and (b) above 
when combined result in less than a 5% reduction, there would be a 
further reduction to achieve a minimum of a 5% reduction for all those 
journeys. 

 
Upon implementation of this fare reduction package, there would be a 
minimum of a 10% fare reduction for all passengers travelling on journeys 
with fares at $12 or above and a minimum of 5% fare reduction for all 
passengers travelling on journeys with fares between $8.50 and $11.90.  The 
proposed fare reduction would apply to all domestic MTR and KCR railway 
lines.  There would be no change to the fares of the AEL, Lo Wu and Light 
Rail services because of the rail merger. 
 
Taking into account the benefits from the abolition of second boarding charge 
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and the global fare reduction, 2.8 million daily rail trips will benefit from fare 
reduction from Day One of the rail merger.  About 340,000 of them would 
benefit from a minimum of a 10% fare reduction and another 1.16 million 
would benefit from a minimum of 5% up to 10% fare reduction. 
 
The proposed fare reduction is made possible by synergies to be achieved as a 
result of the merger.  The two corporations have estimated that the synergies 
arising from the merger could reach about $450 million per annum after a few 
years of merger implementation.  As a result of further detailed discussions, 
MTRCL has agreed to the above-mentioned fare reduction package which 
MTRCL estimated would cost about $600 million per annum, exceeding the 
estimated amount of potential synergies.  This cost estimate is derived from 
an assessment of likely revenue foregone due to fare reduction from the first 
day of the merger. 

 
 
Staff-related issues 
 
(l) Kowloon-Canton Railway Corporation (KCRC) was requested to render 

assistance to its staff to facilitate their registration as registered skilled 
workers with the Construction Workers Registration Authority. 
 
We have conveyed Members’ request to KCRC.  KCRC responded that it has 
planned to help all of those construction workers employed by KCRC to 
complete their application for registration by the end of 2006.  As at the end 
of August 2006, more than 12% of these construction workers have completed 
their registration.  The rest are expected to complete their registration by end 
2006 as planned. 
 

 
 
Environment, Transport and Works Bureau 
Financial Services and the Treasury Bureau 
 
15 September 2006 
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Annex I 
 

Property Development sites 
 
Basis of Valuations 
 
   MTRCL will pay $4.91 billion for the rights over the eight property 
development sites.  The amount is for the rights over these sites, being the share of 
property development profits which the post-merger corporation may realise from 
co-development of these eight sites with property developer partners. 
  
2.  The rights over the foregoing property development sites are valued on the 
basis of the post-merger corporation’s expected share of the assessed development 
profits for the sites.  The development profit from each site is the independently 
and professionally assessed value of the market sales proceeds after deducting (1) 
land premium; (2) construction costs; (3) project enabling works costs; (4) tax; and 
(5) financing costs, professional fees, marketing costs, etc.  As the sites are 
expected to be developed over a number of years, the assessed development profits 
are discounted to give a present value.  Furthermore, the sites will be developed in 
conjunction with developer partners, hence the assessed development profits will 
also need to be shared with such partners. 
 
3.  The valuations of the rights were based on our professional property 
valuation consultant’s opinion of the market values of the completed developments, 
which would be defined as intended to mean “the estimated amount for which a 
property should exchange on the date of valuation between a willing buyer and a 
willing seller in an arm’s-length transaction after the proper marketing wherein the 
parties had each acted knowledgeably, prudently and without compulsion”, as well 
as our professional property valuation consultant’s land premium assessment. 
 
Valuation Methodology 
 
4.  In undertaking the valuation of the rights, our professional property 
valuation consultant has primarily adopted the Income Approach, which is the 
conversion of expected monetary benefits of projects (such as sales proceeds) into 
an indication of value.  It is based on the principle that an informed buyer would 
pay no more for the right than an amount equal to the present worth of anticipated 
future benefits (profits) from the same or equivalent project with similar risk. 
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5.  The discounted cashflow approach is commonly applied when adopting the 
Income Approach to value.  This approach takes into account the time value of 
money and evaluates the value of any investment by arriving at a net present value 
(NPV). 
 
6.  The NPV of an investment is the current date value of all of its present and 
future cashflows (i.e. surplus proceeds), discounted at the opportunity cost of those 
cashflows.  These opportunity costs reflect the returns available on investing in an 
alternative investment of equal timing and risk. 
 
7.  For the purpose of land premium estimation (where required), our 
professional property valuation consultant has applied the Residual Method, which 
is essentially a means of valuing land by reference to its development potential by 
deducting costs and developer’s profit from its estimated completed development 
value.  The development value of the property will firstly be established by the 
Comparison Method (see below).  Thereafter, the total outstanding cost of 
development including construction costs, fees and other associated expenditure, 
shall be estimated (if not already provided) and deducted from the estimated 
completed development value to produce an arithmetical calculation of the expected 
land premium. 
 
