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25 April 2005 
 
 
By Hand 
 
 
The Hon. Lau Kong-wah, JP 
Chairman 
Panel on Transport 
c/o Legislative Council Secretariat 
Legislative Council Building 
8 Jackson Road, Central 
Hong Kong 
 
 
 
Dear Mr. Lau: 
 
At the meeting of the LegCo Transport Panel on Friday I agreed to provide further 
information on the way the internal rate of return on equity is calculated and provide 
a summary of the NHKTC cash flow that would explain how it is used. A summary 
of the cashflow of the Company for the period from 1985 to 2003 is attached to 
match the figure of 8.4% which Dr So questioned in paragraph (1) of his letter. 
 
The methodology of internal rate of return on equity is a standard method of 
assessing the return on an investment, both in the planning stage and in its 
subsequent evaluation1. It is the methodology agreed by the government and the 
NHKTC, and all their advisors in both arbitrations as the appropriate yardstick for 
measuring the reasonable remuneration over the life of the NHKTC franchise. 
Moreover the LegCo briefs for the Western Harbour Crossing Bill and the Route 3 
Tunnel Bill make it clear that their toll adjustment mechanisms were based upon 
what was considered to be an appropriate IRR on equity over the respective 
franchises.  
 
Dr So’s points are based on what Brealey and Meyers in their standard work refer to 
as “the book rate of return” about which they say “the merits of an investment 
project do not depend on how accountants classify the cash flows and few 
companies these days make investment decisions just on the basis of book rate of 
return” (page 94). 

                                                 
1  The experts in the arbitration referred to the standard work in the book The Principles of 

Corporate Finance by Brealey and Meyers.  An extract pp. 93-105 attached for reference and the 
book itself can be produced if required. 

CB(1)1388/04-05(01)



 

2 

 
The attached schedule shows the annual cash flow from 1985 to 2003 agreed by the 
experts on both sides. The internal rate of return on equity of the cashflow up to 
2003 was 8.4% as can be easily verified using a spreadsheet program such as Excel. 
These calculations, and all others presented to the arbitrators were examined and 
agreed as correct by the financial experts representing both the New Hong Kong 
Tunnel Co. Ltd. and the Government, and they based their evidence on the agreed 
figures. The experts were: 
 

- Mr Kenneth G. Morrison, senior partner of Moores Rowland Mazars, 
Certified Public Accountants (representing the NHKTC) 

- Mr Macleod of Deutsche Bank AG (representing the government) 
 
Last week Mr. Kenneth G. Morrison was asked to comment on the analysis in Dr 
So’s 20 April letter and replied as follows: 
 
 “One of the main shortcomings of Dr So’s analysis is that he has not 

factored into his calculation the time value of money.  When looking at 
returns on long-term capital projects, IRR is frequently the method 
adopted for examining returns over the life of such project.  This 
necessitates looking at cashflows paid and received throughout the 
project as well as the timing of such flows.  Simply put, HK$1 
paid/received in 1986 is not equivalent to HK$1 paid or received in 
2005.  Therefore, a capital sum of HK$750 million – the capital of 
EHT – in 1986 would be equivalent today to a considerably higher sum 
than HK$750 million.  To measure returns achieved today against a 
capital sum in 1986 without adjusting for the time value of money is 
misleading and significantly distorts the true returns actually achieved. 

 
One of the main reasons for EHT maintaining a relatively high level of 
retained earnings in the accounts is because the consortium behind 
EHT had been restricted by the loan agreement with the lending banks 
for payment of dividends from retained earnings until such bank loans 
had been repaid in full.  It is only in recent years that this has 
occurred.  Furthermore, after the repayment of the bank loans in 2001, 
EHT did not have available cash funds to finance payments of 
additional dividends from retained earnings.” 

 
This independent analysis was confirmed by the NHKTC’s own Financial Controller 
whose observations are: 
 

1. Dr So has taken the sum of the profits after tax of the Company for the 
years up to 2003 and average it to calculate the average return on equity. 

 
This method simply has not taken into account the time value of money 
which is essential in any type of investment analysis.  To illustrate, let us 
take an example of two projects: 
 

(i) Project A costs $100 million at the beginning of year 1 and 
gives the investor a return of $10 million each year for the 
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next 30 years (a total of $300 million) and returns the $100 
million to the investor at the end of 30 year. 

