Review of the Fare Adjustment M echanism
of the MTR Corporation Limited

Purpose

The Government is conducting a review of the FAtgustment
Mechanism (“FAM”) of the MTR Corporation Limited.This paper sets out
the relevant information and invites views from public on the FAM.

MTRCL

2. The MTR Corporation (now the MTR Corporation ltieal
(“MTRCL")) was established in 1975 with a missiandonstruct and operate,
under prudent commercial principles, a safe, ridiamd efficient urban metro
system to help meet Hong Kong'’s public transpajur@ments. At that time,
the sole shareholder was the Government. The Catrpo was listed on the
Stock Exchange of Hong Kong through an Initial Rulffering by the
Government in October 2000. The Government nowsocavound 77% of the
shares of MTRCL.

3. The rail merger of MTRCL and the Kowloon-Cantétailway
Corporation (“KCRC”) took effect on 2 December 200¥hich involved,
among other things, the expansion of the MTRCL&&hise under the MTR
Ordinance (Cap. 556) to provide MTRCL with the tigb operate both the
MTR and KCR railways for an initial period of 50are from the merger date.
The merged rail network comprises nine railway direerving Hong Kong
Island, Kowloon and the New Territories. In additica Light Rail network
serves the local communities of Tuen Mun and Yuemd.in the New
Territories while a fleet of buses provide convehieeder services.

The Current FAM of MTRCL

4. Before the rail merger, MTRCL had autonomy ittisg their fares in
accordance with prudent commercial principles, hgviegard to, inter alia,
economic conditions, competition from other pubtr@ansport modes and
whether the service was value for money. At th@et there was general
public concern that the basis on which the rail pames adjusted fares was not
clear. During discussions on terms of the railgeer MTRCL committed not
to increase fares until June 2009. Since the ratger, an objective and
transparent formulaic approach, namely the FAM, determining future fare
adjustments has been adopted to replace the fémaamy of the pre-merger
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MTRCL. The existing FAM was formulated after extensivecdssion in the
community and the Legislative Council (“LegCo”) thg the merger.

The Formula

5. The FAM is a direct-drive formula that takesoitccount changes in
the Composite Consumer Price Index (“CCPI”), anel lominal Wage Index
(Transportation Section) (“NWI(TS)”), as well apree-determined productivity
factor:

Overall Fare Adjustment Rate = 0.5 x Change in CEBI5 x Change in
NWI(TS) — Productivity Factor

where —

e Overall fare adjustment rate is the weighted awefagire by which
all adjustments to individual fares taken togesiall equal to;

e Change in CCPI is the year-on-year percentage enam@CPI for
December of the preceding year,

e Change in NWI(TS) is the year-on-year percentagangé in
NWI(TS) for December of the preceding year; and

* Productivity Factor is a pre-determined factor @ Before 2013 and
0.1% from 2013.

6. Based on the data of these objective indicesting FAM, fares will
be maintained, or adjusted upward or downward.ifnf.a given year, the
outcome of the calculations on the overall faraistpent rate under the FAM is
within the range of £1.5%, there shall be no fatpistment and the unadjusted
percentage shall be rolled over to the next anfamalreview for calculation.

7. The adoption of CCPI and NWI(TS) seeks to algm®e adjustments
with economic conditions and wage levels. The COfHects the

macroeconomic environment and public affordability a certain extent,
whereas the NWI(TS) reflects MTRCL's non-managesialff cost. These two
indices are published data of the Census and t8tatiBepartment and are
objective and verifiable.

8. The productivity factor is set at zero for thestffive years starting
from the rail merger (i.e. before 2013) and wilvbaa value of 0.1% starting
from the & year (i.e. from 2013). The 0% productivity facfor the first five
years took into consideration of the general radoadf MTR fares on the day
of the merger on 2 December 2007, before any syes®empuld be realized for
the merger. In other words, MTRCL was returning thitial productivity
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benefits of the rail merger to passengers by wagy fafe reduction immediately
upon the rail merger before it could fully realitee benefits of the synergies
from the merger. The fare reduction implemented nupbbe merger had
benefitted 2.8 million passengers each day witheled fares ranging from 5%
to 20%. The productivity factor of 0.1% to be applitdm the &' year
onwards has been so determined taking accounteofaitt that the scope for
productivity gain would be limited due to heavy e@stment by the merged
MTRCL, particularly as the railway network is exparg.

Adjustments of Individual Fares

9. The FAM is applicable to all Controlled Faresluaing:

(a) Adult, Elder, Student and Child fares for oreywourneys on all
MTR lines, excluding the Airport Express but indlugl Airport
Workers'’ fares;

(b) East Rail Line First Class Premium fares; and

(c) all Light Rail and MTR Bus fares.

