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Republic of the Philippines 
Energy Regulatory Commission 

Pacific Center, San Miguel Avenue, Pasig City 
 

Performance Based Regulation of  
Privately Owned Electricity Distribution Utilities 

 
Commission Resolution on the Issues on the 

Implementation of Performance Based Regulation (PBR) 
for Privately Owned Distribution Utilities under the Rules 

for Setting Distribution Wheeling Rates (RDWR) 

Pursuant to Section 43(f) of Republic Act No. 9136, otherwise known as the 
Electric Power Industry Reform Act of 2001, and Rule 15, Section 5(a) of the 
Implementing Rules and Regulations issued pursuant to that Act, the Energy 
Regulatory Commission (ERC) promulgated the Guidelines on the 
Methodology for Setting Distribution Wheeling Rates (ERC Resolution No 
12-02, Series of 2004, dated December 20, 2004).  The DWRG has 
subsequently been revised and re-issued as the Rules for Setting Distribution 
Wheeling Rates for Privately-Owned Distribution Utilities Entering 
Performance Based Regulation [Second and Later Entry Points] [ERC 
Resolution No. 54, Series of 2006, dated December 13, 2006, hereafter 
referred to as the „RDWR‟], with a further subsequent revision on December 
8, 2008 for the Third Entry Point and June 22, 2009 for the Fourth Entry 
Point. 

For the Third Regulatory Period, further revisions to the RDWR are required 
to reflect the changes between this period and the Second Regulatory Period.  
The Rules for Setting Distribution Wheeling Rates for Privately-Owned 
Distribution Utilities operating under Performance Based Regulation (First 
Entry Group, Third Regulatory Period) was therefore issued on December 1, 
2009.  

In terms of Section 1.9 of the RDWR, the RDWR may from time to time be 
changed by the ERC.  In the course of the implementation of the RDWR, the 
Commission has identified certain provisions thereof that may need to be 
revisited. The review of ERC‟s implementation of Performance-Based 
Regulation (PBR) is aimed at making the rate setting mechanism, simpler, 
less complicated and more responsive to the evolving electricity industry.  
These issues are described in detail in the Issues Paper dated 14 October 
2013.  
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1. INTRODUCTION 

     In terms of Section 1.9 of the RDWR, the RDWR may from time to time be 
changed by the ERC.  In the course of the implementation of the RDWR, the 
Commission has identified certain provisions thereof that may need to be 
revisited. The review of ERC‟s implementation of Performance-Based 
Regulation (PBR) is aimed at making the rate setting mechanism, simpler, 
less complicated and more responsive to the evolving electricity industry.  In 
the Issues Paper issued and posted at the ERC website on October 14, 2013, 
the ERC described in detail the issues identified to be revisited. Stakeholders 
and interested parties were requested to submit their comments on the 
Issues Paper. Parties who submitted their comments on or before the 
deadline on December 23, 2013 include Private Electric Plant Owners 
Association, (PEPOA), Manila Electric Company (MERALCO), the National 
Grid Corporation of the Philippines (NGCP), Distribution Management 
Committee (DMC) and consumers (Former ERB Chair Rex Tantiongco, Mr. 
Uriel Borja and Mr. David L. Balangue). On January 14, 2014, the 
Commission conducted a public consultation on the aforementioned Issues 
Paper. Thereafter, the Commission set the deadline to submit additional 
comments on February 3, 2014. Subsequent public consultation was 
conducted on March 5, 2014 in Cebu.  

     To further solicit the views of the stakeholders on the major issues 
identified on the review of PBR, focus group discussions (FGD) were 
organized and conducted on various dates for Luzon on April 22-24, 2014, 
for Visayas stakeholders on May 6-8, 2014, for Mindanao stakeholders on 
May 13-14, 2014 and for all stakeholders on May 20 and 22, 2014.   

     Thereafter, the ERC engaged the services of Castalia Strategic Advisors 
(“Castalia”) to assist it in finding practical solutions to a number of 
regulatory issues relating to Distribution Utilities (DU), specifically in the 
calculation of the Weighted Average Cost of Capital (WACC) and an 
appropriate asset valuation methodology for the distribution businesses 
regulated by the ERC under Performance Based Regulation (PBR). 
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2. ISSUES IDENTIFIED UNDER THE RDWR 

     In this section major issues and concerns identified are discussed.  
Further, the proposed way forward/approach, specific cross-references 
to sections of the RDWR and additional courses of action and possible 
solutions is shown on how it relates to each of the issues and concerns.   

 Over/Under Recovery Formula  2.1

2.1.1 Issues Identified 

The purpose of this recovery is to correct the maximum average 
price-cap where under or over recovery of revenue has occurred 
during the previous Regulatory Year, purely as a result of the actual 
weighted average tariff per kWh for a regulatory year being found to 
be higher, or lower, than that approved for that year.  It excludes the 
influence of the incentive factor or tax corrections. 

The correction factor allows for the impact of interest by using an 
interest factor (180 day weighted average Manila Reference Rate of 
the Bangko Sentral ng Pilipinas).  It also allows for a penalty factor 
of an additional 4% to this interest factor if over recovery exceeds 
7% of the maximum average price-cap. 

 

 

 

 

 

 

 

2.1.2 Position/Approach  

Interest rates are the price paid for the use of money for a period of 
time. Both the MRR and PDST-F rate are considered interest rates 
that are both being monitored by the BSP. 
 

The Manila Reference Rate (MRR) refers to the weighted average 
interest rates announced by the BSP, which is based on the 

ERC seeks comments/inputs on finding an appropriate interest 
rate other than the Manila Reference Rate (MRR). There is an 
available data from the PDEX using the Philippine Treasury Fixing 
Rates (PDST-F) which is based on the data generated by the 
PDex trading system, plus a reasonable debt premium applicable 
for a respective DU, which can also be used as an interest factor.  

Inputs are likewise sought on the calculation of over/under 
recovery, specifically the computation of the correction factor (K). 
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combined promissory note and time deposit transactions of sample 
commercial banks.  

On the other hand, PDST-F is one of the Treasury Reference Rates 
being published by the Philippine Dealing and Exchange 
Corporation (PDEx), a dealing market for the trading of fixed 
income securities in the Philippines, i.e, government and corporate 
bonds, and treasury bills. It is also called the Mart1 rate.  PDST-F is 
commonly used as a benchmark for the issuance of fixed income 
securities like bonds and preferred shares.  

The table below shows a comparison of the prevailing selected 
domestic interest rates: 

Period MRR1 Period PDST-F 
Rate2 

Period T-bill rates 

(182-days)3 

Jan 2014 2.0625  Jan 2014 2.3000 Jan 2015 No data 

Feb 2014 2.3125  Feb 2014 2.0400 Feb 2015 1.758 

Mar 2014 2.5625  Mar 2014 2.3125 Mar 2015 1.699 

April 2014 2.3750  April 2014 2.3979 April 2015 1.918 

May 2014 2.2500  May 2014 2.1000 May 2015 2.252 

June 2014 2.4375  June 2014 1.8917 June 2015 2.350 

July 2014 2.0625  July 2014 2.0479 July 2015 2.333 

Aug 2014 2.4375  Aug 2014 2.0667 Aug 2015 2.183 

Sept 2014 2.5625  Sept 2014 2.1729 Sept 2015 1.526 

                                                

1
 Refer to New MRRs computed based on promissory notes and time deposit transactions of sample commercial banks 

pursuant to Circular No. 1911 dated 23 November 1988 effective 13 January 1989. Per BSP Circular No. 846, the 
generation and publication of MRR rates will be discontinued effective 17 September 2014. September data 
covers bank reports prior to the said date. 

 

2
 1-year PDST-F rate on March 31, 2015 published by the Philippine Dealing and Exchange Corporation (PDEx). 

Effective April 1, 2015, PDST-F rate is no longer published in the PDEX website. The only PDST rates made accessible 
to the public are the PDST-R1 (morning) and PDST-R2 (afternoon). 

3
 182-days T-Bill rates published by the Bangko Sentral ng Pilipinas (BSP). 
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  Oct 2014 1.8875 Oct 2015 1.507 

  Nov 2014 2.1625 Nov 2015 1.806 

  Dec 2014 2.6955 Dec 2015 1.843 

  Jan 2015 2.5636 Jan 2016 1.642 

  Feb 2015 2.4318   

  Mar 2015 2.6886   

 

It is worthy to note that there is a slight difference in the rates of 
MRR and PDST-F. Further, MRR data is no longer generated and 
published by the BSP effective September 17, 2014 and PDST-F rate 
is no longer published in the PDEX website effective April 1, 2015, 
the only PDST rates made accessible to the public are the PDST-R1 
(morning) and PDST-R2 (afternoon).  

