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

IN THE MATTER OF THE ADOPTION OF AN
ALTERNATIVE FORM OF RATE SETTING
METHODOLOGY FOR THE  NATIONAL
TRANSMISSION CORPORATION (TransCo)
AND ANY FUTURE CONCESSIONAIRE
THEREOF FOR THE SECOND REGULATORY
PERIOD OF 2006-2010
(“Application”)

ERC CASE NO. 2005-

NATIONAL TRANSMISSION CORPORATION
(TransCo),

and
POWER SECTOR ASSETS AND LIABILITIES

MANAGEMENT (PSALM) CORPORATION,
(Applicants).

APPLICATION

Applicants NATIONAL TRANSMISSION CORPORATION, (“TransCo”, for
brevity) and the POWER SECTOR ASSETS AND LIABILITIES MANAGEMENT
CORPORATION (“PSALM”, for brevity) through counsels, unto this most Honorable

Commission, respectfully state that:

1. TransCo is a government-owned and -controlled corporation (GOCC) created by
virtue of Section 8 of Republic Act N0.9136, otherwise known as the “Electric
Power Industry Reform Act of 2001,” or the “EPIRA.” It is responsible for the

planning, construction, and centralized operation and maintenance of high-



voltage transmission facilities nationwide, including those of grid

interconnections, as well as the provision of ancillary and other related services;

. TransCo is likewise mandated to provide open and non-discriminatory access to
its transmission system to all electricity users and, accordingly, assess and collect

transmission charges subject to the approval of this Honorable Commission;

. As a System Operator, TransCo shall also provide central dispatch of all
generation facilities connected, directly or indirectly, to the transmission system
in accordance with the dispatch schedule submitted by the market operator,

taking into account outstanding bilateral contracts;

. Pursuant to Section 8 of the EPIRA, TransCo shall be wholly-owned by PSALM, a
GOCC created pursuant to Section 49 of the EPIRA;

. Pursuant to Section 43(f) of the EPIRA, the Energy Regulatory Commission (ERC)
developed, approved and adopted the Guidelines on the Methodology for the
Setting of Transmission Wheeling Rates (TWRG), a new methodology for setting
the transmission wheeling rates of TransCo based on the Maximum Annual

Revenue (MAR) Cap. The TWRG was promulgated on May 29, 2003;

. Article VII, (Regulatory Reset Process) of the TWRG sets forth the process that
the ERC will follow in determining the price control arrangements that are to be
made applicable for the Second Regulatory Period. On September 20, 2004, the
ERC, consistent with Section 7.1.2 of the TWRG, published a Regulatory Reset

Issues Paper (Issues Paper) to:

(a) Provide the ERC'’s initial views on the issues to be discussed during the

Regulatory Reset Process;

(b) Guide TransCo in preparing the information required to be delivered by

TransCo for the purposes of the Regulatory Reset Process; and

(c) Specify the time by which such information shall be delivered;



7. Section 1.2.2 of the Issues Paper requires TransCo to submit to the ERC its filing
for the Regulatory Reset, including all data, reports, forecast and information
required by the TWRG for this process, not later than August 31, 2005. This
Application, and its supporting annexes and attachments, fulfil that requirement.
These reports, assumptions and the approach taken by TransCo in the

preparation of this filing are summarized in Annex “A”;

8. Article VII of the TWRG requires that the filing include independent expert

reports with respect to each of the following:

(@) An asset re-valuation referred to in Section 4.6 of the TWRG. This
requirement is met by Asset Re-valuation Report prepared by Sinclair Knight
Merz (SKM) in association with PricewaterhouseCoopers (PwC), and Cuervo
Appraisers, Incorporated (for convenience referred to as “SKM et. AlL”),

hereto attached as Annex “B” to form part of this submission;

(b) A report on the condition and lives of assets that are used in providing
regulated transmission services and referred to in Section 4.8.3 of the TWRG.
This requirement is the report prepared by SKM et. Al., hereto attached as

part of Annex “B”;

