
() .~. ,C\ (\U _S('Z.'I

tl ~-,;.~ _), _.J ";, •

•,", ~ ,\. \ .. ,~' l~,. ,)

Republic of the Philippines
Department of Energy .

Restructuring and Privatization of the
Electricity Industry in the Philippines

Final Report

31 August 1994

Prepared by:

ReG/Hagler Bailly, Inc.
1530 Wilson Boulevard

Arlington, VA 22209

Preparedfor:

Office of Energy, Environment, and Technology
Bureau for Global Programs, Field Support and Research

United States Agency for International Development......
.ljliI'



::III.
Republic of the Philippines

Department of Energy

Restructuring and Privatization
of the Electricity Industry

in the Philippines

31 August 1994

Prepared by:

RCG/Hagler Bailly Inc.
1530 Wilson Boulevard
Arlington, VA 22209

Prepared for:

Office of Energy, Environment, and Technology
Bureau for Global Programs, Field Support and Research

United States Agency for International Development

Contract No.

Project: 492-0458
IQC: PCE-5743-Q-OO-2074-00

l



This publication was made possible through support provided by the Office of Energy,
Environment, and Technology, Bureau for Global Programs, Field Support and Research, U.S.
Agency for International Development, under the terms of Contract No. PCE-5743-Q-00
2074·00, Delivery Order No.2. The opinions expressed herein are those of the author(s) and
do not necessarily reflect the views of the U.S. Agency for International Development.

3



ACKNOWLEDGEMENTS

The authors gratefully acknowledge the contribution the following agencies made in
developing the restructuring and privatization recommendations:

United States Agency for International Development, Office of Capital Projects
United States Agency for Intemational Development, Office of Energy, Environment,
and Technology, Bureau for Global Programs, Field Support and Research
Department of Energy
National Power Corporation
Energy Regulatory Board
National Electrification Administration
Department of Finance
Philippine National Oil Company
University of the Philippines, National Engineering Center
Commission on Privatization
Department of Natural Resources
Asian Development Bank
World Bank
Manila Electric Company
Visayas Electric Company, Inc.
Cagayan Electric Power & Light Company, Inc.
Hopewell Energy (Phils.) Corporation
Development Bank of the Philippines
Enron Power Philippines Corp.
First Private Power Corporation
Philippine Electric Plant Owners Association
Mindanao Energy Systems, Inc.
Meralco Industrial Engineering Services Corp.
Magellan Utilities Development Corporation
Misamis Oriental Rural Electric Cooperative

Principal Author: Stan Bowden, RCGlHagler Bailly

Principal Contributors: Michael Ellis, RCGlHagler Bailly
Artemio Magabo, National Engineering Center
(UP)

USAID Office of Energy, Environment, and Technology



ADB
BOT
BUSECO
CENECO
Cepalco
DENR
DLPCO
DOE
DSM
EDC
EDF
EO
ERB
ESCO
FPPC
G&Ts
GWh
ILPI
IRP
kV
kWh
IPP
IPP GenCos
LRMC
Meralco
MORESCO
MW
NAPOCOR
NEA
NIA
NPC
PASAR
PD
PDP
PECO
PGI
PHILPHOS
PhilRECA

ACRON~MS

Asian Development Bank
build-operate-transfer
Bukidnon II Electric Cooperative, Inc.
Central Negros Electric Cooperative
Cagayan Electric Power and Light Company
Department of Environment and Natural Resources
Davao Power and Light Company
Department of Energy
demand-side management
Energy Development Corporation
Electricite de France
Executive Order
Energy Regulatory Board
energy services company
First Private Power Corp.
generation and transmission companies
Gigawatt hour
I1igan Light and Power Co., Inc.
integrated resource planning
kilovolt
kilowatt hour
independent power producer
independent power producer generating companies
long-run marginal cost
Manila Electric Company
Misamis Oriental Electric Cooperative
Megawatt
The Philippine National Power Corporation
National Electrification Administration
National Irrigation Administration
National Power Corporation
Philippine Associated Smelting & Refining Corp.
Presidential Decree
Power Development Program
Pampanga Electric Cooperative
Philippine Geothermal Inc.
Philippine Phosphate Fertilizer, Inc.
Philippine Rural Electric Cooperative Association

USAID Office of Energy, Environment, and Technology -------



Planeo
PNOC
Poolco
PPA
ROM
RORB
RP
RPC
SOCOTECO
SRMC
Transco
USAID
VECO
WB
ZAMCELCO

ACRONYMS ~ 2

planning company
Philippine National Oil Company
power system operations coordination and dispatch organization
power purchase agreement
repair-operate-maintain
return on rate base
Republic of the Philippines
Regional Power Company
South Cotabato Electric Cooperative
short- run marginal cost
Transmission Company
United States Agency for International Development
Visayas Electric Company
World Bank
Zamboanga City Electric Cooperative

------- USAID Office of Energy, Environment, and Technology



CONTENTS

Chapter I Introduction

Chapter 2 Current Industry Structure and Power Situation

2.1 Overview of Philippines Electricity Industry Structure . . . . . . . . . . . . .. 2-1
2.2 Luzon Grid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 2-4

2.2.1 Power Situation . . . . . . . . .. 2-4
2.2.2 Luzon Distribution Structure 2-7

2.3 Mindanao Grid , 2-10
2.3.1 Power Situation , 2-10
2.3.2 Mindanao Distribution Structure , 2-13

2.4 Visayas Grid . . . . . . . . .. '" 2-16
2.4.1 Power Situation , 2-16
2.4.2 Visayas Distribution Structure 2-18

2.5 Implications for Restructuring and Privatization 2-20
2.5.1 Industry Entry and Competition 2-20
2.5.2 Special Factors and Limitations 2-23

Chapter 3 Recommended Industry Structure

3.1 Industry Structure Options . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 3-2
3.1.1 Continuum of Industry Structure Approaches ... . . . . . . . . . . .. 3-2
3.1.2 Industry Structure Options . . . . . . . . . . . . . . . . . . . . . . . . . . .. 3-4

3.2 Recommended Structure and Privatization Approach . . . . . . .. 3-6
3.2.1 Key Features of the Recommended Approach . . . . . . . . . . . . . .. 3-6
3.2.2 Phases of Restructuring and Privatization , 3-11

3.3 Phase 1: Strengthening, Preparing, and Restructuring the industry 3-11
3.3.1 Presidential Decree No. 40, Distribution Utility Responsibilities

and IRP 3-13
3.3.2 Transmission " . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 3-15
3.3.3 Generation...................................... 3-23
3.3.4 Energy Efficiency. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 3-28
3.3.5 Regulatory and Policy Jurisdiction and Institution Building .... , 3-30
3.3.6 Distribution Utility Industry Structure and Performance . . . . . .. 3-33
3.3.7 Policy on Direct-Connected Customers 3-39
3.3.8 Reforming Rates 3-41

3.4 Phase 2: Evaluation and Adjustment of Approach and Privatization 3-43
3.4.1 Evaluation.... . . . . . . . . . . . . . . . . . 3-43

USAID Office of Energy, Environment, and Technology ---- _

1



CONTENTS • page ii

3.4.2 Structural Adjustments .. 3-44
3.4.3 Privatizing Generation in Luzon .. . . . . . . . . . . . . . . . 3-47
3.4.4 Privatizing Generation in Mindanao and Visayas .. 3-47
3.4.5 Retail Wheeling . . . . . . . . . . . . . . . . . .. .... 3-48
3.4.6 Demand-Side Management. . . . . . . . . . . . . . . . . . . . . . . . . .. 3-48

3.5 Phase 3: Movement into Final Competitive Structure. . . . . . . . . . . . .. 3-48
3.6 Review of Competitive Factors and Special Conditions 3-49

Chapter 4 Other Inclustry Structures

4. I Potential Evolution of Current Structure , 4-1
4.2 Electricity Industry Structure Based on Short-Run Marginal Cost or Bid

Pricing System . . . . . . . . . . . " ., 4-5
4.3 Industry Structure Based on Functional Unbundling and Central Power

Acquisition .. 4-7
4.4 Industry Structure Based on Regional (or National) Vertical Integration . 4-10
4.5 The Petron Approach .. .. 4-10

Chapter 5 Work Plan

5.1 Task I: Enact Enabling Legislation . . . . . . . . . . . . . . . . . . . . . . . . . .. 5-3
5.2 Task 2: Create and Privatize Regional Power Companies in Luzon,

Mindanao and the Visayas . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 5-4
5.3 Task 3: Establish Transco and Organize Regional Transmission Grid

Satellites . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . " 5-5
5.4 Task 4: Create Poolco and Establish Utility Coordination Operating

Rules 5-5
5.5 Task 5: Establish Distribution Utility IRP and Industry Coordinated

Planning Process 5-6
5.6 Task 6: Organize the Hydroelectric Power Authority . . . . . . . . . . . . . .. 5-7
5.7 Task 7: Organize the Small Power Utilities Group. . . . . . . . . . . . . . . .. 5-8
5.8 Task 8: Develop and Implement Retail Wheeling 5-8
5.9 Task 9: Implement Consolidation and Regulatory Programs to

Strengthen Distribution Utilities 5-8
5.10 Task 10: Rationalize Wholesale and Retail Electricity Tariffs 5-9

Appendix A Philippine Power System Development Map

Appendix B NAPOCOR Sales and Peak Demand by Customer: Luzon Grid

Appendix C NAPOCOR Sales and Peak Demand by Customer: Mindanao Grid

USAID Office of Energy, Environment, and Technology -------



CONTENTS • page iii

Appendix 0 NAPOCOR Sales and Peak Demand by Customer: Visayas Grid

Appendix E Workshop on Electric Sector Restructuring and NPC Privatization

Appendix F Supplement on Energy Regulatory Board

Appendix G References

USAID Office of Energy, Environment, and Technology

4



EXECUTIVE SUMMARY

The Philippine power sector has experienced dramatic changes over the past six years. After a
long and successful program of expansion and infrastructure development until the mid 1980s,
there was a period of steady decline as investment in the power sector lagged behind general
industrial growth and increasing demands for power. The early 1990s brought on extended
brownouts and a further widening of the gap between capacity and demand. The Philippines
took aggressive action and initiated a successful program of fast-track power capacity
additions through independent power developers, which stabilized the power situation. This
program established the Philippines as a leader among ASEAN nations in private power
development. However, there was still much work to be done on fundamental restructuring
and reform of the electricity industry if sustainable and reliable power capacity was to be
secured.

Multilateral development banks and the private sector called for reform and restructuring, and
the Energy Act of 1992 was passed by the new administration. The Act created a new
Department of Energy (DOE) and provided the mandate for restructuring and privatizing the
Philippine electricity industry. In response, Hagler Bailly was commissioned under USAID
sponsorship to investigate industry structural and privatization alternatives, recommend a
long-run industry structure approach, and develop a detailed work plan to guide the sector
through its implementation. The results of this study are focused on assisting DOE and the
Philippine National Power Corporation (NAPOCOR) in developing their proposed
restructuring and privatization plan for submission to the Government in September 1994.

Over the past six months, Hagler Bailly conducted an in-depth investigation into the strategic
issues affecting the performance, efficiency and competitiveness of the electricity industry.
This investigation also focused on privatizing NAPOCOR in response to the mandate in the
Energy Act. Privatization can take several forms: 1) contracts with the private sector, e.g.,
purchasing power from private generators, 2) sale of operating assets, and 3) sale of stock
ownership in commercial operating entities. NAPOCOR's privatization activities to date fall
into the first category and involve the continuation of government financial and contract
performance guarantees as well as operating control. That is, NAPOCOR and the government
remain very much in the power business and retain the basic responsibility for power supply.
While this report supports the continuation of these privatization activities by NAPOCOR for
a transition period, its primary focus is on privatization through sale of assets and sale of
ownership interests in commercial entities.

Moreover, it is the goal of the recommendations in this report that this privatization be carried
out under terms and conditions that reduce or eliminate the government's financial exposure,
move the responsibility for power supply to the private sector as much as possible, and

------- USAID Office of Energy, Environment, and Infrastructure -------
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EXECUTIVE SUMMARY. 2

constrain the demands of the power sector on the government budget. To accomplish these
ends, it became apparent that restructuring and strengthening the industry must provide the
foundation for successful privatization. This includes consolidating the distribution utilities
and otherwise developing them into financially credible commercial entities that can stand on
their own in dealing with power developers.

Throughout this effort, the project team sought the maximum involvement of Philippine
organizations and individuals in the electricity industry. Meetings and discussions were held
with government organizations (including DOE, the Energy Regulatory Bl)ard (ERB), and the
National Electrification Administration (NEA», NAPOCOR, distribution utilities, legal
counsel, private independent power project (IPP) developers, the Philippine Electric Plant
Owners Association, the World Bank, Asian Development Bank, and USAID. A two-day
workshop was also held in Manila, which provided a forum to express views and examine
approaches to restructuring. Following the issuance of a draft report, ten additional workshops
were held with NAPOCOR, DOE, ERB, NEA, other government agencies, IPP developers,
and regional utilities and major end-users to review and seek feedback on the
recommendations. All of the workshop participants and those interviewed expressed a uniform
conviction that the industry can be made more efficient and reliable, and can provide better
service through increased private sector participation and competition. However, views on the
exact methodology and ultimate industry structure to achieve these goals varied considerably.
Our role has been to analyze the varying points of view, evaluate options and scenarios, and
compare the Philippine electricity industry with other countries that have undertaken similar
restructuring programs.

To provide an industry structure that will promote reliable electricity supply at the lowest
practical cost and promote consensus for action among the diverse industry participants, we
developed a recommended approach that:

• stresses the restructuring of generation and transmission into unbundled and
focused entities that are manageable while efficient in size and scope, with
decision making closer to the customer and clear performance accountability

seeks to introduce viable competition wherever possible, in particular in
generation planning and investment, the dispatch of generation (and efficiency
of generation maintenance and operations), sales services to end-users, and
demand-side management (DSM) as a resource option.

provides a framework and incentive program for small utilities to consolidate
and collaborate to become efficient, financially credible organizations with
whom private sector operators and financial institutions will do business
without requiring government guarantees and subsidies

USAID Office of Energy, Environment, and Infrastructure
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EXEClfflVE SUMMARY. 3

promotes private sector investment, ownership and control wherever practical,
in particular, in the generation sector

provides planning, operations and policy coordination to optimize for efficient
scale and "one system" economies

requires transparency in regulation and establishes efficiency as the key
principle underlying prices throughout the industry.

The result is a long-run industry structure that is tailored to the unique conditions prevalent in
the Philippines and can be implemented while maintaining stable and reliable electric supply.

OVERVIEW OF THE INDUSTRY AND NEED FOR STRUCTURAL REFORM

A review of the current structure of the industry and its competitive conditions reveals a
heavy vertical integration in generation and transmis~:on, a monopolistic market structure in
generation and customer sales, and no competition between demand- and supply-side
resources. In other words, competition is substantially lacking. Thus, structural reform along
with sector strengthening are needed to lay the groundwork for privatization.

Figure 1 presents a summary overview of the currtnt structure of the industry by functional
area, i.e.. generation, transmission, distribution "lines" and "sales" services, and customer-side
activities. Among the most important structural features are:

Generation: NAPOCOR is the prime generator of electric power in all regions of the country,
covering most thermal plants (including power purchase agreements with IPP producers),
geothermal, hydro, and most small-scale generation. A small number of IPP developers have
brought plants on-line under the' fast-track program, and a number of smaIl-scale cogenerators
a~d standby units are installed by end-users throughout the country.

Transmission: Nj~JOCOR also plans, develops, and operates the high-voltage backbone
transmission system throughout the country and a significant amount of 69 kV lines that can
be classified as sub-transmission. NAPOCOR also performs generation dispatch and central
power planning, and will operate the planned island interconnection projects. While the major
geographical areas are not physically connected, NAPOCOR manages the transmission system
as a national grid. As a result, power generation, transmission and dispatch are vertically
integrated.

Distribution: The distribution functions are handled by 110 rural electric cooperatives, 17
private distribution companies, and 9 municipal/provincial distribution systems, and by
NAPOCOR for 150 directly connected industrial and other customers. Distribution in Luzon
is heavily skewed to Meralco, a private distribution company serving the greater Metro

USAID Office of Energy, Environment, and Infrastructure --- _
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Figure 1

Current Structure of the Philippines Electricity Industry
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EXECUTIVE SUMMARY. 5

Manila area. Meralco consumes almost two-thirds of NAPOCOR's total system generation and
is more than twenty times the size of the next-largest Luzon utility.

What are the problems and limitations of this structure with respect to promoting competition
and fostering an environment where market forces will augment and help supplant regulation
as an effective incentive for efficiency and customer service? This question can be addressed
by considering how well the current structure meets conditions that are attendant to a
competitive electricity industry, namely:

• existence of many sellers and buyers of generation
• ease of bilateral trades betwClen buyers and sellers
• ease of entry into generation
• access to transmission
• transparent pricing
• unbundled core functions
• level playing field among participants
• availability of planning information
• access to end-users through retail wheeling.

A review of the current situation yields the following:

1. NAPOCOR is essentially the only seller of electricity in the wholesale market. It
generates almost all non-IPP power supply. It also controls the emerging IPP market,
i.e., although there are many buyers from NAPOCOR, it is the only buyer of
generation from IPPs.

2. Bilateral trades between sellers and buyers of generation are difficult under the current
structure and are heavily dependent on negotiation with NAPOCOR.

3. Entry into the generation market is primarily by bidding on solicitations issued by
NAPOCOR. Entry otherwise is by exception only. By virtue of its control of
transmission, NAPOCOR plays a key role affecting the feasibility of any generation
project proposed by another entity.

4. Access to transmission is only by negotiation with NAPOCOR. There are no standard
rights of access, established transmission pricing principles or tariffs.

5. Prices throughout the industry are not transparent. Rates are bundled: they do not
separate generation from transmission, demand from energy, or distribution lines
service from sales service. Rates contain many subsidies, at both the wholesale and
retail levels, resulting in inefficient investment and consumption price signals.

USAID Office of Energy, Environment, and Infrastructure -------



EXEClITIVE SUMMARY ~ 6

6. Core functions are bundled. NAPOCOR owns and controls generation and
transmission.

7. For the above reasons, a level playing field is preduded in the generation and
transmission functions among NAPOCOR, distribution utilities and potential
generators. NAPOCOR has a substantial advantage. In addition, NAPOCOR enjoys a
fuel tax exemption not available to other generators.

8. Reasonable planning information is available. However, this information supports
competition only when the items mentioned above ilre restructured into a truly
competitive market.

9. There is no retail wheeling. NAPOCOR has allowed direct connection of numerous
customers, bypassing the distribution utility, but there are no clear rules for such direct
connections and no retail wheeling tariffs.

Several special factors that influence industry performance also emerged from the review of
the industry. These factors must be carefully accounted for in restructuring and privatization.

1. Regional considerations. There are natural regional divisions of the generation
business and transmission grids (see the map on the next page). The three major
electricity industry regions (Luzon, the Visayas, and Mindanao) are significantly
diverse in their generation, transmission, and distribution characteristics.

~ Luzon contains the bulk of thermal plants and a variety of other power sources.
It is the prime industrial and commercial consumer, and has the most widely
developed transmission system. Luzon also has the most concentrated
distribution function in one utility.

The Visayas is the most diverse, with multiple islands that are not
interconnected, small distribution systems, large rural population, and only one
major industrial area (Cebu). Efficient expansion of the electricity industry in
the Visayas will require close coordination to develop island interconnections
and to share in the output of efficient-sized, capital-intensive indigenous
resources.

Mindanao has the most widely dispersed rural population, is heavily dependant
on hydro power generation, and offers attractive potential for geothermal.
Several private utilities of competitive distribution size service the island. A
strong concerted effort will be required in Mindanao to develop its indigenous
resources on schedule and at competitive costs.

------- USAID Office of Energy, Environment, and Infrastructure --- _



EXECUTIVE SUMMARY ~ 7

2. Unified transmission. Given that the three regions are not interconnected and the
central role that transmission plays in promoting a competitive market, special
considerations must be given to expanding, maintaining and operating the regional
grids as one unified transmission system.

3. Scale ofgeneration. The Visayas and Mindanao electric industries are small in
comparison to Luzon, and their size will make the process of introducing competition
more difficult. The large capital requirements for developing the hydro and geothermal
energy resources in these regions are somewhat at odds with the small size of the
distribution companies. In contrast, with the implementation of additional power
projects over the next several years, Luzon will have plenty of diverse generation
where competition can thrive.

4. Mera/co dominance ofLuzon distribution. One large distribution utility (Meralco)
dominates the Luzon market, while a large number of smaller utilities make up the
balance of distribution in Luzon, the Visayas and Mindanao. Proper regulatory policies
and procedures must be in place to ensure competitive behavior and prevent generation
market control.

5. Distribution utility capabilities. There is great disparity in the size, financial strength
and management performance of the distribution utilities. Some utilities may perform
satisfactorily in a decentralized and competitive market, but most will be significantly
challenged. A considerable amount of reform, including consolidation and financial
strengthening, must occur in step with the generation, transmission and other
restructuring initiatives. For there to be meaningful competition in the generation
sector, the distribution utilities must become credible and financeable buyers, able to
stand on their own credit without government support. The restructuring approach
must provide the opportunity and incentives for this necessary reform.

5. Planning and power supply project execution. There is a critical need to maintain
some degree of central planning and strong financial entities on each grid to ensure
capacity additions are added for future demand. This will be particularly necessary
during the transition phases.

6. Absence ofDSMlJRP. Demand-side management and integrated resource planning are
absent in the industry. DSM/IRP will aid in the competitive model being proposed.

7. Strengthening ofERB and DOE. These organizations will have expanded tasks and
significantly more responsibility under the competitive industry structure. Both
organizations will need to respond by strengthening their technical and resource
capabilities.

USAID Office of Energy, Environment, and Infrastructure --- _



EXECUTIVE SUMMARY ~ 8

LONG-RuN INDUSTRY STRUCTURE

Figure 2 illustrates the recommended long-run industry structure, which can be characterized
as unbundled functions, decentralized planning, and inter-utility operations and planning
coordination. This structure meets the conditions specified above for a competitive market and
is also responsive to the special factors discussed earlier. The recommended approach will
move the Philippine electricity industry away from integration and toward more unbundling
and more competition, with emphasis on regulatory oversight in a competitive market.

The long-run industry structure is characterized by the following:

~ Generation. NAPOCOR's generation is unbundled and privatized. The unbundling is
accomplished both vertically (separated from transmission) and horizontally (inter- and
intra-regional).

c Existing NAPOCOR generation is privatized through IPP generating companies
(IPP GenCos) to the maximum extent possible during the initial stages of
restructuring. IPP GenCos are also key participants in developing new power
sources, including geothermal.

c NAPOCOR's hydroelectric properties are spun off to an independent Republic
of the Philippines-owned authority which is also responsible for developing
new major hydroelectric resources on a national basis (this does not include
pumped storage and small hydro).

c NAPOCOR's Luzon generation is organized initially as an autonomous
subsidiary, and subsequently transformed into two to four independent private
power companies.

c NAPOCOR's remaining generation in Mindanao and the Visayas is organized
into separate subsidiaries and sold to private operators and investors.

c Other NAPOCOR activities (e.g., Small Power Group) become subsidiaries and
are to the extent possible either privatized or operated on a commercial basis.
Any ongoing requirements for subsidies are made transparent.

c "Buying companies" will emerge as new entrants to combine the buying power
of a group of utilities or to act on behalf of a single utility as an agent to
secure power supply. This report recommends a program through which
utilities will consolidate and form generation or power acquisition companies to
develop or acquire their power needs, creating one type of "buying company."

USAID Office of Energy, Environment, and Infrastructure
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EXECUTIVE SUMMARY. 10

o NAPOCOR should withdraw from the fuel supply business, remaining only
during the transition phase while fuel supply companies emerge to serve the
market. Geothermal steam is produced as currently done.

o A new company, NAPOCOR Holdings, emerges as a streamlined and focused
entity whose main functions are transmission and operating and planning
coordination.

• Transmission. The transmission system is established as an autonomous,
independently managed subsidiary of NAPOCOR (Transco). This newly created
company will develop, operate, and maintain high-voltage systems. Other entities may
also develop transmission that is consistent with the Transco national transmission
plan, and such transmission will be made available to other users through wheeling
tariffs. Transcowill operate on a commercial basis, establish fair and non
discriminatory transmission access policies and wheeling tariffs, plan and manage
interconnections, perform generation dispatch and other operations coordination
(Poolco), and coordinate planning from the national perspective (Planco). Initially,
Transco will also own and operate sub-transmission facilities, but these will be
systematically sold to distribution utilities or their "buying companiesll under a
recommended voluntary utility consolidation program.

• Distribution, The responsibility to plan and provide for power supplies is placed with
the distribution utilities, who must prepare integrated resource plans (IRPs) to identify
the most cost-effective demand- or supply-side alternatives to meet customer
requirements. In preparing IRPs, the utilities would first implement cost-effective DSM
and then procure remaining generation requirements through a competitive procedure.
The recommended structure puts in place a planning and operating framework to assist
the distribution utilities in meeting this new responsibility. The objective is for the
utilities to stand behind their commercial commitments without government guarantees
and take the risks now shouldered by government. To further assist in meeting this
objective, a voluntary consolidation program and a regulatory program, both
embodying incentives, are included to help develop the utilities into credible financial
entities.

The distribution lllinesll function is unbundled from "sales" service through retail
wheeling tariffs to enable end-users to competitively procure their power requirements.
Initially, only large, directly connected customers meeting threshold size requirements
would be permitted to take wheeling service, but these restrictions would be relaxed
over time, based on competitive conditions, to embrace a broader definition of
consumers to increase competition, check the growth of market power of distribution
utilities, and promote efficiency.

------- USAID Office of Energy, Environment, and Infrastructure



EXEClITIVE SUMMARY ~ 11

Although distribution utilities will be allowed to enter into self-generation or purchase
directly from subsidiaries, these investments must be justified through IRP competitive
procurement procedures and competitive benchmarks, and are subject to close
regulatory oversight.

~ DSM. Both utility DSM and independent energy services companies (ESCOs) serving
the utility's DSM program needs will grow in importance under the new structure, as
integrated resource planning principles demonstrate the validity of demand-side options
in the resource acquisition process. Customers may also initiate DSM and/or work
with ESCOs to develop and sell their DSM potential.

~ Power purchase arrangements. Power purchases between generators (lPP Gencos,
power supply utilities) and distribution utilities (and end-users where retail wheeling is
in practice) are governed by power purchase agreements, full and partial requirements
tariffs, and special tariffs (e.g., backup rates).

~ Coordination arrangements. An important feature is comprehensive planning and
operations coordination arrangements covering all grid participants with respect to 1)
the system-wide "pooling" and coordinated reliability and generation dispatch services
provided by Transco (through Poolco) and 2) coordinated long term capacity planning
(through Planco). An integration agreement entered into by all grid participants, a set
of rules established by DOE, or a combination thereof, will be subject to regulatory
oversight and will govern all grid use and transactions. It will cover such key areas as
the capacity obligations of each utility, centralized unit commitment and economic
dispatch (short-term spot market interchanges), coordinated maintenance scheduling,
provisions for making short- and long-term capacity sales among utilities, coordinated
planning, access rights to new generation, and pricing, billing and shared-savings
procedures covering transactions between utilities.

,
~ Regulatory programs. Regulatory programs will support the new industry structure.

Pricing practices will be rationalized to provide more accurate price signals and
eliminate subsidies; distribution utilities will be consolidated with improved financial
credibility and operations performance; and regulatory and policy development
capability will be strengthened at ERB and DOE.

This long-run industry structure approach promotes efficiency and competition in several
ways. It:

~ creates a robust complement of buyers and sellers of generation and facilitates
trades among these buyers and sellers

.. facilitates ease of entry into generation and assures access to transmission
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~ unbundles functions and establishes level competitive playing fields

~ provides for coordinated planning with readily available planning information

~ establishes transparent pricing and performance accountability

~ introduces competition through IRP between supply- and demand-side
resources, and opens up DSM as a new resource for utilities

promotes and rewards efficient maintenance and operation of generation
facilities.

While this long-run industry structure may represent the "ideal approach," practical
considerations will necessitate a phased implementation. It is imperative that the stability and
reliability of supply are maintained throughout restructuring, and that prudent steps are taken
to avoid any significant stranded asset risks.

THE WORK PLAN: A PHASED ApPROACH

Table 1 provides an overview of the three recommended phases of restructuring and
privatization. Included in the figure are the time frame, objectives, major activities, and major
results for each phase.

Phase 1 (first -I to 5 years). This phase concentrates on building the strength of the industry,
restructuring the transmission and generation sectors, implementing inter-utility coordination
arrangements, establishing IRP and all-source competitive procurement, decentralizing
planning and decision making, consolidating and building the financial and management
capability of distribution utilities to achieve financial viability, and otherwise easing the
industry into more competitive markets where more sophisticated management and technical
expertise will be required. During this phase, NAPOCOR will also continue to work with the
private sector to refurbish and operate its generation facilities. However, more critically,
NAPOCOR will prepare to completely privatize its generation activities on each grid, with no
residual ownership interest. It might be feasible and even desirable to accelerate the Phase 1
schedule or key steps within it. However, Phase 1 is a logical sequence of steps, and any
acceleration of the schedule should not be at the expense of omitting any steps or
compromising the completeness and quality of implementation.

Phase 2 (following 2 years). This phase will include a critical evaluation and reassessment of
restructuring activities before implementing the final privatization initiatives on each grid.
During this phase, it is anticipated that the sale of power subsidiaries in Mindanao and the
Visayas would be accomplished. The final privatization scheme for Luzon is more
complicated and will require additional restructuring during Phase 2 before NAPOCOR's
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Phase 1: Strengthen and restructllre industry.

Time Fnme: 1994-1998 (4-5 years)

Table 1. Phases of Restructuring and Privatization

Phase 2: Evaluate resvlts, implement jilrther restructllring,
and privatize.

Time Fnme: 1998-1999 (2 years)

Phue 3: Move into final stnlctJlres and competitive
environments.

Time Fnme: 1999-2004 (4 to 5 years)

Objectives: Strengthen all sectors and participants:
n:stJUcture generation and transmission; establish coordination
anangements; consolidate distribution utilities and build

. capabilities; prepare indus1Jy for competition, privatization
and decentralization.

Major Activities:
o Unbundle generation horizontally and vertically
o Unbundle transmission
o Unbundle hydroelectric to Hydro Authority
o Decentralize planning responsibility and adopt IRP
o Establish operations and planning coordination
o Rationalize pricing; introduce retail wheeling
o Consolidate and strengthen distribution utilities
o Promote private participation in generation (IPP

bidding, ROMs, etc.)
o Strengthen regulatory and policy agencies
o StIeamline NAPOCOR through additional subsidiaries,

rationalize staffmg levels

Major Results:
o NPC power supply subsidiaries in Mindanao, Visayas

and Luzon
o NPC national transmission subsidiary responsible

for transmission, dispatch and operations
coordination, and coordination of planning from
national perspective

o RP Hydro Development Authority
o Integrated resomce planning by all utilities
o Coordination arrangements to achieve efficient

operations and planning
o Transparent, unbundled prices
o Increased private participation in generation
o Consolidated, strengthened and fmancially viable

distribution utilities
o Improved regulatory and policy capabilities
o StIeamlined NAPOCOR

Objectives: Evaluate results and industry performance; set
fmal restructuring goals; adopt policies that accelerate
participants' growth into new structure and responsibilities~

privatize generation.

Major Activities:
o Conduct key evaluations (e.g., competitive

conditions, success of IRP, coordination
arrangements, distribution utility consolidation)

o Make strucnuaI goal adjustments; re-visit
woIkabiJity of alternative competitive models
inLmo~~~coordinationarrang~ts

o Privatize generation: sell Mindanao and Visayas
subsidiaries; select and implement fmal Luzon
generation privatization plan

o Expand retail wheeling
o Implement policies to accelerate utilities'

adaptation to new structure

Major Results:
o Adjustments to strucnuaI and ownership goals
o Adjustments to regulatory oversight and policy

programs
o Improved IRP and coordinated utility planning
o Enhanced operations coordinatio~ full economic

dispatch on all grids
o Privatized generation
o Increased competition: generation, retail sales,

supply-side vs. demand-side IeSOmces
o Improvements in structure and performance of

distribution sector

Objectives: Achieve full restructuring and decentmlized
planning; esmblish fully effective competition in
generation, retail sales and IeSOmce p1anning~ monitor
competitiveness and industry performance

Major Activities:
o Implement programs determined by assessing

development of the industry under the
restructuring and privatization initiatives

o Extend practices such as retail wheeling and
retail sales competition

o Adopt incentive regulatory schemes proven to be
effective

o Monitor competitiveness, marltet behavior and
the potential for marltet dominance

Major Results:
o Full functioning of all utilities under

decentralized decision maki.-Jg
o Competitive generation marltets
o Competitive retail sales marltets
o Widely practiced, state-of-the-art IRP
o Innovative regulatory incentive programs
o Efficient inter- and intra-grid coordinated

operations
o Stable, efficient size and financially

viable distnbution utilities
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control is transferred to the private sector. During Phase 2, the potential applicability of a
short-run marginal cost (SRMC) or bidding pricing approach will be re-evaluated for Luzon,
and the generation assets of the NAPOCOR Luzon subsidiary will be grouped into two or
more portfolios and sold to private operators.

Phase j (final -1 to 5 years). During this phase, the final restructuring activities will take
place and the industry will move into full operation under the decentralized competitive
industry scheme.

We believe that the recommendations contained in this study are fully implementable in the
Philippines, provide for a basis of consensus, and will best serve the needs of the various
power sector entities in maintaining an efficient and reliable power supply. The exact
composition of the industry will evolve through the process of restructuring. However, what is
most important at this critical juncture is that restructuring actions be initiated without delay.
We trust that this report and action plan will serve as a guide and a catalyst to begin the
process. The Philippines has an opportunity to establish itself as a forenmner in electricity
industry restructuring, just as it has in private power development among the ASEAN
community.
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CHAFfER 1
INTRODUCTION

Over the past six months, Hagler Bailly has examined numerous issues associated with
restructuring the Philippine electricity industry and privatizing the Philippine National Power
Corporation (NAPOCOR). We have examined alternative approaches and discussed these
broadly throughout the industry. Everyone with whom we have worked, without exception,
expressed a conviction that the industry can be improved through restructuring, more
competition, and increased private sector participation. However, the views on the nature,
extent and pace of change believed to be desirable and feasible range broadly among industry
participants. Differences in priorities, business and political philosophy, organizational
affiliation, and geographical orientation, all contribute to the industry participants' diverse
outlooks.

The Philippine electricity industry is achieving a degree of privatization in generation,
primarily through NAPOCOR's independent power producer program.' The distribution
sector is also largely private. However, the nature and extent of private sector participation
and the degree of competition in the industry are substantially restricted and will remain so in
the absence of structural reform and operational improvements.

Under the current structure, distribution utilities are not responsible for planning and
procuring either their power requirements or demand-side resources. As a result, important
elements of competition (many and diverse buyers of generation, and demand-side versus
supply-side resource acquisition) are missing. Many distribution utilities also lack the
financial resources and management expertise to plan and develop power resources in the
absence of an industry structure that facilitates collaboration to address these limitations. The
fragmentation of many of the distribution utilities, in cooperative and non-cooperative systems
alike, is also problematic. A degree of consolidation will be required to make many of these

, Privatization can take several fonns: I) contracts with the private sector, e.g., purchasing power
from private generators, 2) sale of operating assets, and 3) sale of stock ownc;;!llhip in commercial
operating entities. NAPOCOR's "privatization" activities to date fall into the first category, and involve
government financial and contract perfonnance guarantees as well as operating control. That 15, the
government is still very much in the power business; the basic responsibility for power supply remains
with the government. While this report supports the continuation of these privatization activities by
NAPOCOR for an interim transition period, its primary focus is on privatization through the sale of assets
and sale of ownership interests in commercial entities. Moreover, it is the goal of the recommendations in
this report that this privatization be carried out under tenns and conditions that reduce or eliminate the
government's financial exposure and guarantees and responsibility for power supply, as well as reducing
the demands of the power sector on the government budget.
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systems viable in a competitive market where they must be effective at planning and resource
acquisition. NAPOCOR also operates with certain subsidies and social objectives that become
more problematic for a private enterprise. In addition, NAPOCOR has not operated under a
regulatory environment that enables it to achieve the prices needed to consistently perform on
a commercially viable basis and to attract capital to invest in expanding its facilities in an
orderly and efficient way.

Structural reform, industry peiformance improvements, and distribution utility consolidation
andfinancial strengthening are needed to address these and other problems in order to lay
the groundwork for further privatization. The basic objective of restructuring and
privatization is to establish an industry that will provide reliable electricity supply to all
sectors of the economy at the lowest practical costs.

This report presents a restructuring and privatization approach, along with a supporting work
plan, that addresses this objective and the industry's problems, and takes into account the
diversity of perspectives. While we were concerned with reasonable prospects for consensus
and implementation, we also sought to develop an approach that would:

• promote efficient generation planning and investment

• promote efficient operation, maintenance and utilization of in-place generation
facilities

• provide for efficient transmission expansion

• promote and reward efficient distribution system expansion and operation

• promote efficient end-use

• provide for efficient prices

• provide for effective electric industry government policy making

• provide competent and transparent regulation.

Many industry structural approaches and privatization strategies are available. These are
differentiated by several factors, most notably the extent to which the industry is vertically
integrated and centralized; the degree of competition that is established and promoted,
particularly in generation and customer sales; the balance of the regulatory scheme between
promoting and rewarding effective competition and regulating profits and monopoly power;
and the extent of private sector investment, ownership and control. In this regard, the
approach recommended here:
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stresses the restructuring of the industry into unbundled and focused entities
that are manageable while efficient in size and f:cope, with decision making
closer to the customer and clear performance accountability

seeks to introduce viable competition wherever possible, in particular in
generation planning and investment, dispatch of generation (and efficiency of
generation maintenance and operations), sales services to end-users, and
demand-side management as a resource option.

promotes private sector investment, ownership and control wherever practical,
in particular in the generation sector

provides planning, operations and policy coordination to optimize for efficient
scale and "one system" economies

requires transparency in regulatiun and establishes efficiency as the key
principle underlying prices throughout the industry.

By optimizing private investment, more of the nation's funds as well as official development
assistance can be invested in other infrastructure and priority projects that are needed to
promote economic, job and income growth. In this respect, it is also important to note that the
goal is to move the electric industry beyond the current privatization scheme, where private
investment continues to rely on government guarantees, to private investment that stands on
the creditworthiness of private entities, including the distribution utilities. This places added
emphasis on consolidating and strengthening the distribution utilities so that they can enter
into viable and financeable commercial transactions for power supplies.

In developing an action plan to support the restructuring and privatization approach, we were
cognizant that we are dealing with a process that will extend for several years. In this respect,
the action plan incorporates developmental stages that enable immediate action while
providing opportunities for reassessment and possible adjustment along the way.

The recommended approach and work plan provide a framework for developing a consensus
for action.

USAID Office of Energy, Environment, and Technology --------



CHAPTER 2
CURRENT INDUSTRY STRUCTURE AND POWER SITUATION

Before the recommended long-teem structure for the Philippine electricity industry is
qiscussed in Chapter 3, this chapter reviews the current structure and power situation, the
important differences across regions, and the challenges that these factors present in terms of
supporting privatization and promoting a competitive market.

2.1 OVERVIEW OF PIULIPPINES ELECTRICITY INDUSTRY STRUCTURE

Figure 2.1 depicts the current overall structure of the Philippine electricity industry. Across
the top, the industry is functionally divided into Generation, Transmission, Distribution, and
Customers (end-users). Distribution is further broken down into the "lines" function (the
provision of the electric lines and related facilities needed to deliver power from the
transmission grid to the customer's point of use) and the "sales" function (this involves
various services to the customer, including sales of kWh and demand-side management
(DSM». A further functional unbundling, which is discussed later and referred to as "Poolco,"
is the separation of the operation of the grid and dispatch of generation from other
transmission activities such as planning and construction. The bottom of the figure indicates
whether the functional area is either potentially competitive or a natural monopoly where
meaningful competition is not feasible. Note from the figure that the generation and
distribution sales functions are potentially competitive, depending on the industry structure
approach pursued, whereas transmission, Poolco and the "lines" function of distribution are
natural monopolies. 1

From Figure 2.1, the following features of the industry's structure are noted:

~ Under the current structure, power generation is largely controlled by
NAPOCOR. NAPOCOR owns and operates power generation facilities
associated with geothermal power projects (for practical purposes, all hydro

1 We acknowledge the work of the New Zealand Privatization Task Force in developing this
presentation format. Some industry participants in the Philippines questioned the classification of
transmission as a "natural monopoly." Their concern stems from the lack of a workable transmission
access and pricing policy, leading these participants to conclude that they can build and operate new
transmission at a lower cost than they can obtain on existing facilities owned by NAPOCOR However, the
proper solution to this situation is efficient and fair transmission access and pricing, not the construction
and operation of duplicative facilities.
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Figure 2.1

Current Structure of the Philippines Electricity Industry
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power facilities and the vast majority of thermal capacity). It is also responsible
for the electrification of small island grids that are not interconnected with the
primary grids (Small Power Utilities Group). NAPOCOR is also in the fuel
supply business, providing fuel to its own generation units and to independent
power producers (IPPs).

.. Independent power producer generating companies (IPP GenCos) currently
supplement NAPOCOR-owned generation. These IPP GenCos are new
participants in the industry, having been established through the recent "fast
track" program to meet generation shortfalls. Their entire output is sold solely
to NAPOCOR though long-term power purchase agreements.

Two geothermal resource development firms produce steam for NAPOCOR's
geothermal power plants: Philippine Geothermal Inc. (pGI), a local subsidiary
of the U.S.-based Union Oil of California, and Energy Development
Corporation (EDC), a subsidiary of Philippine National Oil Company (PNOC).
These firms develop and/or operate the steam producing facilities, while
NAPOCOR builds and operates the related generation units. The development
of a geothermal resource is accomplished through bilateral negotiations and
contractual agreements between NAPOCOR, which purchases the steam, and
PGI or EDC, which produces the steam. These contracts embody minimum
offtake provisions to guarantee revenues to the geothermal resource developer.

NAPOCOR may play two roles in hydro development. First, it might develop,
own and independently operate the entire hydroelectric project if the project is
devoted solely to power production. Or, NAPOCOR might work in conjunction
with other Republic of the Philippines (RP) agencies, most notably the National
Irrigation Administration, when other uses such as irrigation, flood control and
drinking water are also involved. For these latter projects, NAPOCOR will own
and operate the power generation components.

NAPOCOR also performs transmission and dispatch functions. NAPOCOR
plans, develops and operates the high-voltage backbone transmission system
(115 kV to 500 kY). It also owns and operates a significant amount of 69 kV
facilities, especially those serving rural electric cooperatives. The 69 kV
facilities may serve either a distribution or transmission function. NAPOCOR
plans, develops and operates the island interconnections. It also performs all
grid dispatch activities. As a result, power generation, transmission and
dispatch are vertically integrated under NAPOCOR.