Under or Over recovery is supposed to compensate for the interest 
factor of lending to/borrowings from the Distribution Utility 
(DU)/consumers, and not of investments. Considering that any 
under or over recoveries is recoverable the following year, it is 
reasonable to compensate the DU or the consumers an interest 
factor equivalent to the time value or cost of such recoveries over a 
year. Treasury bills (T-bills) is a short-term debt obligation backed 
by the Philippine government which matures in less than a year, 
thus, T-bill rates are acceptable and reasonable interest factor to 
compensate the cost of money for the under or over recoveries. 

In view of this, the ERC adopts the 182-days T-bill rate as published 
by the Bangko Sentral and Pilipinas (BSP), as an allowable interest 
rate for under/over recovery. 

Retain the formula in computing for the under/over recovery under 
Section 4.3 of the RDWR. 
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2.1.3 RDWR Provision 

Section 4.3.2 

“The Correction Factor for each of the Regulatory Years in the 
Third Regulatory Period (Kt) is calculated as follows: 

(a) if DAt <0,    then 

Kt = DAt x (1 + it/100) (in such a case Kt will be a negative 
amount because DAt is a negative amount); 

(b)  if DAt > 0 

 and [AWATt –(RBRt-1/CQt-1)]/[(0.5MAPt-1)+(0.5MAPt-2)]< 
1.07 

 then 

 Kt = DAt [(1+(it)/100]; 

(c) if DAt > 0 

and [AWATt –(RBRt-1/CQt-1)]/[(0.5MAPt-1)+(0.5MAPt-2)]>= 
1.07 

 (where >= means greater than or equal to) 

 then 

Kt = DAt[(1+(it+4)/100]–0.04[(RBRt-1/CQt-1)+ 0.07(0.5MAPt-
1+0.5 MAPt-2)]; 

and 

(d) if DAt = 0,  then 

Kt = 0 

 

Where: 

MAPt-2 = Except as provided below, the maximum average price 
(expressed in PhP/kWh) that the Regulated Entity is permitted 
to charge for the provision by it, during Regulatory Year t-2, of 
Regulated Distribution Services in respect of the relevant 
Regulated Distribution System, as calculated in accordance 
with Section 4.2.1.  (MAPt-2 may fall in the Second Regulatory 
Period); 

MAPt-1 = The maximum average price (expressed in PhP/kWh) 
that the Regulated Entity is permitted to charge for the 
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provision by it, during Regulatory Year t-1, of Regulated 
Distribution Services in respect of the relevant Regulated 
Distribution System, as calculated in accordance with Section 
4.2.1.  (MAPt-2 may fall in the Second Regulatory Period); and 

It = The simple average of the monthly 180 day weighted-
average Manila Reference Rate in nominal percent per annum 
terms published by the Bangko Sentral ng Pilipinas for the 
period from January 1 of   Regulatory  Year  t-2   to December 
31  of   Regulatory Year  t-1.” 

2.1.4 Courses of Action 

Adopt the 182-days T-Bill rate as published by the BSP, as an 
allowable interest rate for under/over recovery. 

Revise the provisions under Section 4.3.2 of the RDWR to adopt the 
182-days T-Bill rate as published by the BSP as the allowed interest 
rate for over/under recovery.  

 

 Under/Over Recoveries carried over from Previous 2.2
Regulatory Period 

2.2.1 Issues Identified 

The RDWR (Clause 4.3) makes provision for the correction of under 
or over-recovery against the annual revenue requirement of a 
Regulated Entity during the previous Regulatory Year.  This 
correction extends to the transition between Regulatory Periods. 

 

 

 

 

2.2.2 Position/Approach  

Retain the existing provision under the RDWR that under/over 
recovery during the previous regulatory year is recoverable subject 
to an interest rate and that this extends to the transition between 
Regulatory Periods. Further, the Regulated Entity should be allowed 

ERC seeks comments on the possible way forward in cases 
where under-recoveries become so large as to create a big impact 
if carried forward in full to the Subsequent Regulatory Period. 
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to submit its proposal on how to mitigate the impact to end-users of 
these recoveries. 

Adopt the 182-days T-bill rate as published by the BSP, as an 
allowable interest rate for under/over recovery. 

2.2.3 RDWR Provision 

Section 8.1.1 of the Position Paper 

“Dealing with under- or over-recoveries carried over from the 
Second Regulatory Period 

The RDWR (Clause 4.3) makes provision for the correction of 
under- or over-recovery against the annual revenue requirement 
of a Regulated Entity during the previous Regulatory Year.  This 
correction extends to the transition between Regulatory Periods. 

However, instances have arisen during the Second Regulatory 
Period where under-recoveries have become so large that these 
could not be fully corrected for without breaching the side 
constraints set to avoid excessive annual distribution price 
variations (Clause 6.4 of the RDWR).  Depending on the magnitude 
of under-recovery, this situation may persist into the Third 
Regulatory Period - which is inappropriate.  The ERC therefore 
intends to fully address the under-recoveries carried over from the 
Second Regulatory Period during the Third Regulatory Period.” 

2.2.4 Course of Action 

Revise the provisions under Section 8.1.1 of the Position Paper to 
adopt the 182-days T-bill rate as published by the BSP as the 
allowed interest rate for over/under recovery. The Regulated Entity 
should also be allowed to submit its proposal to mitigate the impact 
to the end-users of these recoveries. 

 

 Primary Building Blocks  2.3

2.3.1 Issues Identified  

In determining Annual Revenue Requirement (ARR), the 
Primary Building Blocks is defined under Section 4.7.1 of the 
RDWR as follows: 
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 +     operating and maintenance expenditure; 

 +     taxes other than corporate income tax; 

 +     regulatory depreciation; 

 +     return “on” capital  (incl. adjustment for risk premium) 

 +     corporate income tax (set  to zero) 

The Building Block Principle: 

Determines Annual Revenue Requirement (ARR) of each 
Regulated DU for each Regulatory Year. 

-  Forward-looking analysis of forecast cash flow   
requirement. 

 -       Represent the optimal forecast revenue requirement. 

The ARR must reasonably compensate the Regulated Entity for 
the economically efficient costs  and for all identified and 
justifiable risks inherent in an electricity distribution business it 
incurs in providing regulatory distribution services in order to 
encourage an environment as numerated in Sec. 4.6.1 (a) to (j) of 
the RDWR. 

 

 

 

 

 

 

 

 

 

The ERC seeks comments on the following recommended 
approach: 

Efficient costs associated with the provision of Distribution 
System: 

  + Optg & Maint Exp    XXX 

  + Taxes other than Income tax  XXX 

 Return of Capital (including WC)   XXX 

 Reasonable Ret on Capital  (Dep plus WC) XXX 

 Compensation for Identified and  

      Justifiable Risks (incl in Interest 

      or separate cost element)    XXX 
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2.3.2 Position/Approach 

Retain the existing provision under the RDWR that regulated 
entities are allowed to be compensated for all identified and 
justifiable risks, if any.  

The regulated entities will, at the minimum, be required to 
submit their Code of Corporate Governance and Risk 
Management Report which shall contain identifiable business 
risks including a summary of mitigating measures, the costs of 
such mitigation, if available, or any corresponding analysis of 
risks and practices to mitigate risks (such as insurance, alarm 
systems, security, etc.), to the ERC for evaluation.  

Further, the regulated distribution entities will be allowed to 
submit any additional identified and justifiable risks and 
corresponding justifications to the ERC subject to Commission‟s 
review. 

2.3.3 RDWR Provision 

Section 4.6.4 of the RDWR 

“When undertaking the economic and financial analysis to 
determine the ARRt for a Regulated Distribution System, the 
ERC will adequately compensate the relevant Regulated Entity 
for all identified and justifiable risks inherent in an electricity 
distribution business in the Philippines, it being recognized that 
the over compensation for such risks will be to the disadvantage 
of Customers of that Regulated Distribution System because it 
will permit unjustifiably high tariffs and that the under 
compensation for such risks will be to the disadvantage of the 
Regulated Entity (and ultimately Customers of that Regulated 
Distribution System) because it will adversely affect the 
viability of the Regulated Entity.” 

2.3.4       Course of Action 

Clarifications on the considerations on how to analyze and 
evaluate any identified and justifiable risks inherent in the 
distribution business in the Philippines should be worded in the 
position paper for the reset process. 
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 Working Capital  2.4

2.4.1 Issues Identified 

The Working Capital is set as a proportion of the difference 
between real operating and maintenance expenditure and the 
real amount of bad debts for a Regulated Distribution System.   

