Republic of the Philippines

ENERGY REGULATORY COMMISSION
San Migue! Avenue, Pasig City
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IN THE MATTER OF THE APPLICATION
" FOR THE APPROVAL OF THE
PROPOSED GENERATION RATES FOR
LUZON, VISAYAS AND MINDANAO
GRIDS WITH PRAYER FOR
PROVISIONAL AUTHORITY

ERC CASE NO. 2004-178

NATIONAL - POWER CORPORATION
(NPC) AND POWER SECTOR ASSETS
AND LIABILITIES MANAGEMENT
CORPORATION (PSALM),

Applicanis.

DECISION

Before the Commission for final decision is the application filed by applicants
National Power Corporation (NPC) and Power Sector Assets and Liabilities
Management Corporation (PSALM) for approval of an overall weighted average

adjustment in rates in the amount of PhP1.97/kWh.

The Antecedent Facts:

~ On June 22, 2004, applicants fil'ed an ap'p!ication for the approval of a revised
Returmn on Rate Base (RORB) with Time-of-Use (TOU) based Generatioh Charges

for Luzon, Visayas and Mindanao Grids, with prayer for provisional authority.
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Having found said application sufficient in form and substance and with the
required fees having been paid, an Order and a Notice of Public Hearing, both dated
June 28, 2004, were issued setting the Cas.e. for hearing as fo!téws: a) July 26, 2004
at the ERC Main Office; b) July 28, 2004 in Cebu Ci_ty; and c) July 29, 2004 in

Davao City.

Before said scheduled hearings, the Cﬁmmission received several letters and
pleadings from different local government units, consumer groups, distributiqn
utilities and concemed government officials manifesting 'their respective
comments/oppositions fo the instant application alleging, in general that applicants
are not entitied to an increase because their losses are due {0 management

inefficiencies.

During said hearings, applicants presented their witness, Mr. Urbano
Mendiola —~ NPC's Power E_conomicé Department Manager, who testified on the
features of a TOU rate design and its intended objectives of redﬁcir;g NPC's costs
by the efficient use of generation capacity. In the same heari'ngs, said witness was
extensively cross-examined by thé oppositors and intervenors comprising of
representatives from different consumer groups, distribution utilities, non-
governmental organizations and local government units with rega_rd to their concern
that this may raise the rates of residential customers. The Commission also
propounded clarificatory questions on the preparedness of the indu.stry to implement

the TOU rates.
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Thereafter, the Commission, in addition fo the three (3) aforementioned
hearings, conducted six (6) hearings from July 31, 2004 to August 31, 2004, two
(2) of which were held outside the Main Office; August 26, 2.004 at Cagayan de
Oro City and August 27, 2004 at Cebu City. This is in line with the Commission’s

duty to reach out and hear the sides of all parties affected by the application.

At the said hearings, applicants presented their second witness, Mr. Nonito
Berardo — PSALM's Vice-President for Finance, who testified oh NPC’s need to
attain an eight percent {8%) RORB 1o meet its loan covenants. Said witness was -
extensively cross-examined by oppositors and intervenors on the issue of
revaluation of rate base, revenue requireménté, debt servicing and causes for its

- cumulative losses.

Upon motion by the parties and with leave of the Commission, applicants’ first
witness, Mr. Merjdioia, was’ recalled to the witness stand for further cross-

examination by the oppositors and intervenors on the proposed TOU rates.

After conducting a total of nine (8) hearings and receiving fifty six (56) written
comments/position papers on the instant application, an Order dated September 3,
2004 was issued by the Commission granting applicants a provisional authority to
- implement an overall weighted average ad;usfment in their rates in the amount of
_PhPO.Q?QBIkWh starting September 26, 2004. More specifically, applicants were
provisionally authorized to impose the following average basic generation éharges:
a) PhP3.8054/kWh for Luzon; b) PhP3.0374/kWh for Visayas; a_nd ¢)

PhP2.0700/kWh for Mindanao. o b ‘/‘/
[
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With regard to applicants’ proposal for the adoption of TOU rates, the
Commission authorized the optional implementation thereof for NPC directly
connected customers and distribution utilities who opted to .be billed under said
scheme. For customers who will not choose to be billed under the TOU rates, the

weighted average generation charge shall be applicable.