Distribution entities are quite numerous, with 17 private distribution companies,
approximately 110 rural electric cooperatives and 9 municipal, city and
provincial distribution systems. There is great dispm:ity in the size, financial
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strength and performance of these utilities. All of the distribution utilities
depend upon NAPOCOR for their power supplies, although some have a
minimal amount of supplemental generation from mini-hydro and small thermal
units. The largest utility, Manila Electric Company (Meralco), is more than 20
times the size of the next-largest utility.

NAPOCOR also provides distribution services to approximately 150 customers
that are directly connected to the grid at 69 kV or higher. For these customers,
NAPOCOR is a fully vertically integrated utility, providing bundled generation,
transmission and distribution services under a tariff that also bundles the prices
for these services.

Customers own some generation. This is mostly stand-by units to deal with
brown-outs, and the amount is not known with any degree of confidence. Some
customers have shown interest in developing cogeneration facilities, and project
development is expected in the future.

NAPOCOR is responsible for developing transmission and generation on a
national basis. It prepares the annual Power Development Program (PDP) that
documents how the nation's power requirements are to be supplied. Other
utilities or private companies seeking to engage in generation must secure
permission and accreditation from the Department of Energy (DOE), and in
effect, also from NAPOCOR. There is a growing interest among utilities to
purchase directly from IPPs, and the largest distribution utility, Meralco, has
signed contracts with IPPs for 1,100 MW.

The next section reviews in greater detail tlle power situation and industry structure on each
of the principal grids -- Luzon, Visayas and Mindanao -- corresponding to the major
geographical regions of the Philippines. Table 2.1 presents an overview of the grids; each grid
is discussed in more detail below. Appendix A contains NAPOCOR's Philippine Power
System Development Map depicting the geography of each grid and the location of principal
generation and transmission facilities.

2.2 LUZON GRID

2.2.1 Power Situation

In contrast with the other grids, the Luzon grid is relatively large, reflecting the population
density and associated economic activity of metro-Manila. The peak demand on the Luzon
grid was 3,250 MW in 1992, and in the April 1993 PDP, NAPOCOR projected that peak
demand would exceed 5,000 MW for this grid by 1997.
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Table 2.1
Overview of Philippine Regional Grids (1992)

Oil Based

Hydro

Geothermal

Coal

11,927

1,925

4,426

1,658

59.8

9.7

22.2

8.3

806

2,333

25.7

74.3

703

12

1,266

511

28.2

0.5

50.8

20.5

Total 19,936

·.·2.··<······/ ····.i.'.. ',!>·
100.0 3,139 100.0 2,492 100.0

.......... ·· ·.....i··: / <' ~

Utilities

Industries

Other

67

62

34

31

20

9

33

12

10

Utilities 91.3 63.2 81.0

Industries 8.2 36.8 18.9

Other 0.5 0.1
.... .. ...« .'.'.\ ................. .< •..... <... ..:'·.,i, ..:·,ii:::.. ,'•..... .:... .... ..:'.: ... /< ....• ......i:,··.' ... ··.·.', .... :,., ./ ....:....

Percent of Total
NAPOCOR GWh Sales 78.5 12.5 8.9

The diversity of generation is also much greater on the Luzon grid, as shown in Table 2.2.
The table indicates that NAPOCOR owns and operates over 4,000 MW of capacity, but that
almost 2,000 MW of this capacity is scheduled for retirement within the next 10 years.
NAPOCOR also has 1,308 MW currently under contract from the private sector. Some of
NAPOCOR's capacity that is now scheduled for retirement might also be offered to the
private sector for rebuilding.
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·.. Table 2.2
Luzon Grid • Existing Generating Plants
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NAPOCOR's total capacity on the Luzon grid, including IPP contracts, is almost 5,500 MW.
However, the actual dependable operating capacity of its plants is well below nameplate
rating, and substantial brownouts were experienced in 1993. When NAPOCOR's "fast track"
private sector projects come on line, it estimates that the Luzon grid, although on a thin
reserve margin, will experience a substantial reduction in brownouts in 1994 (approximately
40 hours). Excluding the generation units scheduled for retirement, the existing long-term
NAPOCOR-owned capacity breaks down as follows:

Type MW Percent of Total

Oil 884 24
Diesel 698 19
Geothermal 660 18
Hydro 1,123 31
Coal 300 8

Total 3,665 100

The generation situation in Luzon will change materially over the next several years. Table
2.3 presents NAPOCOR's most recent capacity expansion plan. Although this plan is
optimistic, both in schedules and amounts, if a substantial portion of it is implemented,
generation on the Luzon grid will grow significantly.

2.2.2 Luzon Distribution Structure

The structure of the electricity industry in Luzon, in particular the role of NAPOCOR, is
essentially as described above for the overall industry. However, the structure of the
distribution sector in Luzon is worth noting. Two features are especially important. One,
Meralco has a dominant market share on the Luzon grid. Two, the remainder of the
distribution industry is fragmented, and many of these smaller utilities are also financially and
managerially weak.
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Table 2.3
Scheduled Capacity Additions to Luzon Grid

1997 Del Gallego

1998

1999

2000

2001

2002

2003

2004

2005

Pasil B 20

San Rogue 390

166

96

11

Calacall 300

Hopewell 350

Hopewell II 350

Masinloc I 300

120 Masinloc II 300

Sua! I 500

Kalayan3/4 300 Sual II 500

Nalataya B 45

Diesel 215
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1,800
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1,500

2,100

1,500

100Diesel
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GT 100

GT 100

CC 300

CC 300

GT 100

45
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112

22

Bakun AlB

Amburayan
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1994

1995

1996
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Table 2.4 summarizes the distribution structure of the Luzon grid. A complete listing of
NAPOCOR's customers on the Luzon grid can be found in Appendix B. From the table,
several observations can be made:

Table 2.4
Distribution Structure of Luzon Grid (1992)

63.6 77.8 61.1

50.2 2.9 2.3

43.1 9.8 7.7

42.2 0.8 0.6
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• .•.•...•• . > .. ··•••.. /.i ......\ :/ >i .....>/:/.... •........•.•...•..•. :< ·.eeteelit:b(~6oosaib~ ..

i"f:...i';;~!~~! ..... ..·.S '...... ..., ..'. [;~.; i:..·.•.·..·.•... ;.· ....·N•.; .••....·A·.··...•·.:.~.n.•.•.:oo•.•·· ..•..ti.·•.•.c•.·.I..·.1..•..:
o
•••..•.••.··.·R.·.•..•.•:....•......••..r· <\i •. .... .\ <:. t •.c~Uiei-s. .•• ·Grid::·. n.tC:

Directly Connected
Customers:

Top 10 Industrials

Other Industrials

Other Direct
Connects

Subtotal

Total

10 921 176 49.7 5.0 3.9

52 595 164 41.4 3.2 2.5

34 103 32 36.2 0.6 0.4

96 1,619 372 8.7 6.8

163 18,590 3,607 58.8 100.0 78.6

Note: Loads and load factors are based on a summation of non-coincident peak demands.

Meralco holds a dominant share of the Luzon market, with 78 percent of total
sales in 1992. Note also that Meralco represents 64 percent of NAPOCOR's
total sales to all regional grids.

The other 66 distribution utilities in Luzon are small. There are six utilities
with peak demands in the 25 to 30 MW range. All but one of the other utilities
have peak demands of less than 20 MW.
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Meralco's load factor of almost 64 percent is the highest of the Philippine
utilities. The other utilities generally have poor load factors.

Although NAPOCOR had 96 directly connected Luzon customers in 1992, they
represented only 8.7 percent of NAPOCOR's Luzon sales. Many of these
customers are small. The 10 largest directly connected industrials made up well
over half of the directly connected sales. Seventy of the customers were less
than S MW; S6 were below 2 MW. As a class, the load factors for these
customers are not necessarily any more attractive than those of the utilities.

Nevertheless, industrial loads are a significant factor on the Luzon grid. Meralco's 1992
industrial sales represented 36.1 percent of its total sales and were the largest Meralco
customer group followed by commercial sales (31.1 percent).

Under the restructuring recommendations, large customers are important in two respects. One,
they may represent large DSM potential, which will play a more prominent role in the
utilities' resource plans. This is particularly true of Meralco, which relative to many other
utilities, has more financial strength and management and technical expertise to develop DSM
resources. Second, in the longer term, opening up competition for the "sales" service may
make some of these large customers attractive to other service providers that can package and
tailor services to meet specific customer requirements. This would result in retail wheeling
revenues eventually becoming an important source of income for Meralco.

2.3 MJNDANAO GRID

2.3.1 Power Situation

NAPOCOR's 1993 Power Development Program projected significant growth on the
Mindanao grid. This projection, along with projections by the Asian Development Bank
(ADB) and World Bank (WB) provided by NAPOCOR, are summarized in Table 2.5. It
shows that NAPOCOR's forecasts are significantly higher than those of ADB and WB.

The existing generation capacity in Mindanao is shown below, and the Power Development
Program is presented in Table 2.6.
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Plant

Hydro
Land-based diesel
Power barges (diesel)

Total

Installed Capacity (MW)

943.7
252.1
222.6

1,418.4

-

Table 2.5
Mindanao Grid

System Energy Sales Forecast Comparison

•..•• '.... >..: ).»< .','. ·'.L; '''''.,''' .... :;:,
:, .. :: i:; .. ( •.:< .. :"":'.,,':' .

': .\ :: i,.:,F
..

.: :.:," ": '.'" :",.> :' ",C',: ..... >. ;: .:

'::, •• ,,: :\>.:••.•. "".:. .". :: " .. I::.... :'.: :":' "': c:·: y: ..··,,<'~-:c \
,::.;-,,:':':>.'. >: ,;,...;

:': I:··.

Sales (GWb)

NAPOCOR 4,160 4,842 5,381 6,027 6,841 7,832

ADB 4,160 4,360 4,513 4,865 5,282 5,764

WB 4,160 4,382 5,039 5,644 6,096 6,583

Growtb Rate (%)

NAPOCOR 17.6 10.0 12.0 13.5 14.5

ADB 4.8 3.5 7.8 8.6 9.1

WB 5.3 15.0 12.0 8.0 8.0
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Table 2.6
Mindanao Grid Power Development J?rogram

1994 - 2005

1994 Mar BIG Diesel PB #1 NASIPIT 100

1995

1996

1997

1998

1999

2001

2004

2005

Jon

Aug

Jon

Aug

Jan

Jan

Jan

Jan

Jan

Jan

Jan

Jan

Jan

Augus I HEP Unit I

BIG Diesel PB #2 MACO

Land-based Diesel (Gen Santos)

Mindanao Geothermal

Mindanao Geo I

Land-based diesel (Zambo City)

Leyte-Mindanao Intercol1nection

Tran-River Small HydfCI

Mindanao coal-fued project (BOT)

AGUS III HEP

Bulanog-Batang

Pulangi V

Small hydro 1

Small hydro 2

40

100

50

40

80

50

30

200

224

150

300

27

40
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Under these power demand and supply projections, the generation mix in Mindanao is
projected as follows:

Generation Mix Percentages

1994 1998 2005

Hydro
Oil
Geothermal
Coal

81
19
9

53
38
10

54
30
10
6

There are major uncertainties surrounding the power sales outlook in Mindanao. Perhaps most
critically, the projected rates of local growth have not materialized. The current sales target
for 1994 is 4,120 GWh, which is below actual sales for 1992. Contributing to this lack of
growth are the competitive problems of the ferro-alloy industries in Mindanao. NAPOCOR
estimates that over 100 MW of ferro-alloy industrial load has been idled because of world
competition. Although lower power rates might help the industries become more competitive,
it is likely that major investment in process improvement and productivity enhancement wiIl
be necessary to restore these firms' strength on the market. It is not clear whether such
investment wiIl be forthcoming.

There is also a great deal of uncertainty in the Mindanao Power Development Program. The
PDP relies heavily on developing indigenous hydro, coal and geothermal resources. Each of
these is problematic to develop. Long and uncertain lead times, social and environmental
obstacles, and large up-front capital requirements characterize these resources, particularly
hydro and geothermal. None of the Mindanao power development projects is currently on
schedule. In particular, the geothermal project is more likely to be completed in 1997 or later
rather than by its 1995 scheduled date. The coal plant is rather speculative at this time; none
of the recent IFP bids came in at an acceptable price. And the Pulangi hydroelectric project
faces difficult social and political hurdles. Adding to the complexity of pow~r supply planning
is the fact that actual generation capability is very substantially below installed capacity (see
Figure 2~2). And although the hydro conditions are currently very favorable, the region is
vulnerable to another extended dry period.

2.3.2 Mindanao Distribution Structure

In contrast with the Luzon grid, there is more balance in the distribution structure in
Mindanao. Table 2.7 summarizes the distribution structure of the Mindanao grid. A complete
listing of NAPOCOR's customers on the Mindanao grid can be found in Appendix C. From
the table, the following observations can be made:
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Table 2.7
Distribution Structure of Mindanao Grid (1992)

Utilities

ILPI 1

Sub-total 31

Other Private 1

Other 24
Cooperatives

316 73 49.3 10.7 1.3

308 74 47.4 10.4 1.3

157 34 52.5 5.3 0.7

145 31 52.5 4.9 0.6

110 34 36.8 3.7 0.5

106 22 54.7 3.6 0.5

42 10 48.9 1.4 0.2

680 193 41.2 23.1 2.9

1,864 471 63.2 8.0

1

1

SOCOTECO IT

DLPCO

CEPALCO

ZAMCELCO

MORESCO I

Directly
Connected

Top 10
Industrials

10 980 226 49.5 33.2 4.1

Other Industrials 10 105 26 46.2 3.6 0.4

Other Direct
Connects

9 2 0.1

Sub-total

!...'~(l1-~ ..;./X·

29 1,087 252 36.8 4.5

...•... . '.«:.99 <····.7,Q~·1 •• ")i:7~$j:;Yi ...;.""':<.. > "'> ·····<·...·.<>·l~k
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The utilities on Mindanao are small. The distribution utility sector is composed
of 31 utilities. Of these, two are approximately 73 MW peak load in size and
three are approximately 30 MW peak load. The size then drops to around 20
MW or less.

On the other hand, the directly connected customer business is substantial and
represented almost 37 percent of grid sales in 1992 (and almost 5 percent of
NAPOCOR's total kWh sales). Virtually all of this business is concentrated in
the largest ten directly connected industrial customers.

Serving these large customers would be risky for even the largest utilities in
Mindanao. As discussed above, this business is volatile and risky, with over
100 MW currently idled due to world competition.

2.4 VISAYAS GRID

2.4.1 Power Situation

There is not yet a single interconnected grid for the Visayas; rather, there are four. This will
soon reduce to three upon the completion of the Cebu-Panay interconnection. NAPOCOR
plans call for the eventual interconnection of the existing transmission networks into a single
Visayas grid as well as interconnection with Luzon and Mindanao.

Table 2.8 presents the sales forecast prepared by NAPOCOR for the Visayas grid. This table
shows that the 1993 PDP projected growth from 2,241 OWh in 1992 to 4,510 OWh in 1997,
an annual compound growth of 15 percent. In its 1994 budgeting, NAPOCOR revised these
sales projections, also shown in the table, to 3,763 in 1997, or an 11 percent annual
compound growth. Under either of these sales forecasts, however, the individual grids in the
Visayas are small and will remain so for a considerably long period. The relatively small size
of the Visayas grids is illustrated in Table 2.9, which showsilie current and projected peak
loads of each grid. Note that in 1992, the combined peak was 472 MW.
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Table 2.8
Visayas Grid Sales Forecast (GWh)

: ",

:. ) .. '.'" ",... ,

",... ..,. ... <.>. . ,., ..

.:; <\ ., ..

.', .. , , ,...' ., ....

.1996i I .• 1997

1993 PDP

1,731 2,008

1,445 1,642

683 752

97 108

621

1,504

1,290

577

1,319

1,152856

538

1,178

67 77 86

.:·)26j9· •.....:.•.•··3;125/: ·3,~ol :I....... ·j,9~~>· :.4sio?
55

775

463

948

Negros-Panay

Leyte-Samar

Bohol

Cebu

c':':

:

September 1993 Revision

1,026 1,115 1,386 1,642 1,815

818 971 1,018 1,128 1,226

516 540 596 612 639

56 66 71 78 83

~.~ gii IIi'·'"

463

775

948

55
.......... ,.:.,.» <><

Leyte-Samar

Cebu

Bohol

Negros-Panay

Before the Palinpinon II units begin to come on-line in 1994, the installed capacity in the':
Visayas breaks down as follows:

Plant Installed Capacity (MW)

Hydro
Geothermal
Land-based dieseVgas turbine
Power barges
Coal

2
228
224

62
105

Total 621
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Table 2.9
Peak Demands on Visayas Grids (MW)

.. :

. • :.,:.,..,.... ..,.', .... : ::",:: "} ,<, .. ,' .' .... , .....: .. :'.: :.'.',:'. .. ...

, •"'. I ..,,), J~97:E~tin'l~'I3l1se4i
()Il ".',. >,NAPOCOR.Revised sates .••:.'

I.,., 199.zA~tullt .. / ..•. ,' ,:,F()r~das~' ':"

Cebu 183

Negros-Panay 179 283

Leyte-Samar 93 128

Bohol 17 26

472TOTAL 787
L=:===============!:::=========================::II'~

The PDP for the Visayas is presented in Table 2.10. The PDP essentially reHes on the
development of the geothermal resources on Leyte and Negros to meet the electricity
requirements of the Visayas, supplemented late in the period with hydroel,;ctric development
in Panay. Bohol continues to depend on diesel generation until it becomes interconnected.

2.4.2 Visayas Distribution Structure

The basic structure of the industry in the Visayas is like that in Luzon and Mindanao, Le.,
NAPOCOR is the primary generator and power supplier and owns and operates transmission.
Like Mindanao, the Visayas grids show a greater balance of distribution utilities than does
Luzon.

Table 2.11 summarizes the distribution structure of the Visayas grids. A complete listing of
NAPOCOR's customers on these grids can be found in Appendix D. From the table, the
following observations can be made:

~ Utilities are both numerous and small. With the exception of VECO (130 MW
peak) in Cebu, CENECO (42 MW peak) in Negros, and PECO (33 MW peak)
in Panay, none of the remaining 30 utilities exceeds 30 MW in peak load. In
addition, the load factor for many of the smaller utilities is poor.

With the exception of two large industrial customers (pASAR and PIDLPHOS)
connected to NAPOCOR on the Leyte-Samar grid, directly connected
customers are not significant.
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"
Table 2.10

Visayas Grid Power Development Program
1994 - 2005

:

1/
I .:......••. ..

Capa¢itY(MW)
,'",'

.... : .' ::.': I··: .... :.
mlUlt.A.J~iti()hs .:"1: ~()nth '.•Ii: :< .•..••

'" , ., .. ' '.,

> Yrear :
':.:.. .. '. .. . ....

1994 Jan Palinpinon II Unit I Geothermal 20

June Palinpinon II Unit 2 Geothermal 20

Dec Palinpinon II Unit 3 Geothermal 20

Dec Palinpinon II Unit 4 Geothermal 20

Aug Mambacal Geothermal 40

1996 Jan Leyte-Cebu Interconnection

Jan Tongonan Geothermal 200

Jan Bohol diesel (or barge) 11

Jan Mambacal Geothermal 60

1997 Jan Tongonan Geothermal 400

Jan Mambacal Geothermal 60

Jan Bohol diesel 6

1998 Jan Tongonan Geothermal 275

Jan Bohol diesel 11

1999 Jan Bohol diesel 6

Jan Timbahan Hydroelectric 35

2000 Jan Bohol diesel 6

2001 Jan Cebu-Bohol Interconnection

2005 Jan Villa Siga Hydroelectric 29
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Table 2.11
Distribution Structure of Visayas Grids

Sales (GWh)
Utilities

Industrials

Load (MW)
Utilities

Industrials

No. of
Utilities

Industrials

Load Factor
Utilities

Industrials

51

3

15

2

3

3

39.5

24.7

835

2

172

5

7

55.4

57.8

170 419

292 25

60 89

51 4

11 6

2 6

32.2 53.8

65.1 45.6

328

75

8

49.9

2.5 IMPLICATIONS FOR RESTRUCTURING AND PRIVATIZATION

What are the implications and problems of the current industry structure and power situation
with respect to privatizing NAPOCOR and establishing a competitive, responsive and efficient
industry? This question can be answered by addressing two issues. First, how well does the
current industry structure facilitate the entry of private sector participants into generation and
encourage competition as a force to drive efficient investment and operations? Second, what
are the special factors and limitations specific to each grid that must be explicitly accounted
for in a restructuring and privatization approach?

2.5.1 Industry Entry and Competition

Several conditions affect the nature and degree of competition and participation in the
industry:

• number of sellers of generation
• number of buyers of generation
• ease of bilateral trades between buyers and sellers
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~ ease of entry into generation
~ access to transmission
~ transparency of pricing
~ unbundling of core functions
~ existence of level playing fields among participants in each core function
~ availability of planning information
~ access to the end-user (through retail wheeling).

These are reviewed below:

~ Generation is the most capital-intensive part of the business and accounts for a
majority of costs. An industry structure that accommodates and encourages a
diverse number of developers and sellers of generation to vie for the business
of a diverse buying market, at both the wholesale and retail levels, will help
promote the development and introduction of efficient technologies and
stimulate generation operational efficiency. The current Philippine electric
industry structure cannot be so characterized. NAPOCOR is essentially the only
seller of generation in the wholesale market. The emerging IPP GenCo industry
is in effect controfled by NAPOCOR, which buys its entire output and resells
this output to the distribution utilities. Transactions between non-NAPOCOR
generators and distribution utilities take the form of the distributor buying from
its own subsidiaries, but this practice is currently very limited. Although there
are many buyers from NAPOCOR, NAPOCOR is the only buyer of generation
from IPPs.

Ease of bilateral trades between buyers and sellers of generation promotes entry
into generation, efficient use of in-place generation capacity and flexible
planning by generation buyers. Under the current structure, bilateral trades
between sellers and buyers of generation are difficult. DOE is now revising
certain rules to partially address this problem. However, in the absence of a
comprehensive approach to facilitating bilateral trades, these revised rules are
likely to fall short of establishing an effective trading market.

It is desirable that' the industry structure promote and accommodate the entry of
participants into generation, based on their technical expertise, financial
resources or other competitive advantages. Under the current structure, entry
into the generation market is primarily through bidding on solicitations issued
by NAPOCOR. Of note, these solicitations typically specify fuel type, unit size,
technology and other generation design parameters, as opposed to allowing
prospective developers make these determinations (although NAPOCOR may
be moving toward more generic solicitations). Other entries into generation are
made by exception only, and NAPOCOR, by virtue of its control of
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transmission, is a key party in affecting the feasibility of any generation project
proposed by another party.

Access to transmission under fair, cost-based, predictable terms is essential to
promoting an efficient market between generation buyers and sellers. Access to
transmission is gained only by negotiation with NAPOCOR. There are no
formal rights of access, established transmission pricing practices or principles,
or transmission tariffs.

Accurate (transparent) prices are also essential to the efficient functioning of
the industry. Prices set the bencbmarks against which generation participants
compete for buyers. Prices also drive investment and usage decisions by end
users. To the extent that prices are inaccurate due to subsidies or are not
unbundled to reflect the cost of the underlying services (particularly power
supply versus transmission), inefficient competitive advantages and
disadvantages are created, and inefficient investment decisions are promoted.
Prices throughout the industry for generation, transmission, and distribution are
not transparent. There are many subsidies embodied in rates, particularly those
of NAPOCOR, but at the distribution level as well. Rates are bundled (i.e.,
they do not separate generation from transmission, demand from energy, or
distribution lines service from sales service).

It follows from the above that unbundling of the control of core functions, most
notably transmission from generation, becomes an important feature of industry
structure if an efficient market between generation buyers and sellers is to be
established. In the current structure, core functions are bundled. NAPOCOR
owns and controls generation and transmission. Generation is not unbundled,
either horizontally or vertically. Prices for generation and transmission, and in
the case of directly connected customers, distribution services, are also bundled.

Finally, an industry structure that allows reasonable competition at the retail
level, particularly for large customers having the financial, technical and
managerial resources to procure their own power requirements, adds yet
another avenue for competition and efficiency. There is currently no retail
wheeling. The only form of retail competition is direct connection to
NAPOCOR (i.e., circumventing the distribution utility), and there are no clear
rules applicable to such connections.

For all of the above reasons, a level playing field is precluded in the generation and
transmission functions among NAPOCOR, distribution utilities, and potential generators.
NAPOCOR also holds a fuel cost advantage by virtue of RP taxation policy, giving it a
further competitive advantage over any potential independent producer. Although reasonable
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planning information is available, it is only useful in promoting competition where the factors
enumerated above are in place.

In summary, the current structure does not promote and accommodate diverse entry and
participation in the industry or meet the requirements for establishing competition. As a result,
it effectively bars the efficiency, responsiveness and customer service that diversity and
competition might promise. The recommended restructuring and privatization approach
attempts to address each of these barriers to efficiency and competition.

2.5.2 Special Factors and Limitations

Several special factors and limitations also emerge from a review 0f the curre,~,t structure of
the industry. These considerations must be carefully accounted for ~n re:;uuctming and
privatization. These are discussed below.

.J 1. Natural Geographical Divisions. There are na!Qral geogra.F1'lical divi!llC'AJs of the
generation business and island transmission grids.

.. Mindanao, at the southern end of the Philippines, is currently isolated from the
other islands in terms of transmission interconnection. The interconnection,
planned for 1997 or later, will apparently help provide r~;/,iability for all grids
and might be used to move hydropower north. Mindanao is rich ill indigenous
hydroelectric and geothermal resources, and indigenous coal might also playa
role in the future power supply. These resources, however, may be relatively
expensive to develop and have long lead times and large front-end capital
requirements. Therefore, a concerted effort by the utilities will be required to
efficiently develop these resources in a timely manner, and strong financial
backing will be required.

The islands in the Visayas are inextricably bound together for electricity
resource development. None of the islands can efficiently and independently
develop and consume its indigenous geothermal and hydroelectric resources.
Efficient development and utilization calls for exporting part of these resources
to other islands in the Visayas. To do so requires that the island
interconnections be established, further binding the Visayas together for power
supply planning and system operations. Each of the individual Visayas grids is
arguably too small to independently develop efficient-size alternative generation
during the planning horizon. Again, a portion of any efficient-sized plant would
have to be shared among the islands. Close collaboration in planning,
investment and operations is therefore called for. Assuming that the economics
that underlie the PDP and the reliance on geothermal, hydroelectric and
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interconnections are sound, then the utilities in the Visayas should plan and
operate on a one-system basis as much as practical.

The Luzon grid is an integrated system with a diversity of indigenous and non
indigenous power sources. The power flows on the north/south backbone
transmission system are bi-directional, and the future development of
indigenous resources, new thermal plants and the Leyte-Luzon interchange
should all be based on meeting the combined power needs of the Luzon
utilities.

2. Need for unified transmission. Keeping the national transmission system intact as an
integrated grid has compelling appeal. Much remains to be accomplished in the
transmission plan (in particular, the interconnection projects) before the transmission
system is truly a unified grid. A national perspective is needed to plan and develop the
island interconnections, and this will be greatly facilitated with transmission remaining
an integrated organization. Operational requirements, the role that the transmission
organization can play in meeting national objectives, and the effect of transmission on
the competitiveness of the industry all argue for the retention of transmission as a
nationally integrated system.

3. Small Scale ofMindanao and Visayas. The Mindanao and Visayas electricity
industries are relatively small and will remain so for the foreseeable future. This
means that some of the key conditions for promoting diversity and establishing
competition are less achievable, in particular, creating a generation market with a
diversity of buyers and sellers. Moreover, the nature of the power development
programs for these regions, which rely heavily on hydro and geothermal, does not
easily promote or accommodate a diverse ownership of generation resources. The
development of these resources also requires effective central planning and relatively
strong financial organizations. For these reasons, a more centralized, and unavoidably
monopolistic, industry structure may tend to remain in these regions, and utilities may
have less options for power supply.

4. Efficient Scale ofLuzon. In contrast, the Luzon grid's generation is large and diverse
enough that there need be no residual generation monopoly after long-term
restructuring and privatization are complete.

5. Meralco Dominance ofLuzon Market The fact that Meralco has an almost 80
percent market share on the Luzon grid poses a special concern in maintaining an
independent and competitive generation market. Were Meralco to aggressively enter
into generation, the company could eventually in effect control the generation market.
The possibility of a distribution utility gaining a dominant control over the generation
market is much more remote on the Visayas and Mindanao grids, where the largest
distribution utility controls approximately 25 percent and 10 percent of these markets,
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respectively. Proper regulatory policies and procedures must be in place to prevent
generation market dominance.

6. Disparities in Distribution Utility Capabilities. There is great disparity in the size,
financial strength and management performance of the distribution utilities. Some of
the utilities will be able to perform very well in a decentralized and competitive
market. Many of the smaller and weaker systems will be significantly challenged. For
the distribution utilities to perform effectively and provide their customers with
affordable electricity, a considerable amount of reform, including consolidation and
financial strengthening, must occur in step with the generation, transmission and other
restructuring initiatives. Importantly, for there to be meaningful competition in the
generation sector, the distribution utilities must become credible and financeable
buyers. The restructuring approach must provide the opportunity and incentives for this
necessary reform of distribution utilities. Many utilities will not survive in their current
autonomous state.

7. Critical Need for Power Supply Plan Execution. A very important factor on all grids
is that significant expansion of generation and transmission is needed over the
planning horizon. Restructuring and privatization must be orchestrated in such a way
that attention and resources are not diverted from project execution. There must be
enough financial strength on each grid to ensure that the needed capital is attracted to
finance expansion. There must also be mechanisms for the RP to ensure that adequate
power supplies will be available and to enable the RP to step in and deal with
projected or actual shortages of power, should these situations arise.

8. Absence ofDSMlIRP. Demand-side management and integrated resource planning are
absent in the industry. To achieve their potential for competitiveness and efficiency,
these practices should be fully incorporated into the new industry structure and utility
operating and planning responsibilities. This is especially important on the Luzon grid
in Meralco's service area and in the industrial sector in Mindanao.

9. Expanded Tasks for the Energy Regulatory Board and the Department ofEnergy.
The final factor that will influence restructuring and privatization is the significantly
expanded tasks of both the Energy Regulatory Board and DOE. In many respects, the
planning and operation of the industry on all grids will become more complex.
Regulatory oversight and policy development and implementation will become more
important and perhaps more difficult. Both organizations will have to respond by
increasing their technical and resource capabilities.

The recommended restructuring and privatization approach attempts to address these special
factors and limitations. These recommendations are presented in Chapter 3.
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CHAPTER 3
RECOMMENDED INDUSTRY STRUCTURE

What direction should the Philippine electricity industry take in tenns of structure, ownership
and competitive environment, and why? What are the phases the industry must work through
to move toward a more efficient structure and privatization? And what are the key activities
and issues associated with each phase? This chapter addresses these questions.

The task of privatizing NAPOCOR is particularly challenging. Not only are private sector
involvement and ownership key issues, but equally important are the following factors:

~ current concentration of market power
~ lack of competition
~ lack of a strong and assured power supply situation
~ management and financial limitations among the various distribution utilities.

Privatizing NAPOCOR, but leaving the current industry structure essentially intact, would not
best serve the needs of the Philippines or its electricity consumers. Restructuring must achieve
a transition from the current "command and control" structure that operates under centralized
decision making. The restructured industry would be a more balanced industry that is market
sensitive, driven to efficiency by competitive market forces, and is operated by a robust
complement of participants. Making this transition must focus on building the capabilities of
all participants to accomplish privatization from a position of strength.

This chapter is organized as follows:

~ Section 3.1 presents a brief review of the industry structure options considered for the
Philippines. Chapter 4 contains a more detailed discussion of the structures that were
not selected.

Section 3.2 provides an overview of the recommended structure and privatization
approach and the three phases involved in moving from the current situation to the
desired structure. .

Section 3.3 describes in more detail the activities associated with Phase 1, which
involves restructuring and strengthening the industry.

------- USAID Office of Energy, Environment, and Technology -------
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RECOMMENDED INDUSTRY STRUCTURE ~ 3-2

Sections 3.4 and 3.5 discuss the decisions and issues that must be addressed in Phases
2 and 3, respectively. This discussion is more general because many of the decisions
and actions taken during these later phases will depend on the results of Phase 1.

Section 3.6 briefly reviews the responsiveness of the recommendations to the
competitive problems and special factors and limitations discussed at the conclusion of
Chapter 2.

3.1 INDUSTRY STRUCTURE OPTIONS

This study initially focused on defining an overall restructuring and privatization approach
that would serve as a basis for developing a work plan. As part of our analysis of the industry
and to facilitate the many discussions held, we established a framework for depicting
structural approaches. This framework has two components:

1. A graphical depiction of structural alternatives showing a breakdown by function (I.e.,
generation, transmission, distribution, and customer-side activities) and whether each
was potentially competitive or a natural monopoly. (This presentational format was
described in Chapter 2 and illustrated in Figure 2.1.)

2. A continuum of industry structures classified according to degree of vertical
integration, reliance on competition, and focus of regulation. This continuum was used
in conjunction with the graphical depiction to assist in evaluating the alternatives with
industry participants.

Part of the evaluation process was a two-day workshop, attended by representatives from the
Department of Energy (DOE), NAPOCOR, the Energy Regulatory Board (ERB), the
Philippine National Oil CompanylEnergy Development Corporation (EDC), Philippine Rural
Electric Cooperative Association, Department of Finance, USAID, and cooperatives and
private distribution companies. The workshop participants considered the basic alternatives,
and the workshop's results were used to help shape this report's recommendations.
Subsequently, discussions were held throughout the industry to review these alternatives and
test and refine the recommended approach. 1

3.1.1 Continuum of Industry Structure Approaches

Figure 3.1 depicts the range of options considered to restructure and privatize the Philippines
electricity industry. These options are differentiated by three characteristics:

1 The proceedings of the workshop are included as Appendix E.
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Figure 3.1
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The degree of vertical integration in the structure of the industry. Structural
approaches falling on the left of the continuum exhibit a low degree of
integration, where core functions (Le" generation, transmission, dispatch,
distribution lines, and distribution sales) are unbundled and performed by
separate entities. In contrast, industry structures falling on the right of the
continuum exhibit a high degree of vertical integration, where core functions
are bundled in one vertically integrated firm.

Reliance on competitive forces as a primary means ofpromoting efficient
investment and operations. Industry structures falling on the left of the
continuum rely much more on competition in the generation and sales
functions. Structures on the right rely little on competition (the vertically
integrated firm virtually precludes competition).

There are three principal areas where competition is desirable:

Cl in the generation sector to serve the power requirements of a diverse
market

Cl at the retail level to serve the power and other service requirements of
end-users

Cl between supply- and demand-side resources based on cost-effectiveness
and relative risk.

It is generally acknowledged that the other areas of the electricity business,
notably transmission and the distribution "lines" service, are natural monopolies
where meaningful competition is not possible or desirable.

Focus ofregulation. For the unbundled industry structures on the left of the
continuum, regulation is more concerned with precluding monopoly power in
generation and retail sales, and with maintaining a competitive balance among
sector participants. For structures on the right, however, regulation of the
vertically integrated utility is focused on controlling monopoly power through
price and investment regulations and other regulatory interventions in utility
management decisions.

3.1.2 Industry Structure Options

Five structural options are depicted on the continuum of Figure 3.1. The first two approaches
listed below are fundamentally different approaches to industry structure. Between them are
many variations. Three of these are depicted on the continuum.
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Short-Run Marginal Cost (SRMC) or Bid Pricing System,2 Anchoring the left
of the continuum, this approach exhibits the most unbundling and reliance on
competition. It served as the underlying basis for the restructuring and
privatization of the electric sectors in England/Wales and Argentina. Under this
option, a balanced, competitive generation market would be established to sell
power to a central grid (based on a price bidding approach on the
England/Wales grid, i.e., hourly blocks at specified prices, or on estimated
shortMrun marginal generation costs on the Argentina grid). Generators would
receive the marginal block price during any particular hour. Distribution
companies and customers directly connected to the grid would also purchase
from the grid at the hourly marginal prices, plus the cost of transmission and
losses. Hedging contracts between the sellers to the grid and the buyers from
the grid would emerge both to protect against price risks and to enable
generators to obtain financing. This option was considered for the Luzon grid
and, as discussed later in this chapter, it may have 10ngMterm applicability.

Vertically Integrated Utility. Anchoring the right of th~ continuum is the most
bundled approach, which relies heavily on costMbased price regulation and other
regulatory intervention, and precludes competition. Perhaps the most
representative of this industry structure approach is Electricite de France. It is
also widely prevalent, although eroding, in the United States.

Unbundled Functions/Decentralized Planningllnter-Utility Operations
Integration. This approach, as it would operate in the Philippines, is
substantially reliant on competition and is the recommended long-term structure
goal. It involves extensive unbundling and places power procurement
responsibilities with the distributors, who are those most affected by such
decisions. Through coordination agreements, however, it also allows the
utilities to capture economies of scale possible with large utility systems and to
achieve optimal use of in-place generation.

Unbundled Functions/Central Power Acquisition. This approach also involves
extensive unbundling, but relies on a central organization to procure and re-sell
power to the distribution utilities. Because of the relatively small sizes of the
Mindanao and Visayas grids, the industry in these regions may in many
respects operate de facto under this structural approach. The Luzon grid may

2 In the Restructuring and Privatization Workshop and the related materials, this approach was
referred to as the "Market Clearing Pricing System." This fmal report uses the term "SRMC or Bid Pricing
System" to more accurately reflect the distinguishing characteristics of this approach, which attempts to
most closely approximate the classical economic pricing model where there is efficient competition and
prices are based on short-run marginal costs.
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also operate mostly under this structure during Phase I, but during that time,
should be moving at an acc~lerating pace to the recommended structure.

Cu"ent Structure. This approach involves a high degree of bundling and a
relatively low degree of reliance on competition. It was diRcussed in Chapter 2.

The four structural options that were rejected are discussed in more detail in Chapter 4, which
includes a discussion of the evolution of the current structure and the applicability of
privatizing NAPOCOR along the lines followed by Petron, the refining and marketing
subsidiary of PNOC.

3.2 RECOMMENDED STRUCTURE AND PRIVATIZA .'ION ApPROACH

Figure 3.2 presents the recommended long-run structural direction for the industry and
NAPOCOR: unbundled functions/decentralized planning/inter-utility operations and p~:mning

coordination. This structure would move the Philippine electr.city industry f.!ubstantiaJ.ly
toward less integration and toward more unbundling and greater competition, with some
shifting of regulatory focus toward preserving competitive generation and sales markets and
away from controlling monopolies.

3.2.1 Key Features of the Recommended Approach

The key structural features of the recommended approach depicted in Figure 3.2 are:

~ Generation. NAPOCOR's generation is unbundled and privatized, both
vertically (separated from transmission) and horizontally (regionally and intra
regionally).

c IFP GenCos are a major factor in power supply, responding to the
competitive bidding programs of utilities. Existing NAPOCOR
generation is, to the extent practical, also spun off to IPP GenCos
during Phase I of restructuring. Geothermal genenttiorr is also
accomplished through independent povver producers. NAPOCOR's IFP
contracts are subsequently either devolved to the private regional power
supply companies established in each region, i.e., Luzon, Visayas and
Mindanao, or devolved directly to distribution utilities and large end
users.

c NAPOCOR's hydroelectric properties (not including pumped storage a'1d
small hydro projects) are spun off to an independent Republic of the
Philippines (RP)-owned authority, which is responsible for developing
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RECOMMENDED INDUSTRY STRUCTURE. 3-8

new major hydro resources on a national basis.

c Organized initially as an autonomous subsidi~, the long-term structure
and ownership of NAPOCOR's Luzon generation will be two to four
private companies.

c NAPOCOR's remaining generation in Mindanao and Visayas is
organized into separate subsidiaries and sold to private operators and
investors.

c Other NAPOCOR activities (e.g., the Small Utilities Group) become
subsidiaries and are privatized to the extent practical.

c New entrants ("buying companies") will emerge and will serve the role
of combining the buying power of a group of utilities, or acting on
behalf of a single utility, as agents to secure power supplies. :For
example, this report recommends a program through which utilities will
consolidate and form generation or power acquisition companies to
develop or acquire their power needs.

c NAPOCOR remains in the fuel supply business only if there are
compelling strategic reasons and not because of taxation policy.
Otherwise, NAPOCOR should withdraw to encourage the emergence of
a full range of fuel supply providers. Geothermal steam is produced as
currently practiced.

c As a result, National Power Company (NPC) Holding emerges as a
streamlined and focused entity and in the long tenn, will be principally
concerned with transmission and planning and operating coordination.3

Transmission. The transmission system is established as an autonomous,
independently managed subsidiary of NAPOCOR (Transco) and invests in
transmission facilities, operates and maintains the high-voltage systems (and
also sub-transmission systems, depending on the success of distribution utilities
in consolidating and purchasing these facilities), and plans and implements
interconnections. Other entities, including utilities and generators, may also
develop and own transmission facilities that are consistent with the Transco

3 The issue of increased overhead associated with multiple entities was raised during the study.
However, small increases in the efficiency of generation investment and operation can quickly offset the
overhead associated with managing the more numerous (and more focused and accountable) generation
entities. Power sector restructuring has in some cases established each generating unit as a separate entity
(Argentina).
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grid expansion plan; owners of these private facilities must provide access to
other users if capacity is available and would earn associated wheeling revenue.
However, control and/or operation will reside with Transco. Grid prices are
regionally differentiated. Grid operation and generation dispatch (poolco) and
long-term system reliability and capacity planning (planc~') are also performed
by Transco. Transco will operate on a commercial basis and establish standard
and non-discriminatory grid access policies and wheeling charges.

Distribution. The responsibility to plan and provide for power supplies is
placed with the distribution utilities, who must prepare integrated resource
plans (IRPs) to identify the most cost-effective demand- or supply-side
alternatives to meet customer requirements. In preparing IRPs, the utilities
would first implement cost-effective DSM and then procure remaining
generation requirements through a competitive procedure. Distribution utilities
may engage in a mix of self-generation (rate-based), purchases from IPP
GenCos (including subsidiaries), purchases from regional power supply
companies, and DSM, all as justified by competitive procurement procedures.
However, self-generation and purchases from subsidiaries will involve special
regulatory oversight and approval.