The proportion is to be determined by the ERC after conducting 
an analysis of the relevant payables and receivables.  Such 
analysis could take the form of a lead/lag study, a benchmark 
study or an industry average study. 

 

 

 

 

 

2.4.2 Position/Approach  

Revise the provision of the RDWR to allow the regulated entities 
to recover its actual working capital requirement for the past 
three (3) years, to be submitted together with the regulated 
entity‟s reset application, subject to Commission‟s review.  

2.4.3 RDWR Provision 

Section 4.7.7 – Working Capital  

“The working capital allowance for Regulatory Year t, which is 
set at a proportion of the difference between: 

(a) the real operating and maintenance expenditure in relation 
to the relevant Regulated Distribution System which is 
forecasted for that Regulatory Year and approved by the ERC 
in accordance with Section 4.13; and 

(b) the real amount of the bad debts in relation to the relevant 
Regulated Distribution System which are forecasted for that 
Regulatory Year and approved by the ERC in accordance with 
Section 4.13, 

The ERC seeks comments on how to determine the 
reasonable proportion to be allowed as working capital. 

The ERC likewise seeks information on what can be 
considered as an industry average for working capital? 
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such proportion being determined by the ERC, as part of the 
Regulatory Reset Process for the Third Regulatory Period under 
Article VII, after an analysis of the relevant payables and 
receivables (which analysis could take the form of a lead/lag 
study, a benchmark study, or an industry average study 
focused on private utilities);” 

2.4.4 Course of Action 

Require the Regulated Entities to submit as part of its revenue 
application its actual working capital requirement for the past 
three (3) years subject to review and evaluation of the ERC. 

              

 Asset Valuation 2.5

2.5.1  Issues Identified 

The ERC seeks comments on the following: 

In re-valuing  RAB,  the re-valuation, must value the material 
items  either: 

-    At their optimized deprival value (ODRC or Recoverable 
Amount  whichever is lower). 

Recoverable amount = Economic  Value or NRV (whichever is 
higher) 

Economic Value normally refers to the asset revenue potential 

-   Using some other method of   internationally –accepted 
valuation 

methodology as determined by ERC 

The ODRC is a valuation approach used to assess the value  of 
assets  where: 

+     The base value of assets can be based on – 

-     Historical/Actual asset cost  or  

-     Depreciated Historical Cost (DHC) 

-     Indexed Replacement Cost 
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-     Current Replacement Cost 

-     Optimized Replacement Cost (ORC) 

-     Net Present Value (NPV) 

-     Depreciated Optimized Replacement Cost (DORC) 

+     An optimization component is introduced to ensure that assets 
are constructed in the most efficient manner possible while 
maintaining  required service standards.   

Historical Cost  -  The original cost of acquisition 

Depreciated Historical cost  -  Adjusts historical cost by the 
proportion already recovered 

Indexed Replacement Cost  -  Historical cost adjusted for 
movements in CPI 

Current Replacement Cost  -   How much it would cost  to replace 
an asset in substantially the same form at today’s prices 

Optimized Replacement Cost  (ORC) -  Values asset at  the cost of 
replacing it w/ a modern equivalent available asset (MEA) 

Net Present Value  -  PV of existing prices to be received 

Net Realizable Value  -   or Scrap Value - value  that  could be 
realized from the sale of the asset itself. 

Depreciated Optimized Replacement Cost(DORC)  - ORC with 
depreciation 

In determining ODRC, Replacement Cost will have to be obtained. 
There are two points of views with respect to Replacement cost: 

 -   Accounting or Financial Replacement Cost (the  amount 
required to replace an existing asset with a similar asset). 

 -   Regulatory Replacement Cost (based on the   minimum cost to 
replace existing assets with a technically modern equivalent new 
asset, for which a similar service potential could be obtained in the 
normal course of business). 

These replacement costs are derived assuming a “Brownfields” 
installation  situation, in terms of which a new network would be 
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erected, but within an already developed area, where it is assumed 
that other infrastructure (apart from the assets being replaced) 
already exists.    

The ERC likewise seeks inputs on the Summary of Findings by 
Frontier Economics -  In a Report Prepared for the Competitive 
Carriers Coalition, as follows: 

Choosing a methodology by which an initial RAB should be set is 
not straight forward. 

Promoting the long term interests of end users is likely to remain 
the overreaching criterion.  The criteria relating to competition 
and efficiency are important but potentially could be reconciled 
with a number of different valuation approaches. 

Other factors such as investor expectations, regulatory precedent, 
the likelihood and extent of any previous cost over-recovery, and 
information asymmetry problems are likely to be relevant criteria.   

Turning to which methodologies appear to best fit the criteria, or 
would not fit the criteria, we professionally conclude as follows: 

The two methodologies which seem to have fatal weaknesses are 
the NPV approach and the ORC approach. 

 +   The ORC approach framework would lead towards and likely 
raise issues  of over-recovery of costs.  

+   An NPC asset valuation approach generally presents problems 
of calculation under any setting because it requires detailed 
information  about future states of the world.  

The only sensible basis for deriving NPV is current prices and these 
are intrinsically linked to ORC (and therefore share the same 
problems as that described above 

DORC or DHC methods seem more suitable to the task.  However, 
the conceptual basis for ORC methodologies (from which DORC is 
constructed) has been largely undermined.  DORC retains some of 
the ORC subjectivity problems, and it may result in over-recovery 
of previously incurred costs. 

DHC has the advantage of being the least subjective of the 
approaches, and should be capable of implementation in a 
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relatively straightforward way.  It would also prevent any further 
cost over-recovery on existing assets. 

Finally, the ERC seeks comments on the recommended approach to 
determining Regulatory Asset Base (RAB) 

1.   For Beginning Balance           

Re-valued using Historical Cost as Basis     OR 

Use Rolled Forward RAB balance of previous period 

Suggest a re-valuation of beginning balance using the Historical 
Cost Method.   This amount will be compared with the ending 
balance of the RAB used in the previous period.  

If the re-valued amount at historical cost is significantly lower 
than the ending balance of the previous period RAB, this is an 
indication that the previous RAB could have been overvalued that 
resulted in windfall gains in previous periods. 

If the re-valued amount at historical cost is not significantly 
different when compared with the rolled forward RAB balance, the 
rolled forward amount may be used as the beginning balance for 
the next regulatory period 

On optimization 

 Optimization is undertaken on an incremental basis, where the 
focus is on removing redundant assets and over-capacity, as well 
as inefficient design and “gold-plated” engineering within the 
existing network. 

The location of existing Points of Supply (POS), major sub 
transmission stations and line routes, as well as points of supply to 
existing customers can be assumed to be fixed.  Existing standard 
voltage levels may be assumed.  

Optimization is still a suggested procedure but not necessarily as 
complicated and, may be done by local technical experts not 
foreign consultants. 
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2.5.2    Position/Approach 

a) Use the latest approved Opening Asset Value to be Rolled Forward 

- Per Castalia Report, the opening asset valuations at the start of 
2nd RP where undertaken in accordance with the ERC‟s ODRC 
guidelines and methodology which were intensively analyzed and 
represents a clear transition from RORB to PBR where FCM 
could be easily assessed.  

- Adopt an ODRC valuation at the beginning of the Second 
Regulatory Period as an acceptable transition between RORB and 
PBR.  

- Accept the latest approved ODRC Asset Values to be rolled 
forward to the start of the next regulatory period.  

 

b) Adopt RAB Roll Forward Asset Valuation Methodology  

- There are strong economic arguments and strong support in the 
submissions for the “roll forward” approach. Considering that the 
private utilities have already undergone the ODRC valuation 
during the 2nd RP, it is more appropriate to update regulatory 
asset base using the rolled forward approach. 

- There are three principles in which the RAB could be rolled 
forward as follows:  

o Roll forward based on actual CAPEX and forecast 
depreciation (leads to low-powered incentives to reduce 
CAPEX) – The utility is perfectly and fully compensated at 
all times for its expenditure (strict Financial Capital 
Maintenance [FCM]) therefore, the utility faces no 
incentive to reduce its CAPEX. 

o Roll forward based on actual CAPEX and actual 
depreciation (leads to medium-powered incentives to 
reduce CAPEX) - Allows the utility to keep some of the 
benefits of any reduction in actual CAPEX relative to 
forecast CAPEX. The regulated entity is incentivized to 
become efficient in its CAPEX spending.  
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o Roll forward based on forecast CAPEX and forecast 
depreciation (high-powered incentives to reduce CAPEX) – 
It creates strong incentives for the utility to exert effort to 
both a) inflate the forecasts CAPEX and depreciation and b) 
to minimize capital spending. 