On various dates, the following oppositors and intervenors filed their
respective motions for reconsideration of the aforementioned Order: a) Association
of Mindanao industries (AMI); b} Mr. Genaro Lualhati, ¢) ANAKPAWIS Political
Party; ¢) Mr. Zosimo Yeban; d) Freedom from Debt Coalition (FDC); e) National
Association of Electricity Consumers for Reforms, inc. (NASECORE); f} Global
Steelworks International, inc. (GS!!); g} Sangguniang Panlungsod of Zamboanga
City; h) Samahan ng Nagtataguyod ng Agham at Teknolohiya para sa Sambayanan .
(AGHAM); i) NAPOCOR Industrial Consumers Association, Inc. (NICAl) and
Philippine Chamber of Commerce and Industry (PCCl); j) Philippine Phosphate
Fertilizer Corporation (PHILPHOS); k) Davao City. Federation of Subdivision, inc.
(DCFSI); ) Philippine Associatéd Smelting and Refining Corporation (PASARY);, m)
~ Alty. Jose T. Baldonado; n) City Government of Davao; o) Lanao Power Consumers
Federation (LAPOCOF); p) City of lligan; q) Bicol Electric Cooperatives Association
(BECAY); r) Philippine Rdral Electric Cooperatives Association, Inc. (PHiLRECA); 8)
Visayan électric Company, inc. (VECO), t) Cagayan Efectric Power and Light
Company (CEPALCO); u) Manila Electric Company (MERALCQO); v) Davao Light
and Power Company; inc. (DLPC), and w) Cotabato Light and Power Company
(COLIGHT). The Commission, likewise, received several resolutions passed by the
different legislative bodies of various local government units manifebting their

objections/oppositions to the provisionat authority granted to NPC and PSALM. //
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In their motions for. reconsideraﬁon, oppositors and intervenors raised the
foiiowing' issues: a} whether or not applicants complied with the pre-filing publication
and notification requirements of the implementing Rules and Regulations {IRR) of
Republic Act No. 9136; b) whether or not the lifting of the PhP0.40/kWh Purchased
Power Cost Adjustment (PPCA) cap may be done without any such directive frdm
the Office of the President; ¢) whether or not PSALM is a proper party 10 the
application; d) whether or not NPC's Rate Base cailculation is accurate; f) whether or
not NPC is entitled to an eight percent (8%) Return on Rate Base; g) whether or not
expenses considered in cdmputing NPC's revenue requirement were prudently
incurred; h) whetﬁer or not actual revenue from Ancillary Services should affect
NPC'’s total revenue requirement; and i) whether or not NPC should be required to

have its assets appraised by an independent appraiser.

Relative thereto, the Commission, in an Order dated November 26, 2004,
DENIED the said motions for reconsideration for lack of merit considering that no
new issues were raised to warrant a reversal of the provisional authority granted to

applicants. in the same Order, the case was set for hearing on December 16, 2004,

| During the hearing on Decembér 16, 2004, applicants presented their third
witness, Mr. Lucio P. Estangco — NPC's Officer-in-Charge of the Comptroi!ér’s
Department, who testified on matiers pertaining to revenue requirements. Mr.
Estangco was presented by NPC for purposes of proving the following: a) NPC's
revenue requirements should include costs incurred on plants i operated after the
termination of its Buiid Operate Transfer _(BOT) contracts with independent Power
Producers (IPPs); b) the rationale for NPC's bad debts; c) “the loss 'on foreign
exchange (FOREX) fluctuations should form part of the revenue requirement to

rebase said component of the generation rate as of calendar year 20027, and d)
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there are several completed projects _that shbu!d be included in the calculation of
NPC’s rate base. The direct examinatidn having been terminated and due to lack of
material time, the cross-examination of said witness by all the oppositors and

infervenors was scheduled on December 22, 2004,

During the hearing on December 22, 2004, Mr. Estangco was cross-
examined by Atly. Baldonado, Atty, Vargas and Engr. Mallillin on the issue of bad
debts. Thereafter, the Commission propounded clarificatory questions to the same
witness. Applicants then manifested that they had another witness to present.
Consequently, parties agreed to set the case for hearing on January 6, 2005. In this
connection, the Commission informed the oppositors in the same hearing that the
presentation of their withesses and evidence shall commence at the January 10,

2005 hearing.

During the hearing on January 6, 2005, applicants presented their fourth and
last witness, Atty. Catherine Pablo — NPC's Acting Manager of the Land and Land
Rights {)epartmeﬁt, who testified on matters relating {o the various assets and
tandholdings of NPC used in the calculation of its rate base. The direct examination
having been terminated, Afty. Vargas, Atty. Suarez, Atty. Baldonado, Atty. Fabio,
Atty. Noche and Engr. Maliillin conducted their respective crogs-examinations of the.
said witness on the issue of NPC's ownership over certain assets and the inclusion

in NPC's rate base of assets owned by TRANSCO.