(c) A determination of the Weighted Average Cost of Capital (WACC) referred to
in Section 4.9 of the TWRG. The Applicants have complied with this
requirement through the report prepared by Professor Tony van Zijl, Ph.D.,
professor of Accounting and Finance at Victoria University, with a Doctorate

in Finance, and Director of LECG, hereto attached as Annex “C”;

(d) A review of the Regulated Entity’s proposed capital expenditure (CAPEX)
referred to in Section 4.10 of the TWRG. Applicants have complied with this
requirement through the report prepared by SKM, hereto attached to form

part of this submission as Annex “D”;

(e) A review of the Regulated Entity’'s proposed operating and maintenance

expenditure (OPEX) referred to in Section 4.11 of the TWRG. Applicants have



complied with this requirement through the report prepared by SKM, hereto

attached to form part of this submission as Annex “E”.

9. In their desire to assist this Honorable Commission, the Applicants likewise
engaged the services of an independent taxation expert, Atty. Edmundo P.
Guevara, former Deputy Commissioner of the Bureau of Internal Revenue (BIR)
and with countless local and foreign contributions on the matter of taxation, to
provide an opinion on the taxes for which TransCo and the prospective
concessionaire may be held liable. Atty. Guevara’s report is attached hereto to

form part of this submission as Annex “F”.

10. Article IV of the TWRG provides that TransCo submit to the ERC, in addition to

the experts’ reports identified above, the following information and forecasts:

(a) The Regulated Entity’s forward forecasts of its proposed annual capital
expenditure for each Regulatory Year in the Second Regulatory Period.
Applicants have complied with this requirement through the forecasts
summarized in Annex “A”, and the detailed forecasts in the format
requested by the ERC in its Issues Paper, which are set out in Schedule 1

of Annex “A”;

(b) The Regulated Entity’s historical operating and maintenance expenditure
for each of the three (3) calendar years preceding the commencement of
the Secondary Regulatory Period. This requirement is met with actual
data for 2003, 2004 and estimated data for 2005. This information is
summarized in Annex “A”, and the detailed information in the format
requested by the ERC in its Issues Paper, is set out in Schedule 2 of

Annex “A”.



(c) The Regulated Entity’s forward forecasts of its proposed annual operating
and maintenance expenditure for each Regulatory Year in the Second
Regulatory Period. Applicants have complied with this requirement
through the forecasts summarized in Annex “A”, and the detailed
forecasts in the format requested by the ERC in its Issues Paper, set out

in Schedule 3 of Annex “A”;

(d) A summary of the Regulated Entity’s historical payments of taxes, levies
and duties (other than corporate income tax) for each of the three (3)
calendar years preceding the commencement of the Second Regulatory
Period. Applicants have complied with this requirement with actual data
for 2003, 2004 and estimated data for 2005. This information is
summarized in Annex “A”, and the detailed information in the format
requested by the ERC in its Issues Paper, is set out in Schedule 4 of

Annex “A”;

(e) The Regulated Entity’s forward forecasts of its expected payments of
taxes, levies and duties (other than corporate income tax) for each
Regulatory Year in the Second Regulatory Period. Applicants have
complied with this requirement through the forecasts summarized in
Annex “A” , and the detailed forecasts in the format requested by the ERC

in its Issues Paper, set out in Schedule 5 of Annex “A”;



11.In compliance with the Issues Paper, the Applicants have also obtained
independent expert advice, and prepared supporting information and analyses on

the following matters:

a. Matters pertaining to the roll forward of the initial Regulated Asset Base
(RAB) as of December 31, 2004 up to December 31, 2005. This report
prepared by SKM et al., hereto attached as part of Annex “B”, complies

with the requirement;

b. Matters pertaining to the roll forward of RAB as of December 31, 2005 to
the end of the Second Regulatory Period (Sections 4.7 and 4.8, TWRG).