- Of the three options aforementioned above, the medium powered 
incentive is adopted so that the regulated entities would be 
incentivize to become efficient in its CAPEX spending by 
allowing them to keep some of the benefits of any reduction in 
actual CAPEX relative to forecast CAPEX.  

- The process is to Roll Forward the latest approved ODRC 
Opening Asset Values to the start of the next regulatory period by 
adding the actual annual capital expenditure and deducting the 
actual annual regulatory depreciation.  

- Roll forward approach should be undertaken using the simple 
formula of calculating the closing value RAB as follows: 

Opening RAB  Adopt the latest approved 
Opening RAB 

Add: Actual Capital  Expenditure Actual cost of new assets or 
investment that has been 
added  

Less: Regulatory Depreciation Actual return of capital 
allowed under the RDWR 
(based on the standard asset 
lives set by the ERC) 

Less: Asset Disposal/Retirement 
(net of income from disposal) 

Actual cost of disposed/retired 
assets less net income from 
disposal  

Closing RAB  Closing value of the RAB to be 
carried forward at the start of 
the next regulatory period.  

 

 



 

  April 2016 21 

c) Retain the Straight Line Method to determine the Regulatory 
Depreciation  

Regulatory Depreciation over the Previous Regulatory Period 

- To determine the regulatory depreciation over the previous 
regulatory period (Opening RAB), the current approach and the 
asset age (regulatory) used in the Final Determination will be  
retained 

 

Forward-Looking Depreciation Allowances  

- Retain the current approach using a straight line method of 
depreciation based on approved forecast CAPEX value.  

The regulatory depreciation should be determined in accordance 
with Section 16 (l) of Commonwealth Act No. 146, stated: 

“That such depreciation allowance should be set aside 
from that of its earnings and carry the same in a 
depreciation fund, including the income from 
investments of money in such fund. The depreciation 
fund shall not be expended except for depreciation, 
improvements, new construction, extensions or 
conditions to the property of regulated entity.”  

 

d) Adopt a Nominal WACC  

Continue to adopt a nominal WACC, which incorporates the impact 
of inflation and that corresponding adjustment be done during the 
annual reset if change in actual inflation occurs. 

2.5.3  RDWR Provision 

Section 4.8.4 of the RDWR 

“As part of the Regulatory Reset Process under Article VII for 
Subsequent Regulatory Periods following the Third Regulatory 
Period, and subject to Section 4.8.5, the ERC must require that 
either: 
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a) the regulatory asset base for a Regulated Distribution 
System is re-valued.  The re-valuation must value the 
material items of plant and equipment either: 

i) at their optimized deprival value (i.e. at the lesser of their 
optimized depreciated replacement cost and their 
recoverable amount (their recoverable amount being the 
greater of their economic value and net realizable value)); 
or  

ii) using some other method of internationally-
accepted valuation methodology as determined by the 
ERC; or 

b) the previous value of the regulatory asset base for a 
Regulated Distribution System is rolled-forward, in which 
case the provisions of Sections 4.8.15 and 4.8.16 will apply 
with such modifications as are necessary in respect of such 
roll-forward.” 

 

2.5.4 Courses of Action 

- The rolled forward asset valuation methodology is still consistent 
with the above-quoted existing provision of the RDWR. However, 
additional work is necessary to define precisely how the roll 
forward approach will be done.  

- Of the eighteen Private Utilities, the First Entrants (3)4 are on 
their Third Regulatory Period, should have started their reset 
process on January 2014 considering that their Fourth 
Regulatory Period will commence on July 2015 while the Second 
Entrants (3)5, the Third Entrants (6)6 and the Fourth Entrants 
(6)7 are on their Second Regulatory Period, should have started 
their reset process on October 2011, January 2014 and July 2014, 
respectively, considering that their Third Regulatory Period will 

                                                

4
 MERALCO, DECORP, CEPALCO 

5
 CLPC, ILPI, MECO 

6
 CELCOR, LUECO, TEI, VECO, IEEC, DLPC 

7
 PECO, SEZ, SFELAPCO, BLCI, AEC, CEDC 
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commence on April 2013, July 2015 and October 2015, 
respectively.  

- Per Order dated July 6, 2011 under ERC Case No. 2010-069RC, 
the process for the true up mechanism for the asset valuation of 
MERALCO to be determined in the Fourth Regulatory Period is 
stated as follows: 

 

xxx  

 

“MERALCO is directed to adhere to the following 
procedures for the asset inventory and true up 
adjustment of its RAB: 

 xxx 

 For the DU-led Valuation, consistent with the RDWR 
and the Valuation Handbook, the revaluation will be in 
the form of a Valuation Report, accompanied by the 
independent appraisal company engaged by the DU.  

The Valuation Report will then be reviewed by the 
Commission’s retained Regulatory Reset Expert. Once 
the results are approved by the Commission and an 
updated RAB value has been established, the true up 
process will commence as provided/required in the 
Final Determination that will be determined before the 
commencement of the Fourth Regulatory Period. “ 

 

- To implement the aforementioned approach, the Commission 
will develop a Regulatory Asset Base (RAB) Handbook to 
consider the following process: 

o Review of the existing Asset Register template. 

o Revisit the replacement costs of distribution assets, both 
network and non-network assets, including power 
transformers and switchgears.  
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o Provide a review and audit information and process to 
assess the actual existence and condition (use and 
usefulness/idle/retired) and actual costing 
(historical/acquisition cost) of all distribution assets.  

o Process to resolve the true up for MERALCO valuation 
consistent with the July 6, 2011 Order under ERC Case No. 
2010-069RC, such that the Opening 3rd RP is the 
acceptable value to roll forward to the next regulatory 
period. 

o Details and process of the rolled forward approach should 
be specified in accordance with the ERC requirements 
(medium-powered incentives approach) 

o Criteria on the selection of reasonable actual CAPEX 
projects and the role of optimization process in the rolled-
forward approach. 

o The treatment of any difference on the forecast and actual 
depreciation. 

o Treatment of any difference between the replacement costs 
of assets procured after the Re-valuation Date and the same 
asset included in a Regulated Entity‟s financial accounting 
base. 

o Require a financial auditor/valuation expert to which it will 
certify the manner in which the information has been 
processed, the accuracy of calculations, and the consistency 
of the valuation process with the requirements of the RAB 
Handbook. 

- Latest approved Opening asset value to be rolled forward for all 
DUs regardless of their position in the regulatory cycle. 

State in the Position Paper to include provision requiring the regulated 
entities to set up a depreciation fund in accordance with Section 16 (l) 
of Commonwealth Act No. 146. Regulated entities are required to 
strictly account for the expenditures out of this fund, which should be 
used strictly for investment in electric plant. An annual report on the 
monthly utilization of this fund should be submitted to the 
Commission during the Annual Verification and Adjustment of Tariffs. 



 

  April 2016 25 

 

 Weighted Average Cost of Capital (WACC)  2.6

2.6.1  Issued Identified 

1. The ERC seeks comments on the following as regards the WACC: 

1. The determination may require the use of qualified experts but not 
necessarily foreigners; 

2. The rate so determined for each participant even in the same 
Regulatory Period may not necessarily be the same.  Other factors 
come into play like -  area of investment, management/Owner risk 
appetite or risk aversion,  management reputation in the market, 
management ability to negotiate for higher rates, etc.; 

3. Breakdown between Equity and Debt need not be on the ratio as 
prescribed of 60% Equity and 40% Debt.  The actual situation should 
play an important role but, tampered by inter company or affiliate 
relationship issues.  Consider using the 60%-40% ratio only when 
there is no clear breakdown within the Company; and 

4. Investment Risk Premium represented by Interest Risk Premium (or 
the Country Risk Premium) is different from identifiable and specific 
risks for each particular investment and, may have to be dealt with 
separately to be fair to investors.   

 

2.6.2 Position/Approach  

a) Use the direct approach to measure the risk free rate by adopting 
the average 10-year PDST-R2 as it is more reflective of the 
regulatory cycle for distribution. Using the direct approach is more 
appropriate and reasonable considering PDST-R2 rate is available 
and being monitored and published by the PDEx. It is worthy to 
note that PDST-R1 rate is not used because it only considers 
transactions in the morning, whereas PDST-R2 considers all 
transactions for the day. PDST-F is the calculated average of the 
best 60% of firm bid rates posted by designated market-making 
banks for 12 tenors at 11:15am daily. However, effective April 1, 
2015, PDex already ceased to published PDST-F rates. PDST-R2 
benchmark is calculated from the weighted average yields of done 
transactions totaling at least Php 50Mn from 9:00 am to 4:15 pm or 
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the best firm bid of PDST market-making banks at 4:16 pm in the 
absence of done deals.  