Upon motion of the oppositors Without objection from the applicants and with
leave of the Commission, Mr. Bernardo was recalled to the witness stand for further:

- cross-examination by the oppositors on the issue of rate base. For lack of matérial
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time, the said cross-examination was set to another date. The Commission set the

hearing on the following dates: January 10, 12, 14 and 17, 2005.

At the January 10, 2005 hearing of this case, Mr. Bémardo was recalled to
the witness stand for further cross-examinations on the rate base and losses of NPC
by Engr. Mallillin; Atty. Ranulfo Cenas for oppositor City of lligan; Atty. Danilo
Perolino for oppositor PASAR; and Atty. Baldonado. However, due to. lack of

material time, the cross-examination was continued on January 12, 2005.

On January 14, 2005, NPC's first witness, Mr. Mendiola, upon motion of the
oppositors and with leave of the Commission, was recalied for further cross-
examination on the implementation of the TOU by Engr. Maliillin and Atty.

Baldonadc_.

Thereafter, on January 17, 2005, upon motion of the oppositors and Iwith
leave of the Commission, Mr. Bernardo was recalled to the witness stand and for the
Iasi time was cross-examined by Atfty, Baldonado on the issue of rate base. There
being no other witness 1o be presented, apﬁpiicants rested their case and moved that
| they be given five (5) days from said date within which to submit their formal offer of
exhibits. Said moﬁon waé granted and the oppositors were directed by the
Commission to submit their respectivé comments on the said formal offer of exhibits,

within five (8) days from receipt thereof.

On January 25, 2005, applicants filed their “Formal Offer of Evidence”. On
February 3, 2005, Atty. Baldonado filed his “Objections to the Formhl Offer of
- Evidence”. Consequently, the Commission issued an Order dated February 8, 2005

admitting applicants’ formal offer of evidence. In the same Order, the case was set
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for hearin_g on February 23, 2005 for the oppositors’ presentation of _evidence.
Oppositors were directed to fumish the other parties with copies of the affidavits of
their respective witnesses 10 be presented, at least five (5) dayé before said hearing
and to file with the Commission through personal service not later than February 16,
2005, a motion for the issuance of subpoena for witnesses required to be

subpoenaed for presentation at the said hearing.

Meanwhiie,' Atty. Baldonado’'s request for the issuance of a subpoena to
Director Jaime P. Naranjo of the Commission on Audit (COA) to appear before the
Commission was granted during the hearing. Consequently, a subpoena was issued
on February 8, 20056 directing Director Naranjo to appear and te‘stify'during the
February 23, 2005 hearing. Moreover, Atty. Baldonado filed oh February 16, 2005
his motion for the issuance of subpoena for Atty. Pablo, one of NPC’s witnesses.

Acting thereon, the Commission issued said subpoena on February 21, 2005.

in the meantime, on February 21, 2005, Mr. Yeban filed his “Affidavit with
Motion to Issuance of Subpoena” praying that subpoenas be issued by the
Commission for the following persons: a) Senator Manuel Villar; b) Senator Sergio
Osmena lil; ¢} Former National Eiéc.trification Administration (NEA) Administrator

Noel Sanchez; and d} Former Nationat Treasurer Mina Figueroa.

in connection with the motion for the issuance of subpoena fiied by Mr.
Yeban, the Commission issued an Order on March 9, 2006 denying said motion on
the ground that the facts proposed io be established by Mr. Yeban through said
witnesses, i.e. veracity of certain newspaper reports on, 'among others, anbmalies in’

the bidding of the Wholesale Electricity Spot Market (WESM) contract and the

P
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alleged distribution of money to hasten the enactment of Republic Act No. 9136, are

irrelevant to the resoiution of the primary issue in this case.

At the February 23, 2005 hearing, Atty. Baldonado presented Atty. Pablo as

his first adverse witness to prove the following claims: a) that certain assets included -

in NPC's rate base are not eligible for inclusion therein; and b) that the
mismanagement of the assets and the inefficiencies of the NPC were the causes of

the losses incurred by it

Thereafter, Atly. Baldonado presented his second witness, Afty. Ricardo P.
'Guevarra, President of AMI, who testified on matters rei.ating to the operation and
performance of Agus [. The direct examination having been terminated, applicanis
cross-examined the same witness on the external circumstances affecting Agus 1's

rehabititation, including threat to the security of rehabilitation contractor's personnel,

Atty. Baldonado was then informed by the Commission that Dir. Naranjo would only -

be available to-take the witness stand on March 1, 2005. Consequently, the parties
agreed that another hearing be set on March 1, 2005 for the presentation of the said

witness by Atty. Baldonado.