These matters are discussed in Annex “A”;

c. Matters relating to service quality measures and targets, including a
performance incentive scheme (Article VIII, TWRG), are summarized in

Annex “A”, and supported by Schedule 6 of Annex “A™;

d. The issues identified in Chapter 8 of the Issues Paper are discussed in

Annex “A”;

e. Information regarding TransCo and PSALM'’s services, business processes

and cost drivers, is provided in Annex “A”.

12.To assist the Commission in evaluating this application and the supporting
information and expert reports, TransCo commissioned a pool of independent
experts led by Mr Kieran Murray, to build a computerized model. This model
calculates the efficiency factor and price path Smoothed Maximum Allowable
Revenue (SMAR) for each year of the Second Regulatory Period. It provides for
the outcomes and advice of the experts, or alternative assumptions, to be
modeled. The model is capable of calculating the efficiency factor and price path

under a range of values and scenarios for the major building blocks. The model



is summarized in Annex “A”, and an electronic copy of the model is provided in

Schedule 7 of Annex “A”.

13.Annex “A” also sets out the following:

(a) Applicants’ interpretation and understanding of the Second Regulatory Reset

and its underlying principles and objectives;

(b) The key assumptions, statements, calculations, and declarations made in
order to come up with a preliminary indication of the Maximum Allowable
Revenue (MAR) for the Second Regulatory Period, and the Annual Revenue

Requirement (ARR) for each year within that five (5) - year period,;

(c) Applicants also provide position and comments on the following issues:

c.1 Treatment of CWIP

c.2 Treatment of working capital

c.3 Tax timing issues

c.4 Efficiency carry-forward mechanism

c¢.5 Form of regulation

14.The following tables summarize the key forecasts and information submitted by

TransCo and the results obtained from the MAR model,

(a) The table below sets out the proposed annual capital expenditures

(CAPEX) of TransCo from CY 2005 to 2010:



2003 2004 2005 2006 2007 2008 2009 2010

Capex Actual
(in Millions) (real adjusted) Budget Forecast (nominal, in Millions)
PhP/USD 58.34 59.98 61.03 61.69 62.35
in USD 41.7 34.7 50.5 116.0 161.6 79.9 41.8 34.3
in PhP 3,563.1 | 6,594.9 3,587.6 4,539.6 6,117.6 4,788.5 | 2,661.9 | 2,489.6
Total USD
equivalent 105.3 152.5 114.6 202.7 286.8 180.0 99.9 90.54
Total Capex
in PhP 5,898.4 | 8,540.4 6,416.9 | 11827.2 | 17,203.2 | 10,986.6 | 6,163.3 | 5,645.3

Note: Capex included in the rolled forward of December 2004 RAB to December 2005 is

P5,459Mn, reflecting the value of Capex on assets expected to be commissioned in

2005.

(b) To rationalize its proposed operating and maintenance expenditures,

TransCo modified its forecast operating expenditure.

forecast operating expenditure proposed for this filing is set out in

table below.

Revised Opex Forecast (PhP Mn, Nominal)

Accordingly,

the

the

2005 2006 | 2007 | 2008 | 2009 | 2010
Exchange Rate (PhP/USD) 56.00 58.34 59.98 61.03 61.69 62.35
CPI USA 3.2% 2.9% 2.9% 2.8% 2.8% 2.8%
CPI1 Philippines 8.2% 7.2% 5.8% 4.6% 3.9% 3.9%
Total Operating & Maintenance
Expenditure 4,437 5,401 5,932 6,774 7,285 7,854

(c) The table below sets out the assumptions used by the Applicants in the

calculation of the applicable taxes, levies, and duties:

Tax Rate Basis

2006 to 2008 — 35%
2009 to 2010 - 30%

Taxes

1. Income Tax Taxes are paid in succeeding period
(2006 paid in 2007, 2007 paid in
2008, etc.), as per TWRG
requirement.

Adjustment to working capital to fund

tax payments.