In its previous determinations, the ERC adopted the indirect 
measure of the risk free rate in the Philippines as this approach 
appears more robust considering that it cannot strongly rely on the 
independent market source on the yield measure of the Philippine 
Treasury Bonds due to absence of sufficient data.  

b) Adopt a Risk Adjustment Factor (RAf) instead of the traditional 
Equity beta to arrive at individually determined risk-based 
compensation for the use of the investor‟s equity. The RAf is the 
average risk factor determined for a specific regulated entity to be 
used as the multiplier of the Market Risk Premium (MRP), to obtain 
an estimated overall risk exposure for the regulated entity. The 
determination of the RAf for each regulated entity will be 
determined as follows (sample computation): 

 

Risk Category 

Preliminary 
Adjustment 

Factor 

 

Weighting 

Final 
Adjustment 

Factor 

Environmental8 1.4 10 0.14 

Peace and Order9 1.5 20 0.30 

Local Government10 1.2 10 0.12 

Susceptibility to 
losses – written off 
bad debts, Systems 
Loss and Other 
Physical losses 

1.3 20 0.26 

Geographical11 1.4 10 0.11 

                                                

8
 Environmental risk category refers to the Entity’s exposure to unusual climate or weather changes including 

calamities. 

9
 Peace and order refers to the susceptibility of the entity to civil disturbances resulting from the presence of recognized 

local rebel groups (NPAs, MILF, etc.) 

10
 Local Government refers to unusual experiences with certain local governments that impact the entity operations 

(Rights-of-Way Issues, conflicting claims on properties and changing local government laws/policies).   

11
 Geographical refers to any unusual circumstances in customer servicing (like customer density, length of installed 

lines, urban vs. rural and residential vs. commercial). 
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Management12 1.3 10 0.13 

Governance13 1.4 20 0.28 

TOTAL  100 1.34 

 

     The Preliminary Adjustment factor represents a preliminary 
assessment of how much the average Risk Premium should be 
adjusted to compensate the regulated entity for any exposure in 
addition to what is perceived to be included in the Average Risk 
Premium. For uniformity, a scale of between 1.0 to 1.5 will be used 
as the multiplier with 1.0 as a neutral or no additional compensatory 
value and 1.5 as the maximum multiplier or compensation for the 
perceived additional risk.  

     However, the regulated distribution entities will be allowed to 
submit their proposal on the risk categories, weighting and 
preliminary adjustment factor to the ERC subject to Commission‟s 
review.  

c) Adopt a Market Risk Premium (MRP) sourced from a reasonably 
long time-series of market data on long-term government bonds 
consistent with Section 4.11.9 of the RDWR. The regulated 
distribution entities are allowed to submit their proposal to the ERC 
subject to Commission‟s review.   

d) Retain the current debt margin at 2.5% but the regulated 
distribution entities will be allowed to submit their proposal to the 
ERC subject to Commission‟s review. 

e) Adopt a regulatory WACC of 60% funding from equity and 40% 
funding from debt resulting in a debt to equity ratio of 0.67, but 
require a review of the gearing ratio. There may be possible 
differences in the gearing ratio between distribution companies with 
the same size, characteristics and location, considering that bigger 

                                                

12
 Management refers to the maturity and capability of management and may take into consideration management’s 

risk awareness or risk averseness, including ability to identify and enter into any other alternative investment  
(Opportunity cost of alternative investment) 

13
 Governance refers to the evaluation of the maturity of the entity with respect to Corporate Governance (with 

approved manual on governance, use of written policies and procedures, internal audit involvement, practice of risk 
management, with corporate social responsibility policies in place and observed, no major records of non-compliance to 
regulatory matters., financial and management reports in place, etc.) 
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distribution companies could avail lower interest rate on its loans as 
compared to medium and smaller ones. Thus, it should be 
considered in setting an efficient equity ratio for every group or set 
of groups. The ERC, however, may allow a ratio which represents 
the actual debt to equity ratio for as long as this does not vary 
significantly with the debt to equity ratio of 0.67. 

f) Retain a post-tax (nominal) WACC and that corporate tax may be 
recoverable as a building block. Treating the corporate tax as a 
separate building block would show a more transparent approach. 
In its previous determinations, the corporate income tax is set to 
zero as a separate building block while a post-tax nominal WACC is 
used to compute for the return on capital. Per other regulators, 
corporate income tax is allowed as recoverable costs considering 
that private utilities are generally subject to income taxes on the 
basis as other corporations.  

g) WACC should be set for every regulatory period and not updated 
but subject to reopening adjustment if DeltaWACC>=10% is met 
between entry groups (Per Section 12.6 of the RDWR). The 
approach is to match the frequency of update to the regulatory 
period and also that the returns should match costs incurred during 
the period. 

h) Explore the possibility of categorizing what are short and long-lived 
assets in setting the WACC. It is worthy to note that for regulated 
entities, considerations should be made on the rate of return 
(WACC) because most of the investments are long-term and the 
regulated entities need some assurance that it be allowed to lock-in 
the regulatory WACC. The primary objective is to ensure that the 
regulated entities would be entitled to a full investment recovery of 
its regulated assets at an appropriate rate of return.  

It is recognized that using current data for short-lived assets 
provides efficient investment signals. However, there are 
advantages in using long-term average data, which provide greater 
stability and reduce re-financing risks for long-lived assets. 
 

 

2.6.3 RDWR Provision 

Section 4.11.2 (Regulatory WACC) 
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“For these purposes a classical weighted average cost of capital 
(WACC) is to be used as, in the ERC’s view, it best balances the 
financial Building Blocks in Section 4.7.7 and the principles in 
Section 4.6.1.  The ERC must retain a Regulatory Reset Expert or 
Regulatory Reset Experts pursuant to Article XIV for the purpose 
of assisting the ERC to determine the WACC during the Regulatory 
Reset Process for the Third Regulatory Period under Article VII.  
The WACC as so determined must be the same for all Regulated 
Entities and all Regulated Distribution Systems in an Entry Group.  
However, since the WACC will be determined for each Entry 
Group, subject to Section 4.11.13 there may be differences in the 
figures used for different Entry Groups.” 

 

Section 4.11.3 (Gearing Ratio) 

“The WACC (expressed in decimal, as opposed to percentage, 
terms) is to be calculated as follows: 

  WACC   = [re  x  E / V]  +  [rd  x  D / V] 

 Where: 

 re     = the cost of equity  and is calculated in accordance 
with Section 4.11.4; 

 rd    = the cost of debt and is calculated in accordance 
with Section 4.11.10; 

 E    = the amount of equity funding assumed for 
regulatory purposes in the capital structure of a 
Regulated Entity, being 60% of V for the Third 
Regulatory Period; 

 D    = the amount of debt funding assumed for 
regulatory purposes in the capital structure of a 
Regulated Entity, being 40% of V for the Third 
Regulatory Period; and 

 V    = E  +  D. “ 

 

 

Section 4.11.5 (Risk Free Rate) 
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 “The best approximation of a risk-free rate is generally the yield 
on the longest dated government borrowing instrument, usually a 
Treasury Bill or equivalent.  In the USA this is either the 10 year 
government bond or the 30 year government bond.  Some 
regulators in overseas jurisdictions prefer to use the yield for a 
government bond with the same duration as the relevant 
regulatory period.  In the Philippines, the longest dated 
government bond is a 10 year Treasury Bill.  The ERC will use the 
yield on such Treasury Bills as traded in the Philippines' 
secondary bond markets14 as the risk-free rate in the Philippines 
unless there is insufficient liquidity, or the time to maturity is too 
short, for that market yield to be a satisfactory estimate of the 
risk-free rate within the Philippines.  If the latter is the case, the 
ERC will determine the risk-free rate only after considering 
alternative overseas data sources and the related adjustment 
calculations which lead to the derivation of a viable proxy for the 
risk-free rate within the Philippines.” 