During the March 1, 2005 hearing, Atty. Baldonado presented Dir. Naranjo as
his third witness for purposes of proving the following points: a} that NPC has not
submitted to this Commission a reliable listing of the assets proposed for inclusion in
the rate base; b) that the values stated by the applicants in their evidence are

unreliable and there is a need for an appraisal by an independent appraisal

company of said assets; and c} that the expenses of NPC were attended by"

management inefficiencies. Engr. Mallilin and Atty. Vargas, likewise, propounded

questions on the said witness relating to the COA reporl. Thereatter, applicants
' N\

I
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cross-examined the same witness on NPC's compliance to some directives of the
COA relative to the report. On rebuttal, Atty. Baldonado called the attention of the

Commission that said compliances were made after the year 2002

On March 1, 2005, PIPPA filed a "Manifestation and Motion to Set for
Hearing” to set a date for the presentation of its evidence. Having found said motion
meritorious, the same was granted. Accordingly, the Commission issued an Order
on March 2, 2005 directing PIPPA to present its witness at the March 10, 2005

hearing.

Before PIPPA could present its evidence at the March 10, 2005 hearing, Afty.
Baldonado requested that Mr Pio Benavidez, NPC’s Senior Vice President for
Operations, be calied to the witness stand first for the purpose of confirming that
NPC's assets weré used and useful. Mr. Benavidez, being a_hostiie- witness,
testified on the actual use and usefulness of NPC assets. Engr. Mallillin, Atly.
Vargas and Atty. Fabio also propounded questions on the said witness on the same

issue.

in the same hearing, PIPPA presented as witness its President, Mr, Emesto
P. Pantangco, who testified that. the approvai.of the application would redb’und to the
benefit of the industry, ‘encourage investments and support NPC’s privatization.
Engr. Maliillin, Atty. Fabio and Afty. Vargas then conducted their initial cross-
examination on the real motive of PIPPA in supporting the application. However,
due to lack of material time, the hearing was reset to March 186, 2005 for further

cross-examination. . ;
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At the March 16, 2005 hearing, Afty. Baldenado cross-examined Mr..
Pantangco on the benefits of the approvat of the application to some of its members.
Thereafter, Engr. Mallillin and Atiy; Fabio were allowed to further cross-examine the
same witness. After the cross-examination of said witness, Atty. Baldonado
nresented his fifth witness, Mr. Bernard Tinosa, PSALM's Senior Financial Analyst,
whose testimony was offered to confirm Alty. Baldonado’s contention that the valixes
of the assets presented by applicants may not be used as fair bases for fixing the
rates, the same not ﬁaving been arrived at Ey an independent appraisal company.
After the direct examinati_on 6? said witness, Engr. Mallillin asked some clarificatory

questions regarding NPC's assets.

Thereafter, Atty. Baldonado presented his sixth and last witness, Mr. Dennis
dela Sérné, PSALM’'s Finance Manager, who testified on matters relating to the
savings on the renegotiation of NPC's PP cobtracts. Aﬁer the direct examination,'
Engr. Mallillin as well as the Commission propéunded some clarificatory questions
to the same witness on the savings resulting from the subject renegotiation. Atty.
Baldonado then moved that he be given a peﬁad of five (5) days from said hearing
within which to submit his formal offer of evidence. Applicants moved that they be
given ihe same pefiod of time from receipt of said formal offer within which to submit

their comments/oppositions. Said motic_ins were granted,

On March 21, 2005, Atty. Baidonado filed his “Formal Offer of Evidence”
while on April 1, 2005, applicants filed their “Comments to the Formal Offer of
Evidence {of Atty. Jose T. Baldonado and Association of Mindanao Industries)”.

The exhibits presented by Ally. Baldonado were admitted. ‘ ;
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Issues:
The Commission resolved the following major issues:
l. The appropriate value of the Rate Base;
i, The appropriate level of the Revenue Require;nent:
. The appropriate rate of return;

