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Introduction

Referring to the electric power industry, Section 45 of Republic Act No. 9136
(EPIRA) prohibits anti-competitive behavior including, but not limited to, cross-
subsidization, price or market manipulation, or other unfair trade practices
detrimental to the encouragement and protection of contestable markets.

The Energy Regulatory Commission (ERC) is the administrative body

empowered in Section 43 of the EPIRA to penalize abuse of market power as
proscribed in Section 45.

Pursuant to this mandate, the ERC has created this Investigatory Unit (IU) to
investigate allegations, in particular by the Philippine Electricity Market
Corporation (PEMC), of anti-competitive behavior and market power aiuse in
the comimercial operation of the Wholesale Electricity Spot Market (\WESM),
committed by the Power Sector Assct and Liabilities Management (PSALM).

Background

PEMC, through its Enforcement and Compliance Office (ECO) and Market
Surveillance Committee (MSC), conducted an investigation of PSALM’s conduct
in the commercial of the WESM for the third billing month.

The ERC decided to await the outcome of the PEMC investigation before
conducting its own investigation, if stili necessary in the exercise of its authority
to penalize market power abuse.

After concluding its investigation, PEMC transmitted to the ERC on 24
November 2006 a copy of the MSC Memorandum Report dated 20 November
2006.
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2.4

2.5

3.1

3.2

3.3

As stated in its Memorandum Report, the MSC found that PSALM behaved anti-

competitively and abused its market power. It said:

PSALM, acting as one through its three trading teams, exercised market
power. They were able to set the market price to a level that they wanted
aduring peak hours. Since the production costs were well below the
P10,000/MW and above offered during the 37 billing month, they abused
market power during the peak hours which market power would not have
been there had the three trading teams acted competitively and
independently with each other, (MSC Memorandum Report, p. 3)

Given this finding, and in accordance with its Competition Rutes and Complaint
Procedures (CRCP), the ERC constituted on 29 November 2006 this IU to
conduct an inquiry into the alleged anti-competitive behavior and market power
abuse.

Antecedent Proczedings

In a letter dated 22 Septermber 2006 addressed to PEMC, the Manila Electric
Company (MERALCO) expressed concern about the increasing WESM clearing
prices and requestcd PEMC, through the MSC, to investigate the matfer to
determine whether or not there was breach of the WESM rules or any anti-
competitive behavior that occurred and to determine the person or persons
responsible for the viclation.

On 25 September 2006, the MSC requested the PEMC Board (or PEM Board) to
authorize the ECO to conduct an investigation in view of the following
observations:

o The Load Weighted Average Price (LWAP) was relatively high during the
third month of WESM commercial operation where the LWAP was most of
the time above P10,000/MWh during peak hours;

e The most frequent price setters, KEPCO Iljjan, Pagbilac CFTPP and Sual
are being traded by the different trading teams, but all under PSALM;

e The said three geénerating plants significantly increased its offer prices
auring the third month compared to the first two months.

Through a Certiﬂcatioﬁ by its Corporate Secretary dated 29 September 2006,
the PEM Board directed the ECO to conduct an investigation of the following:

1/1,7/
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Possible abuse of market power and / or anﬁ-compez"itfke behaworby .tfﬁé
Power Sector Assets and Liabilities Management (PSALM) for power
plants: Kepco Iljjan, Pagbilao Coal Fired Thermal Power Plant and Sual.

3.4 The ECO conducted its investigation and came out with an ECO Investigation
Report (or ECO Report).

3.5 The MSC reviewed the ECO Report and came out with the MSC Report on the
£CO Report (MSC Memorandum Report), which it transmitted to the PEM
Board.

3.6 PEMC informed the ERC of the result of the investigation by furnishing it with a
copy of the MSC Memorandum Report.

3.7 PEMC agreed with the ECO and MSC finding that PSALM behaved anti-
competitively and abused its market power. It then publicized such finding
and, on this basis, adjusted the settlement prices for the third and fourth billing
period of the WESM commercial operations.

3.8 There being an allegation of anti-competitive behavior and market power
abuse, on 29 November 2006, the ERC constituted the IU to conduct an
investigation of the matter and to initiate appropriate action and/or make such
recommendations as may be warranted by the results of its investigation
conducted in accordance with the CRCP and such other procedural guidelines
that it may issue in the course of its investigation.