Section 4.11.6 (Equity Beta) 

“The Equity Beta of a business is a measure of the systematic or 
non-diversifiable risk of that business in comparison to the risk of 
the equity market as a whole.  The Equity Beta is a function of the 
covariance of the volatility of the returns to the business in the 
active market place compared to the volatility of average market 
returns:  it is higher than 1.0 for businesses which exhibit higher 
share price volatility than the market average, and lower than 1.0 
for those with share price volatility that is less than the market 
average.  The Equity Beta is difficult to measure accurately for an 
individual business due to low sample size of data and the volatile 
nature of returns (the circumstances of businesses change over 
time).  The industry average Equity Beta for electricity 
distribution businesses in the Philippines (excluding electricity 
distribution businesses conducted by Electric Cooperatives) is as 
determined by the ERC using such valid data as is available and 
by reference to comparable overseas electricity businesses. “  

                                                

14
 A secondary bond market or equivalent must be used so that sufficient liquidity (i.e. volume of trading) in the market 

allows the yields to represent a market price for the bonds. The yield on direct government issues to the banks does not 
have sufficient liquidity for regulatory purposes. 
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Section 4.11.8 (Asset Beta) 

“The Asset Beta for a business would normally be derived from an 
examination of the Equity Betas observed in the local Philippine 
equity market place.  However, because such market information 
may not be readily available and may suffer from either low 
trading volumes or insufficient data points for statistical veracity, 
the ERC will determine an industry average Asset Beta for 
electricity distribution businesses in the Philippines (excluding 
electricity distribution businesses conducted by Electric 
Cooperatives) and will do so on the basis of the Asset Betas of 
comparable overseas electricity businesses.  The ERC recognizes 
that such comparison is difficult due to the different circumstances 
which apply in other jurisdictions as a result of, for example, 
differences in geographic and climatic conditions, market 
structures, business structures and other matters which may 
affect equity return volatility.  Accordingly, for this purpose, the 
ERC will primarily have regard to the Asset Betas of electricity 
distribution businesses in overseas countries of a similar nature to 
the Philippines but, where issues relating to market liquidity, data 
availability or data consistency are of concern, it will also have 
regard to the Asset Betas of integrated electricity businesses or of 
electricity transmission or distribution businesses in developed 
countries, with an emphasis on those businesses subject to  
incentive based and/or competitive regulatory regimes.  The ERC 
will calculate the Asset Beta of each such business (Betaa) in 
accordance with the following formula:   

 

  Betaa = Betae  /  [1 + ( 1 – Te)  x  Dm / Em]  

 

  Where: 

 Betae = the equity beta of the relevant overseas 
business as measured empirically by an 
independent international ratings agency 
or financial market reporting company 
such as Bloomberg or a similar service; 
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 Te     = the effective corporate tax rate for that 
business as ascertained from information 
provided by an independent international 
ratings agency or financial market 
reporting company or, in the absence of 
such data, the corporate income tax rate 
for the country in which the relevant 
business is located (in either case 
expressed in decimal terms); 

 Dm   = the amount of debt funding in the capital 
structure of that business as ascertained 
from information provided by an 
independent international ratings agency 
or financial market reporting company; 
and 

 Em   = the amount of equity funding in the 
capital structure of that business as 
ascertained from information provided 
by an independent international ratings 
agency or financial market reporting 
company. 

 

In considering overseas comparisons to more developed 
economies, the ERC will give due regard to the fact that the 
Philippines is a developing economy and that, as such, the 
systemic risk it presents to investors is at the higher end of the 
range observed overseas, especially among developed economies.  
The asset beta adopted for the WACC setting will therefore be 
adapted from the observed values by a factor of 1.25, to make 
provision for this higher risk.” 

 

Section 12.6 (DeltaWACC) 

Section 12.6.1, “At the time of making its final determination on 
the price-control arrangements for each new Entry Group, in 
accordance with Section 4.11 the ERC will determine the 
appropriate rate of return for the return (WACC) on capital 
building block that will be included in the allowed revenue 
requirement for that Entry Group.  To ensure reasonable 
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consistency between the rates of return applied for different Entry 
Groups, the ERC will at each Entry Point also review the WACC 
used for earlier Entry Groups.  The difference between the newly 
determined WACC and the WACC used for each previous Entry 
Group will therefore be calculated.” 

Section 12.6.2, “The difference between the newly determined 
WACC at a new Entry Point and the WACC used for a previous 
Entry Group is calculated as follows: 

 

DeltaWACC = Absolute value of [(WACCnew-
WACCcurrent)/(WACCcurrent)]x100 

where : 

WACCnew      = The newly determined WACC at the 
latest Entry Point 

WACCcurrent  = The current WACC applying to a 
previous Entry Group” 

 

Section 12.6.3, “If DeltaWACC >= 10% for any previous Entry 
Group, then the WACC for that previous Entry Group will be 
adjusted to the most recent WACC determined by the ERC.  The 
ERC will then, for that previous Entry Group, determine a new 
value for the X factor in the formula for the calculation of the 
maximum average price cap for that Regulated Distribution 
System as set out in Section 4.2.1.  This will take into account the 
impact of the change in the allowed WACC on the various 
parameters on which the X-factor is based.” 

 

2.6.4 Courses of Action 

- Require regulated distribution entities to submit their respective 
proposals/data as part of its revenue application, on the 
following, subject to Commission‟s review in the WACC 
determination: 

o Proposed Risk Adjustment factor and its justifications; 

o Proposed market risk premium and its justifications; 
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o Proposed debt margin and its justifications; 

o Proposed gearing ratio and its justifications; and 

o Proposed risk free rate and its justifications. 

 

 Bad Debts (Regulated Retail Services) 2.7

2.7.1 Identified Issue 

Section 4.13.1 - Bad Debts (Regulated Retail Services) 

This account represents provision for losses arising from non-
collection of receivables or recovery from appropriately invoiced 
customers, after taking all prudent steps trying to recover the 
outstanding amounts. 

Included in this account is the amount estimated or set-up as 
provisions for uncollectible accounts, or such steps as notifying the 
customers of the outstanding amounts, and employing debt 
collection agencies if no reaction is forthcoming. 

 

The ERC seeks comments on the reasonable bad debt levels to be 
considered. The ERC likewise seeks information on what are the 
existing bad debt levels of each regulated entities. 

 

2.7.2 Position/Approach  

Retain the existing provision that a reasonable bad debt is 
recoverable. Further, the regulated entities will be allowed to be 
reimbursed of its previous actual bad debts subject to sufficient 
documentary submissions and justifications.  

 

2.7.3 RDWR Provision 

“Section 4.13.1 allows bad debts as part of recoverable costs 
under the Operating and Maintenance expenditure. 

This account represents provision for losses arising from non-
collection of receivables or recovery from appropriately 
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invoiced customers, after taking all prudent steps trying to 
recover the outstanding amounts. 

Included in this account is the amount estimated or set-up as 
provisions for uncollectible accounts, or such steps as notifying 
the customers of the outstanding amounts, and employing debt 
collection agencies if no reaction is forthcoming.” 

2.7.4 Course of Action 

Allow the regulated entities to be reimbursed of its previous 
actual bad debts subject to sufficient documentary submissions 
and justifications to be filed together with the reset application, 
for the Commission‟s review. 

 

 Smoothing Factor (X-Factor) 2.8

2.8.1 Identified Issue 

Initial price Factor (Po) 

The Po factor is an amount (in PhP/kWh) that the ERC will 
determine for each Regulated Distribution System to take into 
account a balance between windfall gains and losses in revenue 
resulting from external factors over which Regulated Entities 
have little or no control (such as windfall gains/losses arising 
from the re-valuation of the existing asset base).  

A higher Po factor will lead to a lower initial price cap and a 
higher X-factor, which will in turn lead to higher incremental 
price adjustments for each year in the Regulatory Period.  
Conversely, a lower Po factor will cause a higher initial price cap 
and lower increases during the Regulatory Period. 

 

 

   

 

 

Efficiency Factor (X) 

The ERC seeks comments on the appropriate manner of 
setting the Po factor. 
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The calculation, in essence, determines the rate at which the 
price cap would have to change over a Regulatory Period to 
ensure the allowed revenue for a Regulated Entity will be 
recovered over the four years of the Regulatory Period.  

This rate of change is a combination of the expected inflation and 
the X-factor – with the X-factor therefore indicating the real 
decline or growth in electricity prices. 

        It takes into account: 

 the present value of the annual revenue requirement for a 
Regulated Entity for each year of the Third Regulatory 
Period.  This in turn is based on the annual revenue 
requirements for a Regulated Entity as established through 
the use of the building block methodology, adapted for 
earlier under-recoveries or regulatory interventions as 
described above, and converted to present values by using 
the Regulatory WACC; 

 the anticipated inflation rate for each year of the Third 
Regulatory Period; 

 the forecast energy consumption for each Regulatory Year of 
the Third Regulatory Period; 

 the opening maximum average price cap at the start of the 
Third Regulatory Period; and  

 an initial correction factor (Po) that will be determined by 
the ERC to assist with the reduction of price shocks during 
the transition to Performance Based Regulation. 