The "lines" function is ring fenced4 to provide transparent retail prices, and
retail wheeling tariffs are developed. Initially, only large, direct connected
customers meeting threshold size requirements would be permitted to take
wheeling service, but these restrictions would be relaxed over time, based on
competitive conditions, to embrace a broader definition of consumers to
increase competition, check the growth of generation and the market power of
distribution utilities, and promote efficiency. NAPOCOR's directly connected
customer business is also ring fenced to provide regulatory oversight. The
buying companies may develop or acquire power supplies and, utilizing retail
wheeling tariffs, compete with distribution utilities for sales to customers
within the utilities' franchise areas.

Although distribution utilities will be allowed to enter into self-generation or
purchase directly from subsidiaries, these activities are tightly ring fenced, must
be justified through IRP competitive procurement procedures, and are subject to
close regulatory oversight.

4 Ring fencing is a term that applies to alternatives to actual structural unbundling and separation of
ownership. For example, ring fencing might be accomplished through establishing divisions or wholly
owned subsidiaries, implementing accounting practices that isolate functions, disaggregating prices for
different services, or focusing regulations on key utility activities or decisions. See Section 4.1 for more
discussion on ring fencing and its limitations.
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DSM. Both utility DSM and independent energy services companies (ESCOs)
serving the utility's DSM program needs will grow in importance under the
new structure, as integrated resource planning principles demonstrate the
validity of demand-side options in the resource acquisition process.

Power Purchase Agree""mts. Power purchase agreements between generators,
distribution utilities and end-users (where retail wheeling is in practice) govern
the basic terms of power supply arrangements.

Coordination. An important requirement is the need for comprehensive
planning and operations coordination arrangements covering all grid
participants with respect to the system-wide "pooling" and coordinated
reliability and generation dispatch services to be provided by Transco. An
integration agreement entered into by all grid participants, a set of rules
established by DOE, or a combination thereof, would be subject to regulatory
oversight and would govern all grid use and transactions. It would cover such
key areas as the capacity obligations of each utility, centralized unit
commitment and economic dispatch (short-term spot market interchanges),
coordinated maintenance scheduling, provisions for making short- and 10ng
term capacity sales among utilities, coordinated planning, access rights to new
generation, and pricing, billing and shared-savings procedures covering
transactions between utilities.

Customers. Customers may also initiate DSM and/or work with ESCOs to
develop and sell their DSM potential.

The restructuring and privatization are accompanied and supported by several initiatives to
rationalize pricing practices and eliminate subsidies, improve the financial operations and
structure of distribution utilities, and build capabilities at ERB and DOE.

This long-run industry structure approach promotes efficiency and competition in several
ways. It creates the most buyers and sellers of generation, and it puts in place an operating
and integration framework that facilitates bilateral trades among these buyers and sellers. It
also facilitates ease of entry into generation, and assures access to transmission. Functions are
significantly unbundled, with level playing fields. Coordinated planning is an essential feature,
thus making planning information readily available. Transparent pricing is also facilitated. The
use of integrated resource planning introduces competition between supply- and demand-side
resources and, by formally introducing DSM as a valuable option, opens up a new supply
resource. These conditions act to promote efficient investment and end use. Through the
coordination agreement and the associated price rules for unit commitment and dispatch,
short-term operational efficiency is also promoted and rewarded.
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3.2.2 Phases of Restructuring and Privatization

Reaching the long-run target industry structure will realistically take several years. The
current dominance of NAPOCOR in the generation market, the financial and management
constraints of the distribution utilities, and the other critical issues that the industry must
remain focused on -- most nota.bly, restoring the industry to a healthy power supply situation
-- are key considerations that argue for a phased approach. A three-phase plan is
recommended here. The objectives, estimated time frame, major activities, and expected
results for each phase are summarized in Table 3.1. These phases are discussed in more detail
in Sections 3.3 through 3.5.

Phase 1. This phase covers the next four to five years. With a special concerted effort, it
might be feasible to shorten this period or to accelerate certain activities. However, this phase
entails a logical sequence of steps that should be implemented in a comprehensive and quality
manner. During this phase, the major focus will be on building the strength of the industry,
restructuring the transmission and generation sectors, implementing inter-utility coordination
arrangements, decentralizing planning and decision making, consolidating and building the
financial and management capabilities of the distribution utilities, and easing the industry into
more competitive markets requiring more sophisticated management and technical expertise.
During this phase, NAPOCOR will also continue to work with the private sector to refurbish
and operate its generation facilities. However, more critically, NAPOCOR will prepare to
completely privatize its generation activities on each grid.

Phase 2. This phase covers a shorter but critical period during which a major evaluation and
reassessment is conducted before embarking on the final structure and privatization initiatives
on each grid. The sale of the power supply subsidiaries in Mindanao and Visayas is
anticipated during this phase. The final generation privatization scheme in Luzon is not as
straightforward and will require additional restructuring during Phase 2 before NAPOCOR's
control over Luzon generation is transferred to the private sector.

Phase 3. During this four- to five-year phase, the industry will move into full implementation
and operation under the decentralized, more competitive industry structure.

3.3 PHASE 1: STRENGTHENING, PREPARING, AND RESTRUCTURING THE
INDUSTRY

This section describes the major actions to be undertaken during the next five years to
implement the recommended industry structure and increase private sector participation. These
actions deal with restructuring and strengthening the industry, and preparing it for operation
under the new structure. They also lay the groundwork for a significant privatization of
generation entities.
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Table 3.1 Phases of Restructuring and Privatization

Phase 1: Strengthen and reslnlclure industry. Phase 2: Evaluate results, implement further reslnlcluring. Phase 3: Move into final stnlctures and competitive
and privatize. environments.

Time Frame: 1994-1998 (4-5 years) Time Frame: 1998-1999 (2 years) Time Frame: 1999-2004 (4 to 5 years)

Objectives: Strengthen all sectors and participants; Objectives: Evaluate IeSU1ts and industry peIfonnance; set Objectives: Achieve full JeStructuring and decentmlizcd
restructure genemtion and tmnsmission; establish coordination fmal restructuring goals; adopt policies that accelemte planning; establish fully etrective competition in
ammgements; consolidate distnoution utilities and build participants' growth into new slructure and responsibilities; genemtion, retail sales and resoun;e planning; monitor
capabilities; prepare induslIy for competition, privatization privatize genemtion. competitiveness and induslIy performance.
and deccntmlization.

Major Activities: Major Activities: Major Activities:
o UnbWldle genemtion horizontally and vertically o Conduct key evaluations (e.g., competitive o Implement prognuns detennired by assessing
o UnbWldle tmnsmission conditions, success of IRP, coordination development of the industry under the
o Unbundle hydroelectric to Hydro Authority ammgements, distnoution utility consolidatiQn) restructuring and privatization initiatives
o Decentmlize planning responsibility and adopt IRP o Make stIUctuIal goal adjustments; re-visit o Extend practices such as retail wheeling and
o Establish opemtions and planning coordination workability of alternative competitive models retail sales competition
o Rationalize pricing; introduce retail wheeling in Luzon; improve coordination ammgements o Adopt incentive regulatol}' schemes proven to be
o Consolidate and strengthen distribution utilities o Privatize genemtion: sell Mindanao and Visayas effective
o Promote private participation in genemtion (IPP subsidiaries; select and implement fmal Luzon o Monitor competitiveness, lIUlIket behavior and

bidding, ROMs, etc.) genemtion privatization plan the potential for market dominance
o Strengthen regulatol}' and policy agencies o Expand retail wheeling
o Streamline NAPOCOR through additional subsidiaries, o Implement policies to accelemte utilities'

mtionalize staJrmg levels adaptation to new structure

Major Results: Major Results: Major Results:
o NPC power supply subsidiaries in Mindanao, Visayas o Adjustments to structural and o\\nership goals o Full functioning of all utilities under

and Luzon o Adjustments to regulatol}' oversight and policy decen1Ialized decision making
o NPC national tmnsmission subsidial}' responsible progmms o Competitive genemtion JIllIIkets

for tmnsmission, dispatch and opemtions o Improved IRP and coordinated utility planning o Competitive retail sales lIUlIkets
coordination, and co:>rdination of planning from o Enhanced opemtions coo~tion; full economic o Widely practiced, state-of-the-art IRP
national perspective dispatch on all grids o Innovative regulatol}' incentive progmms

o RP Hydro Development Authority o Privatized genemtion o Efficient inter- and intm-grid coordinated
o Integmted resowce planning by all utilities o Increased competition: genemtion, retail sales, opemtions
o Coordination ammgements to achieve efficient supply-side vs. demand-side resowces o Stable, efficient size and financially

opemtions and planning o Improvements in structure and perfonnance of viable distn1>ution utilities
o Transparent, unbundled prices distribution sector
o Increased private participation in genemtion
o Consolidated, strengthened and fmancially viable

distribution utilities
o Improved regulatol}' and policy capabilities
o Streamlined NAPOCOR
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3.3.1 Presidential Decree No. 40, Distribution Utility Responsibilities and IRP

An essential step in establishing a new framework is to repeal Presidential Decree No. 40 (pD
40) and amend NAPOCOR's corporate charter in recognition of the changes in the industry,
the evolving role of NAPOCOR, and the greater part that all utilities will play in fostering a
competitive, efficient generation market.

Under the provisions of PD 40, NAPOCOR has the responsibility for "the setting up of
transmission line grids and the construction of associated generation facilities in Luzon,
Mindanao and major islands of the country including the Visayas," with the "ultimate
objective for NAPOCOR to own and operate as a single integrated system all generating
facilities supplying electric power to the entire area embraced by any grid set up by
NAPOCOR." PD 40 has been modified to facilitate the development of the independent
power project (IPP) market and to enable others (including distribution utilities) to enter
generation. However, these entrants are by exception only, and the responsibility for
transmission and generation development and for preparing the annual national Power
Development Program remain with NAPOCOR.

Developments in the past few years have modified the provisions of PD 40. Most notably, the
construction, ownership and operation of generation facilities by private sector participants
has been made possible through Executive Order No. 215 (EO 215) and the implementing
rules, and NAPOCOR has relied heavily on independent power producers during the "fast
track" period for new thermal capacity. Continued reliance on IPPs is NAPOCOR's official
strategy, which might be extended to non-thermal plants and possibly to transmission
facilities. Some of the larger distribution utilities are also seeking participation in generation
development, ownership and operation.

The changes in generation development in the industry have spawned a number of regulatory
and private sector activities to establish a workable framework to accommodate wider
participation in the generation market. In particular, revisions are being made to the EO 215
implementing rules, Meralco and NAPOCOR are negotiating a long-term power purchase
contract which is purported to be the model for all utilities, and Magellan Utilities
Development Corporation is seeking a transmission wheeling agreement from NAPOCOR in
conjunction with Meralco's generation development plans. The results of these activities are
likely to be exceedingly complex, difficult to implement realistically in some cases, and have
questionable effectiveness in establishing an efficient, workable framework to facilitate and
guide the orderly development of the industry.

Legislation will be required to repeal PD 40. Upon repeal, the amendments introduced by EO
215 become ineffective. The charter of NAPOCOR, as set forth in RA 6395, would require
amendment to make NAPOCOR's charter consistent with its new role and the roles of other
entities in the industry. The principal thrust of repealing PD 40 and amending NAPOCOR's

. charter is summarized in Table 3.2.
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Table 3.2
Effect of PD 40 Repealing Legislation and

Amendment of Corporate Charter on Responsibilities
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Generation investment,
operation, and wholesale power
sales

Transmission investment and
operation

Planning

Small island electrification

Hydroelectric development

Geothermal generation

Fuel Taxation

NAPOCOR, except by explicit
exception

NAPOCOR

NAPOCOR

NAPOCOR

NAPOCOR, in coordination
with other RP agencies

NAPOCOR

NAPOCOR exempt

Open entry into generation,
subject to compliance with
planning and operating
coordination arrangements

Transco (or other entities by
permission of DOE)

All utilities, including
Transco, Poolco and Planco

NAPOCOR subsidiary

New RP Hydro Authority

Open entry into generation,
subject to prohibition based
on market share

All generators treated equally

In step with repealing PD 40 is establishing the responsibility of the distribution utilities to
plan and provide for their power supply requirements. During Phase 1 there will be strong
regional NAPOCOR-owned power supply companies that will stand ready to meet the power
requirements of utilities pursuant to contractual arrangements. However, the obligation to
serve and the associated obligation to secure power resources is now shifted to the
distribution utilities. Successor owners of the regional power companies will not operate
under an obligation to serve. Continued reliance on the regional power companies for total
requirements mayor may not be a viable long-term option for distribution utilities, nor may it
be the most cost-effective.

In this respect, the manner in which the distribution utilities perform their planning and make
resource acquisition decisions becomes of central importance. Under the restructured industry
and pursuant to the requirements of the legislation that repeals PD 40, utilities will be
required to implement integrated resource planning and competitive bidding procedures for
resource acquisition. The methodologies for performing IRP and the protocols for conducting
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competitive resource acquisitions will be prescribed by DOE. Once IRP is in full practice, a
utility must show that it has sought out and procured the most efficient resources.

The repealing legislation should address two additional issues. First, it should direct ERB to
develop and implement policies that govern the conditions under which distribution utilities
may participate in generation, either rate-based or by purchasing from an affiliated entity. For
example, ERB can require that utili.ty participation in generation be justified through a
competitive procurement duly approved and supervised by ERB. Bid responses should be
subject to an independent evaluatitJn. ERB may adopt other cost benchmarks to ensure that
utility's plans are cost-competitive.. ERB could also institute other criteria or reporting
requirements.

Second, the legislation should di.rect that the restructuring and privatization plan adopted upon
the repeal of PD 40 incorporate. appropriate measures to reasonably protect NAPOCOR from
financial risk stemming from the defection of customers, potentially leaving NAPOCOR with
excess generation assets. The approach currently under discussion of entering into long-term
(lO-year) contracts illustrates one way of addressing this concern. An alternative could be an
indefinite term contract, but where each party may unilaterally reduce its commitment with
proper notice (e.g., reducing commitments by up to 20 percent a year starting in year 10, as
long as a five-year notice is given). Under either approach, however, procedures for engaging
in short-term capacity trades should be established to enable utilities to better manage the
uncertainties unavoidably associated with contracting long term for generation supplies (see
Poolco discussion in Section 3.3.2).

3.3.2 Transmission

Establishing the national transmission company ("Transco") is a key structural change.
Transmission is a natural monopoly activity that exerts great control over the workability of
transactions between buyers and sellers of generation. Open access to transmission under fair
and transparent prices is essential to establish a more competitive market between generation
sellers and buyers, and is a key requirement in promoting more self-reliance on the part of the
distribution utilities in power procurement.

It is recommended that Transco be a wholly-owned, commercial subsidiary of NAPOCOR.
NAPOCOR's ownership of this subsidiary is made acceptable by the successful
implementation of the other recommendations that call for NAPOCOR to privatize its
generation assets and responsibilities. By accomplishing this, NAPOCOR avoids an inevitable
conflict of interest when the owner of the transmission grid is also a competitor in the
generation market. However, although the restructuring plan calls for the privatization of
NAPOCOR's generation, NAPOCOR will nevertheless remain in the generation business for
several years. In this regard, it is critical that the management of Transco be completely
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independent of the generation business. Transco should also have its own board that does not
overlap with the board that deals with the generation business.

Ownership interest in Transco could be sold to private investors. However, given the central
role that Transco will play in the industry, this should not necessarily be done. It is also not
necessary or important that a decision on the sale of ownership interest in Transco be made at
this time. Rather, the key action is to establish an independent, well-managed, commercial
company that operates under efficient regulation and that is relatively free of political
interference in its operations and profitability. In this respect, it is critical that regulations
applied to Transco establish levels of profitability and cash flow sufficient to maintain stand
alone commercial viability. ERB has considerable latitude in this regard. Under existing
authorities, ERB may allow Transco to earn as high as a 12 percent return on rate base. If
this is not sufficient to provide at least 20 percent of Transco's ongoing capital requirements
for expansion and rehabilitation, then ERB should adopt price regulation based on cash
requirements similar to the policy for cooperatives. IfERB requires furthering enabling
authority to regulate Transco's prices in this manner, this authority should be established
through the restructuring and privatization implementing legislation.

Transco will have three principal functions: 1) construction and operation of transmission
facilities, including island interconnections; 2) generation and transmission systems dispatch
and the coordination of grid operations (poolco); and 3) coordination of system-wide
planning, including the preparation of the national Power Development Program. Each of
these functions is discussed below.

Facilities

Transco will plan, construct, finance and operate the high-voltage backbone system on a
national basis. It may contract out various facets of its business, including the operation and
maintenance of transmission facilities and construction, to carry out its responsibilities at least
cost. Although Transco would develop and own most transmission facilities, other parties may
also develop transmission. For example, Transco may enter into build-operate-transfer
arrangements for the provision of new facilities or may adopt a system of capo:.city contract
rights to promote private sector investment in new transmission. Moreover, distribution
utilities may own transmission facilities, e.g., Meralco in the case of its currently owned
transmission. However, existing and new transmission facilities developed by non-Transco
parties must be fully integrated with the Transco grid, consistent with Transco's grid
expansion plan, and made available to other users under standard wheeling tariffs approved by
ERB.

Transco will coordinate its planning activities with those of the utilities, generators and the
Hydro Authority through its Planco subsidiary. Transco will plan and implement
interconnections. The costs of both current and future interconnections will be allocated to
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each grid based on the use by and benefits to each grid. Depending on the specific generation
projects and uses that justify the interconnection, costs may be allocated to specific end-users
or utilities.

Transco will provide open access to transmission under transparent and fair prices that are
regulated by ERa. Prices will be disaggregated by voltage leveis and any special allocations
that may be warranted, for example, 69 kV facilities. Unless explicitly directed otherwise by
DOE or legislative mandate, Transco will set transmission prices that are free from subsidies
and are differentiated by region (Le., Luzon, Visayas and Mindanao) to reflect differences in
costs.

Although Transco will normally have no interest in generation, it should be given emergency
authority, subject to DOE approval, to independently contract for generation in the case of
projected or actual capacity shortages. The capacity would eventually be sold to utilities that
are short on capacity, or costs would be recovered through direct charges to utilities. ERa
would regulate the investment and sale of any emergency power acquisition by Transco. This
authority would be invoked only in a case where the competitive market and utilities have in
some manner failed to meet their obligations to serve the customers' loads.

Transco will also own and operate certain 69 kV facilities that serve a transmission function
or that are otherwise deemed to be of strategic importance to the stability and purposes of the
grid. However, many of these facilities will be eligible for transfer to consolidated distribution
utilities pursuant to the program discussed in Section 3.3.6.

Pooleo and Coordination A"angements

Transcots Poolco operations will be the centerpiece of the industry operations. Poolco will
work closely with Planco in generation and transmission system planning. It will also work in
concert with DOE, ERB, generators and utilities in developing aspects of the necessary inter
utility coordination arrangements needed to plan and operate transmission and generation on a
"one-system" basis as much as practical.

Among Poolco's key functions are the following:

~ commitment of units to the grid based on least cost, reflecting system-wide
economies and operating requirements

economic dispatch on a real-time basis to meet energy requirements, provide
operating reserves, and maintain voltage and system stability in a system-wide
least-cost manner
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determination of methods of setting unit short-run costs for the purposes of
dispatch

coordination of maintenance scheduling on a system-wide basis to minimize
costs and maintain system reliability

in conjunction with DOE, setting of reliability criteria and required reserve
levels, load shedding and emergency procedures

administering other features of inter-utility coordination arrangements and
tracking and billing associated transactions among utilities.

A key requirement of the restructured industry is to implement inter-utility operations
coordination arrangements to integrate and facilitate efficient power planning, purchases and
investment, and to govern the operations of generation facilities across all utilities. In order
for utilities to assume an increasing role and responsibility in power supply planning, make
investments in generation, enter into contracts with IPPs, and operate their portfolios
efficiently, it is desirable to coordinate and integrate these decisions across all utilities to
approach "one-system" operation and economies. Otherwise, individual utilities in pursuit of
their own objectives will fail to capture these economies.

It is recommended that the restructuring process begin in Phase 1 with DOE issuing the
necessary rules for coordination, working in concert with Poolco and the regional subsidiaries,
Transco, IPPs and the distribution utilities. As the restructuring progresses, these DOE rules
may be amended or replaced by a comprehensive integration agreement among the utilities
with the approval of DOE. In this way, integration arrangements are begun in the proper
policy direction, and lengthy and potentially contentious negotiations among utilities will not
delay restructuring. The DOE rules can be modified as experience is gained.

Among the important provisions that should be developed as part of the coordination
arrangements are the following:

.. Procedures jor specifying the capacity obligations ofeach utility. Setting
capacity obligations entails the adoption of reliability standards and the reserve
levels required to meet reliability goals. Associated with these procedures
should be provisions for penalty payments from capacity-deficient utilities to
those that meet their capacity obligations. Capacity obligations can be met
through firm power purchases (e.g., from regional power corporations), unit
power purchases (e.g., directly from IPPs), and self-generation.

Procedures jor central unit commitment and economic dispatch. All generation
should be committed to the grid for dispatch by Poolco using cost minimization
principles. Not only will Poolco minimize energy generation costs, but it will
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allocate spinning and other operating reserve requirements and local area
voltage generation support in the most efficient manner across the grid. Central
economic dispatch will result in short-term, or spot market, transactions among
the utilities, depending on the relative efficiencies of generation units.

Procedures for costing and pricing these transactions and sharing the savings
must be developed as part of the coordination arrangements. These will be key
to promoting efficient maintenance, operation and utilization. The pricing rules
can be structured to reward efficient units by allowing them to make energy
and/or capacity sales at the avoided costs of other generators. Under this
pricing scheme, the most efficient generators will earn additional revenues
(which may be shared with the utilities that have otherwise contracted for the
capacity of the unit, pursuant to the terms of the power purchase agreement).
The least efficient generators or those with poor availability factors wilJ not be
able to take advantage of sales opportunities and will see their generation
further curtailed by more efficient generation. These less efficient generators
will in effect purchase generation from other generators at avoided costs.

Power purchase agreements between generSl/.JrS and utilities or end-users that
incorporate minimum offtake provisions may reduce the potential for efficient
dispatch, depending ,on the specific features of the offiake provisions. If the
provision is designed more to guarantee a minimum amount of revenue to the
generator, then economic dispatch may still be practiced. If, however, the
provision reflects the generator's contractual obligations to take or pay for fuel
supplies, economic dispatch may not always be possible. For the purposes of
optimizing the use of the most efficient units, minimum offtake contracts tied
to underlying fuel purchase obligations should be avoided to the extent
practicable. It will be important that generators participate in the setting of
Poolco's dispatch rules and procedures to properly account for the specific
contracts and other limitations of each generating unit.

Procedures for scheduling maintenance. As the diversity of generation
ownership increases, so will the importance of coordinating the scheduled
maintenance across organizational boundaries. Procedures should be established
for accomplishing efficient maintenance scheduling and for compensating
utilities that must schedule their maintenance at a time that is optimal for the
system overall, but not optimal from their own system's perspective.

Procedures that facilitate short-term capacity sales among utilities. As utilities
become responsible and self-sufficient in providing for their own power
requirements, an efficient market for trading capacity will become increasingly
important. In particular, entering into long-term purchase contracts, e.g., with
NAPOCOR, will expose the utilities to ongoing exposure to either capacity
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surpluses or shortages. Imbalances can be especially expected on a short-term,
year-to-year basis. Some utilities will be short and some long, and a capacity
trading market is needed to enable the utilities to balance their requirements.
The integration arrangements can facilitate these transactions, in part:cular,
short-term trades among utilities to meet capacity obligations and smooth the
lumpiness of capacity additions.

Procedures that promote coordinated planning and investment. A generating
unit or power purchase that meets overall system plan requirements as
documented in the national Power Development Program or the plan of an
individual utility approved by DOE should be afforded the benefits possible
through the coordin&tion arrangement, including economy energy and operating
reserves interchanges, scheduled maintenance energy and capacity services,
unscheduled maintenance energy and capacity services, and acc~ss to the short
term trading market. The denial of these benefits to a generator that is not
consist.ent with the national plan will serve as a significant incentive to comply
with industry policies and plans.

The coordination arrangements would grow in sophistication as the utilities take on a larger
role in planning their future and in taking responsibility for meeting their own power
requirements.

In effect, the industry is currently working on implementing "first generation" integ"ation
arrangements through the following initiatives:

~ negotiations to structure a long-term (1O-ye~) power purchase agreement
between NAPOCOR and Meralco, which also addresses such issues as joint
operations committees and reserves and back-up power

planned roll-out of a NAPOCORlMeralco-type agreement to all other utilities,
requiring the utilities to identify the power requii.ements they need from
NAPOCOR and enter into a firm contract for these requirements

transmission agreement negotiations between Magellan and NAPOCOR, which
must address and resolve many complex transmission access and pricing issues

r.evised rules to implement Executive Order No. 215 dealing with the entry of
non-NAPOCOR entities into the generation market.

The long~~r-term problematic areas in the prospective NAPOCORlMeralco agreement include
the provision for setting capacity obligations, lack of specific provisions on how economic
dispatch and economy intercha.nge of energy and operating reserves will be accoi.~plished, no
formal provj,·jons for coordinating maintenance and sharing the related costs, and no
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provisions for facilitating a capacity trading market. Although EO 215 implementing rules
attempt to address some of these deficiencies. they lack any prescriptive solutions and rely
heavil}' on :>ilateral negotiation among the affe~eJ utilities, with a regulatory fall back if
n"gotia\!ons fail.

The implementation of the Hagler Bailly operations integration recommendations will replace
many of the prospective provisions of the above agreements. Transmission will be provided
and priced by Transco, EO 215 will be repealed, and many of the provisions of the long-term
contract would be affected. Under the integration arrangements recommended here, the
requirement for utilities to enter into long-term contracts for their requiremen~s from
NAPOCOR may be retained. However, those contracts would then become more
straightforward firm powet supply contracts, and the many complexities of integrated
planning and operation would be resolved via the industry-wide coordination arrangements.
The long-term contracts would simply be a component of the utilities' supply portfolio or
supply obligation, as the case may be, under tile provisions of the broader coordination
arrangement.

In constructing coordination arrangements, it will be instructive for NAPOCOR, DOE and
representatives from the distribution utilities to study the contractual integration approaches
and experiences of several power pools internationally.

Planeo and Preparation ofthe National Power Development Program

The competitive environment proposed for the electricity industry requires fundamental
changes in the current planning process, including t.1).~ preparation of the industry-wide Power
Development Programs (POPs) for each region on a regular basis. The planning process
should:

.. incorporate all utilities, reflecting the e"panded responsibilities of the
distribution companies and a separate Transco and Hydro Authority

.. eliminate NAPOCOR's responsibility for developing the national PDP

.. make the pllUlIing process consistent with the inter-utility coordination
arrangements.

Planning in the restructured industry will be more decentralized and in this respect, "national
planning" will be more difficult. The national plan is primarily the aggregated plans of the
utilities. These individual plans are made more efficient through the coordination
arrangements (e.g., adoption of reserve requirements on a system-wide basis). The individual
plans are also coordinated through the Transco subsidiaries Poolco and Planco to account for
transmission constraints and optimal siting. Through Planco, the utility plans are aggregated
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and reviewed by DOE. DOE may issue poHcy directives or ask for revisions or further
analysis as a basis for approval of the plans.

NAPOCOR will no longer be responsible for planning and providing for power requirements.
in the restructured industry, Transco will be a separate entity that must be fully integrated
into the planning function. All utilities will forecast their requirements and develop a plan for
meeting these requirements. Planning for the development of geothermal projects, which must
compete on an equal footing with otb~r power supplies in the restructured industry, must also
be coordinated. Similarly, planning for hydroelectric projects. must be coordinated.

One of the key workplan tasks will be to develop the "first generation" planning procedures
that will guide the industry during the early phase of restructuring. These procedures must be
developed in concert with and reflect the progress of the other structural changes. At the
broadest level, the planning procedures will involve several key steps:

1. Planning guidelines will be established for such areas as reliability policy and reserve
level goals, transmission constraints and committed transmission projects, siting
objectives or constraints, DOE policy goals and government incentives for fuel mix,
policy directives on such matters as economic development, and committed generation
project" that are available for participation.

To facilitate siting, Planco will develop simulation models to optimize the siting of
new generation. It will also develop costing studies for proposed new sites, and these
studies will be a factor in the siting planning, decisions and approvals.

2. Individual utilities will develop supply and demand plans through JRP procedures
approved by DOE.

3. Individual plans will be aggregated into grid-wide plans and evaluated by Planco and
Poolco, including, for example, assessment of demand forecasts, adequacy of current
and planned reserve levels, impact on transmission requirements, siting issues, or
consistency with national policy objectives and directives.

4. Utilities or Transco and the Hydro Authority will revise the plans as required to reflect
the results of the integrative evaluation.

5. Last, the plans will be integrated into a grid-wide plan by Planco and with approval by
DOE. It is important to note that certain national objectives, e.g., development of
indigenous geothermal resources, will be met by the IPPs' and utilities' plans, only if
these projects are competitive relative to other resource options. It will be incumbent
on DOE to address any economic or other development obstacles through appropriate
policy initiatives, e.g., taxation or financial incentives, in order to level the playing
field for geothermal, for example.
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Throughout this process, the utilities will perform most of the planning and evaluation, but
procedures, organizational responsibilities and checks will be established to ensure that the
utilities meet these expanded responsibilities.

A key requirement to assist utilities in performing effective planning is procedures for
facilitating their participation in new generation. With some notable exceptions, utilities in the
Philippines are too small and under-capitalized to enter the generation market independently.
However, ~hrough the coordination arrangements, this problem can be partly overcome. For
example, the arrangements can specify that for generation units developed by any utility
(including the regional power corporations) above a certain size or for IPP Genco contracts
entered into by utilities, that other utilities may participate in these projects up to a specified
amount, in small increments. In this way, all utilities can gain access to efficient-size
generation. Participation in generation can be accomplished in two basic ways:

• Unit purchase contracts, with a lead utility sponsor for the project who lays off
a portion to other utilities through these contracts. Of course, the strength of
the utilities entering into the unit contracts will also influence the
creditworthiness of the project. In this respect, small or financially weak
utilities will find it advantageous to consolidate and also form collaborative
organizations to make the purchase (see Section 3.6.6).

Unit ownership interest, where several utilities or collaborative organizations
co-sponsor a project and provide their combined financial muscle.

These two approaches can of course be combined for a project as well.

As part of these coordination arrangements, minimum financial and performance criteria can
be set for utilities to qualify for entering into a unit purchase contract. This requirement could
provide additional incentive for distribution utilities to consolidate and form strong
collaborative approaches to power acquisition. Power purchase opportunities for utilities are
market driven, i.e., the developer of the generation project must find the overall strength of
each customer an acceptable risk. This is a dimension on which IPPs can also compete.

3.3.3 Generation

NAPOCOR's generation business will undergo significant restructuring during Phase 1. This
restructuring is designed to create more diversity of generation, more focused entities, more
accountability, and ultimately, more competition. Through these actions, an orderly transition
can be orchestrated, wherein NAPOCOR can exit this business but leave behind a
competitive, responsive generation sector.

The key steps during Phase 1 are the following:
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1. Establish RP Hydro Authority

On all three grids, both NAPOCOR's existing hydroelectric projects and those currently under
construction and development, as well as planning, operating and support staff, will be
transferred to a new independent RP-owned authority that will develop and own major hydro
resources. Pumped storage and small hydro projects would not be transferred to the Hydro
Authority.

An altema,tive would be to leave the hydro plants with NAPOCOR as a separate subsidiary.
However, there are no compelling advantages in retaining this function within NAPOCOR,
and doing so would contradict the objective of removing NAPOCOR from the power
generation sector.3 The planning and operations coordination needed between Transco and
Hydro as separate entities pose no insunnountable problems. Separation provides more
focused organizations with more transparent operations and performance. Moreover, both
business are complex, and there is no need to add further complexity by combining them.

A work plan activity will be to define the basis for allocating and pricing current and future
hydroelectric generation. For example, current generation might be allocated according to a
system of entitlements reflecting, among other things, past usage; and generation from future
projects might be allocated on a contract subscription basis.

2. Establish Regional PllWer Companies

All remaining generation on each grid, including power purchase contracts, will be transferred
during Phase 1 to regional power companies (RPCs) as NAPOCOR subsidiaries (Luzon
Power, Mindanao Power, and Visayas Power). During this period, the RPCs would be charged
with the responsibility of managing these resources to achieve maximum value.

As described more fully in Section 3.4, in Phase 2 the Visayas and Mindanao subsidiaries
will be sold and the Luzon subsidiary will be further restructured by grouping and selling its
assets to two or more operating companies. A substantial "operating interest" can be sold to
an entity experienced in the power business that will bring needed capital and expertise;
shares can also be sold to the general public. In this respect, the privatization of the regional
subsidiaries would be similar to the sale of interest in Petton.

3 The privatization of major hydro projects is not particularly desirable and in most cases not
practical because private developer'3 either cannot successfully cope with the complex developmental issues
involved and the close coordination required with other governmental agencies in multi-use water projects,
or they have no relative advantage. This does not imply, however, that private sector participation of
certain kinds should not be sought; e.g., operating contracts and BaTs for specific components of a project
can attract private sector capital and expertise.
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During Phase 1 NAPOCOR and the RPCs will continue to privatize existing generation
through sale to IPPs, repair-operate-maintain (ROMs), and other contract arrangements. The
supply portfolios of the RPCs are available to provide general service to current and future
customers in much the same way as NAPOCOR does now. Moreover, these companies may
continue to serve the needs of their customers by adding future generation to their portfolios
and selling at average portfolio prices. Tariffs for service would be separately established by
each regional utility based on its actual costs rather than reflecting system-wide costs (and
various subsidies) as is the case today. Adjusting prices to this new regime may require a
transitilJn period to mitigate the effects of price increases necessary to accomplish this more
autonomous organization.

Both utilities and directly connected customers will be able to purchase their entire power
needs from the RPC portfolio. However, under the proposed plan, they will also be permitted
to freely enter the market to purchase all or any portion of their electricity requirements from
other suppliers by entering into bilateral contracts with independent power generators, power
collaboratives, or any other entities that may emerge as competition evolves. These supply
arrangements may take the form of power contracts that are unit-specific or involve purchases
from a combination of plants arranged in custom-designed portfolios by private suppliers.

During Phase 1, customers who purchase a portion of their supply from others also may
continue to buy from the RPCs under a partial requirements tariff. ERB would regulate all of
these purchase and sales transactions, whether consummated under tariff rates or through
contracts. Where effective competition emerges, this regulation should rely on market forces
to set prices, reserving the more comprehensive "rate-of-retum" approach to market segments
where service is still under monopoly control.

An issue that has been consistently raised regarding Mindanao Power is the potential effect on
rates. In the August 1993 report Technical Consultancy to Determine Feasibility ofCreating a
Mindanao Power Corporation, sponsored by NAPOCOR, it was estimated that Mindanao
rates could increase as much as 30 percent if Mindanao were established as an autonomous
subsidiary with rates fully reflective of costs. Although we have seen no similar formal study
for the Visayas grid, several industry participants expressed the view that the rate effects
would be similar. To derive at an estimate of the rate effect of eliminating subsidies, we
obtained from NAPOCOR its estimates of 1998 rates for each grid, which were based on an
overall return on rate base (RORB) for NAPOCOR's consolidated operations. These rates
were adjusted to remove the subsidies by equalizing the RORB for each grid. The results of
the analysis are summarized below:
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Percent Change in NAPOCOR 1998 Rates with Elimination of Inter-Grid Subsidies

Luzon Visayas Mindanao Small Utilities

At 8 percent RORB
At 12 percent RORB

(7)
(1)

17
25

6
18

102
119

The most severely affected is the Small Power Utilities Group, which would have rates
approximately 20 percent higher than Visayas, 40 percent higher than Luzon, and almost
double Mindanao rates. Many industry participants agreed that rate adjustments were both
necessary and feasible on the primary grids, but that eliminating the small grid subsidies
would be more problematic. Managing the phase-in of required rate adjustments will be
important, while giving the regions more self-control over their future power supply and cost.

It is noted that the existence of these subsidies and the perceived difficulties associated with
their elimination should not stand in the way of needed restructuring and'reform. If somehow
deemed to be in the national interest, the subsidies could be preserved, e.g., through the
government transfer price for generation assets to the respective RPCs or through Transco
pricing, although we do not support this approach.

3. Develop IPP GenCo Market

IPP GenCos will grow as key industry participants during Phase 1. With the exception of
hydro, these entities should be in a position to capture a large share of new additions in the
generation market. Driving the IPP industry will be the competitive procurement of the
utilities, working either independently, in collaboration, or through the RPCs. In conjunction
with ERB, DOE will monitor the IPP market for undue concentration of market share and the
degree of actual competitiveness; it will be authorized to place conditions on qualifying
bidders or limits on specific IPP GenCos to preserve or promote competition.

Geothermal generation is also accomplished through independent power producers. EDC and
PGI can continue to develop steam resources. It is important to ensure that projects are
developed at lowest cost, and this requires that other IPP GenCos be allowed to compete for
the power generation component of geothermal projects on a level playing field.

An issue that arises under the new industry structure concerns the definition of "public
utility." Under the new structure, an IPP may sell to more than one customer. These
customers could be either end-users or distribution utilities, or both. It is important that as
long as these sales are made as a result of competitive procurement under rules approved by
DOE and that a determination is made by DOE that sufficient competition exists in the IPP
market, then the IPPs are not subject to retum-of-rate based regulation. In preparing the
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enabling legislation for restructuring and privatization, the effect of the CA146 Public
Services Law on IPPs should be evaluated, and appropriate exceptions and authorities be
embodied in the legislation to eliminate economic regulation as a barrier to IPP market
development.

4. Levelize Fuel Costs

NAPOCOR is currently in the business of supplying fuel to IPPs as a result of the
peculiarities of fuel taxation. Unless it can be demonstrated that there is a compelling
strategic advantage to having NAPOCOR in the fuel supply business, which is doubtful,
NAPOCOR should exit this business and let the IPPs provide their own fuel supplies. Fuel
supply then becomes another dimension of competitive bidding and one of the means through
which an IPP might establish a relative competitive advantage. The leveling of fuel costs can
be accomplished by taxing NAPOCOR's fuel use. The revenues could be used to help replace
subsidies (e.g., low income, rural service) that should be removed from rates as much as
possible.

Using NAPOCOR's projection of 1998 rates, the elimination of NAPOCOR's fuel levy
exemption would increase rates approximately 6 percent. Due to differences in fuel mix
across grids, however, the rate effect would also differ, with Luzon prices rising slightly more
than 6 percent, but Visayas and Mindanao rates rising approximately 3.5 percent. Again, the
most severely affected would be the Small Utilities Group, which would see nearly em 18
percent rise in subsidized rates (8 percent in unsubsidized rates). Alternatively, all generators
could be given the same exemption from fuel levies. Since NAPOCOR is currently supplying
fuel to IPPs, extending the exemption to all generators will not have a material incremental
affect on government tax revenues.

The sourcing of fuel is likely to become an issue of growing importance. In particular, we
understand that local fuel producers cannot consistently produce fuel that meets the quality
specifications of NAPOCOR, and that trace metals are especially problematic. As consistent
fuel quality grows in importance as a requirement to meet tougher emissions standards, either
more imports will be required or the local fuel producers will have to respond to the market
requirements. Placing responsibility for fuel supply with the IPPs and other power generators
creates a more diversified market to efficiently source fuels. It also shifts this unnecessary
risk from NAPOCOR to parties who are just as qualified and able to shoulder it.

5. Establish SIIUlII Power Utilities Group as a Subsidiary

The activities of the Small Power Utilities Group, although important in the overall electric
sector program, will become peripheral to NAPOCOR's role in the restructured industry. This
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Group should be established as a separate subsidiary of NAPOCOR to give it more focused
management attention and greater visibility in terms of its costs and performance.

The subsidiary will own current NAPOCOR assets associated with serving small island grids.
On an island-by-island and system-by-system basis, the Small Utilities subsidiary should
assess the requirements and prospects for bringing each system to commercial viability and
where feasible, develop and implement a privatization plan to get as many of these systems as
possible into the private sector and from underneath RP. The Small Utilities subsidiary should
coordinate with the National Electrification Administration (NEA) to promote self-sufficiency
among the small grids. For example, it might be feasible and desirable for NEA to convert
some loans to grants to enable certain small grids to achieve self-sufficiency in operating
co~t::;.

Rate subsidies to small island grids should be systematically reduced so that as many as
possible approach commercial viability, and residual subsidies should be sought through direct
congressional appropriations.

As a result of these actions, NPC Holding emerges as a restructured and streamlined
successor to NAPOCOR, with its principal long-term asset being the National Transmission
Company. NPC Holding might also hold residual passive ownership interests in the privatized
regional power companies and might have a more active interest in the Small Utilities Group,
depending on the success of that subsidiary.

3.3.4 Energy Efficiency

One of the goals of restructuring is to introduce energy efficiency throughout the electricity
industry. Many of these efficiency gains will be realized through the basic unbundling
process, and through the introduction of competitive market forces, which will force all viable
industry players to become more efficient. However, further efficiency gains are possible
through the introduction of demand-side management and integrated resource planning. These
two activities enhance conventional energy efficiency by managing the demand side of the
electricity industry on a par with supply-side management, and by introducing the integrated
planning of resource utilization to make least-cost resource acquisition decisions.

DSM is the planning, implementation, and evaluation of utility activities designed to
encourage customers to modify their electricity consumption patterns, both with respect to the
timing and level of electricity demand. It is typically achieved through energy efficiency (the
reduction of kilowatt hours of energy consumption) or load management (the reduction of
kilowatts of power demanded) or through shifting demand to off-peak times. DSM is founded
on the principle that the energy saved can be just as cost-effective (or greater in many cases)
as the energy generated, and therefore is a potential resource to be managed like generation
capacity. For instance, if a utility manages to reduce electricity demand, it can postpone the
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construction of expensive new power plants and reduce fuel consumption, thus yielding
economic and environmental. benefits for the nation, the utility, and customers.

IRP is a process whereby utilities identify and acquire the most cost-effective electric
resources necessary to meet their customers' needs. It refers to the acquisition of electric
resources by utilities with the lowest possible cost to themselves, their customers, and society
at large. Resources include traditional supply-side measures and also measures that provide
efficiency improvements in generation, transmission, distribution, and end-use consumption.
IRP is founded on the principle that costs and benefits must be evaluated for the industry as a
whole (from generation to consumption) and must include external benefits to society such as
environmental and social impacts.

Both DSM and IRP have widespread applications in the Philippine setting. It is important that
these two energy efficiency mechanisms be incorporated into the restructuring plan, and that
the country realize energy efficiency gains from restructuring. Both DSM and IRP measures,
and a time-based implementation plan, are detailed in the companion USAID report: Demand
Side Management Action Plan jor the Philippines, which was developed under the same
technical assistance program. Under the recommended restructuring approach, utilities will
acquire both supply-side and DSM resources as a result of IRP plans developed by the
distribution companies.