2. Franchise Tax
a. National
b. Local

exempt
75% of 1%

Gross receipts of the preceding year

3. Real Property Tax

4. Taxes & Duties

5. Local Business Tax
-TransCo

Inputs from the Regional Finance
Inputs from the Regional Finance

75% of 1%

- Gross Receipts of the preceding




Taxes Tax Rate Basis

year

-Concessionaire 75% of 1% | - Gross Receipts of the preceding year
of the Concessionaire

6. Other taxes

a. Local transfer tax 75% of 1% - Cost of the New Projects
b. DST P15 for every P1,000 - Inputs from TransCo Finance

(d) The value of the RAB over the Second Regulatory Period with adjustments

is forecast in the table below:

Particulars

(PhP, Mn) 2006 2007 2008 2009 2010

RAB1)0 159,457.9 164,843.7 176,152.4 180,937.5 180,691.5

RAB RegDepn, 4,994.2 4,994.2 4,994.2 4,994.2 4,983.3

Capex ¢ 11,827.2 17,203.3 10,986.6 6,163.3 5,645.3

Disposals 997.7

Capex RegDepny 449.6 900.4 1,207.4 1,415.1 1,638.2

RAB 164,843.7 176,152.4 180,937.5 180,691.5 179,715.2
Note: Assumed WACC of 22%6 as recommended by Independent Expert, Prof. Tony Van
Zifl, Ph.D.

(e) The proposed performance indicators and the corresponding weights are
set out in the table below. The proposed weightings are based on an

assessment of the impacts of the different performance indicators for end

users.
Performance Indicator Weighted Percentage, %

1. System Interruption Severity Index 30

(SISD
2. Frequency of Tripping per 100 ckt- 25

km (FOT/100ckt-km)
3. System Availability (SA) 25
4. Frequency Limit Compliance (FLC) 10
5. Voltage Limit Compliance (VLC) 10

15.1In securing the independent experts and experts’ reports referred to above, the
applicants adhered strictly to Article VII of the TWRG and Section 53 of the

Implementing Rules and Regulations (IRR) of Republic Act No. 9184, otherwise



known as the “Government Procurement Reform Act.” The said independent
experts were provided by TransCo and PSALM with full cooperation and support,
in the form of extensive information, full access to premises, records and assets,

and reasonable funding, pursuant to Section 14.3 of the TWRG;

They were evaluated on the basis of Article XIV and Appendix B of the TWRG.
The selection process strictly observed transparency, integrity, fair play, and the

absence of any conflicts of interest;

16. This submission is with the approval of the respective Boards of Directors (BODs)
of TransCo and PSALM. Attached hereto as Annexes “G” and “H”, respectively,

are the resolutions of the TransCo and PSALM Boards approving this submission;

17.In compliance with the requirements of Section 4 (e) of Rule 3 of the
Implementing Rules and Regulations (IRR) of the EPIRA, this Application has
been published in a newspaper of general circulation and the Office of the
Quezon City and Makati City local governments have been provided with the

copy of this Application;

18.This Application, and the supporting annexes and attachments, comprise the
filing required of the “Regulated Entity” (that is TransCo), for the Second
Regulatory Period;

19.The following proposals for the Second Regulatory Period (2006-2010), to wit;

i. Optimized Depreciated Replacement Cost of TransCo’s Regulatory
Asset Base (RAB) rolled forward from 2004 to 2010;

ii.  Forecast Capital Expenditures (CAPEX);

iii. Forecast Operating and Maintenance Expenditures (OPEX);
iv. Tax Items and Assumptions;

v.  Working Capital;

vi. Performance Incentive Schemes;

10



vii.  WACC as recommended by Professor Tony Van Zijl, Ph.D.,

are designed and developed in accordance with the provisions of the TWRG and the
Regulatory Reset Issues Paper as would lay down a basis for fair and reasonable set
of smoothed MARs for the Second Regulatory Period that will serve the public
interest and convenience and signal the efficient utilization of transmission facilities

that will ultimately redound to the best interest and benefit of the consumers.