 

 

 

 

 

 

 

The ERC seeks comments on the reasonable specific 
parameters in setting the initial price factor (Po) and    efficiency 
factor (X). 

The ERC likewise seeks comments on whether it will be more 
appropriate to just eliminate the use of an X-factor for 
smoothing (and Po) and allow for a raw ARR. 
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2.8.2 Position/Approach  

- Regulated entities will be given an option to use smoothed or raw 
MAP subject to the Commission‟s approval. In its previous 
determinations, the Commission set an initial price factor (Po) to 
reduce price shocks during the transition to the subsequent 
Regulatory Period. The impact of the Po factor is to shift the 
opening MAP during the subsequent Regulatory Period up or 
down, depending on its setting, and to create an opposite 
movement in the annual price increments during the subsequent 
Regulatory Period. Overall, the impact of the Po factor is revenue 
neutral to the regulated entities.  

- However, if smoothed and the price is high for the first year, 
regulated entities are required to account for the excess price 
over the average for the benefit of the last two (2) years of the 
regulatory period.  

 

2.8.3 RDWR Provision 

Section 4.15.1 (Smoothing) 

“As a result of the Building Block approach, it is unlikely that there 
will be a linear increase, for each Regulatory Year in the Third 
Regulatory Period, in the allowed annual revenue requirement for 
a Regulated Distribution System.  Accordingly, so as to reduce the 
likelihood of price shocks to Customers of that Regulated 
Distribution System and of revenue shocks to the Regulated Entity 
that operates that Regulated Distribution System, the ERC will 
smooth the Maximum Annual Price caps for that Regulated 
Distribution System for each Regulatory Year in the Third 
Regulatory Period in accordance with this Section 4.15.  Such 
smoothed Maximum Annual Price caps will incorporate a 
recovery of efficiency savings in costs.  It may also include under- 
or over-recoveries carried over from the Second Regulatory 
Period, where the full correction for such recoveries in MAP2012 is 
deemed by the ERC to represent an excessive step-change over the 
MAP2011 (determined for the last year of the Second Regulatory 
Period).  In addition, the smoothed Maximum Annual Price caps 
may also include a full or partial recovery of regulatory 
interventions made by the ERC in the Allowed Revenue 
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Requirement of a Regulated Entity during earlier Regulatory 
Periods.” 

 

2.8.4 Course of Action 

Clarify in the Position Paper for the reset that the regulated 
entities may be allowed to propose a smoothed or raw MAP in its 
revenue application subject to the Commission‟s approval.  

 

 Side Constraints 2.9

2.9.1 Identified issue 

The annual change in revenue that can be collected through a 
particular rate may not exceed certain predefined limits. 

The ERC will determine the side constraint factor once all the 
information for the regulatory reset process has been received.  
This constraint will, however, not be less than 2%.   

In assessing whether side constraints have been breached, it will 
consider the impact of a new rate on an “average” customer for a 
particular Customer Segment.   

The ERC may decide to relax the side constraints in any 
particular year, should the restrictions prove to be so excessive 
that the integrity of the price-setting process could be 
compromised. 

 

 

 

 

2.9.2 Position/Approach  

Retain the side constraints provision but PUs has the option to 
propose whether to apply the side constraints or not.  

 

The ERC seeks comments on whether or not the 
determination of the side constraints serves its purpose. The 
ERC likewise seeks information on how the implementation of 
the side constraints has affected regulated entities. 
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2.9.3 RDWR Provision 

Section 6.4.2 of the RDWR 

“In situations where a Regulated Entity has experienced major 
under-recovery of revenue during the Historical Period, the 
side-constraints could prevent the correction factor (Kt as 
described in Sections 4.2.1 and 4.3) from being fully 
incorporated in the adjusted rates for the Application Year.  
Similarly, following a re-opening event as described in Article 
XII, the side constraints could prevent the adjusted rates from 
being fully implemented.  In such an event, the ERC may at its 
discretion, after consulting with a Regulated Entity and 
considering the impact of its decision on the Regulated Entity’s 
consumers, relax the side constraints for one or more Customer 
Segments during the Application Year.  The ERC may also 
decide to carry over all or part of such under-recoveries into the 
next Regulatory Period, where it will be considered in the 
calculation of the Smoothed Price Path for the next Regulatory 
Period, in accordance with Sections 4.15.1 and 4.15.5.” 

2.9.4 Course of Action 

Indicate in the Position Paper for the reset that the side 
constraints option is at the discretion of the regulated entities 
subject to the Commission‟s approval.  

 

 Recovery of Regulatory Intervention 2.10

2.10.1 Identified issue 

In its final determinations on the price control arrangements for 
the Second Regulatory Period for some Regulatory Entities, the 
ERC applied regulatory interventions to avoid undue price-
shocks to consumers.  This has resulted in these Regulated 
Entities not being able to recover their full annual revenue 
requirement during the Second Regulatory Period. 

 

 

 

The ERC seeks comments on how to appropriately address 
the impact of the recovery of Regulatory intervention for 
succeeding regulatory period. The ERC likewise seeks 
information on how the implementation of the side constraints 
has affected regulated entities. 
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2.10.2 Position/Approach  

Retain the existing provision of the RDWR on regulatory 
intervention except that the recovery scheme lies at the 
discretion of the regulated entities subject to the Commission‟s 
approval.  

 

2.10.3 RDWR Provision 

Section 4.15.6 of the RDWR 

“Earlier regulatory interventions by the ERC, that affected the 
price control arrangements for the Second Regulatory Period 
for any Regulated Entity, will be recovered during the Third 
Regulatory Period.  The total regulatory intervention amount 
will be evenly split and added to the annual revenue 
requirement for each Regulatory Years during the Third 
Regulatory Period.  The annual revenue requirements thus 
adapted will be applied for the calculation of PVR2011 described 
in section 4.15.2.  For the purposes of this calculation, with the 
exception of the allowance made in Section 4.15.2 and 4.15.3, no 
interest or any other compensation to reflect the time-value of 
money involved in a regulatory intervention will be applied.” 

2.10.4 Course of Action 

Indicate in the Position Paper for the reset that the recovery of 
the regulatory intervention lies at the discretion of the regulated 
entities subject to the Commission‟s approval.  

 Annual Verification and Adjustment of Distribution Tariffs 2.11

2.11.1 Identified issue 

In its final determinations on the price control arrangements for 
the Second Regulatory Period for some Regulatory Entities, the 
ERC applied regulatory interventions to avoid undue price-
shocks to consumers.  This has resulted in these Regulated 
Entities not being able to recover their full annual revenue 
requirement during the Second Regulatory Period. The Cap is 
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adjusted annually within the Regulatory Period by a mix of 
inflation and expected efficiency gains 

             Cap * {1 + CPI – X} +/- K 

- Adjusts for the change in price index not within the control 
of  the regulated firm 

- Independent index 

- To reflect current costs 

 

 

 

2.11.2 Position/Approach  

In consideration of the change in sales mix, PUs are allowed to 
propose its process used to translate the MAP into rates in order 
to achieve a rate close to the MAP, subject to ERC approval.  

Retain the existing provision that rate structure/design cannot be 
change during the regulatory period except at the start of the 
regulatory period. 

2.11.3 RDWR Provision 

Section 11.2 of the Position Paper 

“Implicit to this methodology is the fact that a new rate 
structure or Customer Segment cannot be introduced during a 
Regulatory Period.  In addition, it is also a requirement of the 
DSOAR that existing rate designs cannot be amended during a 
Regulatory Period.  Such changes or the introduction of a new 
rate structure can therefore only be made as part of the 
Regulatory Reset Process. 

Changes in the rates, to account for new required revenue 
allocations to a Customer Segment, can therefore only be 
introduced by changing the quantum of those rate elements that 
already exist for each particular rate structure.” 

The ERC seeks comments on how to more appropriate address 
the impact of change in sales mix to the MAP translation into 
distribution rate structure. 
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2.11.4 Course of Action 

Retain the current policy on the annual verification and 
adjustment of distribution tariffs. 