As power sectors are restructured and privatized, an important issue is how to address the
societal benefits provided by energy efficiency improvements. For example, utilities in the
United States that are starting to confront deregulation and increased competition are calling
into question the role of IRP and DSM management activities. Some utilities see no role for
IRP and DSM, since the marketplace would automatically make resource decisions based on
price competition that could not accommodate the rate impacts of DSM. Other utilities
believe that IRP must still be practiced by electricity suppliers to maximize their profitability,
and that DSM would be an important customer service for utilities seeking a comp~titive

edge.

This issue has been addressed in the restructuring recommendations by requiring the
distribution companies to take the responsibility for strategic planning and acquiring both
supply-side and DSM resources. Cost-effective DSM will be implemented, and remaining
power requirements will be procured through competitive schemes. This approach is
consistent with the institutional policy development goals of the multilateral development
banks that are seeking to ensure the sustainable development of the power sectors in
developing countries.
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3.3.5 Regulatory and Policy Jurisdiction and Institution Building

It will be important to clarify and delineate regulatory and policy jurisdiction and procedures
under the restructured industry, including whether an agency's authority is advisory in nature
or the agency has directive or implementation power. ERB and DOE are the primary
regulatory and policy agencies most affected by the restructuring recommendations, and their
recommended roles and responsibilities are summarized in Table 3.3. Where necessary, these
should be codified through the appropriate combination of legislation and executive orders. To
illustrate, Table 3.3 assigns to ERB all franchising (NEA currently grants franchises for rural
cooperatives) and for resolving issues over assigning directly connected customers to the local
distribution utility (this is currently handled by a joint DOE and Department of Trade and
Industries task force).

Not only is a careful delineation of responsibility and authority required, but each institution
must also build the capability to meet these requirements. This involves, on the part of each
agency, a careful analysis of the workload that will evolve, the types of technical skills and
other expertise that will be required, and other resource needs. These must then be matched
against a critical evaluation of current organizational capability and capacity. The resulting
gap must then become the focus of institution building programs to prepare the agency for its
responsibilities under the restructured industry.4

A basic thrust of the restructuring and privatization recommendations is to increase
competition and disperse monopolistic power wherever this is feasible. Where it is not
feasible, ring fencing and regulation are employed. One hoped-for effect from these
recommendations is that regulation can shift somewhat to monitoring competitive conditions
and increase the focus on maintaining competition as opposed to controlling monopolies and
regulating cost-based rates. In this respect, DOE should monitor the market dominance and
behavior of utilities and generators on all grids, and be prepared to take corrective steps if
market power starts to become too concentrated or anti-competitive.

In addition, other policies can be pursued to help maintain a competitive market.

First, by holding utilities to strict competitive procurement rules, self-dealing abuse can be
mitigated. As standard practice under the restructured industry, utilities should file their
competitive procurement procedures with DOE for approval. If the utility does not self
generate or self-bid, e.g., through subsidiaries, there would be a more limited regulatory
oversight of the implementation of the procurement procedures. If the utility does bid, it
would be subjected to close scrutiny by DOE for plan approval and by ERB for plan

4 As an adjunct to this report, Hagler Bailly conducted a preliminary assessment of the optimum role
of ERB in the restructured industry and identified certain actions the agency should take to prepare for its
expanded responsibilities. This analysis is presented in Appendix C.
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r.ble 3.3

Regulatory and Policy Roles and Responsibilities
In the Restructured Industry

Re.pon.lbl. New or
ReJ\l1ltotyIPolicyAre& Lead Asenoy Exi.tlna Role

UTIUTY RATES
.. Wholenle and retail ERB Exl.tlna
.. Rlte·related emoienoy .tandardl ERB Part .xi.tlna
.. Tran.million rate• ERB New
.. Backup rate.

.- Methodoloai.. DOElERB New
•• Approval of utility rate. ERB New

.. Long·run marainal coltlna
_. Methodoloai.. ERB New
•• Rate .ettina ERB Part exiltlng

.. Avoided co.lI
.- Methodoloaiel EIABIDOE New
.- Utility filin.. ERB New

.. Incentive rate. ERB New

UTIUTY PROCUREMENT
.. Integrated mouree planning (IRP)

- Rule. and methodolol:Y DOE New
- Review/approval of utility plUII DOE New
- Review/approval of Planco national plan DOE New
- Ovenee IRP implement&1ion, prudence hearin.. ERB New

.. demand-.ide manaaement (DSM)
- Rule. and incentive. DOE New
- Approval of utlIlty plUII DOE New
- Ovenee implement&1ionlinve.tment ERB New

.. International competitive biddina (ICe)
- Certification of private generaten EIABIDOE Part exiltlng

- Rulel and methodoloaie. EIADIDOE New

- Approval of utility RFP. EIABIDOE New

-- Monitoriaa of utility ICB implement&1ion EIABIDOE New

- Approval of all PSGF contraetl ERB Part exiltlng

- Ovenee project implement&1ionlmileltone. DOE Part exiltlng
.. Major inveltmenll-approve rate bue inenue. ERB Exi.tlng

POWER CONTRACTS
.. Directly connected cUitomen ERB New
.. CPCN/franchile powen ERB Part exiltlng
.. Standard power purchue contracts DOE New
.. Review of all PSGF contraetl ERB Part exiltlng

INTER-U11LITY COORDINATION
.. Planning procedure. DOE New
.. Operating procedure. DOE New
.. Pricing ERB New

ANTITRUST MONITORING
.. Competitive I1ructure DOE New
.. Pricing and anti-competitive behavior ERB New
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implementation, Moreover, the utility would have to use independent evaluators in those cases
where it is a bidder.

Second, it is recommended that retail wheeling be evaluated, initially for large consumers, To
further mitigate distribution utility market control, an evaluation can be conducted of a more
extensive and rapid unbundling of "distribution lines" service from "sales" service in a utility's
service area to introduce competition and greater incentive for customer service and
efficiency. Through this unbundling, the utility's sales activities, and hence the generation
supplies that back up these sales, might be dispersed among a number of sales entities, and if
successful, would check the utility's market power in generation (it would no longer have
monopoly control over important segments of the retail market).

The recommended approach is to conduct this evaluation during the first two years of Phase
1, develop a final policy during the third year, and start implementation in the fourth year.
This schedule allows time to correct key problems that would otherwise make retail wheeling
less efficient, e,g., existing rate subsidies and structures and high system losses. Retail
wheeling would apply initially to large users. The practice would be progressively extended to
broader customer groups in the successive phases.

A detailed evaluation of this policy might initially focus on the Meralco service area. In this
evaluation, a number of policy and implementation issues must be resolved. For example, it
will be necessary to ensure that Meralco retains sufficient incentive to continue electrification
and to expand the availability of its distribution lines service. Also, to the extent that power
sales become governed by private contracts not subject to economic regulation, are there
potential tax avoidance problems that must be resolved? With respect to the pricing of retail
wheeling services, how should system technical losses and pilferage be accounted for? The
satisfactory resolution of these and other implementation issues will be key to a successful
retail wheeling program.

In this regard, the State of California has announced a retail wheeling policy for comment and
scheduled implementation later in 1994. The first phase of the policy established retail
wheeling for large customers, but would be extended to all customers eventually. Small
commercial and residential customers would be afforded the option of retail wheeling and
competitive power procurement by 2002. The Philippines can monitor this development for its
applicability to the service areas of distribution utilities in the Philippines as a means to
increase competition and to limit monopoly power. The enabling legislation for the
recommended restructuring should establish and preserve DOE's authority to order distribution
unbundling through retail wheeling.

Third, some industry observers, including officials at NAPOCOR, have expressed concern that
a single IFP might become a dominant factor in generation. To the extent that this comes
about by virtue of superior competitive bidding and performance, it is not necessarily
undesirable. However, if it were to occur and were deemed to be undesirable, it could be
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easily addressed by appropriately specifying the criteria for qualified bidders. For example, a
bidding program might disqualify a firm that has a market share on any grid that exceeds
some threshold level.

3.3.6 Distribution Utility Industry Structure and Performance

Many of those interviewed for this study stressed the need for the strong implementation of
fundamental regulatory reforms as an important element in addressing continuing problems of
the industry. Although these issues often are not directly related to restructuring and
privatization, the success of the overall industry vision and plan presented here is linked in
important ways to successfully coping with these issues.

Many industry observers also stressed the necessity of bringing about reform among ttJ
distribution utilities. In particular, high losses, inefficient management, politicized operations,
uneconomical size, and lack of financial strength and credibility were consistently enumerated
as problems. From the standpoint of the objectives of this study, the critical issue is: who is
willing to take the commercial risks ofdeveloping and selling power to distribution utilities?
If a truly competitive generation market is to be developed, it will require that the distributior.
utilities, the primary market for generation, become qualified and financially sound buyers. As
it now stands, few utilities are credible in this respect. This issue is not entirely under the
control of the government or the utilities: the requirements of IPPs and financial institutions
must be met. Establishing the needed credibility is a significant challenge, but one that must
be met to promote the restructuring and privatization envisioned in this report's
recommendations.

The adoption of this study's restructuring and privatization recommendations would normally
motivate the inefficient utility to the extent that relative cost performance is a catalyst for
change. However, the effectiveness of industry peer benchmarking is doubtful, and it is not
sufficient to leave distribution utility reform solely to the workings of market forces. More
timely reform is needed. In particular, poor performance is due only in part to inefficient
structure and inadequate management; politicized operations is a major factor. For this reason,
considerable political will and leadership are needed to bring about meaningful reform and
establish financial credibility.

This section presents a four-pronged approach to rationalizing the structure and improving the
financial strength and performance of the dititrlbution sector, and developing them into viable
buyers of power in the restructured industry.
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Consolidations and Generation and Transmission Companies

The restructuri.lg recommendations place responsibility for planning and procuring future
power supplies with the individual distribution utilities and put in place a planning,
investment and operating framework to assist the utilities to meet this new responsibility. We
emphasize that the objective is also for the distribution utilities to be accountable for
decisions, to stand behind their commercial commitments without government backing, and to
take the risks now shouldered by government. These changes will place even more demand
on the utilities for management expertise and financial strength. As noted above, this requires
that the utilities meet at leut the minimum requirements of private power producers and
financial institutions. In this respect, the fragmentation of the ~ndustry becomes even more
problematic than under the current industry regime. Therefore, a program for addressing the
consolidation of small utilities into efficient-size entities also becomes more pressing. The
goal of consolidation is to eliminate duplicate functions and to establish viable planning,
financing and power acquisition entities.

Although we would support a legislatively mandated, centrally directed approach to
consolidation, we perceive that this may be extremely difficult or impossible because of
political issues. A voluntary program might offer better prospects for success. The features of
such a voluntary approach are broadly outlined below. This approach will require detailed
evaluation, in particular, its affect on distribution utility rates, financing requirements and
sources, and overall costs and benefits. This can be accomplished through a targeted "fast
track" pilot implementation to develop the approach in detail, and pending a satisfactory
evaluation, demonstrate its workability and benefits to utilities and their customers.
Management of the program and the pilot evaluation and imp1cmlentation will require strong
leadership by DOE to develop consolidation policy and the objectives of the pilots, work
through NEA as the implementing agency, and ensure that ERn develops appropriate
regulations to support the policy objectives and consolidation program.

Step }: Develop consolidation proposals. To promote consolidation by utilities, a
consolidation plan should first be developed based on well defined technical, financial and
social criteria. NEA is in the best position to develop such a plan. Once developed, the plan
should be offered to the various utilities. The proposals for consolidation embodied in the
plan sho'Jld be augmented: by 1) an evaluation of the consequences of not consolidating
under the restructured industry and 2) a package of loan, rate and expansion incentives
discussed below. The utilities could adopt the consolidation plan as developed by NEA or
propose alternative consolidations. (We note that some utilities might not be candidates for
consolidation; on a case-by-case basis, these non-viable systems should be addre;:sed as part
of the Small Power Utilities program to commercialize small systems or make their subsidies
transparent. See Section 3.3.3.)

As implementing agent, NEA should seek to ensure that proposals for consolidation address
key econmnies of scale in management; general overhead such as office support, legal,
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personnel and accounting; certain cU3tomer service functions, e.g., billing and records; and
operations. A professional management staff should also be required as part of any
consolidation proposal.

Step 2: Establish performance benchmarks for each consolidated utility and a program to
achieve these benchmarks. The benchmarks will reflect the specific constraints and
opportunities unique to the utilities and will include operations cOots, system losses and
financial performance. Perforr ance standards are discussed more fully below. A rate plan will
also be established to rationalize over time the rates of a consolidated utility toward a uniform
rate. The rates should also be at least stabilized and possibly reduced as a result of the
consolidation.

Step 3: Form collaborative ''generation and transmission companies" (G&Ts). Ideally, each
consolidated utility should approach at least 200 MW and ifpractical, 400 MW or more in
size, establishing credibly-sized buying entities for engaging in the wholesale power market
for its owners. To further increase the market power of consolidated utilities, two or more
consolidated groups would form a G&T in order to establish a viable bulk power buying
entity. The G&T would be chartered to perform a number of services for its owners,
including:

~ bulk power acquisition, its principal activity

~ ownership, development and operation of sub-transmission (69 kV and 128 kV)
that collectively serves the local transmissiorl and distribution needs of the
owners

central engineering and similar services, particularly where more skilled and
responsive customer services or system design are needed (e.g., for large
industrial customers)

~ DSM program development and implementation.

The utility owners of the G&T would be required to make a minimum investment :In the G&T
to establish a reasonable amount of initial equity. The G&T wouJ,j initially be financed,
however, primarily by NEA loans, which we believe are available to support the
recommended program. This will require expanding NEA's role to loan to private utilities and
the G&Ts, which can be accomplished through DOE poHcy directives. ERB would allow the
G&T a premium return on investment during its formative Yi~ars to build up its equity
position, or returns tha.t would produce sufficient cash to finance 20 percent of expansion and
rehabilitation needs, whichever is higher.

Step 4: Expand G&T operations. In particular, two avenues of expansion wll be pursued.
First, the G&T will acquire from NAPOCOR the 69 kV (and possibly high,,;,,; voltage
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transmission that serves the collective needs of the O&T's owners. The O&T will finance
these acquisitions through NEA (and ODA loans through NEA) and charge its owners for use
through transmission rates. The O&T will also develop and expand additional sub
transmission facilities to meet the requirements of its owners, The second area of expansion is
to take over servicing the sub-transmission/distribution and energy sales needs of directly
connected customers. This will provide opportunity for perhaps substantial revenue growth for
the consolidated utilities. For risk sharing purposes, especially if the directly connected
(;ustomers are large in relation to the utilities, the utilities may serve these customers directly
from the G&T.

We stress that it is not enough simply to establish these O&Ts; it must be ensured that they
are financially credible, and that private power developers will enter into commercial
contracts with them. This will require close attention to the requirements of lPPs and financial
institutions throughout the development of the details of the consolidation approach, as well
as the exploration of risk reduction methods, including performance bonds on the part of the
utilities owning the O&T. The timing for establishing O&Ts may be opportune as NAPOCOR
approaches the lending exposure limits of many of its key lenders.

There are several additional feature~ tl"lat should be part of the consolidation program as
described above:

~ The directly connected customers thllt are devolved to the utilities or their
O&Ts should be provided the optio,jt to retail wheel and purchase their power
requirements from the most economical source. ERB would rule on proposed
wheeling rates that would adequately compensate the O&T for use of its
facilities.

Both the O&T and its consolidated utility owners should adopt the corporate
form of organization. Because such changes are already being encouraged and
supported by NEA, this requirement is consistent with current policy in the
cooperative sector.

Even greater incentives should be provided to utilities to participate in the
proposed voluntary consolidation and financial strengthening program, The key
incentive would be a premium rate of return for the consolidated utility, or cash
flow as tile case may be, as long as the benchmarks are being met. Performing
utilities would be granted the maximum return (12 percent) on revalued assets,
or possibly higher if these rates are not sufficient to finance 20 percent of
capital expansion requirements. Non-perforrning utilities and utilities that
decline to engage in consolidation would be granted a lower rate of return.

During the development of the pilots, another incentive should be evaluated for
its costs and benefits and political feasibility. Specifically, assuming that the
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consolidated utility achieves the agreed-upon performance benchmarks, then a
portion of the NEA loan to the O&T might be forgiven. In this way, the
performing utility would gain an increase in equity ownership in the O&T
equal to the amount of forgiven NEA loan. This will also strengthen the G&T's
equity component and financial structure. This incentive would require a one
time appropriation for each G&T. While we recognize that forgiving any loan
amounts is not without cost to the government, the benefits in strengthening a
problematic part of the industry might be worthwhile.

To get the voluntary program off to a quick start and demonstrate its
effectiveness, four pilots should be developed and the costs and benefits
evaluated, and assuming positive results, the pilots should be promoted and
implemented. Again, this will require a collaborative effort by ERB, NEA and
DOE, working closely with the respective utilities, to get these pilots underway
with the goal of producing visible results in two years. The four pilots would
be as follows: '

~ Bicol utilities

~ Cebu cooperatives and VECO (with Panay and Negros utilities later)

~ Davao, Cotobato and area utilities

~ CEPALCO, MORESCO I and II, and BUSECO utilititls (northern Mindanao).

The Cebu cooperatives are currently considering measure'" (' prepare for a pilot along the
lines discussed, and a proposal has been received from t'.oJ northern Mindanao utilities.
Again, we believe that funding for G&T transmission acquisition, and possibly for some of
the preparatory evaluations and organizational work, will be available to support these
projects. The prospects for collaboration, at least in certain cases, are high, :r.d the benefits to
the utilities substantial. Early success will provide momentum to the overall consolidation
program.

Financial and Management Performance

In parallel with the consolidation program, ERB should pursue distribution sector reform
through its regulatory policies Md decisions. The performance standards specified in the
H3gler Bailly report Power Sector Cost Structure and Transfer Pricing Study, prepared in
1990 for the Asian Development Bank and the former Philippine Office of Energy Affairs,
should be evaluated for their reasonableness and then implemented. These standards deal with
establishing minimum levels of profitability, financial soundness, and good management. The
standards pmposed in the report are summarized below.
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Performance Indicator

RetllJ'll on revalued fixed assets
Or-bt service coverage ratio
Accounts receivable

Suggested or Preliminary
Minimum Standard

at least S%
at least 1.3
at most 12 weeks

Suggested or Preliminary
Preferred Standard

at least 10%
at least 2.0
at most 10 weeks

These standards are suggestive and preliminary; standards for a specific utility should be
reviewed through" hearing process at the ERB, and specific standards adoptedfor each
utility. ~~or example, it may be more appropriate to set a standard based on the cash flow
requirements of the utility in those cases where the utility is growing and has substantial
needs for investment. In such a case, a return on revalued assets might not generate sufficient
cash. The standards, whether based on return on investment or on cash generation
requirements, would then be enforced through the r~i:e approval process at ERB.

In discussions, ERB seemed generally amenable to a program along the lines recommended.
In particular, we discussed a potential policy under which ERB would revalue the assets of
cooperatives when they came in for a rate adjustment, impute a reasonable capital structure
(e.g., 40 percent equity, 60 percent debt), and then set rates based on a rate-of-return
requirement. Earnings produced for the cooperative as a result of this practice would be
restricted and would be devoted to future expansion requirements or retained as capital. If
more cash is required to finance a reasonable portion of expansion and rehabilitation needs
(e.g., 20 percent) than is produced by this rate of return approach, then rates would have to be
adjusted accordingly. Although the ERB presumably espouses this policy, no orders have
been handed down that embody it. This should be corrected as soon as practical, and if
needed, ERB should recruit additional staff to meet these requirements. (See Appendix F for a
detailed discussion of ERB capability building requirements.)

Loss Standards

The loss performance standards specified in the Hagler Bailly report should also be
implemented or alternative standards should be established on a utility-specific basis. These
standards deal with establishing minimum and target improvement levels for losses. The
percentage loss standards proposed in the report are summarized below.

Utility

Suggested
Minimum
Standard

Suggested
Preferred
Standard

Suggested
Standard of
Excellence
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Meralco and other companies (privatel and municipal)
Cooperatives

under 10,000 customers
over 10,000 customers

15

20
IS

9

12
10

under 8

under 10
under 9

As with the financial peiformance standards, these standards are suggestive and preliminary,
and should be reviewed through a hearing process at the ERB to set final standards to reflect
the circumstances specific to each utility. The standards specified in the above table will not
always be appropriate. In particular, at some level, further reductions in losses may require
substantial investment that may not be warranted or there may be higher-priority uses of
capital. The final standards for each utility should then be enforced through the rate approval
process at ERB.

Again, discussions with ERB indicated that it is pursuing a policy along the line suggested.
However, ERB's focus seems to be on the minimum standards, anll the ERB minimums are in
some case substantially more lenient than those recommended here as reasonable. In
particular, small cooperatives can be allowed up to 30 percent losses before they face a
potential financial penalty. This allowance should be set at least at the Hagler Bailly
recommended minimum standard level unless a hearing at the ERB establishes the
reasonableness of an alternative. Again, the minjimum standard is bliling considered here, not
even the preferred standard or standard of excellence. Although it might be reasonable to
accept a phased program from a cooperative that initially allows losses in excess of the
recommended standards, the phases should be short, and ERB should be systematically
driving all utilities toward at least the preferred standard.

3.3.7 Policy on Direct-Connected Customers

The histonc disputes involving customers directly receiving service from NAPOCOR would
be largely resolved by leaving the choice of energy supplier to the customer and providing for
tariffs to recover the costs of wholesale and/or retail wheeling services to deliver the energy
purchased.

Some industry observers have suggested that direct-connected customers should be turned
over to the distribution utilities more aggressively, and that this action is an essential step in
establishing financial viability for many of the smaller utilities. This study does not entirely
endorse this notion.

In principle, incremental revenues to the distribution utility from the direct-connected
customer should be based on the fairly allocated cost of providing the distribution lines and
equipment and related customer support activities, with the cost of power, if it is supplied by
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the distribution utility, similarly allocated based on cost. This will hardly bail out the
inefficient distribution utility or overcome inherent small size inefficiencies. Moreover, to the
extent that a distributor might price to a direct-connected customer to subsidize other
customers or to pay for inefficient management, the industry and public policy are ill served.

Large industrial customer are also inherently more risky than smaller commercial and
residential loads. A large industrial load can be much more volatile than commercial and
residential loads, and electricity demand and consumption, and therefore utility revenues, are
more likely to swing with economic conditions and the fortunQ~' of the customer. If the
industrial customer is also large relative to the total size of the distribution utility, great
financial risk results for the utility. This risk is compounded if the distribution utility cannot
shift the risk of volatility or loss of the load back to NAPOCOR or other power suppliers.
Indeed, under the restructured industry where the utility must plan for and secure its power
supplies, it will not be automatically assured of this flexibility. The financial consequences of
large industrial load loss could be severe for the utility.

To illustrate this risk, some of the ferro-alloy industries in Mindanao represent as mud! as 50
percent of the load of some utilities. Recently, over 100 MW of this load has been shut down
on the Mindanao grid due to competitive conditions. If a distribution utility had entered into
long-term power purchase commitments (e.g., the proposed 10-year purchase contract with
NAPOCOR) and were unable to put this capacity back to NAPOCOR, it would essentially be
bankrupt. Therefore, the ability of the distribution utility to diversify its industrial load and
otherwise deal with the risks associated with large industrial loads must be addressed in any
decision to shift such customers to the distribution utilities.

Finally, many large customers require more reliable distribution, more skilled engineering
services, or more responsive emergency services than many utilities can realistically provide.

In Section 3.3.6, a voluntary program is proposed under which utilities can systematically and
rationally take over serving directly connected customers. Under that approach, each of the
issues discussed above is resolved. That approach. or some variant of it, is the preferred
means of eventually rationalizing the change in service to directly connected customers.

However, for those utilities that elect not to participate in the voluntary consolidation program
but still seek to serve directly connected customers, then the restructuring and reforms
enumerated in this report should first be implemented. Doing so will establish a level playing
field for NAPOCOR (or RPCs), other generating entities, distribution utilities and customers
with respect to transmission access and pricing (by Transco) and with respect to the pricing of
generation services (by NAPOCOR, regional power companies or IPPs). It will also establish
the basic performance standards for distribution utilities.
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Then, directly connected customers above a size threshold would be allowed to select the
most competitive power supplier; how this selection is made would be left to the customer.
The following would be involved:

~ Large industrial customers over a size threshold (e.g., 2 MW) will purchase
their power requirements from NAPOCOR (or the RPCs once established),
another non-utility power supplier, the local distribution company,' or some
combination of these. Th~ Lerms of the power purchase contract would depend
on the preferences of the contracting parties.

The distribution utility would establish and publish a retail wheeling rate for
each customer in its service area that exceeds the size threshold. Retail
wheeling rates would be subject to regulation by ERB.

In the case of current di~eet1y connected customers taken over by the utility,
the utility would be required to purchase and service the related interconnection
and distribution facilities, including 69 kV sub-transmission facilities where
applicable.

The distribution utility may not make an interconnection or acquire current
interconnection facilities and serve the customer unless it can demonstrate to
the customer, or to ERB in the event of disputes, that it meets minimum
financial, management and loss performance standards and technical criteria to
service and maintain the interconnection and the customer adequately.

It is also suggested that the ERB consider setting limits on the size of customer that a
distribution utility can serve relative to its total load. In the alternative, ERB is leaving
it to the utilities to decide this risk, but some might not be sufficiently prudent.

3.3.8 Reforming Rates

The recommendations contained in the Power Sector Cost Structure and Transfer Pricing
Study are largely still relevant and should be enacted to further establish conditions that
support efficiency and privatization. This involves reforming NAPOCOR's rates and requires
that:

~ Generation rates include only energy and capacity after the establishment of
Transco.

Rate designs reflect how costs are incurred. In this regard, long-run marginal
costs should be developed to help guide rate design decisions.
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Subsidies across grids and between customer classes within grids be eliminated
over a reasonable horizon. The elimination of certain current subsidies (i.e., the
prohibition on rate increases to residential customers consuming less than 100
kWh per month established under the Power Crisis Act, and the subsidy
applicable to residential customers consuming less than 300 kWh per month)
will require either repealing legislation or phasing these subsidies out at the
expiration of their set terms.

Rates be differentiated by service characteristic as much as practical, with
customers with similar service characteristics paying similar prices.

Market-driven rates (as opposed to fully allocated cost-based rates) be allowed
upon approval by ERB and determination that there is workable competition.

Appropriate demand, time-of-use, voltage level, and seasonal features be
incorporated into rate structures to provide accurate price siWi.~s to customers.
Time-of-day differentials should be implemented in Luzon and the Visayas, and
seasonal differentials in Mindanao. Time-of-day differentials are probably also
needed in Mindanao, and this should be verified through an update of the
Hagler Bailly study results.

NAPOCOR has filed a restructured rate for the'! Luzon Grid with the ERB. Of the above rate
rationalization goals, the restructured rate only addresses demand charges. Even here,
however, the rate redesign falls far short of what is required. In the case of Meralco, the
proposed demand charges will collect about 30 percent of the charges to Meralco. P owever,
rates to other NAPOCOR customers have a demand charge as low as 5 percent. No
mOVi.m1ent was made on correcting any subsidies. For example, small utilities with
substantially lower load 8l~d power factors than Meralco and served at a lower voltage
nevertheless can buy power from NAPOCOR at a rate lower than can Meralco.

It is recommended that the restructuring of NAPOCOR's rates become a priority program at
ERB, particularly since changes in rate structure will become necessary as the regional power
companies are established as separate entities. NAPOCOR cannot realistically be expected to
act aggressively to restructure its rates unless ERB gives it specific directiver and schedules.

NAPOCOR's rates should be reformed, and the distribution utilities should follow swt. Once
the NAPOCOR rates are reformed, distribution utility rates should be restructured to reflect
the new NAPOCOR rate designs.
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3.4 PHASE 2: EVALUATION AND ADJUSTMENT OF ApPROACH AND
PRIVATIZATION

Phase 2 is a period of evaluation and either a reaffirmation of the approach that is being
pursued on each grid or a reassessment and adjustment. This section reviews some of the
major requirements of this phase.

3.4.1 Evaluation

DOE, in conjunction with ERB, Transco and the utilities, will evaluate the progress of the
industry in moving into IRP, decentralized planning and coordinated operations. The areas for
investigation are the:

~ extent of competition in the generation market, market shares, and robustness
of the IPP industry

success of regulatory programs in rationalizing pricing practices and improving
the operations and structure of the distribution industry

~ success of the pilot and voluntary utility consolidation programs

.. status of grid interconnections and intra- and inter-grid coordination under the
coordination arrangements

status of IRP, market penetration of DSM, and extent of direct transactions
between utilities and independent power producers

~ experience with retail wheeling and extent of competition for retail sales

~ power supply plans, adequacy of power supply and strength of industry on each
t;d

~ strength of regulatory oversight and policy programs at DOE and ERB

~ effectiveness of joint participation among utilities in power projects.

The results of these evaluations will enable DOE and ERB to determine where the
restructuring is working well and where obstacles have been encountered. Any obstacles then
become the target for corrective actions in Phase 2 and carrying forward to Phase 3.
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3.4.2 Structural Adjustments

On the basis of the above evaluations, adjustments might be needed in structural goals. It
appears that the unbundled functions, decentralized planning, and operations integratIon
structure will remain the structure of choice. However, Phase 2 involves the privatization of
generation entities, so it is only prudent that a comprehensive evaluation be completed before
the RP embmks on a program that will substantially reduce its future control over power
generation and restrict its flexibility to direct further restructuring.

Mindanao lind Visayas

In Mindanao and the Visayas, it is likely that the industry, at least in the intermediate term,
will tend to operate more like the unbundled functions, central power acquisition model
because of the small size of these systems and the nature of the power development projects
planned on these grids. This means that there must be greater reliance on regulatory oversight
of the operations of the regional power supply companies. Before privatizing these regional
companies, the needed regulatory capability must b~ in place. If the utility consolidation
program is successful, the market power of the RPCs will be reduced.

It will also be necessary to verify that the coordination arrangements are in place and
working, and that all utilities have a workable framework through which they can develop
power supplies from sources other than the regional supply companies.

Luzon

The structural issue in Luzon that should be reassessed is whether it is desirable to adopt a
SRMC or bid pricing system on this grid. The emergence of a truly competitive generation
market, where there are sufficient s-ellers and buyers and a reasonably efficient and adequate
supply of generation, may justify an alternative structure. These conditions are lacking in
Luzon at this point, but might be established over the next several years.

There are four principal differences between a SRMC or bid pricing system and the structure
recommended here. They pertain to how units are dispatched, how generators are paid for
their generation, the prices that buyers pay for purchases from the grid, and the obligation to
serve and related planning responsibilities.

1. Dispatching. Under a SRMC or bid pricing system, generators would submit quotes to
the grid company (Transco), indicating the amount and price of generation they are
willing to sell for a period of time, e.g., hourly. The buyers from Transco would either
submit estimates of their requirements for the same time periods or Transco would
derive these demand estimates itself. Transco would then dispatch generation to meet
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load and maintain adequate reserves, voltage support and system stability. The theory
behind dispatching on bids is that the generators are in the best position to know their
short-run marginal costs on a real-time basis and therefore will provide mort. accurate
information on which to dispatch.

Under this study's recommendations, dispatch will be based on estimates of short-IUn
marginal costs calculated by Transco using engineering calculations, heat rate curves,
fuel prices and similar factors provided primarily from each generator. In theory, the
two methods should produce the same costs, but if the costs are dynamic, the Transco
estimates will not be as timely or accurate as what might be possible if each generator
is calculating these costs on a real·time basis.

2. Prices lor generation. Under a SRMC or bid pricing system, generat.ors would be paid
a price for their generation during a specific perirxl based on the short-run marginal
cost of the marginal generator for that period. In this manner, all generation is sold to
Transco at the short-run marginal cost set by the marginal generator, a condition
sought in classical economic efficiency models. In comparison, under this study's
recommendations, generators will be paid based on bilateral contracts between the
generator and distribution utility or other buyers. However, for economy energy sales,
generators also are paid based on the short-run costs of the buyer.

3. Prices lor pllrchtlSes Irom grid. Under the SRMC or bid pricing system, buyers of
electricity from the grid would also pay the grid short-run marginal costs of generation
purchases, plus adjustments for losses and charges for transmission. In this sense, the
costs of electricity will vary by time according to marginal cost and also meet the
condition sought in classical economic efficiency models. Under tins study's
recommendations, buyers instead pay prices based on their bilateral contracts with
generators.

4. Obligation to serve and planning. Under the SRMC or bid pricing system, the notion
of "obligation to serve" is, in theory, supplanted by the behavior of the participants in
the market. Generation will be built and provided in anticipation of market demand,
and buyers simply rely on the grid spot market for their purchases. In practice, there
must be oversight to monitor the development of adequate generation supplies.

At first, there might appear to be major differences in a SRMC or bid pricing system and the
unbWldled functic~s, decentralized planning, inter-utility coordination approach. However,
these differences are significantly mitigated by the bilateral contraet8 that also emerge under a
SRMC or bid pricitl'g s~rstem. These contracts are referred to as "price hedge" contracts, and
are entered into for two purposes. First, they provide price protection to the generate: or
buyer, or both. Second, the contracts reduce the market risk for the generator so tIlat the
generation project can be financed. In theory then, if all generators and all buyers futly hedge
and if the engineering estimates of short-run costs are accurate, there will be no major
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differences in the outcome of the two approaches. In practice, not all participants will fully
hedge and a true spot market, although perhaps small, will emerge. Moreover, depending on
the specific provisions of its hedging contracts and the amount of capacity not hedged, a
generator will have greater incentive to maintain high availability and the lowest practical
operating costs.

It is not recommended here that the RP adopt a SRMC or bid pricing system as the structural
and operational goal in Luzon. But neither can it be precluded at this time. Instead, it is
recommended that attention be focused on creating a diverse and competitive generation
market as soon as practical, which is also a basic requirement for a successful bidding system.
Attention should also be given to promoting many buyers for this generation, with open
access transmission and operations and planning coordination arrangements that facilitate the
efficient and competitive matching of buyers with sellers. Movement to a SRMC or bid
pricing system as a further refinement of this approach would not be inconsistent, nor is it
ruled out. It should be revisited during Phase 2.

A SRMC or bid pricing system approach for Luzon was considered as an option for this grid.
This option involved setting a transition period of 10 years during which all of NAPOCOR's
generation would be contracted out to the private sector (as it is under this study's
recommendations). hl addition, at the end of the transition, all generation would be sold to
Transco on a bid basis. During the transition, all utilities would be required to enter into
bilateral contraet5 for incremental supplies. At the end of the transition, NAPOCOR's
contracts would be administered strictly as price hedge contracts. Distribution utilities'
bilateral contracts would also revert to price hedges.

This approach is not recommended for several reasons. Most critically, the Philippines does
not currently have the generation diversity, either in an efficient mix of reli&ble units or in
ownership. How this condition will evolve cannot be predicted with certainty, and reliance on
the IPP market alone might not produce sufficient diversity. To illustrate, Hopewell has
already captured a large share of the IPP projects, and it was the low bidder for the
construction and operation of the Sual I and n projects, representing 1,000 MW of coal
capacity. To achieve diversity of ownership, the Philippines must either attract more IPP
participants or possibly settle for higher-cost bidders in the interest of establishing generation
ownership divP.r5ity.

The sheer burden the industry will face to ramp up quickly on IRP and develop the system of
bilateral contraet5 is also a concel;,'. This task is almost daunting at this point due to the large
number of small utilities and directly connected customers that would face these requirements.
Concerns also surfaced over whether power purchase contracting could be orchestrated in a
way that would ensure that new power plants are financeable and would be constructed when
needed. Last, the privatization of NAPOCOR's existing generation in Luzon would be
impeded by forcing a SRMC or bid pricing system as the "end play" on Luzon, which might
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be perceived as radical and risky by IPPs and utilities alike. Nevertheless, these issues should
be revisited during Pha.:e 2.

3.4.3 Prlvatlzlnl Generation In Luzon

Related to the discussion above on the applicability of a SRMC or bid pricing system in
Luzon is the final privatization of NAPOCOR's generation in Luzon, allowing NAPOCOR to
exit that business. Upon the successful implementation of Phase I, the approach
recommended for privatizing the Luzon generation is to package Luzon Power's generation
into portfolios and sell these portfolios to two or more operating companies. Associated with
each new company would be the devolvement of bilateral contracts with utilities for power
purchases, either based on the portfolio or on specific units. If successfully executed, the sale
of the portfolios to the private sector will allow NAPOCOR to exit the business. and leave in
its place a balanced group of competitors.

It should be practical and feasible to make these sales, particularly if Luzon is restored to a
strong power su~/y situation, implementing the coordination arrangements, and establishing
decentralized 1RP and competitive procurement as the planning mode. Although these sales
were included as part of implementing the recommended structure based on unbundled
functions, decentralized planning, inter-utility coordination and a system of bilateral contracts,
establishing several competitive companies in Luzon is equally compatible with a grid pricing.
system.

During Phase 1 or as part of establishing the groupings of assets to be sold to private
operating companies, NAPOCOR might also disaggregate and devC')lve some of its generation
directly to its customers through bilateral contracts. The pursuit of this ~,ption is highly
dependent on increa.,ing the capabilities of the distribution utilities to plan and administer
contracts, rationalizing the size and structure of the smallest and financially weakest utilities,
and rationalizing the directly connected customers.

A specific plan to group assets, make the sales to private companies, and possibly devolve
some generation to customers would be developed and implemented during Phase 2.

3.4.4 Privatizing Generation in Mindanao and Visayu

Assuming that the Phase 2 evaluations di&.:-'Ussed above prove the veracity of the
recommended approach in these regions, the NAPOCOR subsidiaries could be privatized
through a straight sale of interests to the private sector. A sale similar to Petron might be
acceptable, where an investor with expertise in utility management purchases an operating
inierest. It appears that NAPOCOR must dispose of most of its interest in each subsidiary
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such that it has no influence over decisions on the selection of management and board
members. The total disposition of ownership interest should be NAPOCOR's goal.

3.4.5 Retail Wheeling

It is recommended that retail wheeling be introduced at a measured pace for large customers
to promote the competition for these loads and as part of a policy to rationalize direct
connection practices. In Phase 2 the effectiveness of this policy should be evaluated with a
view toward extending retail wheeling and sales competition to a broader composition of
users. Not only does this foster competition and efficiency, it also creates a greater diversity
of buyers of generation, especially in Luzon where the large customer base in the Meralco
area might attract innovative and efficient sales providers.

3.4.6 Demand-Side Management

Projecting that DSM has an important role to play in meeting the requirements of customers,
it will be important to carefully monitor and evaluate the progress of the utilities in diligently
performing IRP and seeking out DSM opportunities. In Phase 2 DOE, in conjunction with
ERB, should evaluate whether the industry is adequately capturing these opportunities and
promulgate new rules or incentives that might be needed to overcome identified barriers.

3.5 PHASE 3: MOVEMENT INTO FINAL COMPETITIVE STRUCTURE

During Phase 3 the industry will move fully into restructuring and decentralized planning. The
industry will develop fully effeCtive competition in generation, retail sales and resource
acquisition. DOE and ERB's activities during this phase will be determined in large part by
the developments in the industry during the previous phases. However, it is reasonable to
predict that extending retail wheeling and retail sales competition more broadly will be an
active concern. Adopting incentive regulatory schemes and moving away from cost regulation
will become more practical and effective. Monitoring competitiveness and market behavior
and dominance will also be important.

To reiterate, some of the major results to strive for in Phase 3 include:

• full functioning of all utilities under decentralized decision making
• competitive, privatized generation markets
~ competitive retail sales markets
~ widely practiced, state-of-the-art IRP with good market penetration of DSM
• innovative regulatory incentive programs
~ efficient inter- and intra-grid coordinated operations.
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3.6 REVIEW OF COMPETITIVE FACTORS AND SPECIAL CONDITIONS

Chapter 2 reviewed how the current Philippine electricity industry structure fails to meet key
requirements for competition. It also reviewed several special factors that should be accounted
for in a restructuring and privatization approach. To conch.:de the discussion of the
recommended approach, this section briefly reviews how the recommendations address these
concerns.

To reiterate, the industry structure conditions that affect the degree of competition and
participation in the industry are:

~ number of sellers of generation
~ number of buyers of generation
~ ease of bilateral trades between buyers and sellers
~ ease of entry into generation
~ access to transmission
~ transparency of pricing
~ unbundling of core functions
~ existence of level playing fields among participants in each core function
~ availability of planning information
~ access to the end-user (through retail wheeling).

This chapter has attempted to address each of these. This study's approach is designed to
create more sellers at the wholesale power level, in particular by facilitating direct sales
between utilities and independent generators on all grids, and further by restructuring
NAPOCOR assets to create private wholesale suppliers in Mindanao and the Visayas and
competing companies in Luzon. More buyers are created by putting all utilities into the
generation market and consolidating and strengthening utilities to become viable buyers. A
key purpose of the coordination arrangements, access to transmission, and access to capacity
provisions is to promote bilateral trades between buyers and sellers.

Creating access to generation, implementing coordination arrangements, creating many buyers
and eliminating NAPOCOR's central control over generation, promotes ease of entry into
generation. The establishment of an independent Transco is designed to provide access to
transmission.

Through unbundling, eliminating subsidies and rationalizing rates, transparent pricing is
established. Functions are extensively unbundled and level playing fields are created,
including those for fuel costs. Planning is coordinated and information is widely available.
Finally, open access to customers through retail wheeling is provided for at a measured pace,
starting with large customers but progressively extending this competition in each phase.

This chapter has also attempted to address the special factors identified in Chapter 2:
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1. Natu,al geographical divisions. The recommendations account for this condition by
adopting regional restructuring and privatization approaches.

2. Need fo, unified transmission. The national transmission system has been kept intact,
but regionally differentiated prices are provided for.

3. Small scale ofMindanao and VlSayas. These conditions have been accounted for by
retaining a regional supply company in each region that can manage the development
of power projects and provide effective planning and strong financial credentials.
Recognizing that the generation companies in these regions will require greater
regulatory oversight, the recommendations nevertheless provide distribution utilities
with workable arrangements to develop alternative sources of generation as well as a
program through which they can consolidate into more viable entities.

4. Efficient scale ofLuzon. In contrast, the recommendations reflect that effective
competition in generation and retail sales can be established in Luzon, and that there
need be no residual generation monopoly.

5. Potential dominance ove, generation by distribution utilities. Dominance over the
generation market by distribution utilities with large market share is guarded against
through competitive procurement schemes and targeted regulatory policies and
procedures.

6. Disparities in distribution utility capabilities. This issue has been addressed in several
ways, including: regulatory programs to strengthen and improve the performance and
structure of distribution companies, a transition period during which utilities can take
actions to prepare to meet their responsibilities under the restructured environment,
and that facilitates consolidation of smaller utilities into larger, financially stronger
entities.

7. Critical needfo, powe, supply plan execution. Strong power supply subsidiaries have
been in place on each grid for a transition period to execute critical projects and
prepare for privatization.