10. In calculating individual fares, the followirggiding principles have
been applied:

(@) adjustments to Octopus fares are in units efel@is;

(b) adjustments to Single Journey Ticket fares Breunits of
50-cents; and

(c) the weighted average of all individual fare umdinents must
equal to the overall fare adjustment rate calcdldr®em the
formula.

11. In accordance with the Operating Agreement detvthe Government
and MTRCL, MTRCL is required to provide the Goveesmh with two
independent third party certificates certifying ttilae fare adjustments are in
compliance with the FAM. MTRCL is also requiredftemally notify the Panel
on Transport of the LegCo and the Transport Adyisoommittee three weeks
prior to implementation of the new fares in Junehegear.

Operation of the FAM and Adjustments to MTR Fares

12. As part of the merger deal, the first MTR farerease could only take
place on or after 1 July 2009. In 2009, the ovefate adjustment rate
calculated according to the formula was +0.7%. f&e adjustment was made
in 2009 and the +0.7% was carried over to 2010.
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13. In 2010, the outcome of the fare adjustmenteurtdle FAM was

+1.35%. Together with the +0.7% carried forwamihir2009, the overall fare
adjustment rate for 2010 was +2.05%. Adjustmentd & fares took effect on
13 June 2010 accordingly.

14. 2011 was the second year of fare increasesr uhdeFAM. The
overall fare adjustment rate was calculated toh@%. Adjustments to MTR
fares took effect from 19 June 2011. MTR faresenadso increased under the
FAM in 2012 with the overall fare adjustment ratdcalated as +5.4%. The
adjusted fares took effect on 17 June 2012.

15. Whilst MTR fares were adjusted in 2010, 2011 antiZ?@ccording to
the FAM formula, at the same time, MTRCL has beffaring a wide range of
fare concession and promotion schemes, includirggdancession for children,
Student Travel Scheme, fare concession and $2pfaraotion for the elderly
on Wednesdays, Saturdays and public holidays (éxmduSundays), fare
concession for Persons with Disabilities, fare saveffering discounts at
pre-designated MTR stations, Monthly and Day Pasies Light Rail and
MTR bus interchanges; as well as inter-modal im@nge discounts between
MTR and some MTR Feeder Bus, New Lantao Bus, Gkéiaibus routes, etc.

16. Apart from these fare concessions, each year there also additional
short-term fare promotions in conjunction with kR fare adjustments as
follows —

(@) In 2010, a “Ride $100 Get $5 MTR Shop Coupon” probamoscheme
was launched for a period of about two months.

(b) In 2011, MTRCL offered the “Ride $100 Get 1 Fregbmotion
scheme for a period of about six months.

(c) In 2012, MTRCL offered a package of new fare proons valued at
some $670 million with a view to benefitting an eweider range of
passengers. The additional fare promotion schemeside the
“Ride 10 Get 1 Free” scheme for a period of mowmntkix months,
“10% Discount for Same-day Second Trips” schemedioout six
months, as well as the new Tung Chung — Hong Kowogthly Pass
for about nine months. MTRCL, for the first timeffered free
weekend and public holiday travel for children oifRIservices for a
period of about five months. In addition, for aipd of six months
for each Monthly Pass, a $20 MTR Shops Coupon Wised to
Monthly Pass purchase.
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Review of the FAM of MTRCL

17. Notwithstanding that the FAM and its componentthim formula were
thoroughly discussed and considered by the commamit the LegCo during
the rail merger, the Government is alive to themntwiews that factors such as
MTRCL's profit level, service performance, as wadl public affordability and
acceptability should also be taken into considenatvhen MTR fares are
reviewed each year according to the FAM.

18. The Operating Agreement stipulates that eitheryparay request a
review on the FAM once every five years followig trail merger in December
2007. We have served a written notice to MTRCkdaduct a review on the
FAM, with a view to completing the exercise by g&t013.

Public Consultation

19. We would like to invite views from the public onetlffAM review. Any
views should be addressed in writing to the Trartspepartmenbn or before
31 October 2012 by the following means:

By Mail: The Bus and Railway Branch,
Transport Department
40/F., Immigration Tower,
7 Gloucester Road, Wan Chai, Hong Kong

By Fax: 2802 2679

By Email: fam-review@td.gov.hk

Please state “FAM Review” on the envelope or in shemission. For any
enquiry on this consultation, please call 2829 5500

20. It is voluntary for any member of the publicsiopply his/her personal
data upon providing views on the consultation papény personal data
provided with a submission will only be used foretlpurpose of this
consultation exercise.

21. The names and views of individuals and organiss which put forth

submissions in response to the consultation pdpenders”) may be published
for public viewing after conclusion of the publioresultation exercise. We will
respect the wish of senders to remain anonymougoiarkgep the views
confidential in relation to all or part of a subsi@; but if no such wish is
indicated, it will be assumed that the sender aanamed.

Page 5



Transport and Housing Bureau
Transport Department
17 September 2012
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