Republic of the Philippines
ENERGY REGULATORY COMMISSION
San Miguel Avenue, Pasig City

IN THE MATTER OF THE APPLICATION
FOR THE APPROVAL OF THE SOUND
VALUE APPRAISAL AND ADJUSTMENT OF
RATES TO ACHIEVE THE PROPOSED
REVENUE REQUIREMENT, WITH PRAYER
FOR PROVISIONAL AUTHORITY

ERC CASE NO. 2007-140 RC

LA UNION ELECTRIC COMPANY, INC.

(LUECO),
Applicant. DOCEKEETED
XrmrTorrmmmmmmmm e X Date; FEBOS 208
BIr e v (g
DECISION

Before the Commission for resolution is the application filed by La Union
Electric Company, Inc. {(LUECO) on August 21, 2007 for approval of the sound
value appraisal and adjustment of rates to achieve the proposed revenue

requirement, with prayer for provisional authority.

Having found the application sufficient in form and in substance with the
required fees having been paid, an Order and a Notice of Public Hearing, both
dated August 23, 2007, were issued setting the same for jurisdictional, expository,
pre-trial and evidentiary hearings on September 27 and 28, 2007 at the Municipal

Council Session Hall, San Juan, La Union.

LUECO was directed to cause the publication of the Notice of Public
Hearing, at its own expense, twice (2x) for two (2) successive weeks in two (2)
newspapers of general circulation in the Philippines, with the date of the last

publication to be made not later thgy ten (10) days before the scheduled date of
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the initial hearing. It was also directed to inform the consumers within its
franchise area, by any other means available and appropriate, of the filing of the

instant application, its reasons therefor, and of the scheduled hearing thereon.

The Office of the Solicitor General (OSG), the Commission on Audit (COA)
and the Committees on Energy of both Houses of Congress were furnished with
copies of the Order and the attached Notice of Public Hearing and were

requested to have their respective duly authorized representatives present at the

said initial hearing.

Likewise, the Offices of the Mayors of the City and Municipalities within
the franchise area of LUECO were furnished with copies of the said Order and
the Notice of Public Hearing, for the appropriate posting thereof on their

respective bulletin boards.

On September 11, 2007, the Commission issued an Order directing

LUECO to submit various documents.

On September 21, 2007, LUECO filed its “Pre-Trial Brief".
During the September 27, 2007 hearing, only LUECQO appeared. No

oppositor/intervenor appeared nor was there any oppositionfintervention

registered.

At the said hearing, LUECO presented its proofs of compliance with the
Commission’s posting and publication of notice requirements which were duly
marked as Exhibits “A” to “E-1", inclusive. Thereafter, it conducted an expository

presentdtion of its application.
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At the continuation of the hearing on September 28, 2007, LUECO
presented the following witnesses who testified in support of the application:  a)
Mr. Lovino T. Torricer, its Head of the Administrative Department; b) Engr.
Roberto Cagal, Jr., Chief Operating Officer of Royal Asian Appraisal Corporation
(RAAC); and c) Mr. Jose Roberto D. Catoto, Assistant Vice President of RAAC.
In the course of their direct testimonies, various documents were presented and

marked as Exhibits “G” to “I”, inclusive.

The direct examinations having been terminated, the Commission
propounded clarificatory questions. LUECO was then directed to file its formal
offer of evidence. In compliance therewith, LUECQO filed its "Formal Offer of

Exhibits” on October 4, 2007.

On October 23, 2007, the Commission issued another Order directing

LUECO to submit various documents.

On November 26, 2007, LUECO filed its “Compliance and Supplemental
Offer of Exhibits” which are hereby admitted for being relevant and material to

the resolution of this application.