IV. The level of rates that will generate the approved revenue

requirement; and

V. Whether or not the Time-of-Use (TOU) Rates should remain optional.

Discussions/Conclusipns:

in resolving the aforementioned issues, the Commission, as a quasi-judicial
body, considered the following: 1) evidence formally offered by the parties in support
of their respective allegations, pursuant to Section 35, Rule 132 of the Revised
Rules of Court; 2) data or information in the posses_sion .of and existing in the
Commission's files and records, pursuant to Section 2, Rule 12 of the Rules of
Practice and Procedure Governing Hearings Before the Commission;S) data or
information gathered from ocuiar inspection or investigation condacted pursuant to
‘Section 7, Rule 12 of the same Rules of Practice; and 4) testimonies given under

oath by the parties’ respective witnesses,
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The very records of this case in the possession of the Commission are the
best proof of its conclusions. The number of hearingé conducted, the extensive
cross-examinations, additional examinations and several insténces of recalling
witnesses and the Commissioners' intensive clarificatory ﬁr.uestion's, ali geared
towards finding the truth behind every fact presented by the parties. Thus, it
cannot be denied that the Commission; in resolving the issues, afforded all the
parties every opportunity to ventilate their claims even to the extent of relaxing

‘technical rules applicable to ordinary courts of law.

l. Rate Base:
In 'granting the provisional authority, the Commission established NPC's

rate base at PhiP169,257,81 4,000.00.

The following are the components of NPC's rate base: a) Net Electric Plants
in Service (EPS); b) Construction Work in Progress (CWIiP), ¢} Materials and

| Supplies inven?tow; and d) Cash Working Capital.

a. Net Electric Plant in Service:

in granting the provisional authofity, the Commission adjusted the
proposed value of NPC’s Net Electric Plant in Service (NEPS) to
PhP152,879,356,280.00. This was arrived at by applying a foreign exchange
| factor to the foréign component of NPC's assets of 1.1715 which is the ratio of
average US$ exchange rates between Calendar Year 2002 and Calendar Year

2000 of PhP51.6036 and PhP44.0483, respectively. . ;
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in the said provisional authority, the Commission also excluded from
NPC's NEPS, assets that are no longer used and useful as well as plants that |
have been negotiated for sale as of June 2004. The Commission, fikewise,

excluded iand holdings which were found to be not in the name of NPC.

In one of the hearings, it was disclosed that two (2) of the power plants
(Agus 1 and Pulangui), | alleged by oppositor AMI to be non-operational or |
derated in 2002, made actual deliveries in the year 2004 and thus, have met the
criteria for inclusion in NPC's NEPS for being oWned, existing, used and useful at

the time of this Decision.

Likewise, in one of the hearings, oppésitors contended that the low
capacity factbr of some NPC plants should cause a corresponding reduction in
value for purposes of determining its rate base. NICAl and PCCI posited the
view that the poorly maintained condition of the generating assets of NPC, which
- was the reason for its inability to deliver the desired capacity, should cause a
downward adjustment in its value. NPC argued that some exiernal factors
beyond its control have caused soms of its power plants. to operate below their
rated capacity, i.e. transmission constraints, security problems and dispatch
policies. In this regard, the Commission recognizes that these factors affect
capacity utitization. However, independent appraisal is expected to assign

values to the assets based on existing conditions at the time of appraisal.

In the course of the proceedings, the Commission propounded clarificatory
questions on applicants’ witness, Mr. Bemardd, regarding the applicability of.the

said revaluation. The Commission likewise took notice of the fact that oppositors
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raised vigorous objections to said revaluation on the assets as shown by their

persistent cross-examination of the same witness.

The oppositors’ position on the values of NPC's assets has persuaded the _
Commission to use the last approved appraisal in 1896 plus actual additions less

retirements of assets at cost from 1997 1o 2002 in this final ,decision,

Based on the ocular inspection conducted by the Commission, certain
assets of NPC amounting to PhP4,333,193,034.00 were found. not to be used

and useful in its operations and thus, excluded from its NEPS, as follows:

Grid Amount (in PhP)

Luzon 3,170,240,897.00
Visayas 1,162,952.137.00

Total 4,333,193,034.00

Accordingly, the NEPS for each grid are as follows:

h]

{in PhP “000) PHIL. LUZCN VISAYAS | MINDANAO
Adjusted Pian; in Service 278,110,957 214,130,481 22635036 | 45,345,441
Less: Adjusted Accumulated Depreciation 135,845 145 102,746,672 | 13,634,827 19,563,747

| 142,265,812 107,383,909 9,100,209 25,781,694

Adjusted Net Plant in Service

The Commission recognizes that NPC is currently being privatized. As such,

some of its plants will be sold, bidded out or awarded to a new owner. The

détermination whether or not the cost of a plant already sold, bidded out or awarded

~ to a new owner shouid still be included in NPC’s revenue requirements isiguided by

the “used and useful principle” in ratemaking. This means that even though a certain

plant may have been sold, bidded out or awarded, the dete

rmining factor is whether //