8.  In evaluating the sales proceeds of the completed developments, our 
professional property valuation consultant has relied on the Comparison Method.  
The Comparison Method considers prices recently paid for similar properties, with 
adjustments made to the indicated market prices to reflect the condition and utility 
of the appraised properties relative to the market comparables.  Properties for 
which there is an established secondary market may be appraised by this approach. 
 
Valuation Assumptions 
 
9.  Our professional property valuation consultant has relied to a considerable 
extent on the information provided by Government (i.e. its client) and KCRC and 
has accepted advice given in such matters as planning approvals or statutory notices, 
easements, tenure, site areas, gross floor areas, development parameters, 
development schedule, land premium payment schedule, construction costs 
information as well as all other relevant matters. 
 
10.  Our professional property valuation consultant has assumed that all 
statutory or non-statutory development restrictions have been or shall be complied 
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with.  The consultant has further assumed that the utilisations and improvements of 
land are or shall be within the boundaries of the properties held or to be held by 
KCRC or permitted to be occupied by KCRC. 
 
11.  In cases where the Government Land Grant conditions are available, our 
professional property valuation consultant has relied on the development parameters 
as stated therein in the course of the valuation.  Otherwise, the development 
parameters as contained in the draft Government Land Grant conditions (if any), the 
Master Layout Plans approved by Town Planning Board (if any) and the information 
provided by Government and KCRC have been adopted for the purpose of the 
valuation. 
 
12.  Our professional property valuation consultant has assumed that all 
relevant required approvals from Government in relation to the planning application, 
land grant application and construction of the development properties are secured 
from Government in accordance with the development programme as provided by 
Government and KCRC. 
 
Investment Property 
 
Basis of Valuations 
 
13.  MTRCL will pay $2.84 billion for the eight investment properties. 
 
14.  The valuations were our professional property valuation consultant’s 
opinion of the market values of the properties concerned, which would be defined as 
intended to mean “the estimated amount for which a property should exchange on 
the date of valuation between a willing buyer and a willing seller in an arm’s-length 
transaction after the proper marketing wherein the parties had each acted 
knowledgeably, prudently and without compulsion”. 
 
Valuation Methodology 
 
15.  In valuing the properties, our professional property valuation consultant 
has adopted the Investment Approach, which is valued by capitalisation of the net 
income derived from the existing tenancies with due allowance for any reversionary 
potential, where appropriate.  For those portions in the properties which are 
currently vacant, our professional property valuation consultant has adopted the 
Comparison Approach assuming sale of these portions in their existing state on 
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strata-titled basis with the benefit of vacant possession, making reference to the 
comparable sales evidence as available in the relevant market. 
  
Valuation Assumptions 
 
16.  Our professional property valuation consultant has relied to a considerable 
extent on the information provided by Government and KCRC and has accepted 
advice given in such matters as planning approvals, statutory notices, easements, 
tenure, occupancy status, gross floor areas as well as all other relevant matters. 
 
17.  Our professional property valuation consultant has based on the tenancy 
information as of September 2005 and assumed that the vacant units and 
lease-expired units would be leased out at market rates as at the date of valuation. 
 
18.  Our professional property valuation consultant has assumed that all 
statutory or non-statutory development restrictions have been complied with.  They 
have further assumed that the utilisations and improvements of land are within the 
boundaries of the properties held by KCRC or permitted to be occupied by KCRC. 
 
19.  Our professional property valuation consultant has conducted sample 
internal inspections of the properties.  However, no structural survey has been 
made nor were any tests carried out on any of the services provided in the 
properties. 
 
20.  The valuations were made on the assumption that KCRC sells the 
properties in the open market without deferred term contract, joint venture, 
leaseback, management agreement or any similar arrangement which could serve to 
affect the values of the properties. 
 
21.  In respect of those properties for which the Government Lease(s) had 
expired before 31 July 1997, our professional property valuation consultant has 
taken into account the provisions contained in Annex III of the Joint Declaration of 
the Government of the United Kingdom and the Government of the People’s 
Republic of China on the Question of Hong Kong and the New Territories Leases 
(Extension) Ordinance 1988, which stipulate that such Government Lease has been 
extended without paying additional land premium until 30 June 2047 and that a rent 
of three percent of the prevailing rateable value is charged per annum from the date 
of extension. 
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22.  No allowance has been made in the valuations for any charges, mortgages 
or amounts owing on the properties or for any expenses or taxation which may be 
incurred in effecting a sale. 
 
23.  In the cases of the properties held under the Kowloon-Canton Railway 
Ordinance, our professional property valuation consultant has assumed that relevant 
land grants for these properties have been obtained from Government and all 
necessary premiums (if any) for the land grants have been settled in full by KCRC. 
 
24.  KCRC has the right to dispose, mortgage and lease these properties to third 
parties. 
 

- END - 




