DISCUSSION

Proposed Revenue Requirement Based on Test Year 2005

On the basis of its Audited Financial Statement (AFS) for the year 2005,
LUECO proposed a revenue requirement of One Hundred Nineteen Million Three
Hundred Ninety Four Thousand Six Hundred Sixty Nine Pesos
(PhP119,394,669.00). Subsequently, it made an upward adjustment resuiting to

a total proposed revenue requirement of PhP145,318,297.00, to wit:

h/ i
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Proposed
Particulars Per Revenue
1 Audited F/S | Adjustment | Requirement
(PhP) (PhP) (PhP)
Payrall 49 528,849 - 49,528,849
Operation & Maintenance (less Fuel, Purchased 29,093,190 i 29.093.190
Power and Payroll)
Depreciation and Amortization 17,958,340 12,000,465 | 29,958,805
Private Utility: Return on Rate Base 22,814,290 13,923,163 | 36,737,453
Revenue Requirement 119,394,669 | 25,923,628 | 145,318,297

Comparison of Proposed and Existing Rates

LUECO provided the estimated impact of its proposed rates on different

customer classes, as follows:

Proposed Rates Existing Rates Difference
= | PhP/kWh | PhP/month PhP/kWh | P/month | PhP/kWh | PhP/morth
Residential
Distribution 1.0661 0.7162 0.3499
Supply 0.2805 0.0814 0.1991
Metering 0.2013 5.00 0.1827 5.00 0.0186 -
Commercial 1 (X1)
Distribution 0.9633 0.6893 0.2740
Supply 0.1815 - 0.0230 - 0.1585
Metering 0.3499 - 0.3433 - 0.0066
Commercial 2 (X2)
Distribution 0.9484 0.5844 0.3642
Supply - 393.62 - 136.32 - 257.30
Metering - 794.01 - 847.33 - (53.32)
Hospital
Distribution 0.7745 - 0.3926 - 0.3819
Supply - 393.62 - 36.32 - 257.30
Metering 794.01 - 847.33 - (53.32)
Industrial
Distribution - -
PhP/Kwh 0.5082 0.3116 0.1966
PhP/Kw 143.09 88.86 - 5423
Supply - 393.62 - 136.32 - 257.30
Metering 1,458.76 1,525.19 {66.43)
Streetlights
Distribution 0.9780 - 0.6041 - 0.3739 -
Supply - 157.45 - 136.32 - 2113
Metering - - - - - -

vy
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Proposed Lifeline Rate Discounts and Subsidy

LUECO proposed a rate of PhP0.1088 per kWh for its lifeline customers

up to 70 kWh consumption level, to wit:

Consumption Level of Discount

25 kWh and below 50% 50%
26-30 KWh 45% 45%
31-35 KWh 20% 40%
36-40 KWh 35% 35%
41-45 KWh 30% 30%
46-50 KWh 25% 25%
51-55 kKWh 20% 20%
56-60 KWh 15% 15%
61-65 KWh 10% 10%
66-70 KWh 5% 5%

Subsidy Charge to

non-lifeline PhP0.0906/kWh | PhP0.1088/kWh

customers

(PhP/KWh)

Under a Return on Rate Base {(RORB) Methodology, distribution rates are

determined using the following formula:

Rate = Revenue Requirement/ Billing Determinant

REVENUE REQUIREMENT
The revenue requirement is determined by adding the following
components:

Operating Expenses
(Payroll + O & M including taxes other than Income Tax)

+

Return on Rate Base

(Net Plant In Service + Materials and Supplies + Cash Working Capital) x Rate of
Return
+
Return of Capital
(Depreciation and Amortization)
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The table below shows LUECO's proposed and the Commission’s

approved revenue requirements:

Payroli 49,528,849 (24,543,293) 24,985 556
Operation & Maintenance (less Fuel and PP) 29,003,190 (2,777,270) 26,315,920
Return on Rate Base 36,737,453 (3,202,098) 33,535,355
Depreciation and Amortization 29,958,805 (795,945) 29,162,860
Total Revenue Requirement 145,318,297 (31,318,6086) 113,999,691
l.ess: Other Revenue ltems - 2,323,979 2,323,979
Revenue Requirement net of ORI 145,318,297 (33,642,585) 111,675,712
Adjusted Existing Revenue * 94,775,504 i 103,296,936
increase/{Decrease) in Revenue 50,542,793 8,378,775
Billing Determinant bl 105,415,810 105,911,272
Qverall Average Tariff Adjustment (PhP/kWh) 0.4795 0.079H

"

Inclusive of generation revenues
**  Adjusted revenue

*** Actual 2005 kWh sales
****Annualized 2005 kWh sales

Using the RORB methodology under the Uniform Filing Requirements

(UFR) and based on a 2005 test year, LUECO proposed a total revenue

requirement of One Hundred Forty Five Million Three Hundred Eighteen

Thousand Two Hundred Ninety Seven Pesos (PhP145,318,297.00). LUECO

submitted its AFS for the year 2005 including the adjustments in support of its

application.