8. Absence ofDSMlIRP. Demand-side management and integrated resource planning
with competitive procurement by all utilities is a central feature of the recommended
approach. ,

9. Expanded tasks fo, ERB and DOE. We have accounted for the fact that these
organizations in particular will be critical in orchestrating the industry through each
phase and in providing regulatory and policy oversight on an ongoing basis. The
requirement to build the expertise and resources of each agency in parallel with the
evolution of the industry restructuring has also been accounted for.
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CHAPI'ER 4
OTHER INDUSTRY STRUCTURES

This chapter discusses the alternative industry structures considered in this evaluation and
introduced in Chapter 3. It begins by reviewing how the Philippine electricity industry might
evolve in the absence of any specifically developed strategy to reach a long-term structure
and ownership goal. After discussing the alternative structures, the chapter concludes by
considering the applicability to NAPOCOR of the privatization approach that was recently
pursued for Petton.

Almost all of the material in this chapter was presented and discussed at the restructuring and
privatization workshop in Manila (see Appendix E for its proceedings).

4.1 POTENTIAL EVOLUnON OF CURRENT STRUCTURE

Chapter 2 described in considerable detail the existing structure and ownership of the
industry. The restructuring and privatization workshop considered what the industry might
look like in the future if current policies and trends continued and significant structural
change was not pursued, but instead, the industry aggressively seeks to:

~ Increase private sector participation. Participation might be particularly
increased in the generation function to build new capacity and rehabilitate and
operate existing NAPOCOR generating units. Aggressive EO 215 rules to
provide entry into the generation market by distribution utilities and private
companies might also promote more private sector participation.

Increase the transparency ofoperations andpricing. "Transparency" means
that operations performance, operating policies, and derivation of prices are
clearly identified and understandable. For example, if transmission costs and
pricing are included in an energy tariff but are not stated separately, then
transparency is poor. Similarly, distribution pricing can be made more
transparent by separately pricing the "lines" function and the "sales" function.

Increase accountability for perfornuJnce. Accountability can be improved, for
example, by increasing the transparency of key operations, clearly assigning
responsibility and authority, setting goals, and basing compensation on
measured performance.
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Improve regulatory effectiveness. This could be accomplished, for example, by
improving the skills, staffing and resource levels at ERB or implementing
regulatory programs to improve the operating performance of distribution
utilities.

Figure 4.1 shows a possible evolution of the industry under these assumptions. Key to this
figure is the concept of "ring fencing." Ring fencing is an alternative to actual structural
unbundling and the separation of ownership. It is accomplished through one or more of the
following:

~ establishing semi-autonomous organizational units for key functional activities,
with clearly defined management responsibility, goals and performance
measurement

implementing accounting practices that isolate and separately account for the
costs and performance of key activities

adopting pricing practices that separately charge users for disaggregated
services, e.g., separating transmission from generation

pursuing regulatory practices that focus on key utility decisions or policies,
e.g., utility self-generation or distributor self-purchases from subsidiaries.

In this regard, NAPOCOR is currently engaged in an effort to ring fence its regional
operations by decentralizing to its five regional operating centers some of the activities and
decisions that normally have been made centrally by Manila headquarters. In addition,
NAPOCOR is attempting to account for and report the regional operations as profit centers,
which requires that costs and revenues be carefully tracked for each center. Any cost or
activity that falls beyond the responsibility of the center should in theory be reallocated. In
this manner, more accountability might be established.

The shaded functions or activities in Figure 4.1 indicate the use of ring fencing. However, we
strongly emphasize that ring fencing is substantially inferior to the actual disaggregation of
functions into separate organizations and ownership, and is in many cases very difficult or
impractical to implement effectively. For example, the NAPOCOR regional centers cannot be
managed by the local managers as true profit centers because the managers have no control
over prices. Neither can NAPOCOR effectively operate the regional operations as profit
centers because prices are not set based on operating center costs. The limitations of ring
fencing should be borne in mind during the discussion below on the possible industry
evolution depicted in Figure 4.1.

The generation function might be further "privatized" by relying on private sector IPP
GenCos to build and operate new power generation facilities. However, the nature of
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Figure 4.1

Possible Evolution of Existing Structure of
the Philippines Electric Industry
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generation unbundling that is achieved through the current NAPOCOR approach is limited. At
present, the very tight purchase power agreements between NAPOCOR and the IPP GenCos
make the IPP GenCos essentially constructors and operators of fuel conversion facilities. The
GenCos do not operate in an unbundled, competitive environment with many buyers and
sellers of generation, and they do not compete for short-term sales based on their efficiency.

In the competitive environment envisioned in this study, generation will be unbundled in a
broader sense, placing greater competitive and performance requirements on the IPP GenCos.
Nevertheless, under the current structure, NAPOCOR can aggressively pursue other forms of
contracting, including contracts with private sector operators to refurbish and operate existing
facilities (e.g., repair-operate-maintain -- ROMs). Hydro development might be spun off as a
separate activity or subsidiary, although this may be stepping beyond "evolution" into
restructuring, as this is one of the structural changes recommended here. Geothermal might be
developed through integrated steam/power generation projects with private sector developers,
including PGI and EDC. NAPOCOR could exit the fuel supply business for independent
power producers: this would require leveling the playing field on fuel taxes, again as
recommended here. Other NAPOCOR activities could be spun off into subsidiaries or to the
private sector or other state organizations, e.g., small island electrification. The remaining
generation activities of NAPOCOR might then be ring fenced to focus regulatory and
management oversight.

In the absence of restructuring, transmission and dispatch will remain key NAPOCOR
activities. However, four functioJ:}al activities (high-voltage transmission, 69 kV sub
transmission, island interconnections, and regional grid dispatch) are shown as ring fenced for
performance monitoring and in some cases for separate pricing, e.g., transmission services. It
is also possible that private sector investment might be attracted to the transmission function
through build-operate-transfer (BOT) contracts for selected projects.

Several changes are depicted in the distribution function. First, the "lines" function is ring
fenced, with the costs of "lines" service identified separately in the distribution tariff. In
addition, customers above a certain size might buy power directly from NAPOCOR or other
power producers and use retail wheeling services across the local distribution lines. Self
generation and purchases from IPP GenCos or subsidiaries might grow in importance with
certain distribution utilities. These activities are shown as ring fenced and subject to close
regulatory oversight. In this evolutionary scenario, NAPOCOR's supply to directly connected
customers is also ring fenced and subject to close regulatory oversight. Two new activities
could emerge as important factors in the industry: demand-side management by both utilities
and end-use customers, and energy service companies (ESCOs) that provide DSM services to
either utilities or end-use customers. Finally, cogeneration by customers could become a more
important source of electricity supply.

With the exception of increased private sector participation in generation and the possible
spinning off of certain NAPOCOR activities into subsidiaries or to third parties, this
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evolutionary scenario does not entail any significant restructuring to promote competition,
capital formation or performance accountability. NAPOCOR remains a national monopoly
with potential limitations of performance and efficiency incentives that are attendant to
monopolies. The practice of ring fencing is liberally used as a means of addressing the
problems of monopoly structure and bundled functions. Reliance on regulation is especially
heavy throughout all facets of the industry.

Despite these limitations, some industry participants expressed interest in this scenario,
particularly in combination with bringing in a significant private investor/operator firm as an
equity owner in NAPOCOR similar to ARAMCO/Petron. However, the so-called "Petron
approach" does not address any of the structural problems in the industry. Rather, it is more
of an ownership option that could be pursued for various entities under practically any
industry structure. The "Petron approach" is discussed in Section 4.5.

4.2 ELECTRICITY INDUSTRY STRUCTURE BASED ON SHORT-RUN
MARGINAL COST OR BID PRICING SYSTEM

Figure 4.2 depicts the SRMC or bid pricing approach (referred to as the "market clearing
pricing approach" in the workshop) that was considered for application in the Philippines.
Because of its potential long-term application in Luzon, this approach was discussed in some
detail in Chapter 3, where it was identified as an important area for re-evaluation during
Phase 2 of the recommended restructuring and privatization approach (see Sections 3.4.2 and
3.4.3).

Under this approach, all generation would be spun off to IPP Gencos, Hydro GenCos and
Geothermal GenCos. NAPOCOR would exit from the fuel supply business. The generators
would provide price quotes for blocks of power by time period (e.g., half hour periods during
the following day) that they are willing to provide to the Regional Grid Company (RGC).
Distribution utilities would purchase their requirements from the grid. The RGC matches the
supply quotes with the requirements of the distribution companies and dispatches generation
to match supply and demand in real time. It would also recover its transmission and sub
transmission costs (ring fenced in Figure 4.2). Also ring fenced is the distribution "lines"
function, allowing customers above a certain size to purchase directly from the grid and pay
local distribution wheeling charges. Perhaps the best publicized adoption of the SRMC or bid
pricing system is on the England/Wales grids.

NAPOCOR has several contracts with IPP GenCos that might not be restructured under this
approach. These contracts essentially result in price hedges for NAPOCOR and the respective
IPP GenCos. That is, the existence of these contracts does not necessarily impede the
adoption of the SRMC or bid pricing system as an industry structure. The broken line on
Figure 4.2 indicates the existence of these price hedge contracts. In fact, were the SRMC or
bid pricing system to be implemented, price hedging contracts would likely be entered into by
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OTHER INDUSTRY STRUCTURES" 4-7

most if not all participants in the generation and distribution functions. If the EnglandlWales
experience is any predictor, these contracts between distribution utilities and generators, which
will typically have take-or-pay features, also form the basis for capacity expansion projects
and are perceived as necessary to make new generation plants financeable. This raises M

important issue: in the absence of NAPOCOR, there are few financially strong distribution
companies that could independently enter into viable and financet'ble contracts with IPP
GenCos under the SRMC or bid pricing approach. There is a continuing need for NAPOCOR
or 8i.' alternative financial guarantor to ensure that IPP GenCos are attracted to the industry to
construct generation units to meet demand.

Although the SRMC or bid pricing approach is technically feasible, it will not be competitive,
at least currently. None of the participants in the workshop or industry representatives with
whom we held subsequent discussions considered the approach prudent or workable at this
time.

In particular, the approach is not practical on the Visayas or Mindanao grids, where there is
clearly too little diversity of generation. On these grids, there are only a few generation units,
which does not provide a workable competitive bidding environment on the generation side.
Moreover, in Mindanao, most of the generation is hydroelectric with limited dispatchability.
Lack of generation diversity could also be a problem on the Luzon grid, and the concentration
of IPP generation in a few large facilities and a small number of operators also raises the
risks of non-competitive bidding or effective gaming behavior on the Luzon grid (see Section
3.4.2 for a detailed discussion of applicability on the Luzon grid). Industry participants
considered the required sophistication and complexity of the SRMC or bid pricing system to
be particularly problematic for most utilities in the industry, and might also impede timely
and efficient capacity expansion decisions and financing.

4.3 INDUSTRY STRUCTURE BASED ON FUNCTIONAL UNBUNDLING AND
CENTRAL POWER ACQUISITION

This approach, depicted in Figure 4.3, found considerable support among the workshop
participants, although key issues were raised. Under this approach, generation is unbundled in
a way similar to that described for the SRMC or bid pricing approach. New generation is
provided by IPP GenCos, and NAPOCOR's existing generation is, to the extent practical, also
spun off to IPP GenCos. Hydro and geothennal generation are also accomplished through
independent companies. NAPOCOR exits from the business of supplying fuel to IPPs. Other
NAPOCOR activities are spun off, leaving a Regional Power Company with two key
functions: 1) perfonn the power supply planning for the region and 2) acquire the power
requirements through administering a competitive bidding program.

The transmission system is established as a separate national company with three regional
subsidiaries or divisions. The grid company provides transmission planning and investment,
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OTHER INDUSTRY STRUCTURES .. 4-9

operates and maintains the high-voltage and sub-transmission systems, and plans and
implements interconnections. This figure shows the grid operation and generation dispatch as
being performed by a separate Poolco, although this function could also be combined with the
grid company.

On the distribution side, the distribution utilities would obtain all of their power requirements
from the RPC with the exception of mini-hydro generation. All other generation by
distribution utilities or their subsidiaries would be sold to the RPC. The distribution "lines"
function is ring fenced to provide tr-wsparent retail prices and retail wheeling for customers
meeting threshold size requirements. The directly connected customers are also ring fenced to
provide regulatory oversight.

The strengths of this structure include its simplicity, the degree of unbundling and
transparency, and management focus and accountability by function. Moreover, it retains the
RPCs as state-owned enterprises, at least initially, which can provide the financial strength to
negotiate with IPPs. If performed expertly, the competitive procurement process of the RPCs
should introduce further competition into the capital and operating cost-intensive generation
function. The distribution utilities are freed from investment requirements to provide
generation and can focus their limited resources on the distribution systems. The grid
company is a. state-owned enterprise, at least initially. Operated on a commercial basis, it
should be able to access diverse funds for expansion. The grid company might be sold in
whole or in part to the private sector at a later time if this is deemed to be desirable.
Similarly, the regional RPCs might also be sold in whole or in part to private investors.

This approach also has significant disadvantages. In particular, the RPC is the sole buyer of
power from generators and the sole seller of power to distribution utilities. This falls far short
of the competitive market that might be established if all utilities become effective buyers of
generation and a market with many buyers and many sellers is established.

Another critical drawback is that the distribution utilities are not responsible or accountable
for their power supply costs. Although planning procedures might be established such that the
distribution utilities can participate in developing the regional generation plan, the execution
of that plan rests solely with the RPC.

The differences between this unbundled functions/central power acquisition approach and this
study's recommendation are several. First, although regional power companies are established
under both approaches, under this study's approach the RPC is only one of the options
available to utilities for power supply. Second, responsibility for planning and power supply is
placed with the distribution utilities, not the RPC, resulting in many more competitors for
generation and creating a critical market discipline for the utilities. Third, a structure is put in
place to facilitate the utilities performing these added responsibilities. This study's approach
capitalizes on the financial strength of all utilities, including NAPOCOR, over a transition
period, but sets a window within which all utilities are pressed to become financially self-
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sufficient. Under the unbundled functions/central power acquisition approach,
NAPOCORIRPCs would continue to be the dominant factor in generation. In contrast, unci~:

this study's approach their power would diminish on a relative basis as utilities grew into their
added responsibility and developed increasing self-sufficiency.

4.4 INDUSTRY STRUCTURE BASED ON REGIONAL (OR NATIONAL)
VERTICAL INTEGRATION

Figure 4.4 illustrates how the Philippine electricity industry would look if total vertical
integration were pursued. This approach is the "regulatory model" for the industry, i.e., that
the industry is basically a monopoly, competition is ineffective, the most efficient structure is
the single firm, and that effective regulation of utility management decisions is needed to
control the monopoly power and enSllre efficient investment and operation. This approach
would require extensive ring fencing of the operations, investments and pricing of the
integrated utility, relies the least on competition, and places the heaviest requirement on
regulation.

This approach was discussed at the workshop not so much as a viable option, but rather to
complete the consideration of the spectrum of approaches. It falls short on virtually all of the
areas of concern, in particular in failing to promote competition or to increase responsibility
and options for the distribution utilities to plan and provide for their power requirements.

4.5 TIlE PETRON APPROACH

The so-called "Petron approach" involves three steps:

1. The first step is to establish a commercially viable company (or companies). This
would normally require that one of two conditions be established:

~ the company operates in an essentially unregulated market where it is free to
pursue operating,' investment and pricing strategies to compete and earn
acceptable returns on its investment, or

the company operates under competent, transparent, and established regulatory
practices that reward the company with reasonable returns on its investment,
excepting only those instances where management has been objectively deemed
to have been imprudent.

Neither of these conditions, of course, is likely to hold completely true. Rather, a
combination of some degree of market deregulation and competition, along with a
system of regulation, will normally characterize a company's environment. The
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important requirement is that this environment allow management to concern itself
primarily with normal business strategy and operations, and to earn an
acceptable profit if it performs well at these activities.

A workable combination' of market deregulation, competition and regulation has
generally been established for Petron. For the most part, Petron operates in a
competitive market, with two well-financed and effective private sector competitors.
These competitors tend to constrain anti-competitive or monopolistic behavior on the
part of Petron. All three qompanies are required to sell retail products at the same
price, thus impeding anti-competitive behavior centered on price, including dumping or
price collusion. Moreover, regulations applied to the industry must be relatively even
handed for all practical purposes. For example, regulations that impede the
performance, management flexibility or profitability of Petron relative to its
competitors will cause Petron to decline in market strength and investment value.

2. The second step is to charter the company under the corporate code. This has two
important effects that help the company perform effectively and earn profits. First, it
frees the company from government salary and other personnel policies and allows it
to pursue, on an equal footing with its competition, salary structures and other
employee policies necessary to attract and retain qualified talent. Second, it
significantly removes the firm from control by governmental bureaucracies and from
interference in management decisions and operations by members of the political body.

3. The third step is to sell a substantial interest in the company to either an investor who
will take a significant role in the management of the company (like ARAMCO in the
case of Petron), or alternatively sell a stake to the general investing public. Pursuing
the first investor strategy does not preclude also pursuing the second at a later time.
To sell these stakes, especially to a foreign investor taking a major financial and
management role in the company, satisfactory comple~on of the first two steps is a
necessity.

The potential application of the "Petron approach" to the electricity sector and NAPOCOR is
discussed below. Table 4.1 contrasts Petron and the oil markets with NAPOCOR and the
electricity markets.

The most immediate and important difference is that the fundamental preparatory market or
industry environment does not exist in the electricity sector. In particular, NAPOCOR is a
monopoly with essentially no competition, which stands in sharp contrast with the competitive
conditions that prevail with Petron and the oil markets. In the absence of effective
competition that allows a market relatively free of regulation, the alternative is a regulatory
regime that promotes acceptable service and cost, but at the same time also reassures private
investors that they are relatively free to operate the firm to earn acceptable profits. It is not
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likely that investors would so assess the current regulatory environment in the Philippines
electricity industry.

Table 4.1
Comparison of NAPOCOR and Petron

~................• ·········J:cc.i····(.....\: ...... ....... .....• \<} I> ....•.••..·.··r.;:?.>· .•}... .............. .... . ....... :..:. ...........
. •••••••••••••• •••••••••

Competitive market No (monopoly) Yes

Faciliatorylstable regulation Problematic Workability
established

Commercially viable operation Not established; Established
problematic

Exogenous benefits to investor No Yes

Need for regulation High Significantly
reduced

Exposure to political interference High Constricted

The structural and privatization approach recommended here is designed to promote more
competition in the industry, to provide more transparent and effective regulation, and,
importantly for any potential application of the "Petron approach," to develop commercially
viable companies, including NAPOCOR subsidiaries and Transco. To facilitate attracting and
retaining the needed expertise and to prepare companies for possible sale to the public,
NAPOCOR subsidiaries and Transco would be chartered under the corporate code. This might
also restrain counter-productive micro-management or intervention by a political body. These
companies could be offered in whole or in part to a large investor, e.g., a foreign electric
utility, or more broadly to the investment community.

It is worth noting that there are potentially important strategic and financial benefits to
ARAMCO that are exogenous to the financial merits of Petron as an operating entity. Most
notably, ARAMCO gains additional vertical integration and an assured market for its crude
development and sales activities. At the same time, the Philippines gains a reliable source of
crude supply and potential investment stability. It is not clear that such exogenous factors
exist for an investment in NAPOCOR.

Finally, when applied to the electric sector and NAPOCOR, the "Petron approach" might
entail a large foreign investor taking a significant ownership and management role in a
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monopoly constrained to the nation's boundaries, bound up with the public interest, of
necessity subject to regulation by governmental agencies, and never far away from political
interference. It is arguably good public policy not to further complicate and constrain the
overall management and development of the industry by introducing significant foreign
control over a monopolistic entity as large and centrally important as NAPOCOR
currently is.

This study's recommendations embody many of the same elements as the "Petron approach,"
e.g., establishing commercially viable entities, promoting competition, and achieving balanced
and transparent regulation. Within this context, the "Petron approach" is perhaps more
appropriately viewed as an ownership option that might be applicable to several entities in a
restructured electric sector, as opposed to itself providing the basic framework for
privatizaticn.
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CHAPrER 5
WORK PLAN

This chapter presents the work plan for implementing the recommended restructuring and
privatization approach. The work plan focuses on Phase 1, but key activities that bear on
Phase 2 issues or decisions are also noted.

The work plan consists of two parts, the Summary Plan, which identifies the major tasks, and
the individual Task Plans. The designated responsibility assignments are noted on the specific
task plan, as are particularly important or difficult issues.

The Summary Plan for Phase 1 is presented on the next page. During this phase, all
restructuring and regulatory programs are scheduled to be in place and operating, with the
exception of the further restructuring and sale of the Luzon subsidiary, sale of the Mindanao
and Visayas subsidiaries, and the evaluation of further structural change in Luzon (i.e., SRMC
or bid pricing system).

Two important points need to be emphasized with respect to the plan and schedule. First, all
oj the recommendations can be acted on immediately without waiting jor enabling legislation,'
there is no need to delay any implementation. Complete implementation will require
legislation, including mandates that direct agencies to carry out programs under their now
existing authorities, but substantial steps on every recommendation can be taken immediately.
Second, the success oj the five-year Phase J depends on careful, quality execution ojeach oj
the tasks. Although it might be desirable to accelerate the Phase J schedule, in so doing,
none oj the steps should be eliminated and the quality ojexecution should not be
compromised. A major focus of Phase 1 i.s to strengthen and restructure the industry to
establish the necessary foundation for successful privatization.

Many key events are scheduled over the five-year Phase 1 period. Some of the more
important milestones and their schedules include the following:

Poolco and Planco are established
Transco and generation divisions are fully operational
Pilot distribution utility consolidations are in place
Transmission and generation tariffs are unbundled
Distribution utility regulatory programs are implemented
Initial operating rules are established
IRPs are filed by larger distribution utilities
Transco and regional generation divisions are incorporated
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Retail wheeling policy is formulated for large customers
First PDP is prepared under the new industry structure

Summary Work Plan -- Pbase 1
Pbilippine Electricity Industry Restructuring and Privatization

36 months
36 months

1. Enact Enabling Legislation

2. Create and Privatize Regional Power Companies in Luzon, Mindanao and the Visayas

3. Establish Transco and Organize Regional Transmission Grid Satellites

4. Create Poolco and Establish Utility Coordination Operating Rules

S. Establish Distribution Utility IRP and Industry Coordinated Planning Process

6. Organize the Hydroelectric Power Authority

7. Organize the Small Power Utilities Group

8. Develop and Implement Retail Wheeling

9. Implement Consolidation and Regulatory Programs to Strengthen Distribution Utilities

10. Rationalize Wholesale and Retail Electricity Tariffs

Comments and Issues

1. All recommendations can be acted on immediately without waiting for enabling legislation; there
is no need to delay any implementation.

2. All organizations in the sector, but particularly DOE and ERB, must have an ongoing program to
build expertise in step with restructuring and privatization responsibilities; this must remain a
high priority of management.

3. Inherent in the work plan and in the ongoing activities of ERB and DOE will be the review and
monitoring of competitive conditions, practices and behavior. Special studies or investigations
may be required from time to time.

Specific work plans have not been developed for two activities in this report. These activities
are an essential part of implementing the restructuring plan, but need to be formulated and
implemented by the respective Philippine agencies.
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Monitoring competition in the industry, particularly in the generation sector.
Through the perfonnance of their responsibilities as defined in this report and
further delineated in legislation, DOE and ERB will exercise considerable
oversight over the industry and its competitive behavior. To illustrate this point,
the approval of IRP policies and methods, approval of protocols for competitive
bidding, review of utility IRP plans and resource acquisition decisions, and
participation in the preparation of the national PDP will each provide DOE and
ERB with infonnation on industry conditions and competitiveness. So will
other aspects of the recommendations, including for example, the periodic
evaluations and further extensions of retail wheeling. To supplement these
activities, DOE and ERB, as part of their nonnal operations, should track
market trends and developments (e.g., market shares for each IPP GenCo on
each grid) and conduct special studies or investigations on an as-needed basis.

Building the capabilities ofRP agencies, particularly DOE and EBB, to
function in the restructured industry. This will be an ongoing process whose
importance cannot be over-emphasized. It will be incumbent on all
organizations, public and private alike, to understand the requirements that each
faces and put in place programs to develop the skills and acquire the resources
needed to do its job. In this respect, DOE and ERB must have an ongoing
program to build expertise in step with restructuring and privatization, and this
must remain a high priority of the management of these agencies.

The remainder of this chapter discusses the work plans for each task. Following the
discussion, the specific work plans are illustrated in comprehensive table fonnat.

5.1 TASK 1: ENACT ENABLING LEGISLATION

The objective of this task is to work with the legislature to develop and enact comprehensive
legislation that provides the appropriate authorizations and mandates to the President, DOE,
NAPOCOR, ERB, distribution utilities, and other affected organizations and agencies to
implement the restructuring and privatization plan. Figure 5.1 defines the critical substantive
areas where specific legislative proposals and mandates should be developed and enacted.

In developing this legislation, it Will of course be important that certain steps be taken to
build a consensus and sound understanding of the requirements and implications of the
recommendations. A combination of workshops and task forces charged with analyzing and
developing specific components of the legislative package should be established.

In addition to the areas addressed in the Task 1 work plan, an important issue to deal with in
the legislation is subsidies. DOE should develop its position on how and over what period
existing subsidies should be phased out, including inter-grid subsidies. To ease the transition
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to the new structure and allay concerns over prices, a phase-out should be adopted. Under this
study's schedule, the regional subsidiaries and Transco are fully established and operational
and ready for privatization by the end of Phase 1. This would be a logical period also for
ending inter-regional subsidies. Ending subsidies for the Small Utilities Group will
undoubtedly be more problematic, and eight years are recommended to accomplish this. The
legislation should also address how the Small Utilities subsidies will be funded. This will also
be an opportune time to review the other legislatively mandated subsidies to determine if they
are basically acceptable under the new structure or whether revisions to these should also be
proposed in the restructuring legislation.

Two additional observations can be made on the legislation. First, it should be specific with
respect to key dates contained in this overall work plan, e.g., the establishment of corporate
subsidiaries, the sale of these subsidiaries, the implementation of IRP, or the implementation
of regulatory programs. Second, it should require that NAPOCOR, DOE and ERB formally
report to the legislature on the progress of implementing the restructuring and privatization
and on important issues that arise.

5.2 TASK 2: CREATE AND PRIVATIZE REGIONAL POWER COMPANIES IN
LUZON, MINDANAO AND THE VISAYAS

NAPOCOR will take the first steps toward privatizing the generation sector by segregating its
thermal generating plants by geographical and grid region, and fonning semi-autonomous
operating divisions as a precursor to the creation of subsidiaries which will then be sold to the
private sector. NAPOCOR should proceed immediately with establishing these divisions.

An essential task NAPOCOR can undertake without waiting for the legislature to address
restructuring is to modify its existing tariffs in anticipation of the new industry structure. By
preparing and filing unbundled service tariffs now, it will lay the foundation for separate
transmission and power tariffs when Transco and the regional power companies are
established as separate corporate entities. Further, there are cross-grid subsidies that need to
be eliminated and other rate structure reforms are needed. Work toward these objectives
should begin as soon as possible to provide a smoother transition.

It is also vitally important that NAPOCOR file a specific plan with DOE to continue and
extend its efforts to privatize existing generation through sales to independent power
producers or through ROMs and similar arrangements that will revitalize available capacity.

In preparation for the formation of subsidiaries and their sale in Phase 2, asset valuations
should be conducted and legal or financial constraints addressed, including obtaining the
authorities needed for franchise and other utility operating rights.
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The final steps in this task are to take the steps necessary to prepare for the disposition of
NAPOCOR assets held in these subsidiaries through sales to private investors.

5.3 TASK 3: ESTABLISH TRANSCO AND ORGANIZE REGIONAL
TRANSMISSION GRID SATELLITES

The purpose of this task is to create an independent transmission grid company that will act
as the conduit for energy transactions on a national basis between generating companies and
their customers. Transco is charged with building, operating and maintaining the national
power grid, the operation of a coordinated power pool, and coordinating utility planning from
a national perspective to maintain adequate, reliable electricity service. Power pooling issues
and planning activities are treated in Task 4 and Task 5, respectively.

NAPOCOR should establish Transco as a separate operating division as soon as possible, but
no later than 18 months and without waiting for legislative action, in order to create an
immediate focus on the complex issues this organization must address in its key role in the
restructured industry. Subsequent to the adoption of legislation defining the new industry
structure and the completion of the necessary financial and legal undertakings to complete the
transition, Transco should be made a subsidiary of NAPOCOR. Full corporate standing should
be established within three years.

During these organizational changes, NAPOCOR should continue and consummate its efforts
to establish regional centers for facilities management and power dispatch and control. These
measures will strengthen Transco's ability to respond to problems affecting the local grids. In
order to provide the access to transmission services that will make a competitive generation
market a reality, Transco will need to develop transmission service tariffs which specify both
prices and terms of service. The development process should begin early to have tariffs in
place in two years, for the issues involved are complex.

5.4 TASK 4: CREATE POOLCO AND ESTABLISH UTILITY COORDINATION
OPERATING RULES

The objective of this task is twofold: 1) to establish a dedicated division within Transco to
deal with operating the grid and dispatching all significant generation, and 2) to develop,
implement and administer operating rules that both capture the economies possible through
"one-system" operation and facilitate effective and efficient decentralized planning by
distribution utilities. Poolco should be created immediately and be charged with establishing
effective central dispatch on all grids, including the installation of required communication,
data and control facilities, and procedures. In parallel, Poolco will work with DOE to issue
the first and most critical coordination operating rules.
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NAPOCOR should be directed to establish Poolco within the next six months and charge
Poolco to develop a detailed plan and schedule, including resource requirements, for
accomplishing its dispatch and coordination objectives on each grid. DOE would monitor
progress against this plan.

The "first geneiation" operating rules should be established by DOE. However, the critical
expertise needed to develop these rules resides with the Poolco staff, and DOE should rely
heavily on Poolco in this regard. The spirit of the rules is to facilitate all utilities and
generators participating in the generation market and creating competitive pressure for
generation efficiency. It is important that DOE and Poolco approach the task of developing
operating rules with this objective. In addition, utilities and generators that will operate under
the rules should be consulted and made part of the deliberation and development process. In
this regard, DOE should take the leadership role to assemble an appropriate task force and
coordinate its work. Until such time as the enabling legislation is enacted, the interim
framework for operations coordination may be the EO 215 Rules. These rules should be
revised and made as prescriptive as ~ractical, and formulated with a view toward facilitating
the transition from the current structure and operations to that recommended in this report.
The project team has provided several suggested changes to those rules that should be
considered in establishing the "first generation" set of operating rules.

Much work has been done by utility systems around the world to address how best to
coordinate the operations of different utilities to capture efficiencies, facilitate planning and
increase the reliability of electricity supplies. One of the activities of the operating rules
working group should be to research and evaluate the experiences of other systems, including
selected field investigations.

Operating rules will constantly evolve; they will not be static. We have recommended that
DOE take the lead in ensuring that an initial set of rules is established for two reasons: DOE
can issue rules soon and avoid lengthy negotiations among utilities, and DOE can ensure that
the rules start out with the right policy direction. In the longer run, utilities and generators
will become responsible for developing and implementing these rules, and Poolco should
establish working committees with utility and generator representation for this purpose.

5.5 TASK S: ESTABLISH DISTRIBUTION UTILITY IRP AND INDUSTRY
COORDINATED PLANNING PROCESS

The objective of this task is to put in place and implement, for one full cycle, the new
planning procedures that reflect the realignment of responsibilities in the restructured industry.
These planning activities will in many respects be undertaken in parallel with current planning
by NAPOCOR until a complete changeover can be made late in Phase 1. The new planning
procedures must address the development of planning methodologies and guidelines, the
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preparation of integrated resource plans by utilities that are consistent with these guidelines
and methodologies, and the integration of the utility plans into a national plan for approval.

An important issue for early resolution is the division of the authority, responsibilities and
roles of DOE and ERB with respect to planning. Chapter 3 discllssed a general allocation of
responsibilities. The roles and responsibilities of DOE and ERB must be made as clear as
possible. Clarification should be a priority during the next several months, and the resolution
should be embodied in the legislation developed in Task 1.

In the planning process, Transco and its Planco and Poolco divisions will be essential
participants in establishing planning guidelines, performing evaluations and analyses, and
coordinating with DOE, ERB and utilities in preparing the national Power Development
Program. This adds even more priority to establish Transco and for Transco to achieve full
proficiency as quickly as possible.

5.6 TASK 6: ORGANIZE THE HYDROELECTRIC POWER AUTHORITY

The objective of this task is to reorganize NAPOCOR's hydroelectric business, both existing
projects and projects under development (but excluding pumped storage and small projects),
into an RP authority dedicated to the timely and efficient development of hydroelectric
resources on all grids. This reorganization stems from two considerations. The first is to
privatize NAPOCOR's generation and leave it with the key transmission and operations and
planning coordination functions. Privatization will be greatly facilitated by removing
hydroelectric assets from those to be transferred to the private sector. The second is simply to
create focus and accountability for performing a difficult and complicated but highly essential
function. A dedicated organization can be made more effective in this regard. The added
administrative and coordination burden will be more than offset by these benefits.

The establishment of the Authority will proceed in much the same way as the establishment
of the regional generation subsidiaries and Transco. Hydroelectric will first be established as
an autonomous division. Subsequently, its staff, operations and assets will be transferred to an
entity not affiliated with NAPOCOR.

During the next few months while enabling legislation is being prepared and the charter of
the Authority developed, discussions should be held with other agencies involved in hydro
development (e.g., the NIA) to ensure that the necessary interfaces between the Authority and
these organizations are addressed, as appropriate, in the enabling legislation.
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5.7 TASK 7: ORGANIZE THE SMALL POWER UTILITIES GROUP

With the successful execution of the above tasks, NAPOCOR will have organized its
generation business in such a way that it can be privatized, leaving only the Small Power
Utilities Group responsible for the electrification of small islands not interconnected with a
primary grid. The activities of this group should also be established as a subsidiary, and the
subsidiary's management charged with privatizing as many of the small island systems as
possible and operating the remainder on a commercial basis or with subsidies specifically
appropriated by Congress on an annual basis.

The mandate for Small Power Utilities should be embodied in the enabling legislation so that
the legislature is supportive of the long-term strategy to either privatize or operate on a
commercial basis. Between now and the time the strategy is successful and completely
implemented, subsidies will be required. However, these subsidies should be capped at the
current level and systematically reduced over an eight-year period.

5.8 TASK 8: DEVELOP AND IMPLEMENT RETAIL WHEELING

The objective of this task is to develop and implement retail wheeling, allowing certain end
users to competitively procure their electricity requirements and prompting the generation
market to seek out buyers other than at the wholesale level. Applicable initially to large
customers, the effectiveness of the policy will be evaluated with the presumption that retail
wheeling will be made progressively available to an expanding group of users. A well
administered retail wheeling policy will also be necessary to rationalize policy on direct
connected customers and facilitate the consolidation and financial strengthening programs as
more fully discussed in this report. The industry may benefit by studying and following the
recent initiative of the California Public Utilities Commission to order retail wheeling for
large customers. Many of the is~ues that must be resolved to implement California's policy
will be similar to those of the Philippines.

5.9 TASK 9: IMPLEMENT CONSOLIDATION AND REGULATORY PROGRAMS
TO STRENGTHEN DISTRIBUTION UTILITIES

The tasks to this point have dealt primarily with improving the competitiveness and efficiency
of generation and demand and supply resource acquisition by all utilities, and in creating
autonomous, focused and accountable organizations in the power supply and transmission
sectors. The management and operations of the distribution sector must also be addressed: the
electricity consumers of the Philippines can ill afford inefficient and ineffective distribution
system management. Perhaps more critical, distribution utilities must become financially
credible for the restructuring and privatization to achieve its potential. Section 3.3.6 described
initiatives that, if diligently pursued, will go a long way in addressing utility industry
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perfonnance and establishing financial credibility. The task work plan in Figure 5.9 lays out a
schedule for implementing these much needed refonns.

The enabling legislation should mandate that DOE, ERB and NEA implement these programs
and report back to the legislature on results according to this work plan. The enabling
legislation should authorize ERB to place into receivership any distribution utility that fails to
meet its management and perfonnance obligations to its customers.

The legislation should also authorize ERB to order consolidations pursuant to DOE policy
where it has been detennined that a utility is too small to be economically viable or to meet
minimum service quality standards. This will become increasingly important as restructuring
proceeds, and the requirements for IRP and competitive resource acquisition fallon utilities.
Some will not be able to perfonn these tasks, either because they are too small and lack
resources and expertise, or because they simply fail to perfonn. ERB must act in these cases
based on a clear mandate to assure overall distribution utility success in the restructured
industry.

5.10 TASK 10: RATIONALIZE WHOLESALE AND RETAIL ELECTRICITY
TARIFFS

Rationalizing electricity tariffs is an important supporting initiative that complements the
restructuring and privatization effort. By giving accurate price signals, wholesale rates provide
a more appropriate basis for perfonning IRP, evaluating and acquiring DSM resources, and
evaluating competitive offers from generators. Distortion in wholesale rates leads to
distortions in these critical utility decisions, leading to inefficient choices and the
misallocation of scarce resources.

Similarly, the utilities' retail rates should provide accurate price signals to end-users who also
make consumption, fuel choice and appliance and capital equipment decisions based in part
on electricity prices. Inaccurate retail rates lead to distortions in these end-users' decisions,
and to inefficiency and the misallocation of resources.

Finally, cost-based rates and transparency in rate regulation (including the absence of political
interference) will promote considerably more confidence on the part of private operators and
investors, whose strong interest should be encouraged when privatizing the regional power
companies.

To some degree rates will be rationalized through unbundling NAPOCOR's rates and
separating transmission services from tariffs for purchased power. However, the regional
power supply companies will continue to offer power at the wholesale level and also at the
retail level for some customers with the advent of retail wheeling. It is thus important that the
rates of these companies be addressed. Little has been done to date to improve distribution
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utilities' rate structures, and regulatory scrutiny is needed here as well. Distribution utilities
themselves may be anxious to revise their rate schedules ill response to the competitive
pressures introduced by retail wheeling.
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Page 1 of2Figure 5.1
Task 1. Enact Enabling Legislation·

Subtask

1.1 Create and charter an autonomous Hydroelectric Power Authority and authorize the direct transfer of :
NAPOCOR hydro assets to the new Authority. i

1.2 Direct NAPOCOR to establish regional generation subsidiaries, transfer regional thermal generation assetsI
to each subsidiary, set region-specific tariffs and privatize through sale. Autonomous divisions are to be
created immediately and become functionally independent within 18 months, fully operational corporate
subsidiaries within another 18 months, and privatized within 6 years.

1.3 Direct NAPOCOR to establish Transco as a wholly-owned subsidiary and to transfer NAPOCOR
transmission assets to the new subsidiary. Transco will own and develop the national transmission system,
including island interconnections, and will be responsible for coordinated power transactions and
reliability planning (Poolco) and coordinating the development of the national Power Development
Program through its Planco division. Transco is to be established as an autonomous division of
NAPOCOR within 18 months and a fully operational corporate subsidiary within another 18 months.
Transco will establish grid connection policies and region-specific transmission prices within 24 months.

1.4 Direct DOE to establish integrated resource planning procedures and competitive resource acquisition
protocols and procedures to be followed by all utilities, and direct that all utilities follow these procedu~
and submit plans to DOE on a schedule to be developed by DOE. The larger utilities will be required to
submit these plans by no later than the end of 1996 and all utilities by the end of 1998.

1.5 Direct NAPOCOR to establish a subsidiary to provide service to isolated island consumers (Small
Utilities Group) and direct NAPOCOR to develop a plan to rationalize the structures of these small

. systems with a view toward maximizing privatization. Direct and authorize NAPOCOR, as regulated by
ERB, to reduce and where practical, eliminate the direct subsidies to these systems over an eight-year
period and to operate any systems that have not been privatized either on a commercial basis or with
subsidies provided directly through annual congressional appropriations.
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(Continued)

1.6 Direct ERB to implement regulatory programs to improve the financial and operational performance of
distribution utilities (private companies and cooperatives) and to rationalize inefficient structures. Provide
ERB with receivership powers and authority to order consolidations to enforce these regulations. Provide
ERB with franchise power over cooperatives. Provide for independent funding of ERB through a levy on
electricity sales. Direct DOE, as lead agency working with ERB and NEA, to evaluate and i~plement

small utility consolidation incentive program and to seek additional congressional authorizations if
needed.

1.7 Direct ERB to rationalize the design and structure of eitl,;tric rates throughout the sector, commencing
with NAPOCOR, then distribution utilities. Authorize ERB to set Transco rates to ensure commercial
viability and adequate internal financing capability.

1.8 Direct ERB to develop and implement a retail wheeling policy to promote retail competition and
customer choice.

1.9 Provide both DOE and ERB with the mandate, authority and resources each needs to guide the
implementation of the industry restructuring and privatization from the policy and regulatory perspectives I

1.10 Either discontinue NAPOCOR's fuel taxation exemption or provide exemption to all generators to :
eliminate curren~ market distortions. i

1.11 Repeal PD No. 40 and modify NAPOCOR's charter to reflect its new role in the industry. I

-

Page 2 of2

Comments and issues:
I. Legislative mandates should be sought to eliminate subsidies, in particular inter-grid subsidies, but others as well. DOE and ERB should develop specific

phase-out provisions and schedules as part of the legislation.
2. The legislation should incorporate the key dates contained in this work plan and should otherwise authorize DOE and ERB to set specific schedules for

performance required by NAPOCOR, utilities and others.
3. All industry participants should be required to provide periodic reports of their progress toward meeting legislative intent and specific mandates.
4. Key responsibilities, especially for DOE and ERO, should be defined and included in the enabling legislation to the extent possible. In particular,

responsibilities for developing planning guidelines and coordinating national planning, setting IRP procedUres, reviewing and approving utilities' IRPs, and
monitoring competitive procurement practices are key areas for which to define roles.

5. DOE should be authorized and directed to adopt appropriate measures to prevent any significant stranded asset risk for NAPOCOR.
6. The effect of CA146 Public Services Law on IPPs should be clarified and appropriate exceptions included in the legislation to eliminate potential economic

regulation barriers to the development of the IPP market.
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Figure 5.2

Task 2. Create and Privatize Regional Power Companies in Luzon, Mindanao and the Visayas
Page 10(2

-

Subtask

2.1 Create immediately by Board resolution autonomous regional divisions within NAPOCOR to assume
control over NAPOCOR's thermal generating units, operate them efficiently, and maintain the plants to
preserve and enhance their value when sold to private investors. These divisions should become fully
operational within 18 months and be operated and managed as much as practical as independent entities.

2.2 NAPOCOR prepares and submits to DOE, within six months, detailed plans, schedules and responsibility
assignments for establishing each subsidiary. A critical part of each plan must be a schedule for
eliminating inter-grid subsidies by the end of Phase I in mid-1999. DOE will monitor progress against
each regional plan.