P RAY ER

WHEREFORE, it is most respectfully prayed of this Honorable Commission to approve
the following in the Commission’s determination of the set of smoothed Maximum

Allowable Revenues (MAR) for the second regulatory period:

0] Optimized Depreciation Replacement Cost of TransCo’s rolled forward

Regulatory Asset Base (RAB) from 2004 to 2010;

(i)  The Forecast Capital Expenditures (CAPEX)

(i)  The Forecast Operating and Maintenance Expenditures (OPEX)

(iv)  The Working Capital Proposals

(v)  The Tax items and assumptions

(vi)  The Performance Incentive Schemes

In addition, Applicants also respectfully pray to this Honorable Commission to consider

the expert’'s report on Weighted Average Cost of Capital (WACC) in the calculation of

TransCo’s set of smoothed Maximum Allowable Revenues (MAR) for the Second

Regulatory Period, commencing January 2006.

Applicants pray for other reliefs deemed just and equitable under the premises.

Quezon City and Makati City for Pasig City, August 29, 2005.
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NATIONAL TRANSMISSION CORPORATION
(TransCo)

By:

N . DE LEON
General Counsel
IBP No. 622842 (02/01/05, Quezon City)
Roll of Attorney No. 36660, 04/90
NATIONAL TRANSMISSION CORPORATION
Power Center, Quezon Avenue corner
BIR Road, Diliman, 1101 Quezon City

LEON T. TAPEL, JR.
Deputy General Counsel
IBP No.641639 (01/31/05, PPLM)

Roll of Attorney No. 34555, 05/30/87
NATIONAL TRANSMISSION CORPORATION
Power Center, Quezon Avenue corner

BIR Road, Diliman, 1101 Quezon City

orporate Attorney III
IBP No. 624204-02/03/05-Q.C.

Roll of Attorney No. 36130 (04/90)
NATIONAL TRANSMISSION CORPORATION
Power Center, Quezon Avenue corner
BIR Road, Diliman,_1101 Quezon City

Lfed | - dr L t,z? .
SOLEDAD T. DE LAVEGA ¢
Corporate Attorney III
IBP NO. 628439 (12/16/04, Pasig City)
Roll of Attorney No. 45797, 05/01
NATIONAL TRANSMISSION CORPORATION
Power Center, Quezon Avenue corner
BIR Road, Diliman, 1101 Quezon City -
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POWER SECTOR ASSETS AND LIABILITIES MANAGEMENT
CORPORATION (PSALM)

By:

.A-f -ur,llrzllfix_
MARIA LUZ L. CAMINERO
General Counsel
IBP No. 651993 (05-11-05, Quezon City)
Roll of Attorney No. 35714
Power Sector Assets and Liabilities Management Corporation

2" Floor, SGV Building, 6758 Ayala Avenue, Makati City

CECILI B¢ GELLAD%?

Corporate Legal Counsel
IBP No. 644957 (02-24-05, Quezon City)
Roll of Attorney No. 30354
Power Sector Assets and Liabilities Management Corporation
2" Floor, SGV Building, 6758 Ayala Avenue, Makati City

LI TY Z. DUMLAO
Corporate Attorney A
IBP No. 651992 (05-11-05, Makati City)
Roll of Attorney No. 41588
Power Sector Assets and Liabilities Management Corporation
2" Floor, SGV Building, 6758 Ayala Avenue, Makati City

ot L
DAVIDI.B.O PO
Corporate Attorney A
IBP No. 636005 (01-11-05, Camarines Sur)
Roll of Attorney No. 37759
Power Sector Assets and Liabilities Management Corporation

2" Floor, SGV Building, 6758 Ayala Avenue, Makati City
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(Republic of the Philippines)
( Quezon City ) S.S.