The Commission made a downward adjustment of PhP33,642,585.00,

resuiting to a total revenue requirement of One Hundred Eleven Million Six

Hundred Seventy Five Thousand

Seven

Hundred

Twelve

Pesos
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(PhP111,675,712.00). The adjustments made by the Commission will be

discussed in seriatim.

OPERATING EXPENSES

1. Payroll

LUECO proposed a Payroll of PhP49,528,849.00 or an increase of
PhP32,063,153.00 from its approved Payroll of PhP17,465,696.00. It claimed
that the said increase was due to the following: 1) increase in the number of its
employees (from 120 in CY 2000 to 151 in CY 2005); 2) salary increases as
mandated by the Regional Tripartite Wages and Productivity Board (RTWPB)
from the years 2000 to 2005; 3) standardization of the rank and file payroll to
conform with the industry standard; and 4) the decision of the Board of Directors

to grant additional salary increases to its employees.

Based on the documents submitted, as of December 31, 2005, LUECO’s
Payroll expense has increased by almost 200% from its unbundling level. The
Commission noted a big disparity between the salaries of LUECO’s top

management officials and that of the other employees.

In this regard, the Commission made a simulation to verify the resultant

Payroll expense escalated by the change in the Consumer Price index (CPI) for

the year 2005 as shown below:

Particulars
LUECO's Approved Payroll Per Unbundling Decision | PhP 17,465,969
Multiply by the CP1 for 2005 129.80%

Adjusted Payroll (escalated by CPI) - . PhP 22,670,828

R
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The simulation showed that the proposed Payroil of PhP49,528,849.00
was beyond the Payroll expense escalated to CPl. Thus, the Commission made
a downward adjustment resulting to a Payroll expense in the amount of

PhP24,985,556.00, computed as follows:

. Particulars 7 . Amount
Adjusted Payroll Escalated by CPI 22,670,828
Add: Salaries of 21 additional employees for 2005 2,314,728
Adjusted Payroll = _ ' ' 24,985,556

OPERATION AND MAINTENANCE {(O&M) EXPENSE

LUECO's AFS for 2005 reflected a total Operating and Maintenance
Expense (O&M) of PhP78,622,039.00. However, it made a downward adjustment

resulting to a proposed O & M of PhP29,093,190.00, as shown below:

_ " Particulars - Amount (PhP)
Total O & M Per Audited Financial Statement 78,622,039
Less:
Payroll 49,528,849
TOTAL O & M Net of Exclusion (Proposed O & M} 29,093,190

Generally, the allowable operating expenses are those which are
reasonably incurred in connection with business operations to yield revenue or
income. It should be necessary in the operation of a distribution utility, recurring

and should redound to the service or benefit of end-users.

Distribution utilities are expected to incur only “prudent and reasonable

costs” for inclusion in the determination of retail rates and while they enjoy the

' benefit of passing their costs of purchasefl power and other reasonable costs to

n/
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end-users, they are duty-bound as a public utility to ensure that their costs of

operations are kept at a minimum.

The Commission deducted the total amount of PhP2,777,270.00 from
LUECO's proposed O&M. Hence, the adjusted O&M amounted to

PhP26,315,920.00, brocken down as follows:

. Particulars B |~ Amount (in PhP)
Proposed O & M 29,093,190
Adjustments
Pensions and Benefits {Light Allowance) (360,000)
Franchise Tax (1,942,053)
Miscellaneous General Expenses
Meals/Snacks for Visitors (89,452)
Employees Sports activities (255,102)
Summer outing expense (130,663)
Total Adjustments (2,777,270)
Adjusted O& M ' - ) 26,315,920

The following are the adjustments made by the Commission relative to

LUECQO’s proposed O & M:

A. Light Allowance
LUECQ included in its Pensions and Benefits Account an expense item

pertaining to light allowance amounting to PhP360,000.00.