2.3 Prepare and file regional unbundled electricity tariffs with ERB that are designed to recover each operating
division's power costs from the customers it serves. These tariffs will be synchronized with Transco's
unbundled transmission rates in order to provide the necessary transition from NAPOCOR's bundled rates
that include both transmission and power supply services. The rates will be consistent with the plans to
phase out subsidies and in compliance with any mandates or directives that might be contained in the
enabling restructuring and privatization legislation. The deficiencies in NAPOCOR's current wholesale
rate structures documented in this report should be eliminated in the new tariffs from the outset (see Task
13).

2.4 NAPOCOR prepares, within the next six months, grid-specific plans and schedules for additional
privatization of existing generation through sales to IPPs, ROMs or other means. DOE will monitor
performance against these plans. The objective is to continue to expand programs to rehabilitate and
upgrade existing facilities by inviting active participation by private investors. This task is critical to
provide capacity that adequately matches power demands, and it must not be deterred or delayed as a
result of industry restructuring.

2.5 Conduct asset valuations and obtain any necessary approvals to transfer assets to each subsidiary. Secure
-necessary franchise or other authorities.

•

•

-

•
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Figure 5.2
Task 2. Create and Privatize Regional Power Companies in Luzon, Mindanao and the Visayas

(Continued)

Subtask

~
!
!

I
I

2.7 Prepare a plan for selling the Mindanao and Visayas subsidiaries, each in its entirety, to the private sector. !
These companies will continue as power suppliers in ellch area under ERB-approved tariff rates and will i
acquire supplies through a competitive procurement process. However, distribution utilities and end-users i
may choose to receive service from alternative suppliers which would be delivered via wheeling services i
provided by Transco and/or local distribution utilities. I

!
f
i
~

2.8 Prepare a plan to reconfigure the Luzon subsidiary's assets into two or more reasonably comparable
portfolios for sale to private operating companies which would be viable wholesale power suppliers (and
competitors).

2.6 Create wholly-owned, but independently managed and operated, corporate subsidiaries from the regional
operating divisions. This should be accomplished within three years.

Comments and issues:
I. It is important that the establishment of these subsidiaries proceed quickly through establishing operating divisions first and honing these divisions to operate

as independently as possible. This will require the delegation of considerable authority for resource commitment and other decision making.
2. Delays should be avoided in starting the process of phasing out subsidies. This process can start immediately without any additional requirements. The longer

this corrective action is delayed, the more problematic it becomes to achieVing restructuring and privatization goals.
3. NAPOCOR has prepared an analysis of many of the implementation issues associated with establishing the Mindanao subsidiary, none of which is particularly

problematic except the potential rate adjustments associated with the elimination of subsidies. That analysis will be instructive in developing the subsidiary
plans on the other grids as well.
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Figure 5.3
Task 3. Establish Transco and Organize Regional Transmission Grid Satellites

Subtask

i
3.1 Establish Transco immediately, through a Board resolution, to become a fully operational division within I

18 months. Ring fence Transco as much as possible (accounting, pricing, organization and staffing, i
regulatory) and implement policies and procedures to make Transco's operations, policies and decisions as
arms-length as possible from NAPOCOR's generation business.

3.2 Prepare updated grid expansion plans and interconnection plans along with economic rationale and
proposed rate impacts for the use of each regional power division/subsidiary.

3.3 Audit and revalue NAPOCOR's transmission assets as a basis for transferring the assets to Transco.

3.4 Enact legislation granting Transco franchise and other required authorities.

3.5 Incorporate the Transco division as a wholly-owned subsidiary ofNAPOCOR. Establish a separate Board
of Directors and eliminate any interlocking directorates or management positions.

3.6 Establish regional power management and grid operations centers to facilitate the decentralized
management of local grid operations and the economic dispatch of generation.

3.7 File tariffs with ERB specifying interconnection policy and prices for each regional grid.

-
- ---

Comments and issues:
I. Establishing Transco as soon as possible is critical since it is a central feature of many aspects of the restructuring and privatization plan, including planning,

'operations coordination, and transmission access to generation for distribution utilities.
2. The updated transmission expansion and interconnection plans and the regional tariffs are key inputs in evaluating the overall rates that will prevail on each

regional grid.
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Luzon Grid 1995
Mindanao Grid 1996
Visayas Grid 1997

Subtask

4.5 Poolco: Implement full economic dispatch:

4.6 Pooleo and DOE: Issue comprehensive "second generation" rules.

4.4 PooleD: Establish ongoing working committee to start work on "second generation" operating rules.

Figure 5.4
Task 4. Create Pooleo and Establish Utility Coordination Operating Rules

~===~======.......======tI
··::I§g4I::,::::{;f9:9~t·:;[;-'I:l:~6.:::.·:·199£:;;:··;.1~i·I;tl~:·

:~:.~;~:;;·.!lma::::·!~4;[J~4·:-J~~:~~:
:

: -!
:
i
:

!
4.2 Poolco: Develop a plan for achieving full economic dispatch on each grid and installing SCADA systems, i

AGe and other facilities necessary to accomplish this goal. i
!

4.3 DOE: Form working group with Poolco and representatives from utjlities and generators (IPPs) to develop i
interim, "first generation" grid operating rules. Specify the priority of operating rules to be developed, !
evaluate the experiences of other power pools internationally, revise and expand EO 215 Rules, and i
develop and adopt initial set of rules. At a minimum, the initial rules should address methods for i
determining unit incremental costs for commitment and dispatch, economic dispatch and related billing, i
unit commitment procedures, operating reserve responsibility, coordinated maintenance scheduling, and i
installed capacity responsibility. I

i
i
i
:
i
:
i
i
:

i
i
i

I

4.1 NAPOCOR: Establish Poolco drawing on the expertise and experienceofNAPOCOR staff. Establishing
Pooleo will proceed in parallel with the establishment of the Transco division, but on a shorter schedule.
Pooleo should be operational within a six-month period.

Comments and issues:
I. DO~ should ensure that the interim grid operating rules set clear policy objectives by encouraging reasonable grid access and the development of a

competitive generation market.
2. Industry standing committees or working groups will be needed over the long run to respond to changing market conditions.
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Figure 5.5

Establish Distribution Utility IRP and Industry Coordinated Planning Process
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5.1 Establish procedures and guidelines for utilities in preparing integrated resource plans and conducting
competitive resource acquisition. These procedures and guidelines will also deal with the review process to
be followed for plans prepared by the utilities. The IRP and resource acquisition rules should be
promulgated and issued by DOE for review and comment. The final rules will provide the requirements
for the first IRPs to be prepared. The rules will contain a schedule for the filing of IRPs by utilities.
Larger utilities with more resources should be required to be the first to comply with IRP requirements;
smaller finns should be pennitted, and probably encouraged, to collaborate in meeting IRP requirements.

5.2 Establish Planco as a separate unit of Transco focused on long-tenn planning and resource acquisition
. issues involving the entire power sector.

5.3 Planco and ERB: Develop planning guidelines and infonnation collection and access capabilities to assist
distribution utilities in preparing IRPs.

5.4 Develop a process administered by Planco for the aggregation of individual utility IRPs and other industry
data to produce regional and national Power Development Programs for review and approval.

5.5 Utilities: File initial IRPs for review and approval. The first set of IRPs from the larger utilities will be
filed by the end of 1996, with the balance of utility plans to follow over the next two years.

5.6 Planco. DOE and Utilities: Prepare first Power Development Plan under the new industry structure.

5.7 Direct utilities in their first round of competitive solicitations and acquisitions to meet approved resource
requirements.

5.8 Evaluate the effectiveness of the IRP competitive procurement process.

-uJ

Comments and issues:
I. The respective roles of DOE and ERB in each of the above subtasks must be clearly delineated; this is a priority during the preparation of legislation.
2. The timely establishment and full operation of Transco and its Poolco and Planco divisions is a key requirement in establishing the new planning procedures

.and implementing them through the first complete cycle.
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Figure 5.6 .
Task 6. Organize the Hydroelectric Authority

~~===============~

6. I DOEINAPOCOR: Research necessary coordination with other organizations involved in hydro developmend
and account for the proper delineation of responsibilities, authorities and interrelationships in the enabling
legislation and charter of the Authority.

6.2 Organize NAPOCOR's hydroelectric business into an autonomous division and ring fence its operations to
establish independent operation as much as practical.

6.3 Hydro Division: Prepare updated expansion plans, resource requirements, financing plans and expected
power rates for planning purposes and for use by regional generation divisions/subsidiaries.

6.4 Conduct evaluation of hydroelectric exports from Mindanao, including economic feasibility, required island
interconnections, proposed pricing, financing, and impact on the power industry in Mindanao.

6.5 Establish pricing and/or allocation methods for hydroelectric production applicable to each phase of
restructuring, i.e., sales to NAPOCOR during the first part of Phase I, sales to NAPOCOR subsidiaries in
the latter part of Phase I, and sales to privatized NAPOCOR subsidiaries in Phase 2.

6.6 Obtain any needed authorities from the legislature.

6.7 Transfer NAPOCOR assets to the Authority and establish fully independent operations.

•
-- --

--

-

Comments and issues:
I. The Authority will face key decisions on pricing and the allocation of hydroelectric generation as the industry is restructured, requiring it to choose between

allocation schemes, open market selling, competitive contracts or some combination of these approaches.
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Figure S.7
Task 7. Organize the Small Power Utilities Group
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7.1 NAPOCOR: Establish the Small Power Utilities Group as an autonomous NAPOCOR division. Tightly i _

ring fence -- organization and staffing, accounting, pricing and regulation - to operate as much as possible I

on an independent basis.

7.2 Small Power Utilities Group: Prepare a general strategy and plan for privatizing small island systems, and _
where it is not clearly feasible to privatize, develop a plan for phasing out subsidies and operating on a
commercial basis within eight years. The plan should include appropriate consolidation of NAPOCOR and
NEA activities.

7.3 Small Power Utilities Group: Submit plan to Congress and resolve source and amount of subsidies. _

7.4 Small Power Utilities Group: Execute plan on a system-specific basis:

- Develop and implement privatization strategies where feasible.
- Consolidate NAPOCOR and NEA functions, and integrate into vertically organized utilities

where practical.
- Project costs and adopt rate strategy to phase out subsidies over an eight-year period.

Subsidy reduction should start within one year and be applied consistently until rates
recover actual costs of providing service.

7.5 Napocor: Incorporate division as wholly-owned NAPOCOR subsidiary and transfer assets. -
- Comments and issues:

I. An issue to be resolved is the source of subsidies during the 8-year period when the Small Utilities Group is privatizing and establishing commercial viability
and possibly subsequently for some of the small systems. Subsidies should be appropriated each year in the national budget according to the plan developed
by the Small Utilities Group.
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8.1 ERB: Issue draft policy mandating retail wheeling for customers exceeding a specified size threshold. The
policy shall define applicability, issues and service terms to be addressed in the wheeling tariffs, time
frames for filing tariffs, and the schedule of implementation.

8.2 Affected parties in the industry, including utilities, IPPs, end-users and DOE, provide written responses to
the proposed ERB policy.

8.3 ERB: Either holds public hearings to consider the policy or relies on the written responses to re-evaluate
its policy.

8.4 ERB: Issues final policy, implementation schedule, guidelines and requirements.

8.5 Utilities: File individual retail wheeling policies and wheeling tariffs for review and approval by ERB.

8.6 ERB: Monitor market penetration of retail wheeling to ensure fair and unbiased access of end-users to
alternative generation suppliers.

8.7 ERB: Evaluate wheeling policy and its effectiveness, report to DOE, and order utilities to expand the
category of consumers eligible for wheeling service.

•-•-- •
Comments and issues:

I. The issue of stranded investment usually associated with competitive access to formerly protected markets is not likely to be a serious problem in the
,Philippines because the demand for power exceeds near-term supplies.
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Figure 5.9
Task 9. Implement Consolidation and Regulatory Programs to Strengthen Distribution Utilities

Subtask

9.1 ERB: Set utility-specific financial and management performance standards and defme ratemaking policy
that will address and enforce the standards. Each utility, as part of its next rate case, will affirmatively
demonstrate its compliance with the standards, or, if deficient, layout a plan and schedule for meeting
these standards, subject to ERB's acceptance and approval. Subsequent failure on the part of the utility to
meet its approved schedule for improvements will result in revenue penalties or other sanctions, all in
accordance with ERB's established regulations.

9.2 ERB: In a similar fashion, determine appropriate standards for "lost and unaccounted for" energy, issue
regulations and enforce compliance in the same manner described in 9.1 above.

9.3 DOE: In conjunction with NEA and ERB, develop and implement utility consolidation incentive program.
In compliance with policy established by DOE, NEA will conduct a consolidation analysis of the
distribution industry on all grids and develop recommendations reflecting the new competencies that will
be required of all distributors in the restructured industry. This study will be used to guide the design and
implementation of the pilot and industry-wide consolidation program. It will also be instrumental to ERB
in implementing rate decisions, evaluations of utility financial and technical performance, and determining
the efficacy of IRP and competitive resource acquisition plans, particularly of utilities identified as high
priority candidates for consolidation.

Develop and implement pilot consolidations

Submit to Congress enabling legislation if needed, particularly for financial incentives

Expand program industry-wide

Comments and issues:
~ I. Hagler Bailly's 1990 report, Power Sector Cost Structure and Transfer Pricing Study, prepared for the Asian Development Bank and the former Philippine
\A Office of Energy Affairs, will be helpful in implementing these regulatory programs.
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Figure 5.10
Task 10. Rationalize Wholesale and Retail Electricity Tariffs

==,...,.,,====""============.......
Subtask

10.1 NAPOCOR: File revised tariffs for each grid, consistent with the rate design and structure goals discussed
elsewhere in this report. In the:;e filings NAPOCOR identifies the inter-customer class subsidies on each
grid; proposes a time frame of, at most, five years to eliminate these subsidies; and commences the phase
out in the current filing. NAPOCOR also proposes a schedule over which other deficiencies in its rates
(e.g., the absence of demand charges) will be corrected.

10.2 ERB: Reyiew and either approve or modify the tariffs and the schedule for correcting subsidies and design
deficiencies.

10.3 NAPOCOR (or the regional grid companies): File revised tariffs in compliance with the directives and
schedule approved by ERB in its orders. These tariff filings will incorporate subsidy phase-outs, rate
design modifications, and key structural changes such as unbundling of transmission and generation.

10.4 Utilities: At the next rate case subsequent to any change in the wholesale rate design, the utility will reflecq
these changes in its own rate structure. Similarly, the utility will demonstrate there is no inter-class
subsidies or, otherwise, will present a plan for ERB approval for phasing out existing subsidies.

-•

Comments and issues:
I. Hagler Bailly's 1990 report, Power Sector Cost Structure and Transfer Pricing Study, will be helpful in implementing these regulatory programs.
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ApPENDIX A
PHILIPPINE POWER SYSTEM DEVELOPMENT MAP
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ApPENDIX B
NAPOCOR SALES AND PEAK DEMAND BY CUSTOMER:

LUZON GRID
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I B
NAPOCOR Sales and Peak Demands
Rank Ordered by Grid

I • 'A., Load Code • o~Total MWH

.lTILITIES
.~ERALCO 14466750000 1591000 63.56 P 11.8170 60.8640-
BATELEC II 132551166 30981 48.71 C 0.1130 0.5577
ANGELES ELECTRIC 111990009 23400 51.4 P 0.6341 0.4964
SFELAPCO 111123215 21938 41.73 P 0.6300 0.4928
BENECO 105261454 25455 47.08 C 0.5662 0.4429
'PELCO III 104441770 21356 55.68 C 0.5618 0.4394
PELCO II 104166311 25920 45.75 C 0.5603 0.4382
OLONGAPO CITY 99568292 20404 55.55 0 0.5356 0.4189
TARLAC ENTERPRISES 81336530 19840 46.61 P 0.4315 0.3422
'OECORP 81074288 11583 52.89 P 0.4361 0.3411
BATELCO (PENELCO 80768214 20196 45.53 C 0.4345 0.3398
CASURECO II 73281290 11438 41.84 C 0.3942 0.3083
CENPELCO 61396214 19090 40.19 C 0.3625 0.2835
CELCOR (SMI) 66352464 14016 53.89 P 0.3569 0.2792
ISELCO I 64958250 19251 38.41 C 0.3494 0.2133
PANELCO III 61979131 16628 42.43 C 0.3334 0.2608
'ALECO II 58461197 12336 53.95 C 0.3145 0.2460
INEC 58018910 18602 35.54 C 0.3124 0.2443
ISECO 51873160 17661 31.29 C 0.3113 0.2435
BATELECI 55650210 14370 ....09 C 0.2993 0.2341
LUECOM 54394002 14088 43.96 P 0.2926 0.2288
QUEZELCOI 53602466 15118 40.36 C 0.2883 0.2255
NEECOI 50266239 11958 41.85 C 0.2704 0.2115
LUELCO 41399618 13311 40.52 C 0.2550 0.1994
CANORECO 45857704 12600 41.43 C 0.2461 0.1929
NEECO III 42147510 10850 44.22 C 0.2267 0.1113

, TARELCOI 39011510 11462 38.81 C 0.2102 0.1e...
ISELCO II 31341850 12299 34.56 C 0.2009 0.1511
NEECO II 36779862 9512 44.02 C 0.1918 0.1541
PELCOI 35600541 9480 42.75 C 0.1915 0.1498
CAGELCOI 35288800 9500 42.29 C 0.1898 0.1485
ZAMECOII 33705403 8460 45.36 C 0.1813 0.1418
FLECO 30969119 1410 41.58 C 0.1666 0.1303
TARELCO II 21944461 7800 40.19 C 0.1503 0.1176
ZAMECOI 25124383 6240 45.84 C 0.1351 0.1057
ALECOI 24512491 5160 48.51 C 0.1322 0.1034
CAGELCO II 23145968 1151 31.8 C 0.1211 0.0999
CASURECOI 22922511 1488 34.85 C 0.1233 0.0984
NWELCO 22818040 6415 40.12 C 0.1221 0.0960
CASURECO III 21811980 6295 39.51 C 0.1117 0.0920
BATANGAS CITY 19813360 12519 11.99 0 0.1069 0.0836
ALECO III 19408543 6228 35.48 C 0.1044 0.0817

.Code: P=private, C=Cooperative, O=MunisIProv/City 1



Appendix B
NAPOCOR Sales and Peak Demands
Rank Ordered by Grid

KWH K •

SAN JOSE CITY 18812732 4050 52.88 C 0.1012 0.0791
SORECO II 17293180 4884 40.31 C 0.0930 0.0728
BAUANMUN 16468900 3885 48.26 0 0.0886 0.0693
PANELCOI 15554350 4560 38.83 C 0.0837 0.0654
MANSONS CORP 13279778 3642 41.51 P 0.0714 0.0559
SORECOI 10780980 3168 38.74 C 0.0580 0.0454
ABRECO 10425800 3360 35.32 C 0.0561 0.0439
CASURECOIV 10281752 3336 35.09 C 0.0553 0.0433
IBAAN ELECTRIC 6863500 1575 49.61 P 0.0369 0.0289
SAN PASCUAL MUN 6738200 1921 39.93 0 0.0362 0.0283
QUIRELCO 6233500 3278 21.65 C 0.0335 0.0262
~.ANAOAG UTILITY 5823510 1691 39.21 P 0.0313 0.0245
AURELCO 5591250 1680 37.89 C 0.0301 0.0235
QUEZELCO \I 5247900 1313 45.5 C 0.0282 0.0221
KAELCO 4584475 1614 32.34 C 0.0247 0.0193
PRESCO 4521133 1610 31.9 C 0.0243 0.0190
IFELCO 2583560 1014 29.01 C 0.0139 0.0109
MORPRECO 2483600 1194 23.68 C 0.0134 0.0104
SAN NICOLAS 1186150 364 3.1 0 0.0064 0.0050
PAELCO 631400 630 11.41 C 0.0034 0.0027
AURELCO - CASIGUR 330582 0 C 0.0018 0.0014
BATANELCO 287560 203 16.13 C 0.0015 0.0012
NORZAGARAY MUN 176060 52 38.54 0 0.0'09 0.0007
KAEL.CO - LUBUAGAN 10500 0 C 0.C,001 0.0000
CAGAYAN II- CALAYAN 2730 0 C O.'JOOO 0.0000
SUBSUBTOTAL 16971980962 3234565 e1.2927 71.4040

INDUSTRIES
PHILEX MINES 198183300 31800 70.95 1.0660 0.8338
BCI - DIZON MINES 113980845 18600 69.76 0.6131 0.4795
NCC 96694500 17200 64 0.5201 0.4088
BENGUET MINES 92295840 15600 6.35 0.4965 0.3883
TRUST INTL PAPER CO. 81292800 120C') 77.12 0.4373 0.3420

.LEPANTO 77819700 12873 68.82 0.4186 0.3274
REPUBLIC CEMENT 77760861 13950 63.48 0.4183 0.3272
HI-CEMENT 71971890 15750 52.02 0.3871 0.3028
SAN MIGUEL CORP. 59503101 12000 56.45 0.3201 0.2503
SKKSTEEL 51466056 26644 21.99 0.2768 0.2165,
EPZA - BAGUIO 44810850 8400 79.71 0.2410 0.1885
FORTUNE CEMENT 42336000 8294 58.11 0.2277 0.1781
BCI·CEMENT 40695200 8400 72.39 0.2189 0.1712
EPZA-BATAAN 39740238 8700 52 0.2138 0.1672
BPPMI 38551834 5700 77 0.2074 0.1622

·Code: P=private, C=Cooperative, O=Munis/Prov/City



Appendix B
NAPOCOR Sales and Peak Demands
Rank Ordered by Grid

Custgmer I I .~ Lo.d I Cojfe I of TotalDtl,

~uNTINENTALCEMENT 34376790 8850 44.22 0.1849 0.1446
PZA-CAVIT 33933900 8400 45.99 0.1825 0.1428
ENTRAL CI1.MENT 32412940 5100 72.35 0.1743 0.1364

.AILWAUKEE 29960368 17400 19.6 0.1612 0.1260
JPPC 27731895 5100 61.9 0.1492 0.1167
=AT 24818886 7560 37.37 0.1335 0.1044
I:LEGANT 22361761 12900 19.73 0.1203 0.0941
_ANLUBANG SUGAR EST 13729273 2700 57.89 0.0739 0.0578
INGA5CO 13006000 1900 77.93 0.0700 0.0547
SOLID EVT CORP 12657553 8200 17.57 0.0881 0.0533
BAGAC NUCLEAR 12018595 3630 37.69 0.0846 0.0508
PILIPINAS SHELL 11812500 4200 32.02 0.0635 0.0497
CCP 10825808 1620 6.08 0.0582 0.0455
ITOGON- SUYOC 10318320 2160 ~.38 0.0555 0.0434
FINE CHEM PHILS. 10273267 3276 35.7 0.0553 0.0432
PARAGON~OHANNESBURG 8882125 2100 48.12 0.0478 0.0374
CALTEC PHILS 8603000 3300 29.68 0.0483 0.0362
PHILSECO 8138115 3800 24.38 0.0438 0.0342
BCI " CO'TO MINES 8037010 2400 38.12 0.0432 0.0338
. ""lAG CHEMICALS 7631400 1470 59.1 0.0410 0.0321
• ACIFIC FLOUR MILLS 6629000 1575 47.92 0.0357 0.0279
AG&P 4576665 1950 26.72 0.0246 0.0193
PHIL ASIA FOODS INC 3988380 1932 23.5 0.0215 0.0168
ISAROG PULP & PAPER 3322840 829 45.63 0.0179 0.0140
BRC 3186072 4200 8.84 0.0171 0.0134
PNOe-BAUAN 2814000 1200 28.7 0.0151 0.0118
KEPPEL (PHILS) 2651950 1156 28.12 0.0143 0.0112

I CORDERO ICE PLANT 2481500 800 47.08 0.0133 0.0104
DND - ARSENAL 2360778 750 35.83 0.0127 0.0099
PANIQUI SUGAR CORP 1790617 783 28.03 0.0096 0.0075
- -- -IITED CHEMICALS 1652000 2218 8.48 0.0089 0.0070

~NTERS PRODUCTS 1567471 648 27.~ 0.0084 0.0088
11;:E.1. 1382500 525 29.98 0.0074 0.0058

EMPLAR ENTERPRISES 1325110 700 21.55 0.0071 0.0058
_..T5 BAY TERMINAL IN 1281000 328 4f4.46 0.0089 0.0054
BACOCK·HITACHi PHI 1130500 390 33 0.0081 0.0048
MMRC (GABALDON) 1096000 180 89.32 0.0059 0.0048
CAPITOL HEAVY IND 814231 868 10.68 0.0044 0.0034
PHIL EXPLOSIVE 753160 428 20.03 0.0041 0.0032
LIPA ICE PLANT S95800 117 67.7 0.0037 0.0029
SPAR DEVELOPMENT 676211 435 17.7 0.0036 0.0028
UNION CARBIDE 298934 268 12.79 0.0016 0.0013

LUZON AGGREGATES 272960 230 13.51 0.0015 0.0011

*Code: P=private, C=Cooperative, O=MunisIProv/City 3



Appendix B
NAPOCOR Sales and Peak Demands
Rank Ordered by Grid

I CJW..CUIle.r I 0/.. Lo.d C~e P- ofTotal MWH I

, '

FPIC (GABALDON) 206400 20 117.49 0.0011 0.0009
BENGUET - TUDING 171000 120 16.22 0.0009 0.0007
IPO LIMESTONE 139282 127 12.49 0.0007 0.0006
PHILSUCOM 66168 41 18.37 0.0004 0.0003
SUBSUBTOTAL 1515963048 340593 8.1544 6.3779

MISCELLANEOUS
VOA 23824740 5381 50.4 0.1282 0.1002
AFP-CABCOM 20105168 4500 50.86 0.1081 0.0846
INT'L RICE RES INST 16177952 3723 49.47 0.0870 0.0681
UNIV OF PHIL LB 10129280 3966 29.08 0.05,45 0.0426
REFUGEE CENTER 5758777 1440 45.53 0.0310 0.0242
BASA AIR BASE 4110199 960 48.74 0.0221 0.0173
PMA 2678040 726 41.99 0.0144 0.0113
FERNANDO AIRBASE 2568600 618 47.32 0.0138 0.0108
NIA-AMRIS 2225640 1060 23.9 0.0120 0.0094
NIA - MAGAPIT 2201500 2275 11.02 0.0118 0.0093
BATS CITY WATER DIST 2083284 320 4.12 0.0112 0.0088
CLSU 1970822 684 32.8 0.0106 0.0083
NIA-GUIMBA 1236588 655 21.49 0.0067 0.0052
MWSS 1002602 907 12.58 0.0C154 0.0042-,- •.._----.~
NIA - AMULUNG 970200 1260 8.77 (I ')o5~' " '}/'I;41

":~..:~ _.,_...:..~~~
NIA - PANTABANGAN 929115 630 16.79 C/.l;;·;O o.oo:~

ASIA KONSTRUCT 818120 210 44.35 'U:0044.t.===0.OO~4
BOY SCOUT PHIL 771120 308 28.5 ,__0.0041 _.___.Q;~}.l~b
FOREST PROD RES 699638 332 23.99 0.0038 ' 0.U029--'---
NIA- UPRIIS 533840 195 31.17 O_t:"l!'~:'8 0.0022
NIA (LAGUNA) 470325 146 36.67 CO:=,;-;:-r-- ... 0.0020':,;". '-~.~."~ ,

FOREST RESEARCH INST 411180 252 18.58 O.OO~~ 0.0017
MPBC 226464 54 47:'4 0.0014', 0.0010
NIA- MRIIS 220505 399 6.29 0.0012 0.0009
NIA -ISABELA 169010 1260 1.53 0.0009 0.0007
PHIL ARMY BRIGADE 150720 0 0.0008 0.0008
NPC PERSONNEL 105617 0 0.0006 0.0004
PNOC-TIWI 78766 0 0.0004 0.0003
PNOC (MAK-BAN) 72384 0 0.0004 0.0003
AFP RADIO STATION 57301 16 40.77 0.0003 0.0002
NIA- DULONGBAYAN 16660 47 4.04 0.0001 0.0001

NIA - AMPUCAO 11466 0 0.0001 0.0000

NIA - SAN FABIAN 9702 31 3.56 0.0001 0.0000
PORTO DEL SOL 1320 17 0.88 0.0000 0.0000
SUBSUBTOTAL 102796645 32372 0.5529 0.4325

SUBTOTAL 18.590 740.655 3607530 100.0000 78.2144

·Code: P=private. C=Cooperative, O=MunisIProv/City
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Appendix C
NAPOCOR Sales and Peak Demands
Runk Ordered by Grid

I I 'k L08d cmte ofTotalMWH I

, I'

JTlUTlES
~EPALCO 316183695 73005 49.31 P 10.7176 1.3302
tJLPCO 307759535 73968 47.37 P 10.4320 1.2948
SOCOTECO II 156727908 34001 52.48 C 5.3126 0.6594
ZAMCELCO 144851997 31385 52.54 C 4.9100 0.6094
MORESCO I 110472745 34178 38.8 C 3.7447 0.4648
ILPI 105637061 21978 54.72 P 3.5808 0.4444
ANECO 79461437 18503 48.89 C 2.6935 0.3343
DANECO 75626769 19119 45.036 C 2.5635 0.3182
MELCIII 43478462 11588 42.71 C 1.4738 0.1829
.COTLIGHT (CLPCO) 41596464 10044 47.15 P 1.4100 0.1750

lWSURECO I 40684731 11740 39.45 C 1.3791 0.1712
luASURECO 40505193 9587 48.1 C 1.3730 0.1704
MORESCO II 31993994 8470 43 C 1.0845 0.1346
SURNECO 30620528 6606 52.77 C 1.0379 0.1288
FIBECO 30524434 7837 44.34 C 1.0347 0.12841
LASURECO 29750350 7083 47.82 C 1.0084 0.125'2-SOCOTECOI 28045149 7823 40.81 C 0.9506 0.1180
MAGELCO 27950330 8740 38.41 C 0.9474 0.1176.
ZANECO 26826238 8507 35.9 C 0.9093 0.1129
SUKELCO 24392074 6672 41.62 C 0.8268 0.1026
SURSeCOI 23661939 5767 46.71 C 0.8021 0.0995
LANECO 22074913 10170 24.71 C 0.7483 0.0929
OORECO 21529776 5422 45.21 C 0.7298 0.0906
COTELCO 21526408 8353 29.34 C 0.7297 0.0906
ASELCO 21345574 9239 26.3 C 0.7235 0.0898
ZAMSURECOII 20246525 6495 35.49 C 0.6863 0.0852
BUSECO 17758100 6053 33.4 C 0.6019 0.0747
MELCII 11068530 3600 35 C 0.3752 0.0466
SURSECOII 7988225 2670 34.08 C 0.2708 0.0338
CAMELCO 2731397 1473 21.11 C 0.0926 0.0115
SIARELCO 386802 690 6.38 C 0.0131 0.0016
SUBSUBTOTAL 1863407281 470766 63.1634 7.8397

INDUSTRIES
NSC 332492908 92031 41 .• 3 11.2704 1.3989
PICOP CBISLIG) 134089121 25440 80 4.5452 0.5841
PCS 125690512 23198 81.89 4.2605 0.5288
MOCI 111865368 18000 70.75 3.7919 0.4708

WC 80024400 16920 53.84 2.7128 0.3387
OUCC 81308989 13020 53.51 2.0782 0.2579
FCC/ACC 41941200 11040 43.25 1.4217 0.1785

ICC 40203670 9899 47.19 1.3828 0.1691

·Code: P=private, C=Cooperative, O=MunisIProv/City



Appendix C
NAPOCOR Sales and Peak Demands
Rank Ordered by Grid

I I 'I. lo.d I C-'lde ofTotAl~ I

MPCC 28104750 4100 72.48 0.8849 0.1098
NOMC 25913899 12585 23.44 0.8784 0.1090
PACEMCO 20963783 4418 54.04 0.7106 0.0882
DOLE PHIL 20517206 5412 43.16 0.6955 0.0863
PILMICO (PFC) 14364327 2920 56 0.4869 0.0604
NALCO 12956596 3772 39.1 0.4392 0.0545
PPC(OMPI) 10676433 2700 45.02 0.3819 0.0449
MCC(PNOC) 8881292 2274 44.36 0.3004 0.0373
SIOM 7793606 2329 38.1 0.2842 0.0328
PICOP (ILiGAN) 4193802 1011 47.22 0.1422 0.0176
MENOECO ( MOC) 2658524 772 39.17 0.0900 0.0112-BCCIPNOC 2306764 633 41.49 0.0782 0.0097

~--SUBSUBTOTAL 'i0849,Z5128 252270 36.7754 4.5845_.
---

MISCELLANEOUS ..
FOURTH 10 127J.a88 301 48.21 0.0432 0.0054
GSOPEA "(7339 0 0.0080 0.0007

.-

MENZI AGRI CORP 158908 57 31.74 0.0054 0.0007
,.

COMMEL eOZ50 23 44.87 0.0031 0.0004
OAVAO HOUSING 41410 0 0.0014 0.0002
NMTC(RMTC) 30996 22 18.04 0.0011 0.0001
GEN SANTOS HOUSING 25710 0 0.0009 0.0001-.
K1BAWE HOUSING 4064 0 0.0001 0.0000--. -
PAL 254 1 2.89 0.0000 0.0000
SUBSUBTOTAL 1803999 404 0.0611 0.0076
SUBTOTAL 2950136408 723440 100.0000 12.4117

·Code: P=private. C=Cooperative. O=MunisIProv/City
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Appendix 0
NAPOCOR Sales and Peak Demands
Rank Ordered by Grid
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UTILITIES
BOHOl PROVINIAl 24748548 4931 57.14 0 45.4284 0.1041
BOHECOI 13528152 5812 28.49 C 24.8288 0.0589
BOHECOII 12884124 3979 38.29 C 23.2830 0.0534
8UBSUBTOTAL 50958822 14722 93.5400 0.2144

INDUSTRIES
PHILIPPINE STARCH 2242432 951 28.84 4.1182 0.0094
PHiliPPINE SINTER 809149 548 18.87 1.4853 0.0034
SUBSUBTOTAL 3051581 1497 5.8015 0.0128

UIII":ELLANEOUS
. :Ol ENTERPRISES 487719 128 41.8 0.8585 0.0020

SUBTOTAL 467719 128 0.8585 0.0020
•___TOTAL 54478.122 18347 100.0000 0.2292

UnUTIES
VECO 700943328 129781 81.49 P 74,7210 2.9490
CEBECOIl 51024557 23597 24.82 C 5.4392 0.2147
MECO 39625219 7728 58.37 P 4.2241 0.1887
CEBECOI 22964325 8505 40.19 C 2.4480 0.0968
CEBECOIII 20464852 4901 47.54 C 2.1815 0.0881
SUBSUBTOTAL 835022081 172512 89.0139 3.5131

INDUSTRIES
MEPZA 66409658 13644 55.41 7.0793 0.2794
GENERAL MllLl~ JG CORP 33105898 6919 54.47 3.5291 0.1393
PRIME WHITE CC 1169465 686 19.41 0.1247 0.0049
ATLASCMDC 2285 4201 0.01 0.0002 0.0000
SUBSUBTOTAL 100687306 25450 10.7333 0.4238

MISCELLANEOUS
PHil AIR FORCE 2335583 489 58.49 0.2490 0.0098
PNOC-LAB 23927 a 0.0026 0.0001
GARCIA CANTEEN 5481 a 0.0006 0.0000
AERCONST 2580 0 0.0003 0.0000
RRCONST 1997 a 0.0002 0.0000
VENUS CANTEEN 1757 0 0.0002 0.0000
ABBIMOBI 79 a 0.0000 0.0000
SUBSUBTOTAL 2371384 469 0.2528 0.0100

SUBTOTAL 938080751 198431 100.0000 3.9487

·Code: P=pnvate. C=Cooperative. O=MunisIProv/City



Appendix D
NAPOCOR Sales and Peak Demands
Rnnk Ordered by Grid

UTiUTIES
LEYECO II 58285895 17855 35.89 C 12.1885 0.2388
LEYECOV 38244771 9840 45.17 C 8.2882 0.1809
LEYECOI 12372903 7095 19.85 C 2.8749 0.0521
SAMELCO II 12289870 3388 41.54 C 2.8589 0.0517
LEYECOIV 9937438 2842 39.81 C 2.1484 0.0418
SOLECO 9719288 5809 19.05 C 2.1012 0.0409
NORSAMELCO 8219908 2909 32.17 C 1.7771 0.0348
SAMELCOI 7073058 2480 32.73 C 1.5291 0.0298
LEYECO 11\ 8032582 3194 21.5 C 1.3042 0.0254
ESAMELCO 5963687 3894 1.44 C 1.2893 0.0251
BILECO 3988303 1347 33.89 C 0.8818 0.0188
SUBSUBTOTAL 170125501 8041~ 38.7796 0.7157

INDUSTRIES
PASAR 177254479 32738 81.84 38.3208 0.7457
PHILPHOS 115173779 18567 70.62 24.8995 0.4848
SUBSUBTOTAL 292428258 51303 83.2204 1.2303

UBTOTAL 482553759 111718 100.0000 1.9480

I" ~'~:~\1l!1: I •
I' I ~ n "I'tlllill

UTiUTIES
CENECO 214918349 41533 58.91 C 48.3083 0.9042
VRESCO 79373820 17704 51.04 C 17.8412 0.3339
NOCECO 59636370 14385 4.28 C 13.4048 0.2509
NORECO \I 47127588 10151 52.85 C 10.5931 0.1983
NORECOI 18919483 4894 41.03 C 3.8031 ,0.0712
AMLANMUN 1507431 487 38.75 0 0.3388 0.0063
SUBSUBTOTAL 419482821 88914 94.2892 1.7848

INDUSTRIES
NOBELPHILS 13455618 2418 63.35 3.0245 O.osee
SMe • BACOLOD 11192830 2275 58.01 2.5159 0.0471
OUCOMI 565387 632 10.18 0.1271 0.0024
PHESCO 3181 11 3.29 0.0007 0.0000
SUBSUBTOTAL 25217016 5336 5.8682 0.1061

MISCELLANEOUS
ML TEVES 149708 45 37.87 0.0337 0.0006
GFLEISCHER 39948 15 30.32 0.0090 0.0002
SUBSUBTOTAL 189658 60 0.0426 0.0008
SUBTOTAL 444.889.493 94310 100.0000 1.8717

·Code: P=private. C=Cooperative. O=MunisIProv/City



Appendix 0
NAPOCOR Salos and Poak Demands
Rank Ordenld by arid

UTlufiES
PECO 188664548 32588 58.88 P 51.4084 0.7098
CAPELCO 45961508 10448 50.08 C 14.0082 0.1934
ILECOI 40799455 10424 44.58 C 12.4358 0.1717
ILECO II 24965352 7065 40.23 C 7.6095 0.1050
AKELCO 22699170 6781 38.11 C 6.9188 0.0955
ANTECO 11983975 3933 34.89 C 3.6527 0.0504
ILECO II 9770401 2933 37.92 C 2.9780 0.0411
GUIMELCO 3236559 900 40.94 C 0.9865 0.0136
SUBSUBTOTAL 328080969 75050 100.0000 1.3803
SUBTOTAL 328080969 88950

OTAL 23768960157 4820724

·Code:P=privme.C=CooperativetO=~wU~v/Ci~
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WORKSHOP ON
ELECTRIC SECTOR RESTRUCTURING AND

NPC PRIVATIZATION

'.0 INTRODUCTION

This report capsulizes the outputs of a Workshop on ELECTRIC SECTOR
RESTRUCTURING AND NPC PRIVATIZATION recently conducted by RCG/Hagler,
Bailly, Inc. in coordination with the Philippine Department of Energy (DOE) 0 The
workshop was held last February 15-16, 1994 at the Mandarin Oriental Hotel in
Makati, Philippines.

The key planners and facilitators of the 2-day workshop sessions were: Michael
Ellis, Stan Bowden and Ashley Brown, consultants of RCG/Hagler, Bailly, Inc.

2.0 BACKGROUND

RCG/Hagler, Bailly, Inc. is assisting the Department of Energy of the Philippines
to formulate the appropriate policies for the privatization of the National Power
Corporation (NPC) under the USAID's ESAP Technical Assistance to the DOE
Project. In line with this task, RCG/Hagler, Bailly, Inc. organized a 2·day
workshop.

2. , Objectives of the Workshop

The principal objectives for organizing the workshop were to

- define the specific objectives for restructuring and privatization of the
NPC;

- discuss specific restructuring approaches and how they could work in the
Philippines; and

- analyze implementation issues from the perspective of those to be
involved in the privatization program.

The consensus developed during the workshop was intended to provide
direction to the consultants in drawing up the specific work plan for
restructuring and privatization.



2.2 Workshop Participants

The selection of the workshop participants was camed out by the DOE.
Notably, the intention was to gather inputs from those involved with power
generation, transmission and distribution in both the government and private
sectors. Annex A shows the listing of those who attended the workshop,

3.0 HIGHLIGHTS OF THE DISCUSSIONS

3. 1 Restructuring and Privatization Objectives

It was the consensus that the most critical goals for privatizing NPC are:

- to minimize political considerations in decision making in the sector;

- to motivate each entity in the sector to operate on a commercially viable
basis, thereby eliminating government subsidies; and

- to improve efficiency and promote healthy competition within the sector.

3.2 Desirable Industry Structure Characteristics

The following characteristics were presented by the consultants which will
promote competition and in general, help achieve gains in efficiency:

- Existence and development of many sellers

- Existence and development of many buyers

- Ease of bilateral trade between buyers and sellers

- Ease of entry into power generation activities

- Access to essential facilities such as transmission

- Transparent marginal cost-based pricing

- Unbundled core functions

- Level playing field among participants in each core function

- Availability of planning information.
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3.3 Existing Structure of the Philippine System

The present structure of the Philippine electricity system is characterized as
follows:

. Generation is largely by NPC, with a number of independent power
producer generating companies (IPP GenCo's) supplementing NPC
generation. These IPP GenCos are new participants in the industry,
having been established through the recent "fast track" program to meet
generation shortfalls.

- Transmission and dispatch functions are also performed by NPC, i.e.,
transmission, dispatch and generation are vertically integrated.

Distribution lines and sales functions are performed by the private
distribution companies and rural electric cooperatives for most
customers, although NPC also performs these functions for several
customers that are directly connected to the grid at 69KV or higher. For
these customers, NPC is a fully vertically integrated utility.

. A limited amount of generation is performed by distribution companies,
mostly mini-hydro and small thermal units.