 

 Engagement of Experts and Consultants 2.12

2.12.1 Identified issue 

Article XIV of the RDWR provides that, “the ERC may engage the 
services of an independent expert/external consultant for 
purposes of assisting it in connection with any matter arising 
under the rules (Section 14.2.1 of the RDWR).” During previous 
regulatory reset process, the Commission has recognized the 
need to appoint consultants, (for project management and 
expenditure review, among others) with regulatory reset 
experience to provide support to the ERC. These 
experts/consultants were made available to the Commission for 
the reset and other regulatory processes, including support with 
the on-going development of the regulatory framework and rules 
for privately owned distribution utilities. 

Per Section 14.1.2 of the Position Paper, the regulatory reset cost 
is part of the annual revenue requirement as a component of the 
Other Taxes (under Levies). Such cost is allowed to be passed on 
to customers through the distribution charges based on the 
approval by the Commission. The collection of these is specially 
allocated for payment of the regulatory reset experts.   

 

 

 

 

 

2.12.2 Position/Approach  

Retain the provision for engagement of consultants specifically in 
support for technical expertise on audit, valuation, capital 
expenditure (CAPEX) review, WACC determination and any 
other technical expertise as needed. 

The ERC seeks comments on the utilization of consultants.  

The ERC likewise seeks comments that for purposes of 
transparency and better monitoring, the amount collected by 
the DUs as regulatory reset cost be put in an escrow account. 
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The external auditor of the regulated entities shall certify the PUs 
submission on its forecast revenues/expenses with 
corresponding report to support such values.  

Retain the provision under Section 14.4.1 of the RDWR that the 
costs of the regulatory reset expert must be borne by all the 
regulated entities. 

The required contributions towards the Regulatory Reset Experts 
appointed by the ERC to assist it with the reset process, is to be 
included under the OPEX category. 

2.12.3 RDWR Provision 

Section 14.1 of the RDWR - Engagement of experts and 
consultants 

“14.4.1. Where these Rules confer on the ERC the right or 
obligation to retain a Regulatory Reset Expert in relation to a 
matter pursuant to this Article XIV, the costs of that Regulatory 
Reset Expert must be borne by all the Regulated Entities that 
are participating or will be participating in performance based 
regulation.” 

2.12.4 Course of Action 

The external auditor of the regulated entities to certify the 
forecast revenues/expenses with corresponding separate report 
to support the proposed values.  

Regulatory reset fees is determined and approved by the 
Commission during the reset process. For purposes of 
transparency and better monitoring, the regulatory reset fees will 
be charged and paid by the regulated entities to the ERC and 
such fees will be deposited to the Bureau of Treasury. The 
detailed process will be as follows: 

Step 1: The Commission‟s decision/Final Determination 
approving a regulatory reset fees as an allowable costs will serve 
as the legal basis to charge the regulated entities. The 
Commission to issue a Resolution directing the regulated entities 
to remit the regulatory reset fees to the ERC. 
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Step 2: Statement of Account (SOA) will be issued by the ERC to 
the applicable regulated entities, as approved and signed by the 
Chairman of the ERC.  

Step 3: Payment of the regulated entities for the regulatory reset 
fees will be received by the ERC.  

Step 4: Deposit the regulatory reset fees to the Bureau of 
Treasury (BTr).  

Step 5: If needed, such regulatory reset fees will be made 
available and can be withdrawn anytime from the BTr with 
sufficient documentary requirement such as Certificate of 
Deposit and Deposit Slip for payment of regulatory reset services. 

Step 6: Upon withdrawal, the payment/disbursement should be 
made immediately.  

In this regard, the Commission shall issue a separate directive on 
how the regulated entities will comply with the abovementioned 
process. 

 

 True Up Adjustment for Other Taxes, Levies and Duties 2.13

2.13.1 Identified issue 

 

 

 

 

Clarify that true up adjustment should be reviewed during the 
next reset to account for any differences on the actual costs as 
against the forecast.  

2.13.2 Position/Approach 

- Treatment for any difference in the actual and forecast values for 
other taxes, levies and duties will be treated as that of the OPEX 
efficiency adjustment (Section 4.19 of the RDWR) 

2.13.3 RDWR Provision 

        Section 9.2.3 (OPEX Efficiency Adjustment) 

Finally, the ERC seeks comments from industry stakeholders 
on what other existing provisions of the RDWR needs revision 
and other additional inputs. 



 

  April 2016 45 

“The Net Operating and Maintenance Efficiency Adjustment in 
respect of a Regulated Distribution System for Regulatory Year t 
(OEAt), where t is not the first Regulatory Year of the Regulatory 
Period, is calculated as follows: 

OEAt = (Opex Forecastt – Opex Forecastt-1) – (Opex Actualt – 
Opex Actualt-1) 

Where t is the first Regulatory Year of a Regulatory Period, OEAt 
is calculated as follows: 

  OEAt =   Opex Forecastt – Opex Actualt 

and: 

Opex Forecastt     = the nominal operating and maintenance 
expenditure forecasted in relation to that 
Regulated Distribution System that is 
approved by the ERC for Regulatory 
Year t pursuant to Section 4.13, as 
adjusted in accordance with Section 
9.2.4; 

Opex Forecastt-1      = the nominal operating and maintenance 
expenditure forecasted in relation to that 
Regulated Distribution System that is 
approved by the ERC for Regulatory 
Year t-1 pursuant to Section 4.13, as 
adjusted in accordance with Section 
9.2.4;  

Opex Actualt          = the actual nominal level of operating and 
maintenance expenditure incurred in 
Regulatory Year t in respect of that 
Regulated Distribution System by the 
Regulated Entity that operates that 
Regulated Distribution System; and 

Opex Actualt-1     = the actual nominal level of operating and 
maintenance expenditure incurred in 
Regulatory Year t-1 in respect of that 
Regulated Distribution System by the 
Regulated Entity that operates that 
Regulated Distribution System.” 
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2.13.4 Course of Action 

-  Clarification that provisions on Section 4.13 (Operating and 
Maintenance Expenditure) referred to in the calculation of OPEX 
Efficiency Adjustment includes other taxes, levies and duties.  

-  As regards the reset fees, the Commission will review the 
regulatory reset contribution and how it is being charged to the 
consumers.  
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3. ADDITIONAL COURSES OF ACTION 

- Amendment of the necessary provisions in the RDWR and 
outstanding matters and processes should be clarified in the 
position paper for the reset process, so as to address the issues 
under review. The treatment and implementation will be 
reflected and worded in the Position Paper for the reset process.  

- Engagement of an expert to develop a Regulatory Asset Base 
(RAB) Handbook in consideration of the rolled forward approach 
on the Asset Valuation.  

- Approval of the Reset Timelines for each entry group as provided 
below: 

 

First entry group 
Cagayan Electric Light & Power Company 

Dagupan Electric Corporation 

Manila Electric Company 

Reset period  
April 1, 2016 to June 30, 2017 
 
Second Regulatory Period 
July 1, 2007 to June 30, 2011 
 
Third Regulatory Period 
July 1, 2011 to June 30, 2015 
 
Fourth Regulatory Period 
July 1, 2015 to June 30, 2019 
 

Second Entry Group 
Cotabato Light & Power Company, Inc. 

Iligan Light & Power Company, Inc. 

Mactan Electric Company 

Reset period  
April 1, 2017 to March 31, 2019 
 
Second Regulatory Period 
April 1, 2009 to March 31, 2013 
 
Third Regulatory Period 
April 1, 2013 to March 31, 2017 
 
Fourth Regulatory Period 
April 1, 2017 to March 31, 2021 
 

Third entry group 
Cabanatuan Electric Corporation 

Davao Light & Power Company, Inc. 

Ibaan Electric and Engineering Corp. 

La Union Electric Company, Inc. 

Reset period 
January 1, 2018 to June 30, 2019 
 
Second Regulatory Period 
July 1, 2010 to June 30, 2014 
 
Third Regulatory Period 
July 1, 2014 to June 30, 2018 
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Tarlac Electric Inc. 

Visayan Electric Company 

 
Fourth Regulatory Period 
July 1, 2018 to June 30, 2022 
 

Fourth entry group 
Angeles Electric Corporation 

Bohol Light Company, Inc. 

Clark Electric Distribution Company 

Panay Electric Company 

Subic Enerzone Corporation 

San Fernando Electric Light & Power Company 

Reset period  
April 1, 2019 to September 30, 2020 
 
Second Regulatory Period 
October 1, 2011 to September 30, 2015 
 
Third Regulatory Period 
October 1, 2015 to September 30, 2019 
 
Fourth Regulatory Period 
October 1, 2019 to September 30, 2023 

 

 

Pasig City, Philippines, April 12, 2016. 

 

  

  

 