The Commission believed that these additional benefits should not be

passed on to the consumers as they do not redound to their benefit.
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B. Regulatory Expenses (Franchise Tax)
Upon examination of the ledger account, the Commission found that
LUECO included in its Regulatory Expenses the amount of PhP1,988,928.00

pertaining to Franchise Tax and Supervision Fees payments.

The Commission excluded from the revenue requirement the Franchise
Tax payments amounting to PhP1,842,053.00 since these are pass-on charges
and should appear as a separate line item on consumers’ bills. However, the

Commission allowed the inclusion of the amount of PhP46,875.00 representing

Supervision Fee payments.

C. Miscellaneous General Expense

Upon examination of the ledger account on its miscellaneous general
expenses, the Commission found that LUECOQO included expenses for: (1)
employees' sports activities; (2) meals and snacks of various visitors; and (3)
summer outing. The Commission disallowed these expenses as these are not

necessary in the operation of distribution service.

The Commission, thus, approved LUECO's O&M in the amount of
PhP26,315,920.00.

RETURN ON CAPITAL

The Return on Capital, as a component of the revenue requirement, is

arrived at using the following formula:

Return on Rate B#se = (Net Plant In Service + Materials and Supplies + Cash
Working Capital) x Rate of Return
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A. Net Plant in Service (NPS)

The following are considered in determining a DU’'s Net Plant in Service: a)
Sound Value of the assets as reflected in the Appraisal Report of an ERC
accredited appraiser; b) the Inspection Report prepared by the ERC personnel
who made an ocular inspection of the relevant assets of the DU; and ¢)

Construction Work in Progress (CWIP).

In support of its application, LUECQO submitted the Appraisal Report of the
Royal Asia Appraisal Company, Inc.'s (RAAC) RAAC File No. 06-C102167-002A
dated September 6, 2006. Based on the said report, LUECO's existing property,
plant and equipment' as of December 31, 2005 had a total cost of reproduction
new of PhP455,290,000.00 and a sound value of PhP278,983,350.00. However,
LUECO made a downward adjustment on the sound value in the amount of
PhP8,678,295.00, which pertained to the value of the asset additions for the year
2006. The table below shows the reconciliation of the sound value as reflected in

the appraisal report and in LUECO's application.

Sound Value per Appraisal PhP 278,983,350
Less: Excluded Assets {2006 Assets)
Overhead and Transmission Lines 1,162,969
Poles and Fixtures 1,722,983
Transformers 1,280,925
Meters 4,511,418
Adjusted Sound Value Per LUECO 12/31/05 PhP 270,305,055

On September 26 to 29, 2007, the Commission conducted an ocular
inspection on the assets of LUECO subject of the instant application which were
listed in the Appraisal Report dated December 31, 2005 to verify their existence,
use and usefulness, and legal ownership. In the course thereof, certain assets
were found to be nolt'; in use in the furtherance of LUECQO's provision of electric

i

service, as follows:
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Cost of
Reproduction Sound
Asset Categories New Value
(in PhP) {in PhP)
Electrical Equipments 4,287,000 857,000
Machinery Equipment 35,600 5,650
Transportation Equipments 4,185,000 4,185,000
Furniture and Office EqQuipments 94,900 42,700
TOTAL Disallowances 8,602,500 5,090,350

The Commission made a downward adjustment of PhP5,090,350.00
pertaining to assets which were found to be not in service during the time of
inspection. Thus, LUECO's adjusted sound value of its assets amounting to
PhP265,214,705.00 was used as basis for computing its return on rate base
(RORB) and the cbrresponding allowable depreciation was included in its

revenue requirement.

Considered in the rate base computation was LUECO's net plant in

service as of December 31, 2005, to wit:

Assets as of December 31, 2005
Sound Value {Per LUECQO) 270,305,055
Less: Disallowances
Reproduction cost new 8,602,500
Less: Accumulated Depreciation 3,512,130
Sound Value 5,090,350
Adjusted Net Plant in Service 265,214,705

B. Materials and Supplies
Consistent with its Decision in its approved rate unbundling application,
the Commission included in LUECO’s rate base the materials and supplies

amounting to PhP5,696,343.00. As verified from its ledger accounts, the reported

materials and supplies consisted of complete line of stock of electrical materials

and supplies primarily for the replacendent of defective assets in the system.
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C. Cash Working Capital (CWC)

LUECO proposed a sixty (60) day CWC for Operating and Maintenance

expenses and ten (10) days for power costs.