- On the customers' side, considerable amount of generation exists, mostly
as emergency units to deal with brown-outs.
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3.4 Possible Evolution of the Existing Structure of the Philippine Electric
Industry

Based on the existing structure, the Philippine electric industry may evolve
along the following lines:

3.4. , Gene,a' Assumptions

· Current policies and trends will remain

• No significant structural change will be pursued

- The present policies shall continue to be aggressively pursued:

a. Intensified private sector participation, particularly in the
generation function to build new capacity and rehabilitate and
operate existing NPC generating units;

b. Increased "transparency" of operations and pricing;

c. Greater accountability for performance; and

d. Improved regulatory effectiveness

3.4. 2 "Rlng Fencing"

The concept of "ring fencing" was liberally considered as alternate
to actual structural unbundling or separation of functions. Rather
than creating a new organization, organizational units can be
established within an existing organization (e.g. NPCI, which
through accounting, pricing and regulatory practices, can be made
more visible and more accountable.

In the generation function, the following developments may be
expected:

· Independent power producers continue to grow and account for
a substantial part of the generating function within the industry.

- There will be diversity in the types of contract arrangements,
e.g. build-operate-transfer, build-own-operate, repair-awn-and
maintain, etc.
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· Hydro development could be spun off into a subsidiary or
independent company.

· The private sector may develop geothermal companies.

· NPC may get out of the business of supplying fuel to give way
to private companies.

3.4,4 Transmission

- The consultant noted no evident substantial change in the
cUl'rent trends but observed that some BOT transmission
projects are possible. Four major activities, however lend
themselves to ring fencing: high voltage transmission, 69 KV
sub-transmission, island interconnections and regional grid
dispatch. The result can be more visibility and greater flexibility
in preparation for future privatization.
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3.5 Approaches and Structural Models for Consideration

Four models for restructuring and privatization were presented for
consideration in the Philippine setting.

Options presented by the consultants that may be pursued in restructUring
and privatizing the Philippine electricity industr'l have three main
differentiating characteristics:

· Degree of vertical integration in the structure of the industry

• Reliance on competitive forces as a primary means of promoting efficient
investment and operations.

· Focus of regulation (i.e. between maintaining competitive balance on one
hand and focus on monopolistic and regulatory policies on the other)

3. 5. 1 The "Market Clearing Pricing System" Approach

This approach exhibits the most unbundling and reliance on
competition. It provided the underlying basis for restructuring
and privatization of the power sector in England/Wales, and
Argentina.

Under this approach, all generation would be spun off to IPP
GenCo's, Hydro Genco and Geothermal Genco's. NPC would
get out of the fuel supply business. The generators would
provide price quotes for blocks of power by time period that
they were willing to provide to the Regional Grid Subsidiary.

On the distribution side, the distribution companies provide their
purchase requirements and the price they are willing to pay.
The Regional Grid Subsidiary matches the supply quotes with
the purchase quotes and dispatches generation accordingly. It
also recovers its transmission and sub-transmission costs.

Under this model, customers above a certain size may purchase
directly from the grid and pay local distribution wheeling
charges.
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3,5,2 The "Intel-utility Contl8ctualllnd Operations Integlatlon" Approach

This approach involves extensive unbundling and places power
procurement responsibilities with the distributors.

The generation function is disaggregated, with NPC disposing of Its
generation to IPP GenCo's or other independent companies. The
transmission system consists of a national grid company with three
regional subsidiaries.

A significant feature of this approach is the comprehensive
planning and integrated operations agreement, especially among
the distributors.

In many ways, this approach best meets the criteria for
competitiveness. It creates the most number of buyers and sellers
and facilitates trade between them. It eases entry into generation
and assures access to transmission.

The Regional Power Corporation (RPC), initially a state-owned
enterprise, remains a key participant in providing power supply and
in overcoming the financial limitations of many of the distribution
companies.

A portion of each power generating facility could be offered to
distribution companies. Likewise, the RPC would offer to
distributors participation in the projects its sponsors. These
generation "participation rights" would facilitate the bUild-up of
power supply portfolio by the distributors.

During the transition period of 5 years, the RPC might provide
power purchase performance guaranty. In this capacity, it could
lend its credit strength to power purchase agreements of small,
financially weak distributors and overcome reluctance of IPP
GenCos to deal with the small distribution companies. The
guaranty would be limited to power purchase liabilities in case of
financial failure of the distribution company. In such case, the APC
would be in a position to re-market the power.

The guaranty service of the RPC can be extended over a given time
frame. During this period, distribution companies can improve their
financial capabilities or consolidate to strengthen their position.
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3.5.3 The "Unbundled Functions/Central Powsr Acquisition" Approach

This approach involves extensive unbundling, but relies on a central
organization to procure and re-sell power to the distributors.

New generation is provided by IPP GenCo's through competitive
bidding as NPC's existing generation is practically spun off to IPP
GenCo's. Hydro and geothermal generation are handled by
independent companies. NPC is out of the business of supplYing
fuel to IPP's. Other NPC activities are spun off, leaving a Regional
Power Acquisition Company with 2 key functions: 1) to perform
power supply planning for the region and 2) to acquire the power
requirements of the region through competitive bidding.

The transmission system is established as a separate national
company with 3 regional subsidiaries or divisions. The grid
company provides transmission planning and investment, operates
and maintains the high voltage and sub-transmission systems, and
plans and implements interconnections.

On the distribution side, the companies obtain all their power
requirements from the Regional Power Acquisition Company with
the exception of that generated by mini-hydros. All other
generation by distributors or their subsidiaries are sold to the
Regional Power Acquisition Company.
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3.5,4 Thf4 "Vertlcally Integ/ated Utility" APP/08Ch

This is the most bundled approach, relying on heavy regulation and
precluding competition. This is prevalent in the U.S.

This approach was discussed not so much as a viable option, but
rather to complete the consideration of the spectrum of
approaches. This approach relies the least on competition and
places the greatest requirement on regulation.
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3.6 Significant Implementation Issues

Significant issues relevant to the operationalization of the models were
discLlssed:

3.6, 1 PoI/tical Issues

· It is difficult to completely detach the electric power Industry
from a number of social policies and economic development
issues.

· With the present structure of the industry, the National Power
Corporation (NPCI serves as a convenient vehicle with which to
pursue the initiatives of legislators.

• Privatization should lead to de-politization of NPC decision
making.

- The present initiatives to freeze power rates give wrong signals
for the development of the industry.

- Decisions on the development of indigenous resources are
frequently affected by political considerations.

- Some fundamental change in government policies are needed.
Seventy-five per cent of the number of customers are serviced
by electric cooperatives. There are mandated areas assigned to
them by the National Electrification Administration (NEAl.
Electric cooperatives are in some cases more political than
commercial il1stitutions. This is one of the reasons why a
number of cooperatives are incurring financial losses.

- One reason why NPC is not implementing the imposition of
increased capacity charge is the pressure it is receiving from the
electric cooperatives.

3.6.2 Subsidy Issues

Significant issues were discussed in connection with the goal of
eliminating government subsidies i~ the sector:

- Politicians playa role in the development of the energy sector.
We need to see their point of view and pOSSibly anticipate them.
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Most politicians would argue that developing countries nave
other objectives higher than profit motives. They would rather
subsidize power in certain areas in order to bring development
there. Social concerns make utilities part of public obligations
rather than a business.

It was argued, however that such socialistic approach will not
work. Market forces should be used to lead to these same
objectives. An inherently uneconomic project cannot become
economic even with government subsidies.

. In the development of power projects, it is believed by many
that NPC basically takes all the risks which should be associated
with the developer. This leads to distortion of the market.

On the other hand, it was argued that if such arrangement
results in lower capital cost, then it is worthwhile for NPC to
assume this role. The reduction in capital cost reduces the cost
of electricity for the consumers.

However, in the final analysis, this is not necessarily the case.
For instance, in the case of geothermal power which is being
promoted by the government, the country cost is low but the
actual cost to NPC is high if we consider that royalties paid for
the geothermal scheme go to the government and not to NPC.

- From the point of view of the national government, privatization
should eliminate or reduce subsidy to NPC.

- An argument raised was that NPC in fact, is not actually being
subsidized but rather, it is undercapitalized. As it gives away
subsidies, it has to continue relying on loans.

It was argued out however that be it equity or subsidy, what is
wanted is to eliminate government exposure in NPC.

3.6.3 ComptltltJveness In the Industry

The following significant issues were discussed in line with the
goal of improving efficiency and competitiveness within the electric
sector:

17
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(a) Development of Indigenous Resources

The issue IS the choice of who should develop Indigenous
resources: government or the private sector, This could
become quite an emotional issue,

The consensus was that the approach to this decision should
be based on the creation of level playing fields on which
decisions can be made on economic merits, Within this
framework, the development of indigenous resources could
be economically competitive. Developers can therefore step
forward to produce energy from indigenous resources and
avail of the benefits they deserve.

. Geothermal Energy

Geothermal power plants can stand on their own
economic merits. Other issues to be considered affect
national security or other government objectives which
could prompt government to grant extra support or
subsidy to these projects. Such issues should be
addressed outside of t~d power industry.

If the economic viability is established and government
wishes to shift to geothermal sources of energy, this
should be addressed through tax incentives and by
eliminating barriers.

- Hydropower

This is an area where there are benefits that can not be
captured in the typical power plant decision making
process. Some public sector involvement may be
required.

(b) Transmission Facilities

The present situation provides easy entry into the generation
side of the industry. However, access by generating plants
to the transmission facility is a central requirement to
promote competitiveness. The terms for inter-connection
should be carefully studied.

18



(cl Pricing

There should be transparency in pricing, It should be clear to
the public how price is derived so they can see what they are
paying for. In cases of marginal pricing, the economic goals
should be clearly understood.

(dl Creating Level Playing Fields

There is need to create level playing fields in each of the
following functions: fuel supply, transmission, distribution
and sales.

(e) Demand Outlook

It is important to look at how well any particular approach to
be developed relates to the demand outlook.

(f) Regional Distribution

Key questions were:

• Should there be a single system for Luzon, another one for
the Visayas and one for Mindanao?

• Should there be only one seller in each franchise area?

(g) Competitiveness

Seventy five per cent of electricity consumers depend on
rural electric cooperatives for power distribution. Therefore,
even if we are able to solve all problems in generation and
transmission, if the cooperative system is not improved, the
desired result to the consumers may not be possible.

The problem of small distribution companies, aside from
some management inefficiencies, arises from the consumer
mix in their franchise area. In a number of cases, there is no
power demand. These small companies consider themselves
lucky if they have a load factor of 45 per cent.

During the discussion on cooperatives, it was also observed
that about half of losses incurred are due to pilferage, not
technical problems.
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NEA had identified a few cooperatives In Central Luzon wMlcn
are the most inefficient. A number of them, however, have
improved operations.

3,6.4 Financing Issues

A number of issues concerning financing of power projects were
put forward:

· Power demand will increase dramatically in the next decades,
Therefore, greater focus should be given to enhancing capital
formation not only from the private sector but from other
possible sources as well. It was noted that privatization should
bring in new resources not presently accessed by government
and NPC.

· There are several alternative investment options. To attract the
private sector to go into more power projects, how can such
projects be made attractive? What is wrong with the present
structure which does not seem to attract sufficient
investments?

• An NPC representative explained that the main objective of the
privatization move is not to generate new capital as their
projects for the medium term are already firmed up and in place,
mostly to be implemented by the private sector. NPC is shifting
its attention from oil, thermal and coal power sources to
indigenous sources (steam and hydro) which are much more
risky. These sources also require higher cost of civil works.
Since NPC is veering away from power generation, what it
would like to do is share its experience with other power sectors
which are having difficulty in sourcing capital.

- NPC is willing to give way to the electric cooperatives in the
generation function. However, coops can not obtain loans
without government guarantee. Their management and
technical capability as well as credibility have to be
strengthened.

• Similarly, IPPs ask for NPC guarantee in order to obtain
financing. This function should be transferred to the distributor.
Therefore, efforts should be directed to strengthening not only
the power generator but the distributor, as well.
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Questions were raised as to whether a subsidiary regional power
acquisition company could be as credit-worthy as NPC. One
suggestion was for NPC to partly finance the equity of the
subsidiary with CBP and some other banks taking some of the
guarantees away from the mother company,

3,6,5 Admlnlst/atlve Issues

A number of issues related to the administrative aspects were
discussed:

- An important question raised was whether or not Government
is aware that by shifting to a policy relying on market forces,
prices might radically increase.

- The Emergency Power Act has been effective in bringing about
the needed capacities in the short term and in involving the
private sector to manage and operate existing plants. Such act
should be implemented every 2 or 3 years, especially when
faced with government agencies that can not successfully
pursue projects.

- Electric cooperatives are mandated to implement electrification.
Since mott of them are not financially strong, it was suggested
that a policy may be necessary to merge them or tie them up
with the urban centers to operate a generator, retaining
cooperative arrangements.

A suggestion was put forward to create an NPC finance
institution to handle financial problems of the cooperatives at
market rates while NEA continues to handle the coops'
problems through subsidy.

• The absence of an NEA representative during this particular
session was noted, precluding more discussions on the electric
cooperatives.

• It was noted that regulatory functions are not within the power
of NPC. This should rest with the Energy Regulatory Board
(ERB).

• NPC's loan covenants and minimum required returns should be
reviewed as they might impede asset sales. For some NPC
generation assets, their sale would result in higher costs to NPC,

21



i.e. electricity repurchase cost from the new owner operator
would exceed NPC's current short run operating costs.

Hydro generation was identified as the only generation source
that could be split between government ownership (for large
scale hydro) and private ownership (for small scale and mini
hydro) .

. It was generally agreed that geothermal power generation can
be fully privatized and integration of operations (steam
production and power generation) is desirable. EDC need not
necessarily be privatized, but should compete with private
producers on a level playing field.

- Fuel supply to IPPs was viewed as a major area needing reform.
Fuel tax is primarily a revenue issue, not a power sector issue,
except where fuel taxes are used to provide incentives to alter
fuel mix.

- A regional power company was accepted as workable but many
institutional issues would need to be resolved.

- DOE is prepared to relinquish IPP accreditation under a market
based system of power procurement. IPP accreditation could
primarily become a permitting process.

3.6.6 Regulatory Perspective

A number of issues were presented by the consultants which
require regulation.

3.6.6.1 Transmission

The transmission function is usually considered
basically monopolistic. Two important issues were
discussed pointing to the need for regulation on the
transmission function:

a) If a generator owns the grid, this can preclude his
competitors from getting their generation to the
market;
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3.6.6.2

bl Even I f the grid IS Independently owned by a '~on·

generator, there IS stili the danger of charging
exorbitant rates.

Distribution

The distribution function is also basically regarded as
monopolistic to the extent that the distribution
company can prevent direct connection to the market
place. This can be regulated by

setting rules for business practices and setting
the rates; or

curbing the power of distributors by allowing
direct purchases from generators in cases where
consumption is above a certain level (e,g. 1 MW
and above).

In this connection, it was argued that direct purchases
by industry from generators instead of private
distributors and especially electric cooperatives should
not be allowed, because this prevents the improvement
of the load factor of the distrioution units. The answer
to this question, however would lie in a pragmatic
evaluation of what is cheaper for the large consumer
and equitable for the distribuf'M.

3.6.6.3 Regulatory Body

It is not necessary to separate the regulatory functions
for generation and distribution. All that is required
would be to maintain a balance between the sensitive
and local economic sense and a broad view of the
national economy. The ERB can serve to provide this
balance.
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4.0 SUMMARY OF CONCLUSIONS AND CONCERNS

4,1 Conclusions on the Considered Approaches

4.1,1 "Market Clearing Pricing System ": We are not ready for this
approach in the Philippines,

4,1,2 "Inter-utility Contractual and Operations Integration" Approach: In
many ways, this approach best meets local demands with
favorable effects on:

· Market based system

· Capital Formation

· Less government interference

· Efficiency improvement

4.1.3 "Unbundled Functiofls/Central Power Acquisition" Approach:
Probably workable but thinking is required on how to make this
model viable in the Philippines.

4.1.4 "Vertically Integrated Utility" Approach: Not a viable option.

4.2 Significant Concerns and Consensus

The major issues and consensus brought forward during the workshop
were:

· Whether or not to continue to promote the present structure of
promoting more generation activities in the present system or in buying
directly from IPPs: how to insure effifiency of integration into the grid,
so as not to miss any economy of scale.

· NPC loan covenants and minimum required returns h;;..ve to be reviewed
and revised as required.

· Who should be responsible for reserve capacity?'

· Most buyers of power are not considered credit worthy by financing
institutions. This can slow down implementation of more generating
plants.
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In the Visayas and Mindanao grids where there are only few players "
the market, the possibility of collusion is great.

It is difficult to completely detach the electric power industry from social·
political policies and economic development issues, although this thrust
must be pursued,

· The present situation provides easy entry into the generation side of the
industry, However, access to the transmission facility IS vital to
promoting competitiveness and should be carefully studied.

· Since 75 per cent of electricity consumers depend on rural electriC
cooperatives for power distribution, even if problems of generation and
transmission are resolved, the desired result to the consumers may not
be possible unless the cooperative system is improved, Their
management and technical capability, as well as credibility, have to be
strengthened.

· Some efficiency problems are functions of low population density in the
area and are not technical in nature.

4.3 Based on the results of this workshop and other relevant factors, the
Consultants will present their recommendations to DOE.

25



ANNEXA

WORKSHOP PARTICIPANTS



NAME OF COMPANY

Cagayan electric Power
Light Company (CEPALCOI

Strata 100 Bldg.
Emerald Avenue
Pasig, Metro Manila
Tel. No.: 631·1581
Fax No. : 6312901

Department of Energy
PNPC Complex, Merritt Ad.
Fort Bonifacio, Makati
Metro Manila
Tel. No.: 857051
Fax No. : 8178603

Department of Finance
Rm. 309·A, 5-storey Bldg.
CB Complex, Mabini St.
Malate, Manila
Tel. No.: 595886
Fax No. : 595886

REPRESENTATIVE

Ramon Abaya
Chairman

Mariano S. Salazar
Undersecretary

Flordeliza M. Andres
Acting Assistant Secretary

Marcia F. Gesmundo
Assistant Director

Mark Quebral
Assistant Director

Waldo A. Darvin
Division Chief-SPMD

Jesus T. Tamang
Division Chief-MID

Marietta V. Gomez
Supervising Science Research Specialist

Helen Go Tiu
Head Executive Assistant

Rechilda B. Gascon
Financial Analyst



Energy Regulatory Board
Phllcomcen Bldg,
Ortigas, Paslg, Metro Manila
Tel. No,: 6317286
Fax No, : 6315871; 6317286

Manila Electric Company
Ortigas Ave., Pasig
1602 Metro Manila
Tel. No.: 6315665
Fax No. : 6315566

National Power Corporation
Agham Rd. cor. Quezon Ave.
Diliman, Quezon City
Tel. No.: 9213541; 9245429
Fax No. : 9224337

Fruoctuoso C, Lagunzad Jr,
Director

Felipe Moleno
Supervising, Energy Regulation Officer

Ma, Raidis Batara
Chief, Regulation Office

Marietta U. Laraccas
Director II

Rodolfo N, Quetua
Head, Utility Economics Division

Mario Baile
Manager, Private Power Development

Dept.

Fernando Roxas
Technical Staff, Office af the President

Maureen Ceniza
Technical Staff, Office of the President

Cerael Oonggay
Office-in-charge - Vice President
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Notes on Workshop Slides

SLIDE: "Restructurinr and Privatization Objectives"

This slide summarizes the overall objective and lists specific goals that
restructurins and privatization should promote. At the workshop, the
participants elpanded these goals to include:

De-politicize decision making in the sector

Reduce or eliminate government subsidies.

Participants generally agreed that the most critical goals that restructuring and
privatization should help accomplish are:

De-politicize decisions in the electric sector as much as practical.

Establish each entity in the electric sector to operate on a
commercially viable basis (and reduce or eliminate government
subsidies).

Ensure capital formation.

Promote competition and efficiency improvement.

ReG/Bagler, Bailly, Inc.



I Restructuring and Privatization Objectives I
Overall objective:

Establish an industry structure that promotes reliable electricity
supplies at competitive levels ofefficiency and price.

Restructuringandprivatization should:

• Promote efficient planning and investment
• Promote efficient operation and maintenance
• Provide for efficient pricing
• Promoteaccess to diversecaptial resources
• Account for needed managerial and technical expertise
• Achieve a workable balance between reliance on competitive forces,

market powerof utilities, and regulatory requirements
• Respond to national and regional economic developmentand social

policy concerns
~

~ L ~



Note. on Work.hop Slide.

SLIDE: "Desirable industry .tructure characteristic.

This slide identifies industry characteristics that. if established. will promote
competition and. in general. help achieve gains in efficiency.

Approaches to restructuring and privatization that were sub.tantially deficient
in establishing these industry characteristics were considered lA'S desirable by
workshop participants.

ReG/Hagler, Bailly, lQe.



~irabJe industrystructure characteristics in competitivemOdels:-l
the electric utility industry include:

• Existence of many sellers
• Existence of many buyers
• Ease ofbilateral trades between buyers and sellers
• Ease ofentry (generation)
• Access to essential facilities (transmission)
• Transparent, marginal cost based pricing
• Unbundled core functions
• Level playing field among participants in each core function
• Availability of planning information

We willconsiderthese charaderistics as we discuss each restructuring
andprivatizationapproach.



Notes on Workshop Slides

SLID! (Revlled): "Continuum at [ndultry Structure Approaches"

Before di9cussini specific restructurini and privatization approaches, we
reviewed the continuum shown on this slide. The continuum illustrates the ranie
of options that might be pursued to restructure and privatize the Philippines
electricity industry. Options along this continuum are differentiated by three
characteristics:

Degree of vertical integration in the structure of the industry. At one
end of the continuum, there is a low degree of inteiration, where core
functions (i.e., generation, transmission, dispatch, distribution lines,
and sales) are unbundled and performed by separate entities. At the other
end, there is a high deiree of vertical integration, where core functions
are bundled in the one firm.

Reliance on competitive forces as a primary means of promoting efficient
investment and operations. At one end of the spectrum, there 1s high
reliance on competition, particularly in the generation and sales
functions. At the other end, there is low reliance on c~mpetition, where,
for ezample, the vertically integrated firm precludes competition.

Focus of regulation. At one end of the continuum, regulation is primarily
concerned with precluding monopoly power and maintaining a competitive
balance among sector participants. At the other end. relUlation of the
vertical integrated utili ty is focused on controlUni monopoly power
through price and investment regulations and other regulatory intervention
in utility management decisions and policies.

The two approaches below define each end of the continuum:

The "Market Clearinl Pricing System" approach ezhibi ts the most unbundling
and reliance on competition. This approach il the underlyinl basis for
the restructurinl and privatization of the electric sector in
Enlland/Wales and Argentina. for example.

At the other end of the continuum is the "Vertically [ntelrated Utility",
the most bundled' approach, relyin, on heavy relulation and precluding
competition. Perhaps the most representative of this industry structural
approach is EDF. [t is also widely prevalent in the US.

RCG/Baqler, Bailly. lac,



Between thuflI fundamentally different approaches to industry structure and
privatization are three additional approaches:

The "Inter-utility Contractual and Operations Inte;ration" approach, as tt
would operate in the Philippines, is the most reliant on competition, It
involves extensive unbundlini and places power procurement
responsibilities with the distrtbutors, who are most effected by these
decision•.

The "Unbundled Functions/Central Power Acquisition" approach also involves
eltensive unbundling, but relies on a central orianization to procure and
re-sell power to the distributors.

Finally, the Current Structure 1s depicted, with a high deiree of bundling
and relatively low degree of reliance on competition.

The remainder of the workshop focused on the workability and merits of these
different approaches.

~CG/aaqler, Bailly, Inc.
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Not•• on Work.hop Slid,.

SLID!: "!si.tin, Structure of the Philippine. !lectricity Indultr,y"

This sUde graphically depicts the current structure and ownership "f the
industry. This presentation format wa. used throughout the work.hop to
facilitate esplanation and discuI.ion of alternative approaches, and we first
discussed the format itself.

First, across the top of the slide, the industry is functionally broken down into
Generation, Transmission, and Distribution. Distribution is further broken down
into the "lines" function, that is, provision of the physical lines needed to
deliver power from the transmission grid to the customer's point of use, and the
"sales" function, which involves various services to the customer, including
sales of Kwhs. In subsequent slides, we adopted a further functional unbundling
by disaggregating the operation of the grid and dhpatch of generation ("Poolco")
from transmission planning and investment.

Second, across the bottom of the slide, we indicate that the functional area is
either potentially competitive, or that it 11 a natural monopoly where meaningful
competition is not feasible. The generation and distribution sales functions are
potentially competitive, dep~ndinl on the industry structure approach pursuerl,
whereas transmission, PoolCo and the lines function of distribution are natural
monopolies.

On the slide, we show that:

Generation under the current structure is largely NPC, with a number of
independent power producer generating companies (IPP GenCo's)
supplementing NPC generation. These IPP GenCos are new participants in
the industry, haVing been established through the recent "fast track"
program to meet generation shortfalls.

Transmission and dispatch functions are also performed by NPC, Le.,
transmission, dispatch and generation are vertically integrated.

Distribution Unes and sales function! are performed by the private
distribution companies and rural electric cooperatives for most customers,
although NPC also performs these functions for several customers that are
directly connected to the grid at 69KV or higher. For these customers,
NPC is a fully vertically integrated utility.

A limited amount of generation is performed by the distribution companies,
mostly mini-hydro and small thermal units.

On the customer's side, considerably amount of generation exists, mostly
as emergency units to deal with brown-outs.

ReG/Ragler, Bailly, Inc.
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Notes on Workshop Slides

SLIDE (Revised): "Possible Evolution of Existing Structure of the Philippines
Electric Industry"

This slide provides the framework for our discussion of what the electricity
industry might look like in the future if we stay with current policies and
trends, do not pursue significant structural change, but aggressively seek to:

Increase private sector participation, particularly in the generation
function to build new capacity and rehabilitate and operate existing NPC
generating units.

Increase "transparency" of operations and pricing. By transparency we
mean that operations performance, operating policies, and derivation of
prices are clearly identified and understandable. For example, if
transmission costs and pricing are included in an energy tariff and not
stated separately, then transparency is poor. Similarly, distribution
pricing can be made more transparent by separately pricing the linea
function from the sales function.

Increase accountability for performance. For example, accountability can
be improved by increasing the transparency of key operations, clearly
assigning responsibility and authority, setting goals, and basing
compensation on measured performance.

Improve regulatory effectiveness, e.g., by improving the skills and
staffing levels at ERB.

In discussing this slide, we introduced the concept of "ring fencing", which is
used on this and subsequent slides. Ring fencing is an alternative to actual
structural unbundling or separation of functions. Ring fencing is accomplished
through one or more of the following:

Establishing autonomous organizational units for key functional or sub
functional activities, with clearly defined management responsibility,
goals and performance measurement.

Implementing accounting practices that isolate and separately account for
the costs and performance of key activities.

AdoPting pricing practices that separately charge users for disaggregated
services, e.g., separating transmission from generation.

Pursuing regulatory practices that focus on key utility decisions or
policies, e. g., utility self generation or distributor purchases from
subsidiaries.

ReG/Ragler, Bailly, Inc.



However, we note that ring fencing is significantly inferior to actual
disaggregation of functions into separate organizations and ownership.

Below we discuss the possible industry evolution as depicted on the slide.

Generation

The generation function could be further disaggregated from the current
situation, primarily through continued and increased reliance on private sector
IPP GenCo's to build and operate new power generation facilities. Other for~s

of contracting could also be pursued, including an aggressive push to get the
private sector to refurbish and operate edsting facilities (e.g., ROM's). Hydro
development might be spun off as a separate activity or subsidiary. Geothermal
could be developed through integrated steam/power generation projects with
private sector developers. NPC could get out of the fuel supply business for
independent power producers: this would require leveling the playing field on
fuel taxes. Other NPC activities could be spun off into subsidiaries or to the
private sector or other state organizations, e.g., remote electrification.

The remaining generation activities of NPC could then be ring fenced to focus
proper regulatory and management oversight.

Transmission

In the absence of restructuring, transmission and dispatch would remain key NPC
activi ties. However, we have shown four major functional activities -- high
voltage transmission, 6?KV sub-transmission, island interconnections, and
regional grid dispatch -- as r.ing fenced for performance monitoring and in some
cases for separate pricing, e. g. , high vol tage transmission and sub-transmission.
It is also possible that private sector investment might be attracted to the
transmission function through BOT contracts for selected projects.

Distribution

Several changes are depicted in the distribution function. First, the lines
function is ring fenced, with the costs of line service identified separately in
the distribution tariff. 1n addition, customers above a certain size may buy
power direct from NPC and use retail wheeling services across the local
distribution lines. Self generation and purchases from IPP GenCo's or from
subsidiaries would grow in importance with certain distributors. These
activities are shown as ring fenced and subject to heavy regulatory oversight.
We discussed in the workshop that in this evolutionary scenario, NPC direct
supply should also be ring fenced and subject to heavy regulatory oversight; this
change has been made to the slide. Two new activi ties could emerge as
significant factors in the industry: utility demand side management (DSM) and
energy service companies (ESCO's) that provide DSK services. Finally,

ReG/Hagler, Bailly, Inc.



cogeneration by customt!rs coufd become a more important source of electricity
supply.

Observations

With the ezception of increased private sector participation in generation and
the possible spj.ilning off of certain NPC activi ties into subsidiaries or to third
parties, this evolutionary scenario does not entail any significant restructuring
to promote competition, capital formation or performance accountability. NPC
remains, a national monopoly with potential limitations of performance and
efficiency incentive that are generally considered to be attendant to monopolies.
The practice of ring fencing is liberally used as a means of addressing the
problems of monopoly structure and unbundled functions. Reliance on regulation
is especially heavy throughout all facets of the industry.

Despite these limitations, considerable interest in this evolutionary structure
was ezpressed by NPC participants. In particular, pursuit of an industry
approach along these lines in combination with bringing in a significant private
investor/operator firm as an e~tity owner, like the Petron privatization. was
seen as an approach with possible merit. In the addendum to these notes, we will
offer further comments on this idea.

RCG/Baq1er, Bailly, Inc.
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Notes to Workshop Slides

SLIDE: "Electricity Industry Structure Based on Market Clearing Pricing System"

There are three slides that we used to discuss the applicability in the
Philippines of an industry structure and associated privatization scheme based
on market clearing prices. The first slide illustrates how this approach would
work in principle. All generation would be spun off to IPP Genco's, Hydro GenCo
and Geothermal GenCo's. NPC would get out of the fuel supply business. The
generators would provide price quotes for blocks of power by time period (e.g.,
half hour periods during the following day) that they are willing to provide to
the Regional Grid Subsidiary. On the distribution side, the distt"ibution
companies likewise provide their purchase requirements and the prices they are
willing to pay. The GridCo Subsidiary matches the supply quotes with the purchase
quotes and dispatches generation accordingly. The regional GridCo would also
recover its transmission and sub-transmission costs (ring fenced on the slide).
Also ring fenced is the distribution lines function, allowing customers above a
certain size to purchase directly from the grid and pay local distribution
wheeling charges.

The second slide illustrates the point that NPC has several contracts with IPP
GenCo's that might not be restructured. In that case, the contracts essentially
serve as price hedges for the Regional Power Acqui91 tion Company and the
respective IPP GenCo's. That is, the existence of these contracts does not
particularly impede the adoption of the market clearing pricing system as an
industry structure.

The third slide illustrates the point that, were the market clearing pricing
system to be implemented, price hedging contracts would almost assuredly be
entered into by all participants in the generation and distribution functions.
In particular, the point was made that such contracts would in practice be the
basis for capacity expansion projects to make them financeable. This raised an
issue deemed to be particularly important: in the absence of NPC, there are few
financially strong distribution companies that could independently enter into
viable and bankable contracts with major IPP GenCo's. Therefore, a continuing
role was seen for NPC to ensure that IPP GenCo's were attracted to the industry
to construct generation units to meet demand.

Although the participants considered this approach to be technically feasible,
they did not believe that it would be prudent or workable at this time. Several
participants thought that this structure might be a long term goal, although it
was also recognized that pursuit of alternative approaches in the present might
make it difficult or impractical to adopt this structure in the future. In
particular, the market clearing ~rice approach is not practical on the Visayas
or Mindanao grids, where there is clearly too little diversity of generation.
Lack of generation diversity could also be a problem on the Luzon grid.
Concentration of IPP generation in a few large facilities and a small number of
operators also raises the risks of collusion or non-competitive bidding behavior

ReG/Bagler, Bailly, Inc.
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on the Luzon grid. The workshop participants also raised the issue that the
required sophistication and complexity of the system would be problematic for
most participants in the industry and might impede timely and efficient capacity
expansion decisions and financing.

ReG/Bagler, Bai lly, lac.
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~ote9 on Workshop Slides

SLIDE (Revised): Industry Structure Based on Functional Unbundling and Central
Power Acquisition

In the ·,''Jrkshop we discussed this approach next, and it found c'jnsi':ierable
support 3~Or.g participants, although certain key i~sues were raised. Reviewing
the slide. we note that generation has been unbundled similar to that described
,:or the market clearing price approach. New generation is provided by [PP
G~nCo's through competitive bidding, and NPC existing generation is, to the
extent practical, also spun off to IPP GenCo's. Hydro and geothermal generation
are also accomplished through independent companies. ~PC is out of the fuel
supply business to IPP's. Other ~PC activities are spun off, leaving a Regional
Power Acquisition Company with two key functions: 1) perform the power supply
planning for the region, and 2) acquire the power requirements through
administering a competitive bidding program.

The transmission system is established as a separate national company with three
regional subsidiarie~; or divisions. The grid company provides transmission
planning and investment, operates and maintains the hi~.. vol tage and sub
transmission systems, and plans and implements interconnections. We have shown
the grid operation and generation dispatch as being performed by a separate
PoolCo, although this function could also be combined with the grid company. The
national grid company and each regional subsidiary would operate on a commercial
basis and would establish standard and non-discriminatory grid access policies
and wheeling charges based on costs.

On the distribution side, the companies would obtain all of their power
requirements from the Regional Power Acquisition Company (RPC) with the elception
of mini-hydro generation. All other generation by distributors or their
subsidiaries would be sold to RPC. The distribution lines function is ring
fenced to provide transparent retail prices and retail wheeling for customers
meeting threshold size requirements. The directly connected customers are also
ring fenced to provide regulatory oversight.

The strengths of this structure include its simplicity, the degree of unbundling
and transparency, and the management focus and accountability by function.
Moreover, it retains RPC as a state owned enterprise, at least initially, which
can provide the financial strength to negotiate with IPP' s. I f performed
elpertly, the competitive procurement process should introduce further
competition into the capital and operating cost intensive generation function.
The distribution companies are freed from investment requirements to prOVide
generation and can focus their limited resources on the distribution systems.
The grid company is a state owned enterprise, at least initially. Operated on
a commercially viable basis, it should be able to access diverse funds for
elpansion. The grid company might be sold in whole or in part to either private
investors or the distributors at a later time if this is deemed to be desirable.
Similarly, the regional RPC's might also be sold in whole or in part to private
investors.

ReG 'h;ler, 9ailly, lac.
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Three principal drawbacks or issues were discussed. First, the RPC is the sale
buyer of power from generators and the sole seller of power to distributors. The
distributors are not directly responsible or accountable for their power supply.
However, planning procedures can be established such that the distributors can
participate in developing and approving the regional generation plan. But
execution of ~hat plan rests solely with the RPC.

The second drawback, at least for a few distributors, is that distributors are
precluded from entering into significant self generation or purchasing directly
from subsidiaries or IPP's. Although the approach could be modified to allow for
distributor generation. it would have to be tightly ring fenced. Even then,
regulatory oversight and approval of these projects is likely to be particularly
problematic.

The third issue is that regionalization of the grids and establishment of
regional power acquisition companies will make current grid cross subsidies very
transparent. In this respect, the question was raised as to whether the regions
currently being subsidized can or will accept the higher prices that will result
if the subsidies are eliminated. One approach to this problem might be to phase
out the subsidies over a period of time, e.g., five years. This would avoid a
sudden step increase in prices. and it would provide a period of time for
building the regional operations to provide supplies at the lowest practical
costs.

RCG/Baqler, Bailly, [nco
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Notes to Workshop Slides

SLIDE (Revised): Industry Structure Based on Inter-utility Contractual and
Operations Integration

This industry structure. although similar in many respects to the Functionally
Unbundled/Central Power Acquisition approach. differs in three significant ways:

The burden to plan and provide for power generation supplies is with the
distribution companies. not with the Regional Power Corporation (RPC).

Distrit .tion companies may engage in a mix of self generation (rate
based). purchases from IPP GenCo's (including subsidiaries). and the RPC.
They may also buy their total requirements from the RPC. but in this case
must contract for specific capacity and energy requirements.

The RPC has a different ~charter" in that now its primary purpose is to
faci 11 ta te the distribution companies in becoming self sufficient in
generation and direct IPP contracting. The RPC is the power supplier of
last resort for those distributors who are unable to othe~ise arrange for
power supplies.

Reviewing the slide. we note again that the generation function has been
disaggregated, with NPC disposing of its generation to IPP GenCo's or other
independent companies. To note the difference in focus of the RPC, it is now
depicted in the same role as the distributor's generation and IPP purchases. The
transmission function is organized the same as with the Functionally
Unbundled/Central Power Acquisition approach, with a national grid company with
three regional subsidiaries. The same ring fencing is present: distribution
lines, distributor rate-based generation, IPP "self" purchases by distributors,
and directly connected customers. Each of these ring fenced areas would be
subject to heavy regulation.

A signi fican t requirement of th~ Inter-utili ty Integration approach is a
comprehensive planning and operations integration agreement, especially among the
distributors. This agreement, which would be subject to regulatory oversight,
covers such key areas as joint generation planning, generating and contract
capacity obligations, participation rights in generation, and interchange of
services and related pricing.

In many ways, this industry approach best meets the competitive industry
characteristics discussed earlier. It creates the most buyers and sellers, and
it puts in place an operating and contractual framework that facUi tates
bilateral trades among these buyers and sellers. Ease of entry into generation
is also facilitated, and access to transmission is assured. Functions are
significantly unbundled, wi th level playing fields. Planning information is
readily available in that joint planning is an essential feature. Transparent
pricing is facilitated.

RCG/3agler, Bailly, [nco



The RPC, initially a state-owned enterprise, remains a key participant to provide
power supplies and to overcome the financial limitat.ions of many of the
distribution companies. Specifically, the RPC can put its credit power behind
projects if necessary to ensure that private developers build the needed power
plants. !n this respect, two additional features can be incorporated into the
Inter-ut~l~~y !~tegration approach:

A portion of each power generation facility could be offered to
distribution companies not otherwise included in the sponsoring group.
This would also include RPC, which would offer to distributors
participation in the projects it sponsors. These generation
~participation rights" would facilitate all distributors in building their
power supply portfolios. Participation could be through uni t power
contracts, ownership shares in the facili ty itself, or power supply
subcontracts (i.e .• the primary power purchaser subcontracts a portion to
other distributors). Generation access rights would be one of the many
provisions of the Planning and Operations Integration Agreement.

The RPC could assume a power purchase performance guaranty role for a
transition period, e.g., five years. In this capacity, the RPC would put
its credit strength behind power purchase agreements of small, financially
weak distributors as a means of providing these companies direct access to
generation. This would help overcome ezpecte~ reluctance of IPP GenCo's
to deal with the smaller companies. The guaranty would be limited to
power purchase liabilities in the case of financial failure of the
distribution company. In such case, the RPC would be in the best position
to re-market the power. The purpose of the guaranty service is to provide
a reasonable time frame for the distribution companies to take steps to
either improve their financial capabilities or to consolidate so that they
can function in the new industry structure.

ReG/Hagler, 9ailly, tac.
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Notes on Workshop Slides

SLIDE (Revised): "Industry Structure Based on Regional (or National) Vertical
Integration

This slide illustrates how the Philippines electricity industry would look if we
were to pursue total vertical integration. This approach was discussed not so
much as a viable option, but rather to complete the consideration of the spectr~

of approaches. This approach involves eltensive ring fencing of the operations,
investments and pricing of the integrated utility. This approach also relies the
least on competition, and places the heaviest requirement on regulation.

ReG/Hagler. Bailly, Illc.
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ADDENDUM

Discussion of the "Petron" Approach

::luring :!':e ir.di'lid'Jal workshop session with the ~PC personnel, and dl.lri:-,~

disc'Jssi::lr1s s,.. bsequent to the workshop. interest was expressed in a pri':atiza':i::::-,
approach for ~PC similar to that adopted for Petron, To address this questiar.,
we first define the "Petron" approach as involving three major steps:

The first
companies).
es tabli shed:

1. step is to establish a commercially viable company '=r
This would normally require that one of two conditions be

The company operates in an essentially unregulated market where it
is free to pursue operating, investment and pricing strategies to
compete and earn acceptable returns on its investment, or

The company operates under competent, transparent, and established
regulatory practices that reward the company with reasonable returns
on its investment, excepting only those instances where management
has been objectively deemed to have been imprudent.

Neither of these conditions, of course, is likely to completely hold true.
Rather, a combination of some degree of market deregulation and
competition along with a system of regulation will normally characterize
a company's environment. The important requirement is that this
environment allow management to concern itself with normal business
strategy and operations and to earn an acceptable profit if it performs
well at these functions.

A workable combination of market deregulation, competition and regulation
has been established for Petron, For the most part, Petron operates in a
competitive market, with two well-financed and effective private sector
competitors. These competitors effectively constrain anti-competitive or
monopolistic behavior on the part of Petron, Moreover, regulations applied
to the industry must be relatively even-handed for all practical purposes.
In particular, regula tions can not impede the performance, management
flexibili ty or profi tabili ty of Petron relative to its competitors or
Petron will decline in market strength and investment value.

2. The second step is to char~er the company (or companies) under the
corporate code. This has two important effects that help the company
perform effectively and earn profi ts. First, it frees the company from
government salary and other personnel policies and allows the firm to
pursue, on an equal footing with its competition, salary structures and
other employee policies necessary to attract and retain qualified talent.
Secondly, it significantly removes the firm from control 'by governmental
bureaucracies and from interference in management decisions and operations
by members of the political body.

RCG/hgler, Bailly, !r.c.
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3. The third step is to sell a substantial interest in the company (or
companies) to either an investor who will take a significant role in the
:nanagement of the company (like ARA!"1CO in the case of Petron), or
alternatively sell a stake to the general investing public. Pursuing the
f~rst investor strategy does not of course preclude also pursuing the
second at a later time. To sell these stakes, especially to a foreign
investor taking a major financial and management role in the company,
highly satisfactory completion of the first two steps is a necessity.