3.9 On 4 December 2006, the IU issued its Notice of Tnvestigation and directed
PEMC and PSALM to appear before it on 11 December 2006 for a pre-
investigation conference o discuss, among others, the procedures to be
observed in the conduct of the investigation.

3.10 On 8 December 2006, the 1U approved its “"Procedure to Govern the Conduct of
Investigation by the Investigatory Unit (IU)”".

3.11 The IU conducted the pre-investigation conference on 11 December 2006 with
representatives from PEMC and PSALM. During the pre-investigation
conference, the IU discussed with PEMC and PSALM the nature and purpose of
the investigation and furnished them with the “Procedure to Govern the
Conduct of Investigation by the Investigatory Unit” and the IU Order dated 11
December 2006, directing PEMC and/or the MSC to clarify certain statements in
the MSC Memorandum Report; to provide additional information/explanation in
support thereof; and to submit certain documents to the IU.

3,12 0On 9 January 2007, PEMC submitted its Manifestation/Compliance.

ey
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3.13 In the said Manifestation/Compliance, PEMC did not address point by point the
issues and questions raised in the IU Order dated 11 December 2006. Without
stating its reasons, it also did not submit all the required documents and
information, especiaily the ECO Report, the transcript of the proceedings before
the ECO, and all the submissions of PSALM to the ECO or MSC, which the IU
deemed to be relevant to the investigation of the alleged anti-competitive
behavior and market power abuse of PSALM,

3.14 PEMC's compliance consisted of the following:

» Reiteration of the significant increase in the market clearing price with no
significant change in the supply and demand situation on the third billing
month and that the most frequent price setters are being traded by
separate trading teams but all under PSALM,;

» The bidding stratedies of the three trading teams which submitted offers
for the KEPCO Ilijan, Pagbilao CFTPP and Sual, the most frequent price
setters, as indicated in the affidavits of each of the three (3) trading
managers attached therewith;

e« The trading behavior of the three concerned trading teams and the
continuation of the trading behavior into the fourth month of WESM
operations;

o The fixed and marginal costs of the most frequent price setters as verbally
given to the PEMC investigating group;

e Submission of the following documents:
o The Market Surveillance, Compliance and Enforcement Market Manual;
o The Trader’s Code of Ethics.

3.15 The deficient compliance of PEMC constrained the IU to secure whatever
available information it needed from PSALM. Consequently, it issued an Order
dated 15 January 2007, directing PSALM to submit within ten (10) days certain
documents, information, and explanations in response to certain issues arising

from the MSC Memorandum Report.

3.16 On 12 February 2007, PSALM filed its Manifestation dated 9 February 2007,
stating that:

h,\/
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PEMCs failure to: (a) answer the queries contained in z_‘he' j’U Order dated

11 December 2006, (b) subscribe, swear or verify that the aflegations are
true based on their personal knowledge or authentic records and (c)
attach docurments, which are readily available, demonstrates that the
finding that "PSALM behaved anti-competitively and abused its market
power” does not have sufficient legal and evidentiary basis.

By requiring PSALM to answer queries contained in the IU Order dated 15
January 2007, PSALM is placed in an absurd situation where it has (o
prove its innocence instead of PEMC proving and sustaining its position
that PSALM committed market power abuse and anti-competitive
behavior. . .
Instead, the investigation should proceed against PEMC to determine
whether or not it usurped the authority of the ERC which has sole
Jurisdiction to hear and penalize market power abuse and anti-competitive
behavior pursuant to Section 45 of the EPIRA.

Sinice the investigation was initiated by the ERC motu proprio, I there
would be a resolution for the filing of & complaint against it, PSALM would
face a situation where the initiator, investigator, compiainant, prosecutor
and the quasi-judicial body that would hear and determine the case, are
all rofled into one, a violation of its constitutional right to procedural due
[roCess. :

3.17 1In response to PSALM’s Manifestation dated 9 February 2007, the IU issued an
Order dated 26 February 2007, denying PSALM's prayer in its Manifestation
dated 9 February 2007 for the termination of the investigation. In denying
PSALM’s prayer, the IU stated:

PSALM’s argument in support of its prayer for the termination of the
investigation is baseless. Regardless of the actions of the Philippine
Electricity Market Corporation (PEMC) or its inaction, this investigation can
proceed, PEMCS failure to submit the documents and information as
directed in the Order of the Investigatory Unit (IU) dated 11 December
2006 does not take away from ERC and, as delegated to the IU, from the
U, the authority to investigate ‘anti-competitive practices, abuse of
market positions and similar or related acts”. To say otherwise /s absurd.
Moreover, that this investigation is one initiated motu proprio does not
amount to violation of due process considering that, aside from being
expressly provided for and allowed in the law, the ERC remains to be
impartial under such circumstances, with the IU being separately tasked to
investigate the matter and prosecute the appropriate case/s with the ERC,

b
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JF warranted by the results of the investigation. (IU Order dated 26
February 2007)

3.18 In the IU Order dated 26 February 2007, the IU also required PSALM to comply

3.19

3.20

3.21

4.1

with the IU Order dated 15 January 2007 on or before 1 March 2007.

On 1 March 2007, PSALM submitted its Compliance dated 28 February 2007,
together with its Answers (with Annexes). .

Upon evaluation of PEMC's and PSALM’s submissions-and the other information
and documents at hand, the IU resolved that it could not dispense with the
ECO Report, surmising that the bases for the allegation of anti-competitive
behavior and market power abuse were cited and explained more thoroughly in
that document than in any of the submissions of PEMC or PSALM. To compel
the presentation of the ECO Report, the IU issued an Order dated 26 March
2007, which reads in part:

... the IU hereby reiterates its directive for the submission of the required
documents and information as contained in the Order dated 11 December
2006, particularly, the ECO Report. PEMC is further directed to include all
the annexes to the said report, if any, and such other documents
submitted to the ECO in the conauct of its investigation. Compliance to
these directives shall be made within five (5) days from receipt of this
Order. (IU Order dated 26 March 2007)

Finally, on 29 March 2007, PEMC furnished the IU with a copy of the ECO
Report.

Material Facts and Admissions

Going direct to the allegation that PSALM behaved anti-competitively and
abused its market power, the IUJ deemed it necessary to conduct an
assessment of the facts, assumptions, and observations that led PEMC to this

conclusion.

Sual GO1, Pagbilao GOI1 and GO2 and Hfijan GOI and GO2's offers of
PhP10,000 and higher

4.2

Perusing over the ECO Report, it appeared that PEMC's allegation was drawn
from the following:

There were signfficant increases in the offer pr/:ces (bids} for Ilijan,
Pagbilao and Sual during the third month of operation especially during

peak periods.
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Bid offers submitted for Ifjjan, Pagbilao and Sual were increased to
P10,000/MW and higher starting August 30 for peak hours starting at
trading interval 11 (from trading intervals 11 to 21). The P10,000/MW
bids started from the first block for these three (3) plants. The
investigating team expressed concern that the simultaneous and almost
simifar bids of P10,000 and higher were made for 3 plants by 3 different
trading teams of PSALM. From 30 August 2006 onwards, the clearing
price significantly increased, which most of the time was at P10,000/MW
during peak hours,

The day before (August 29), the bids for the peak trading intervals were
dissimifar.. . xxx

For these three plants, the bids offered were as follows on August 30. It
is observed that all three plants’ bids started at P10,000. For Sual G01,
Pagbilao GOI, and Hjjan GOI1 and GOZ2, the bids are observed fo cluster
around P10,000.. xxx. (Excerpts from the ECO Report)

4.3 The IU validated the factual statements contained in the above excerpts from
the ECO Report against the available data of the Spot Market Division (SMD) of
the Market Operations Service (MOS), which is tasked to monitor the
movement of demand and price, bidding behavior of trading participants,
occurrences of price spikes or irreguiarities and forecast errors.

4.4 The IU confirmed that indeed PSALM’s three electricity trading teams (Trading
Teams or ETT) that traded the capacity of Sual G01, Pagbilao G01 and G02 and
Iiijan GO1 and GO2 submitted offers of PhP 10,000 and higher starting on 30
August 2006 during the peak hours from trading intervals 1100H to 2100H.

4.5 Looking at the actual offers, the TU determined that the exact similarities on
the price offers of Sual GO1, Pagbilao GO1 and G0O2 and llijan GO1 and G02
occurred on 30 and 31 August 2006, for the time period 1100H to 2100H, with
price offers of PhP 10,000 on the first two blocks. The offers of the three
plants, however, differed in the other blocks on these trading intervals. The
number of times of the exact similarities was fewer than the instances when
the offers differed.