VERIFICATION AND CERTIFICATION

I, ALAN T. ORTIZ, Ph.D., of legal age, married, with office address at the Power
Center, Quezon Avenue corner BIR Road, Diliman, 1101 Quezon City, after having been duly
sworn to in accordance with law, do hereby depose and state that:

(1) | am the President and Chief Executive Officer (CEO) of the National
Transmission Corporation (“TransCo”), one of the herein “Applicants;”

(2) | have caused the preparation of the instant “Joint Application” and the
allegations therein contained are true and correct based on my personal
knowledge and the records available to Applicant-TransCo;

(3) I have not commenced any other action or proceeding involving the same
issues in the Supreme Court, the Court of Appeals or any court, tribunal,
or quasi-judicial agency and, to the best of my knowledge, no such other
action or claim is pending therein; and

(4) If I should hereinafter learn that the same or a similar action or claim has
been filed or is pending in the Supreme Court, the Court of Appeals or
any court, tribunal, or quasi-judicial agency, | shall report the said fact
within five (5) days from discovery thereof to the Honorable Commission.

August 29, 2005, Quezon City, Philippines.

. ORTIZ, Ph.
Affiant

SUBSCRIBED and SWORN TO before me this 29 day of August, 2005, with affiant
ALAN T. ORTIZ, Ph.D. presenting to me his Community Tax Certificate No. 15653418 issued
on January 6, 2005 at Quezon City, Philippines, known to me and to me known to be the same
person who executed the foregoing “Joint Application” consisting of fifteen (15) pages,
including this page where this Acknowledgment is written.

—

ANSRICA J. CASTILLO

NO NQIFARY PUBLIC
My comumission Expi®s.oR005

PTR NO. 0135528

IBP NO, 628440

Doc. No. 3 75’;
Page No. ZE;
Book No. ZK .
Series of 2005.
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(Republic of the Philippines)
( Makati City ) S.S.

VERIFICATION AND CERTIFICATION

I, NIEVES L. OSORIO of legal age, married, with office address at the Power Sector
Assets and Liabilities Management Corporation (PSALM), 2" Floor, SGV Building, 6758 Ayala
Avenue, Makati City, after having been duly sworn to in accordance with law, do hereby depose
and state that:

(1) I am the President and Chief Executive Officer (CEO) of the Power Sector
Assets and Liabilities Management Corporation (PSALM), one of the
herein “Applicants;”

(2) 1 have read the foregoing Application and the allegations therein are true
and correct based on my personal knowledge and the authentic records
available to Applicant-PSALM;

(3) I have not commenced any other action or proceeding involving the same
issues in the Supreme Court, the Court of Appeals or any court, tribunal,
or quasi-judicial agency and, to the best of my knowledge, no such other
action or claim is pending therein; and

(4) If I should hereinafter learn that the same or a similar action or claim has
been filed or is pending in the Supreme Court, the Court of Appeals or
any court, tribunal, or quasi-judicial agency, | shall report the said fact
within five (5) days from discovery thereof to the Honorable Commission.

August 29, 2005, Makati City, Philippines.

-

ettty

NIEVES L. OSORIO
Affiant

SUBSCRIBED and SWORN TO before me this 29 day of August, 2005, with affiant
NIEVES L. OSORIO presenting to me her Community Tax Certificate No. 14023375 issued on
June 9, 2005 at Manila, Philippines, known to me and to me known to be the same person who
executed the foregoing “Joint Application” consisting of fifteen (15) pages, including this

page where this Acknowledgment is written.
%f?gﬁ' BLI

My commission expires on
CECILIO B. GELLADA, JR.

Doc. No. -’2\!_7; Notary Public

Page No._&3 ; Until December 31, 2006
Book No.__/z_; PTR No. 9473127C (1-21-05) Makati
Series of 2005. Roll of Attorney No. 30354
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