 
(ii) Project B costs the same but gives the investor a return of 

$300 million and returns the $100 million to the investor, both 
at the end of 30 years. 

 
Using Dr So’s methodology, the average return for project A and project B 
will be the same and is equal to 10% (= the total return of $300 million ÷ 
$100 million ÷ 30 years). If we take into account the time value of money 
by calculating the internal rate of return, project A returns 10% whilst  
project B returns only 4.73%. 

 
2. An internal rate of return on equity for a project is the discount rate 

whereby the present value of the initial investment of the shareholders 
(cash paid out) will equal to the present value of the cash inflow to 
shareholders over the life of the project.  

 
Dr So used the profit after tax for a particular year (2003) to say that the 
Company is making 33% return a year.  It is wrong because (1) this 
method is not using the cashflow to calculate an IRR; (2) it has ignored 
the fact that the cashflow to shareholders in the first 9 years of the project 
was zero. 

 
3. Dr So said that the Company has retained its profit without distributing to 

shareholders so as to make use of finance to lower its return. This is not 
the case. The Company has actually distributed all its surplus cash to 
shareholders after it repaid its loan in 2001. This can be easily read from 
the Company’s Balance Sheet, the cash on hand as at the end of 2003 was 
$42 million (a balance awaiting periodic distribution) while the retained 
earnings were $460 million. The Company simply did not have any extra 
cash to pay more dividends because most of the cash earned in the first 15 
years of the project was used for repaying the loan that partially financed 
the building of the tunnel. The shareholders’ equity plus retained earnings 
represent the long-term fixed assets held by the Company i.e. the Tunnel 
itself, which will be written down to zero by 2016 when the tunnel has to 
be returned to the Government with no payment in return. Using Dr So’s 
methodology his return on equity would rise over the next 10 years merely 
because the retained earnings will reduce to reflect the value of the assets 
they represent reduces because they have to be returned to the 
government.  

 
We believe we have already addressed the queries of Dr So.  We would like to 
point out that in the two arbitrations in 1997 and 2004, four separate financial 
experts plus the arbitrators involved accepted that an IRR on equity after tax is the 
appropriate way of measuring reasonable but not excessive remuneration over the 
30-year franchise.   
 
Regarding the meeting of the LegCo Subcommittee to study the Eastern Harbour 
Crossing Ordinance (Amendment of Schedule) Notice 2005 scheduled for 26 April 
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2005, please be informed that Ms Becky Fung, our Project Manager, will represent 
the Company to attend the meeting and answer any remaining questions that may 
arise on our accounts. 
 
With best regards, 
 
 
Yours sincerely, 
 
 
 
 
Vernon F. Moore 
Chairman 
 
 
 
 
Attachment 
 
 
 
 
 
 
 
 
cc :  Mr. Andy Lau, Clerk to Subcommittee 
 Dr. Sarah Liao Sau-tung, Secretary for the Environment, Transport and Works 
 Secretary for the Environment, Transport and Works (Attn : Mr. Clement Lau) 
   



NEW HONG KONG TUNNEL CO. LTD.
CALCULATION OF IRR ON EQUITY
HK$' 000

YEAR
CASH

INVESTED
DIVIDEND TO

SHAREHOLDERS NET FLOW

PROFIT
FOR THE

YEAR

1986 -200,000 0 -200,000 0

1987 -200,000 0 -200,000 0

1988 -200,000 0 -200,000 0

1989 -150,000 0 -150,000 -33,746

1990 0 0 0 -117,449

1991 0 0 0 -22,217

1992 0 0 0 94,901

1993 0 0 0 142,448

1994 0 162,750 162,750 144,018

1995 0 119,250 119,250 117,738

1996 0 132,000 132,000 141,765

1997 0 137,250 137,250 150,113

1998 0 217,500 217,500 268,744

1999 0 123,750 123,750 304,101

2000 0 90,000 90,000 317,931

2001 0 240,000 240,000 320,906

2002 0 381,000 381,000 306,234

2003 0 327,000 327,000 255,059
-750,000 1,930,500 1,180,500 2,390,546

IRR up to 2003 8.4%
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