Sual GO1, Pagbilao GO1 and GO2 and Ilijan GO1 and GO2's offers for
the first two bifling months

4.6  Based on available data on the offers of the three PSALM Trading Teams, prior

to 30 August 2006, Ilijan GO1 and GO2 submitted offers of PhP 10,000 and PhP
15,000 on 05 to 08 August 2006 for the first two offer blocks and on 20 to 25,

“
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28, 29 August 2006 for the last blocks. Pagbilao GO1 and GO2 submitted offers
of PhP 20,000 on 21-22 August 2006 for the first blocks and PhP 10,000 on 26-
30 August 2006 for the last blocks.

4.7 During the ECO investigation, the PSALM Team Managers disclosed their
respective bidding strategies for the first two billing months, as follows:

4.7.1 Team Manager of ETT1, Mr. Pablo B. Anido (Anido), disclosed in his 18 Qctober
2006 Affidavit that on the first month, the offers were aimed at recovering at
least the variable costs. On the second month, the offers were guided by the
objective of recovering variable costs as well as recovering losses incurred
during off-peak hours wherein the prices for energy were zero.

4.7.7 Team Manager of ETT2, Ms. Maria P. Garcia (Garcia), disclosed in her 18
October 2006 Affidavit that on the first month, the offers were based on
variable cost of the plant with some adjustments to lower prices to get a share
in the dispatch order. On the second month, the bid prices were still based on
variable cost but adjusted a little higher.

4.7.3 Team Manager of ETT3, Mr. Nestor F. Aliman (Aliman), disclosed in his 18
October 2006 Affidavit that with zero clearing prices during off-peak periods,
his offer prices during peak hours were at a level sufficient to achieve an
average price that can recover the production cost for the entire day and to
contribute to the reduction of fosses incurred during the first two months of
operations. He also stated that the average market prices during the first two
months of WESM operations were not sufficient to recover the production cost
of Pagbilao, which was around PhP 4,500/MWh.

Supply and demand situation

4.8 There had not been any significant increase in the demand during the first two
billing months and the demand during the third billing month. In its letter
dated 22 September 2006 to PEMC, MERALCO mentioned that the increase in
demand was only by an average of four percent (4%).

4.9  The supply for the third billing pericd was enough to meet the increase in
demand. As MERALCO pointed out in its letter, “there is a significant capacity in
the current month due to the lower level of plant on outage compared to the
previous two months, where the capacity is more than enough to satisfy the
increase in demand.”

4.10 In its Memorandum dated 13 November 2006 submitted to the ECO, PSALM
admitted the foregoing factual assertions on the demand and supply conditions
prevailing during the first three billing months.

oy
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PSALM s market share

4.11

As of 31 October 2006, the totai registered maximum capacity in the WESM
was at 11,986.2 MW, Each PSALM Trading Team's share of the market ranged
from 12% to 20% share of the market. However, if taken as one, PSALM

controlied 57% percent of the total market share.

Percentage Share of Each Plant in the Total Registered
Capacity in the WESM

Generator Unit Percentage Share

PSALM ' 57%

NPC 24%

FGP Sta. Rita 8%

FGP San Lorenzo 4% o

GPPL 4%
DURACOM 2%

100%

(Source; ECO Repdr't)

WESM clearing prices

4.12

4.13

Based on MOS data, in the first billing month, the WESM clearing price
averaged at PhP 2,398/MWh (ex-ante). In the second billing month, the
average clearing price stood at PhP 2,984/MWh (ex-ante), which translated to a
twenty-four percent (24%) increase from the previous month. In the third
billing month, the average clearing price reached PhP 4,903/M\Wh (ex-ante) or
a percentage increase from the previous billing month of sixty-four percent
(64%). The fourth billing month showed a further increase in the WESM
average clearing price at PhP 7,218/MWh.

The chart below shows the average daily LWAP during the third billing month
(26 August to 25 September 2006). From PhP 980/MWh on 27 August 2006,
the LWAP rose to PhP 5,422/MWh on 31 August 2006. Thereafter, the daily
LWAP ranged from PhP 422/MWh to PhP 9,407/MWh.