Waorking capital is a fund that a business must have available, to meet its
payroll and expenses until the services or products are paid by the customers.
Utilities are usually allowed an amount for working capital as part of their rate

base.

The cash wg)rking capital allowance should approximate the cash
requirements based on an estimated net lag in the cash flow of a distribution
utility. The Commission took intc consideration LUECO's proposed CWC, Cash
Flow, availment of the Prompt Payment Discounts (PPD), collection efficiency,
indebtedness pertaining to its cash flow problems or any current liabilities, and

Average Collection Period (ACP).

The Commission calculated the net lag days of LUECO based on the
submitted sample bills and supplier invoices (National Power Corporation). It was
determined that LUECO has a negative 18 net lag days. This means that it is
able to collect 18 days in advance before its outstanding purchase power

obligations become due.

Biltling Cycle 15 15

Invoicing Period 2 5
Payment Period 10 25

27 45
Net Lag Days -18

*based on September 2007 NPC sample bills
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Consistent with its policy, the Commission granted LUECO a 2-month cash

operating and maintenance expenses amounting to PhP8,550,246.00, computed

as follows:

Adjusted Operating and Maintenance Expenses 26,315,920
Payroll and Purchased Power Costs 24,985,556
Less: Taxes and Non-Cash ltems -

Provision for Bad Debts ;

Depreciation -
O & M - net of taxes & non-cash items 51,301,476
2-Months CWC provisionon O & M 8,550,246

Summary of the Rate Base

After the adjustments made on all the componenis of the rate base, the

following summarizes the corresponding adjusted figures to come up with the

final amount of PhP279,461,294.00:

" PerLUECO Adjustments Per Commission

_ Particulars ...  (inPhP} =
Adjusted Net Plant In Service 270,305,055

(5,090,350)

(in PhP) - (in PhP)

265,214,705

Construction Work In Progress

Cash Working Capital 30,144,043

{21,593,797) 8,660,246
Materials and Supplies 5,696,343 - 5,696,343
Total 306,145,441 {26,684,147) 279,461,294

D. Return on Rate Base {(RORB})

For the privately-owned electric utilities, a cost base method known as the

return on rate base (RORB) methodology is being adopted. Power rates are set

to recover the cost of service prudently incurred plus a reasonable rate of return.

The rate of return pertains to the percentage which, when multiplied by the

allowed rate base, provides a return that will fairly compensate the company for

the risk inherent to the invgstment of gypital. This simply means that a regulated
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utility is allowed certain rates that will cover its operating costs and provide it an
opportunity to earn a reasonable rate of return on the assets utilized in the

business.

On the basis of existing jurisprudence, the 12% rate of return will be

maintained in this case.

The Commission approved the return on rate base amounting to

PhP33,535,355.00 computed as follows:

' ' Per LUECO Adjustments Per Commission
. . Particulars’ (in PhP) - . (inPhP) (in.PhP)
Adjusted Total Rate Base 306,145,441 26,684,147 279,461,294
Rate of Return 12.00% 12.00% 12%
Return on Rate Base 36,737,453 3,202,098 33,535,355

E. Return of Capital (Depreciation and Amortization)

LUECO calculated its proposed depreciation of PhP17,958,340.00 based
on its AFS for 2005. However, LUECO made an upward adjustment of

PhP12,000,465.00 to reflect the increase in appraisal.

Depreciation is allowed as a component of the revenue requirement to
provide a return of capital. This is required to be set aside by the DU specifically

for the purpose of rehabilitation, upgrading and reptacement of assets.

The Commission recalculated the depreciation expense net of the
disallowances made in the net plant in service. Depreciation is calculated on a
straight-line basis since this is a generally acceptable method of computing
depreciation for rate making purposes and consistent with the methodology used
by independent appraisal companies and auditors. Further, the Commission

utilized the estimated useful Jife of thg\asset used by its independent appraisal

}’(\%ﬂ>