\tie now turn our attention to the potential application of the "Pet ron" approach
to the electric sector and NPC. In the table below, we contrast Petron and the
oil markets with NPC and the electricity market:

Comparison of Petron and NPC

Market Factor NPC Petron

Competitive market No (monopoly) Yes

Facilitatory/stable regulation No Yes

COll1lJlercially viable operation Not established; Established
problematic

Exogenous benefits to investor No Yes

Need for regula tion High Significantly
deregulated

Exposure to political High Constricted
interference

The most ill1lJlediate and significant difference that we encour.ter is that the
fundamental preparatory market or industry environment does not exist in the
electrici ty sector. In particular, NPC is a monopoly with essentially no
competition, which stands in sharp contrast with the competitive conditions that
prevail with Petron and the oil markets. In the absence of effective competition
that allows it market relatively free of regulation, the alternative is a
regulatory structure and stability that promotes acceptable service and cost but
at the same time also reassures private investors that they are relatively free
to operate the firm to earn acceptable profits. It is not likely that investors
would so assess the current regulatory environment in the Philippines electricity
industry.

The two industry restructuring options that have produced the most interest
Unbundled Functions/Central Power Acquisition, and Inter-utility Integration

RCG/Baqler, Bailly, [lie.



are designed to promote more competition in the industry, to provide :Dore
transparent and effective regulation, and, importantly for potential application
of ,;he "Petron" approach, to develop commercially viable companies. These
companies could be offered in whole or in part to a large inves tor. e. g., a
foreign electric utility, or more broadly to the investment communi tv. for
example. ~he Regi.onal Power Corporations and the ~ationa1 GridC:J ;;~u~d be
commercial:y viable companies.

However, selling equity stakes in these commercially viable companies :night not
turn out to be a high priority. In the case of the Regional Power Companies, for
example, these should not be capital intensive operations if the overall strategy
is successful. Rather, the RPC's will be management, planning and financial
expertise intensive. To meet these requirements for expertise, institutional
building or management contracting might be more desirable as opposed to bringing
in a large investor/manage~. Similarly, in the case of the National Gridco.
either institutional building or management contractJ.ng might also be the most
sensible course of action, while simultaneously pursuing a strategy of attracting
sources of capital from lower cost suppliers such as the World Bank or ADS, as
opposed to relying on an equity investor and higher cost private sector capital.

To facili tate attracting and retaining the needed expertise and to prepare
companies for possible sale to the publiC, companies (e.g., the RPC's) could be
re-chartered under the corporate code. This might also restrain counter
productive micro-management or intervention by the political body. Adoption of
the "PetronIO approach for the entire sector is not necessary to accomplish this
more limited goal.

An observation worth noting is that there are potentially important strategic and
financial benefits to ARAMCO that are exogenous to the financial merits of Petron
as an operating entity. Most notably, ARAMCO gains additional vertical
integration and an assured market for its crude development and sales activities.
At the same time, the Philippines gains a reliable source of crude supply and
potential investment stability. It is not clear that such exogenous factors
exists for an investment in the electric sector.

Finally, the "PetronIO approach, when applied to the electric sector and NPC,
might entail a large foreign investor taking a significant ownership and
management role in an industry constrained to the nation's boundaries, bound up
with the public interest, of necessity subject to regulation by governmental
agencies, and never far away from political interference. It is arguably good
public policy not to further complicate and constrain the ·overall management and
development of the industry by introducing significant foreign control.

In summary, the Unbundled Function/Central Power Acquisition and the Inter
utility Integration approaches restructuring and privatization suggested for the
electric sector embody many of the same elements as the "PetronIO approach, e.g.,
establishing commercially viable entities, promoting competition, and achieving
balanced and transparent regulation. Wi thin the context of these approaches, the
"PetronIO model is perhaps more appropriately viewed as an ownership option that
might be applicable to several entities in a restructured electric sector, as

ReG/Ha;ler, Bailly, Inc.



opposed to itself providing the basic framework for privatization. ~oreover,

with successful restructuring, the industry's capital requirements might largely
be met by private IFP GenCo's in the generation function and by cost-effective
quasi-public financing in the transmission function. The more critical need
might be to develop indigenous management talent, and not foreign investors to
own and ~anage the transmission and power acquisition entities. This management
talent might be t ter be developed through ins titutional building, management
contracting and modifying organizational charters and compensation limitations
rather than through foreign or other investor ownership and management.

ReG/Hagler, Bailly, Illc.



ApPENDIX F
SUPPLEMENT ON ENERGY REGULATORY BOARD

EXECUTIVE SUMMARY

This document provides a supplemental assessment of the optimum role of the Energy
Regulatory Board (ERB) within a restructured electricity industry. It is important to recognize
that many of the recommendations of this supplement will hold tlUe regardless of whether the
overall industry is restructured along the exact lines of the main report. This is the case
because of the important implications for the ERB resulting from the passage of the Act
creating the Philippines Department of Energy (RA 7638), Executive Order 215, the
regulations implementing EO 215, and other Philippine laws.

The key conclusions of this supplement are that the ERB must undertake new responsibilities
(and in most cases, additional staff) to handle its expanded role in three areas:

~ setting utility rates
~ overseeing utility procurement
~ approving power contracts.

In the rates area, we envision that the ERB is largely independent of other Philippine
agencies, although the Department of Energy (DOE) can serve in a catalytic role by
compelling the utilities to develop methodologies and file rates for new services (e.g,
transmission rates). In the other two areas, we recommend that the DOE take the lead in
developing policies, methodologies and generic formats, while the ERB would serve to
oversee the implementation of those policies.

In sum, we recommend that the ERB accept, and aggressively pursue, several new roles and
significantly expand others, including:

~ developing wholesale transmission rates, backup rates, avoided costs, and more
analysis of long-run marginal costing and incentive regulation for the future

undertaking substantially more work on all facets of the implementation of
utility integrated resource plans (IRPs)

taking a more active role in the review and approval of all independent power
project contracts and major investments by electric utilities, looking towards
ERB approval of all franchises in the future.

------- USAID Office of Energy, Environment, and Technology -------
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SUPPLEMENT ON ENERGY REGULATORY BOARD ~ F-2

These new and expanded roles and responsibilities will require more staff, more training and
more money than is currently authorized for the ERB. On the whole, the ERB could require
at least 50 more people than the 290 currently authorized (of which only 203 are on board),
and that the people now on staff will need to upgrade their skills and capabilities to fulfill the
ERB's new requirements. In addition, the ERB may need a new funding mechanism to carry
out its new role.

Moreover, a number of the new activities should begin within the next few months if the
ERB is to be able to implement them in a manner that: 1) keeps up with the many changes
taking place in the Philippines electricity industry, 2) does not form a barrier to economic
growth due to "regulatory gridlock, II and 3) dovetails with other aspects of the restructuring of
the electric industry. Time is therefore of the essence in implementing the recommendations
discussed in this supplement. In many of these areas, the ERB must make an initial
investment in training, personnel and car'lbilities to get "up to speed, II and then over time, to
maintain and enhance its newly-developed expertise.

One of the problems with moving quickly to implement these activities is the ERB's difficulty
in locating and retaining good people. In conjunction with taking on the many new
responsibilities discussed in this supplement, we recommend that the ERB develop a proposed
salary structure, and obtain government approval for these changes. This structure could be
more competitive with the private sector or NAPOCOR, subject to the constraints of the
amounts of new funding ERB receives, and could include incentives to employees for
superior performance in carrying out their new duties during this difficult transition period.

The major recommendations for the future role of ERB are as follows:

Setting Utility Rates

~ The ERB should continue to review and approve tariffs for all Philippine
utilities.

The ERB should work closely with the DOE (and possibly establish a
committee with the utilities and the National Electrification Administration
NEA) to establish financial and technical standards for various categories of
utilities that will be enforced through the rate-setting process.

The ERB should assume responsibility for reviewing and approving wholesale
transmission rates for all utilities.

The ERB should establish a task force with active participation and input from
the major utility groups; it would establish an acceptable methodology for the

-------- USAID Office of Energy, Environment, and Technology -------



SUPPLEMENT ON ENERGY REGULATORY BOARD ~ F-3

utilities to implement for backup and maintenance rates. The ERB must assume
responsibility for reviewing and approving such rates for all utilities.

The ERB should adopt a resolution that it will work to implement rates based
on long-run marginal cost (LRMC) in all future rate cases. Then, it should
require utilities to submit their proposed retail tariffs, and that the tariffs be
based on the application of LRMC principles.

~ The ERB should not place a high priority on establishing utility avoided costs

~ The ERB should not try to shift to a widespread system of incentive rates.
Rather, it should concentrate on the initiatives already begun or recommended
elsewhere in this supplement (e.g., standards for losses, and other financial and
technical standards that are enforced through rate-making and franchising) and
on the other major changes that will result from restructuring. The ERB should
revisit incentive ratemaking in the 1996 time frame.

Overseeing Utility Procurement

~ The ERB should oversee all major utility investments in the context of
implementing the utilities' IRPs. The utilities should submit their investment
plans to the ERB and receive prior approval through the existing ERB process
of investment prudence hearings, before they make large investments to carry
out their IRPs. To avoid becoming bogged down, the ERB should set a
standard time for processing investment prudence hearings.

The ERB should determine whether the utilities' major demand-side
management (DSM) expenses conform to approved IRPs, and determine how
often to review DSM expenditures. (it may be sufficient to conduct these
reviews at the time of rate cases). The ERB also must decide whether to
provide DSM incentives, or at least make DSM investments "revenue-neutral."

The ERB's· role in international competitive bidding (ICB) should be to approve
the contracts that developers sign with the winning bidders, because these
contracts constitute major financial commitments that may have a significant
bearing on the utilities' tariffs. The ERB should participate actively in the
proceeding at the EIAB to establish a standard methodology for ICB.

USAID Office of Energy, Environment, and Technology -------
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Approving Power Contracts

to The ERB should become the single regulatory body responsible for resolving
the issue of directly-connected customers. The direct-connection proceedings
could be folded into the CPCN/franchise proceedings.

Cooperative utilities should also undergo CPCN hearings at the ERB. The
EIAB should conduct an open proceeding that would determine whether both
franchise and CPCN proceedings should continue tv co-exist, and whether the
franchising process at the NEA should be consolidated into the CPCN process
at the ERB. In the longer term, the franchising function should be transferred
to the ERB and combined with the CPCN proceeding.

The ERB should participate actively in the EIAB's proceeding to establish a
standard procedure and contracts for the ICB process.

The ERB should approve alI the contracts (with private sector generating
facilities (PSGFs) and others) signed as a result of the competitive bidding
process. Thus, the ERB will need to shift its focus in setting tariffs to merge
the market-based and rate-based perspectives.

Miscellaneous

to The ERB should hire approximately 50 persons above the current ceiling of,
290.

The ERB should develop an independent source of funding that is not tied to
overalI Philippine budgetary constraints.

The ERB should develop a proposed salary structure that matches with the new
responsibilities the staff will be required to undertake in the near future, and
request government approval for these changes.

Exhibit F-I summarizes the activities that we foresee for the ERB, the timetable in which
these activities should begin, and the likely level of effort required.
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Exhibit F-I
Energy Regulatory Board - Potential Roles and Responsibilities

LEAD LIKELY NEW OR EXISTlf.L lEVEL OF
I. UTILITY RATES AGENCY TIMING ROLE t:XPANSION

A. Wholesale NPC and Retail Rates ERB Current Activity Existing Moderate
B. Rate-Related Efficiency Standards

Establish standards DOE/ERB In early 1995 Part Existing Moderate
Enforce standards ERB In 1995 Part Existing Moderate

C. D. Transmission Rates
Understand/evaluate wholesale transmission rates ERB In early 1995 New Moderate
Review/approve utility filings for transmission rates ERB In mid-1995 New Major
Understand/evaluate retail transmission rates ERB Consider in 1996 New Moderate
Review/approve utility filings for retail transmission ERB Post 1996 New Major

E. Backup Rates
Establish task force to develop methodologies DOE/ERB In early 1995 New Moderate
Review/approve utility filings for backup rates ERB In 1995 New Major

F. Long Run Marginal Costing
Understand/evaluate LRMC methodologies ERB In 1995 New Moderate
Move all utility rates towards LRMC ERB 1995-1997 Part Existing Major

G. Avoided Costs
Develop methodology EIABIDOE In 1995 New Moderate
Understand avoided cost methodologies ERB In 1996 New Moderate
Review utility filings ERB In 1996 New Moderate

H. Incentive Rates
Assess incentive rate methodologies ERB In 1996 New Moderate
Implement incentives as appropriate ERB From 1996 on New Major

II. UTILITY PROCUREMENT

~
A.lntegrated Resource Planning (IRP)

Develop and issue IRP rules/methodology DOE By mid-1995 New Moderate
Review/approve submitted utility IRPs DOE Beginning 1996 New Major
Review national plan from PLANCO DOE Beginning 1996 New Moderate
Oversee IRP implementation - prudence hearings ERB Beginning 1996 New Major

Prepared by RCG/Hagler Bailly for Philippine DOE and USAID August 19u4
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Exhibit F-l (continued)
Energy Regulatory Board - Potential Roles and Responsibilities

LEAD LIKELY NEW OR EXISTING LEVEL OF
AGENCY TIMING ROLE EXPANSION

B. Demand-Side Management
Develop and issue rules/potential incentives DOE Bymid-1995 New Minor
Review/approve submitted utility plans DOE Beginning 1996 New Moderate
Oversee implementation/investments ERB Beginning 1996 New Moderate

C.lntemational Competitive Bidding (ICB)
certify private sector generators EIABIDOE Mid-1995 Part Existing' Moderate
Develop and issue rules/standard methods EIAB/DOE Early 1995 New Minor/moderate
Review/approve all utility RFPs EIAB/DOE Beginning 1996 New Major
Monitor utility implementation of ICB EIABIDOE Beginning 1996 New Moderate
Approve PSGF contracts - all utilities ERB Early 1995 Part Existing Moderate
Oversee project implementation DOE Beginning 1995 Part Existing Minor

D. Major Investments
Review/approve rate base increases - all utilities ERB Near-Term Existing Major

III. POWER CONTRACTS

A. Cases of directly-connected customers ERB Begin in 1996 New Major
B.CPCNlFranchise Powers ERB Begin in 1996 Part Existing Major
C. Design standard power purchase contracts DOE Bymid-1995 New Moderate
D. Review all PSGF contracts ERB Begin in 1996 New Moderate

IV. MISCELLANEOUS

A. ERB Staffing Increases ERB In 1995 New Major
B. ERB Funding and salary Changes ERB Begin in 1995 New Major

Prepared by RCG/Hagler Bailly for Philippine DOE and USAID
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F.l INTRODUCTION!

This supplement expands on the potential role of the ERB in the evolving electric industry
structure in the Philippines. However, many of the recommendations contained here should be
implemented regardless of whether the overall restructuring ideas in the main report are
accepted. This is because the recommendations are an outgrowth of Philippine legislation or
regulations that already exist, or are about to be issued, including the Act creating the
Philippines Department of Energy (RA 7638), Executive Order 215, and the pending
regulations implementing EO 215.

This supplement is based on research conducted over several weeks, including one week of
meetings in the Manila area with key government officials and industry participants, including
the regulatory agencies (ERB, DOE, NEA) and those subject to regulation (NAPOCOR,
Meralco, and Cepalco). All those interviewed were cooperative in sharing their views on the
role of the ERB in the evolving industry structure.

This supplement is divided into several main sections that conform to the principal areas in
which we believe that the ERB must develop new capabilities or upgrade its existing skills.
These areas include:

~ setting utility rates
~ overseeing utility procurement
~ approving power contracts.

Exhibit F-l in the executive summary summarizes the overall recommendations for the ERB's
future responsibilities. In addition, the ERB may need a new funding mechanism in order to
carry out its new role. Below, each of these areas is discussed in turn. First, however, this
supplement briefly describes the context for these recommendations in terms of the new
authority granted to the ERB in recent legislation, and the impending changes in the
organization of the Philippines electric power industry.

F.2 THE NEED FOR AN EXPANDED ERB

In the Act creating the DOE approved on December 9, 1992 (Section 18 of RA 7638), all of
the "non-price regulatory jurisdiction, powers, and functions of the ERB" were transferred to
the DOE, In the same section, the ERn was assigned responsibility to "determine, fix, and

The principal author of this supplement is Elliot J. Roseman, a manager at Hagler Bailly. The
author gratefully acknowledges the support of Stan Bowden and Michael Ellis of Hagler Bailly, and of
staff at the DOE, ERB, NPC, Meralco, NEA and CEPALCO, with whom the field research was conducted
in August 1994.
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prescribe rates" for NAPOCOR and the cooperative utilities. in addition to the private utilities
that the ERB already regulated. In one sentence, this Act magnified the jurisdiction over
pricing alone from a handful of utilities to include the single bulk power generator in the
Philippines and 119 cooperatives. Since the Act was passed, the ERB has been working to
acquire and build the capabilities necessary to handle these responsibilities.

In addition to its new rate-making authority, many changes are occurring within the
Philippines electricity industry that have a direct bearing on the utilities' rate base and other
costs, and correspondingly, on the rates that utilities will need to charge. These changes
include:

• The emerging need for many. if not all, electric utilities in the Philippines to
provide directly for their own power requirements in the future, rather than
relying solely on NAPOCOR, as in the past. This need will include the
preparation of utility IRPs, which could result in major new investments in
supply- and demand-side resources, if the IRP is implemented.

The potential implementation of competitive bidding by a number of utilities to
procure new capacity, which could lead to large financial commitments.

The potential consolidation of several utilities into one, and the potential
transfer of customers currently served directly by NAPOCOR to distribution
utilities; both actions could have significant impacts on the rate base, financial
commitments, and required rates of the utilities.

Setting up a separate whole'.Jale transmission and dispatching function under a
new entity (called Transco) that will propose wheeling policies and tariffs.

The ERB should be involved in regulating a number of these activities because of their direct
implications on power rates, and because of the ERB's well-established a~iudicatory

procedures. In this era of transition in the Philippine electricity industry, the key regulatory
questions vis-a-vis the ERB are:

• Where is the line drawn between the ERB and other agencies? What specific
responsibilities should be the province of the ERB, and at what point should
the ERB become involved?

Is the ERB currently in a position to carry out these responsibilities? What new
staff or training is required?

• By when should the ERB be prepared to initiate and carry out these roles?

The next sections outline the proposed answers to these and other questions.

------- USAID Office of Energy, Environment, and Technology -------
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F.3 SETTING UTILITY RATES

As mentioned above, the ERB is now responsible for determining the rates of all utilities in
the Philippines, including NAPOCOR, private utilities and the cooperatives. There are six
additional areas of responsibility over utility rates where the ERB should have jurisdiction.
These are:

~ fate-related efficiency standards
~ transmission rates
~ backup rates
~ long-run marginal costs
~ utility avoided costs
~ incentive rates.

In addition to the ERB's traditional rate-making role, each of these areas is discussed below.

Exhibit F-l indicates the activities that ERB should undertake in these areas, when it should
undertake them, whether the role is new or currently being handled by the ERB, and whether
the activity represents a major, moderate, or minor level of effort. In this context:

A "major" level of effort will require the ERB to add the equivalent of at least
five full-time new professional staff, or move into an entirely new area of
work.

~ A "moderate" level of effort requires up to five new professional staff, or
involves an area that is a combination of both existing and new areas of
responsibility.

A "minor" level of effort requires few if any new staff (primarily training of
existing staf!), or involves an area that the ERB is already handling well.

F.3.1 Setting Rates for All Utilities

This area is non-controversial in terms of the ERB's responsibility. Recognizing the major
new authority it was granted by RA 7638, the ERB has been adding staff at the Energy
Regulatory Branch of the ERB since December 1992. For example, this branch employed just
18 people at the time of the DOE Act, when it primarily evaluated the rate of return for the
private utilities only, but it has now tripled to 54 employees (17 in the NAPOCOR/
independent power division, 23 in cooperatives, and 14 in private utilities).

------- USAID Office of Energy, Environment, and Technology -------
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However, the Energy Regulatory Branch is still understaffed and already has authorization to
hire more professionals. In total, the ERB is authorized by the government's 1994 budget to
hire up to 290 people. As of July I, 1994, the ERB's had 203 staff, leaving a balance of 87
people (30% of the number authorized) that the ERB could hire. We were told that the ERB
planned to add a majority of these 87 to the Energy Regulatory Branch, although not
necessarily all of them would be in the electricity area (this branch also handles the technical
analysis of petroleum prices, a highly controversial topic in the Philippines).

As the structure of the electricity industry changes along the lines outlined in this main report,
the demands on this Branch can be expected to continue to increase. First, the cooperatives
are likely to have a number of new rate filings as they take increasing responsibility for their
owns supplies. Second, more utilities will be making major investments that will increase
their rate base or number of third-party purchases, requiring ERB review. In addition to
educating the new staff on existing methodologies for rate-of-return regulation, the staff is
becoming familiar with and gaining expertise in 1) the full application of the methodology
that the National Electrification Administration (NEA) has used to set rates for cooperatives
in the past (a "cash-flow" model), and 2) regulating the rates, not just the rate of return of the
utilities over which it has jurisdiction.

Conclusion/Recommendation. On the whole, it is clear that the ERB will require a major
level of effort to carry out the responsibilities it already has under the DOE Law. No new
legislatio~ or regulation is required for the ERB to exercise its authority in these areas.

F.3.2 Establishing Rate-Related Efficiency Standards

The extent to which utilities effectively control their operations is a major issue in the
Philippines. As the Philippines electricity sector moves towards a more competitive, more
efficient mode of operation, the ERB could use the current rate-setting process to compel the
utilities under its jurisdiction to become more efficient and profitable. In fact, there are
already several movements in this direction:

~ In a decision dated October 29, 1993 (ERB Case 93-13), the ERB established
that NAPOCOR would be encouraged to operate efficiently by only allowing it
to pass through fuel costs that were tied to a heat rate standard determined in
the previous rate case. Specifically, NAPOCOR is now only allowed to pass
through fuel costs based on a "pesos per million Btu" standard, not a "pesos
per kWh" standard. Further, NAPOCOR was required to submit to annual fuel
audits and all of its contracts with independent power producers before their
costs could be included in the utility's fuel cost adjustment.

Ir:. ERB Resolution 91-22, the ERB established standards to be used to help
resolve issues of the direct connection of existing NAPOCOR customers to
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other utilities. These standards included financial indicators such as outstanding
debt, debt service capability, operating expenses, average collection period. and
technical standards such as percentage losses. Moreover, this resolution
contained a transition period (one year to achieve minimum standards, five
years to attain preferred standards).

Both houses in the Congress of the Philippines have passed anti-electricit}
pilferage bills (House Bill No. 1087, Senate Bill No. 736), which would require
the ERB (either on its own or with the NEA) to set standards for computing
the amount of current usage that is unmetered within 60 days of the passage of
the Act, and for ensuring the implementation of the Act. We were told that the
conference committee, which is now in the process of resolving differences
between the House and Senate versions, is considering whether to include
specific percentage loss standards for different types of utilities in the version
that is sent to the Pres:dent for signing. In fact, the NEA has sent comments to
the Congress stating that the standards in the Bill may be too stringent for
some cooperatives.

The NEA has been working with the cooperatives for years on a Performance
Improvement Program to develop and formulate strategies for reducing both
technical and pilferage losses, and to agree on targets for reduction.

Thus, there is ample precedent for the establishment and imposition of efficiency standards in
the Philippines. In fact, it is desirable to give these standards some "teeth" so that the utilities
will move quickly to improve their performance where possible, with the objective of all
utilities operating like profit-making, private sector entities.

These financial and technical standards could be established and applied to the cu"ent rate
making process (e.g., rate-base regulation for private utilities and NAPOCOR, and cash-flow
regulation for cooperatives), so that over time, the utilities would need to become more
efficient in order to collect money from their ratepayers. Below, several options are presented
for moving the electric utilities to other forms of rate-setting over time.

The standards should not only be used as a stick with which to penalize the utilities for non
compliance, but should also provide an incentive for over-compliance. The incentive should
be that if the utilities do better than these standards, they could keep the difference for their
shareholders/owners.

Conclusion/Recommendation. RA 7638 establishes the DOE as the entity required to
"formulate and implement programs, including a system of providing incentives and penalties,
for the judicious and efficient use of energy in all energy-consuming sectors of the economy."
Therefore, the ERB should work closely with the DOE (and possibly establish a committee
with the utilities and the NEA) to establish financial and technical standards for various
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categories of utilities, which will be enforced through the rate-setting process. Or, the ERB
could publish such standards for comment, conduct a hearing, and then issue a generic
rulemaktng describing the standards that it will enforce over time,

Whatever process is used, once standards are established, the ERB should only allow the
utilities to include costs in their rates to the extent that they meet these standards. The process
of setting standards should require no more than 60 days. These standards should directly
incorporate the values established in the Anti-Electricity Pilferage Law, when passed. Because
there is ample precedent for such standards, the ERB should not require additional legislative
or other authority to implement them into the rate-setting process.

F.3.3 Transmission Rates -- Wholesale

EO 215 establishes the basis for private sector participation in power generation in the
Philippines. In addition, we envision the development of a market for the utilities in which
Philippine utilities purchase power from suppliers other than NAPOCOR. For the distribution
utilities to be able to purchase power from a source other than NAPOCOR (including other
utilities), it may be necessary for the utilities to utilize the transmission lines owned by
others. Thus, it is critical for the utilities to establish, and the ERB to regulate, the wholesale
rates at which power should be wheeled from one area to another.

RA 7638 established the DOE as the policy making body for regulations on electricity
distribution. It is thus appropriate that the DOE take the lead in establishing the "ground
rules" under which rates for wholesale transmission will be set, and require the utilities to
submit such rates. In fact, the draft regulations now circulating at the DOE to implement EO
215 would require all utilities to establish standard interconnection policies and wheeling
tariffs (Article III, Section 6), to be approved by the ERB. Also, Article V, Section 5 requires
NAPOCOR and any host utility to wheel power produced by a PSGF through its transmission
and distribution lines of 69 kV or higher.

The understanding of the basis for, and the review of, wholesale transmission rates is not a
role the ERB is currently fulfilling; it would be a major expansion of its capabilities.
Wheeling rates are complicated and likely to be quite controversial, since their levels can
make a project either uneconomic or profitable.

Conclusion/Recommendation. There will be a need for personnel in each power-related
division of the Energy Pricing Branch (NAPOCOR/private generation, cooperatives, and
private utilities) who understand the basis for and proper level of wholesale transmission
tariffs, Some existing ERB personnel could be trained in these areas, but new personnel
would also need to be hired. Assuming that the regulations implementing EO 215 are signed
by the end of the year, the ERB will need to assume responsibility for reviewing and
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approving such rates by the second half of 1995 No new authority is required for the ERB to
assume responsibility for this task.

F.3.4 Transmission Rates .- Retail

Ultimately, the ERB will need to deal with the issue of whether specific customers can be
served best by the utilities in whose territories they are located. The regulators of this issue,
known as "retail wheeling" in the United States, are just beginning to develop policies and
methodologies to deal with the implications of competition for retail customers. Potentially,
distribution utilities' investments in supply-side resources to serve specific customers could be
rendered unuseful or "stranded" if these customers can choose their own suppliers. Currently,
some customers in the Philippines have the potential to cogenerate, and thus lessen their
dependence on the local utility, but they cannot purchase power directly from another
distribution utility

Over time, this policy could change, as the distribution utilities become more used to
integrated resource planning, competitive bidding, the possibilities of new franchises, dealing
with competition, etc. Also, they are bound to try and extend service to areas not currently
served by electric power, which could obligate them to make investments that are not entirely
competitive. It could be unfair to encourage the utilities to make uncompetitive investments,
and then to subject them to competition for their best customers.

Conclusion/Recommendation. Because there is so much for the distribution utilities to handle
in the next several years, it is premature for regulators to promote or require these utilities to
develop rates and policies on retail wheeling. The ERB should revisit this issue in the 1996
time frame to assess the progress being made (by both the utilities and the regulators) towards
implementing other reforms before determining whether it is appropriate to consider retail
wheeling issues.

F.3.5 Backup and Maintenance Rates

For the distribution utilities to utilize PSGFs or sources of power other than NAPOCOR,
power must be available from NAPOCOR during times of planned maintenance or forced
outages. Also, industrial customers using cogeneration or self-generation will require rates for
backup power from the distribution utility. It is critical that the distribution utilities and
industrial customers know the rates for such power in order to determine the best demand-and
supply-side options for their customers or their corporations.

The draft regulations implementing EO 215 include provisions (Article II, Section 4, and
Article VII, Section 3) requiring NAPOCOR and the individual utilities to submit rates for the
sale of backup and maintenance power to the ERB for review and approval. We agree that
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this authority should be vested in the ERB. This provision should also include a required
timetable for the utilities to develop a methodology and submit such rates to the ERB.

As with wholesale transmission rates, the ERB will need to utilize personnel qualified to
review and approve backup and maintenance rates. It will need to understand the basis for
such rates, so that its staff can determine their reasonableness.

Conclusion/Recommendation The ERB should establish a task force with active participation
and input from the major utility groups. It would establish an acceptable methodology for the
utilities to implement regarding backup and maintenance rates. Then, each utility should be
required to submit rates to the ERB that conform to that methodology, and the rates should be
updated at each rate case.

The task force should take no more than six months to establish its findings, and the rates
should be submitted no later than one year from the date of the passage of the E0215
regulations. The ERB should immediately begin to identify existing staff or new hires that
will handle this major increase in responsibilities.

F.3.6 Long-Run Marginal Costs

In 1987, the Approved Policy Reforms of the Cabinet directed NAPOCOR to implement a
tariff structure based on LRMC. In 1990, Hagler Bailly completed a study establishing LRMC
rates for each major grid and customer type in the Philippines, and a target schedule was
established for the implementation of new power rates. Fuel cost adjustments caused the
original schedule to be delayed, but in October 1992, the National Power Board approved the
implementation of power rate restructuring, and in January 1994, NAPOCOR filed new rates
for the Luzon grid that move in the direction of LRMC, which the ERB is still considering.

It is widely acknowledged that cross-subsidies exist in the current utility tariffs charged by
NAPOCOR to the distribution utilities. In particular, even under NAPOCOR's recently-filed
rate proposal for Luzon, the rates charged to Meralco are 19% higher than the estimated
LRMC to serve that utility (existing rate of 1.8435 pesos per kWh versus 1.55 pesos LRMC);
Meralco subsidizes the rates for all other utilities and direct NAPOCOR customers. Also,
NAPOCOR has just filed proposed rates for the Visayas grid, and these rates are all well
below what rates would be under LRMC (NAPOCOR's proposal in the Visayas is to raise
rates only for non-utilities, and to lower rates -for small and other utilities, even though their
current rates are just 53-74% of LRMC). These non-LRMC tariffs are passed along to retail
customers in the retail tariffs, with distribution company markups.

Moreover, it appears that the LRMC rates being used for comparison are the ones calculated
by Hagler Bailly in 1990. These rates would still be the LRMC only by coincidence, given all
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that has taken place in the Philippines power generation sector in the past four years. This
study clearly needs to be updated.

We recognize the sensitivity in the Philippines to the rates for power. However, it is critical
for rates to be moved towards LRMC on a definite timetable; otherwise, the tariffs for power
send the wrong signals to utilities and their customers about how to allocate resources and
develop integrated resource plans (see below). Under such rates, it is entirely feasible that a
utility could invest in new supplies that are not in the best interest of the Philippines as a
whole or its customers in the long run. Therefore, the ERB must be in the forefront of
moving both NAPOCOR and the distribution utilities to implement tariffs that utilize LRMC
as quickly as politically feasible.

In the long run, LRMC will benefit all customers, since the distribution utilities will become
more financially viable on their own and able to attract capital, and consumers will make
about regarding the use of power that match its true cost. However, it is expected that some
distribution companies will challenge the tariffs that result from LRMC, which could be
higher for many consumers. The achievement of tariffs based on LRMC will require strong
political will as well as cogent analysis.

Conclusion/Recommendation. The ERB should adopt a resolution that it will work to
implement rates based on LRMC in future rate cases, according to government policy. In this
resolution, the ERB should state that in future rate cases, the utilities will be required to
submit both their proposed retail tariffs and that the tariffs would be based on the application
of LRMC. Then, when each rate case is decided, the ERB should adopt a specific timetable
(which could be different for each utility) in which the rates will be required to reach LRMC
(including technical and financial standards, as described above). 1997 should be the target
for tariffs to reach LRMC for all the utilities.

The achievement of LRMC will require that both the utilities and the ERB be trained in
LRMC Intensive training in LRMC should take place at the ERB over the next six months,
and at all the distribution utilities over the next year (ERB could sponsor a series of seminars
for each grid to be jointly attended by all the distribution utilities). No additional authority is
required for ERB to implement this policy.

F.3.7 Utility Avoided Costs

In other countries (especially the United States), avoided costs have been used to establish the
maximum price a utility would pay for unsolicited offers of capacity, particularly from
specialized "qualified facilities." However, with the advent of competitive bidding, the
avoided cost is generally considered to be the price at which the winning third party
(independent power developer, other utility, or the utility preparing the RFP) offers to provide
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power to the purchasing utility. Thus, in the context of bidding (which DOE favors), avoided
cost rates appear to have little application.

However. there are two other potential uses of avoided costs that may apply to the
Philippines

~ to establish rates that the utility will pay for power provided by projects that
are too small to ask to participate in competitive bidding, due to the high costs
associated with submitting a bid

to select utility DSM programs that are not higher in cost than utility supply
side alternatives.

In the first area, the regulators that design the competitive bidding process will want to
address the issue of minimum size for bids, which could be different for each utility, and how
to allow for offers of capacity and energy that are below this threshold. Many U.S. utilities
have dealt with this issue by establishing a "standard offerll and IIstandard contract" that such
small offerors can utilize. The prices paid for power from these utilities are generally set at
the utilities' avoided cost. Often, this avoided cost is simply the utilities' marginal cost of
generation (Le., just energy, and no capacity payments), as determined through production
cost modeling.

In the second area, DSM programs may either increase or decrease a utility's tariffs,
depending on whether their cost is higher or lower than the utility's other options. To
determine whether a DSM program is economically justified, avoided costs is a key
component.

Both of these factors point towards having the utilities in the Philippines develop a
methodology for avoided costs, and calculate avoided costs on a regular basis. It is also
important to recognize that it is difficult to establish what a utility's avoided cost is when
tariffs are subsidized (Le., not set at LRMC), so we recommend that the issue of setting tariffs
at LRMC be addressed soon.

Conclusion/Recommendation. Under the restructured industry, avoided costs are not
particularly applicable to the recommended competitive procurement procedures, but may still
find application in the selection of small power projects and DSM program design. As an
alternative to avoided costs under EO 215, ERB should work with DOE to define competitive
bidding by which the utilities identify and select alternative power supplies to NAPOCOR.
Avoided costs will likely be a minor factor in this competitive bidding as well as in the
longer-term IRP process. More detailed calculations of avoided costs can be addressed when
utility IRPs are due after 1996 for DSM and other purposes.
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F.3.8 Incentive Rates

There are a number of rate-related options for the ERB to consider that would depart from the
rate-based model of utility regulation, which provides few incentives to operate efficiently
because return on rate base is a "cost-plus" type of compensation.

These alternative options would provide incentives to the utilities to operate more efficiently
and competitively. As discussed above, some of these options include controlling losses and
fuel expenditures, and establishing other financial and technical standards that would be
enforced through the ERB's rate-making process. In addition, however, there are a number of
other ways in which utility rates can be designed to encourage efficiency:

~ Targeted incentives, which can reward the utility based on specific
performance measures such as generating unit availability, construction costs,
operation and maintenance expenses, and customer satisfaction

Rate of return bandwidth regulation, in which no rate adjustments are made as
long as the earned rates of return fall within the allowed range

Yardstick regulation, in which utilities can be rewarded or penalized to the
extent that their costs (in total or in specific areas) are less than or exceed the
costs for a reference group of utilities

~ Price cap regulation, in which an initial price cap for revenue requirements or
set of caps in different areas are set. Then, adjustments are required for
assumed improvements in productivity, and for cost changes that are presumed
to be beyond the control of the utility.

~ combinations of the above.

Conclusion/Recommendation. In general, these ideas are intriguing, and some utilities in the
United States (e.g., Pacific Gas & Electric, Consumers Power) have requested that their
regulators approve the implementation of such incentives.

We believe, however, that the ERB, DOE and utilities have enough to deal with to integrate
all the changes proposed here. Furthermore, incentives for improving performance will be
built into the utility rate-making and franchising process, as described elsewhere in this
supplement. It is thus premature for the Philippines to experiment with additional fundamental
changes such as the incentive rate mechanisms summarized above. This topic should be
revisited in the 1996 time frame, after some experience has been gained with integrated
resource planning, wholesale wheeling, competitive bidding, and other items. In the meantime,
the ERB could organize a seminar for the staff of the Energy Pricing Branch sometime late
next year to familiarize the staff with these concepts and their ramifications in more detail.
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F.4 OVERSEEING UTILITY PROCUREMENT

In the restructured electricity industry in the Philippines, there are four areas in which the
ERB should participate in the procurement of power supplies:

integrated resource planning
demand-side management
international competitive bidding
approval of major investments.

Exhibit F-I indicates the anticipated responsibilities for regulators in each of these areas.

I

F.4.1 Integrated Resource Planning

For several decades, NAPOCOR has been responsible for developing a Power Development l'
Program that matched expected demands with available supplies. However, as envisioned in
the draft regulations implementing EO 215, this system will change substantially. In the near
future, all distribution utilities will become responsible for optimizing their own power
supplies based on anticipated demand, and for presenting an IRP that indicates how they will
combine both supply- and demand-side resources into a package that is optimal for their
service territory. Utilities will no longer be able to rely on NAPOCOR to provide as much
power as they require, unless they have demonstrated in their most recent IRP that is the best
strategy for their customers, and have made arrangements with NAPOCOR to provide it.

Article II, Section 2 of the draft regulations implementing EO 215 requires that both
NAPOCOR and the distribution utilities submit individual power development programs that
"reflect an efficient portfolio of generation and demand-side resources." In essence, these are
IRPs. Article III, Section 9 sets a timetable on the submission of these programs, requiring all
utilities that own and operate generating facilities to submit such plans by January IS, 1996.

Conclusion/Recommendation. We fully support the requirement that utilities develop and
submit individual IRPs (or possibly submit joint IRPs, as appropriate). However, the
distinction between the roles of the DOE and ERB is important to draw here. The DOE
should be responsible for setting the requirements for IRP, developing a generic IRP
methodology, and reviewing the IRPs that utilities submit, while the ERB should oversee IRP
implementation.

The rationale for this distinction is that in RA 7638, the DOE was granted explicit authority
to develop energy policies for the Philippines, and the development of IRPs is a direct
expression of each electric utility's policies. However, when the IRP plans are implemented,
there are major rate and rate base implications for the utilities, and these areas should
therefore be the ERB's responsibility.
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We thus recommend that the DOE pass the approved IRPs to the ERB, and that the utilities
submit their investment plans to the ERB and receive prior approval through the existing
ERB process of investment prudence hearings, before they make large investments to carry
out those plans The ERB should not be asked to review investments after-the-fact, as often
happens now. The ERB should also establish a threshold level of investment (possibly a
different level for different types of utilities, or only investments above a certain percentage
of the current rate base), so that the ERB's and the utilities' time is not absorbed in reviewing
minor expenditures.

To facilitate the submission of the utility IRPs, the DOEIEIAB should issue regulations in
1995 that describe the expected data, analysis and other content of such documents, and the
criteria that may be used to determine the preferred IRP. A number of U.S. regulatory
commissions have issued such regulations for their utilities. Because of their ext~nsive IRP
experience in other countries, consultants could be used to help the DOE in developing the
appropriate criteria. The DOE should also establish the timetable for the utilities to submit
their IRPs, since it will not be possible for the DOE to carefully review all the utilities' IRPs
in the same year.

When the utility IRPs are submitted, the EIAB must review them to ensure they conform to
the regulations. In particular, the first IRPs submitted can be expected to depart further from
the "ideal" IRP than subsequent ones. Also, as the utilities submit second- and third
generation IRPs, the DOE will need to determine whether the utility has effectively
implemented the conditions that the DOE placed on the previous plan(s). With each IRP, the
DOE will have several options:

.. decide that the IRPls flaws should prevent the DOE from approving the IRP

.. approve the IRP with conditions to guide the utility in the next IRP effort

.. approve a modified IRP.

Upon approval, the DOE should pass the IRP to the ERB to oversee its implementation. The
ERa will need to be prepared for this task, but not until after the first utilities submit their
IRPs. Thus, the review of utility investments is a major, but longer-term effort on the ERBls
part, for which resources need not be available until sometime in 1996. At that time, however,
the work load should become heavy, as there could be many utilities making investments to
implement their IRPs each year that the ERB will need to oversee. ERB staff will need to be
trained in each division of the Energy Pricing Branch, and the ERB's existing process to
evaluate investment prudence will need to be used to assess the utilities' planned investments.
Due to the hearing process required, the ERB's legal staff will have to assume additional
burdens as well. To avoid becoming bogged down, the ERB should set a standard time for
processing investment prudence hearings.
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F.4.2 Demand-Side Management (DSM)

The development of IRPs by each utility will require that much attention be given to DSM
programs. Already, several utilities such as Meralco are planning to propose and begin to
implement DSM programs within the next six months. The integration of DSM with supply
side resources will be a key element of the DOE's review of each utility's IRP.

As utilities inv~:st capital and personnel time in DSM, it raises the issue of how the utility
should incorporate these expenditures in rates. !n the United States, many commissions startedl
by only allowing utilities to pass through/expense their DSM costs, much like fuel costs, thus
providing little financial incentive for the utilities to undertake these investments. In the past
few years, commissions have provided incentives (e.g., inclusion in rate base. allowed rates of
return higher than for supply-side investments, payments tied to the achievement of minimum
levels of savings), and the result has been much higher levels of DSM efforts than before.

Conclusion/Recommendation. The ERB's role, as with IRP described above, should be to
oversee the implementation of DSM programs. The DOE would assess whether the utility had
presented a proper mix of DSM and supply-side resources, and then the ERB would
determine whether the utilities' major expenditures on DSM conform to the approved IRP.

In practice. howeveir, a utility's investments in individual DSM measures (e.g., incentive
payments to residential customers for the purchase of high-efficiency appliances) are generally
much smaller than investments in supply-side resources, so the rate implications will be
smaller. Also, DSM investments often have a much shorter lead time to put in place than
power plants. Therefore, there are two options for the ERB:

• the ERB could decide only to review a utility's planned DSM investments in
the aggregate, no more than once every IRP cycle, and only if the amount of
proposed investment in DSM exceeds the previously-determined threshold level
for that type of utility, or

the ERB could decide that the utilities can bypass the prudence hearings for
DSM, and only approach the ERB when they wish to include their expenses for
DSM into utility rates. This is the common practice in the United States, and
the approach that is recommended for the Philippines, particularly given the
small ·amounts of capital likely to be invested in the first few years. In rate
proceedings, the ERB could determine whether the utility invested money in
DSM in a prudent manner, or whether to disallow some of the expenditures.

In addition, the ERB will need to decide whether to provide incentives for the utilities to
invest in DSM, or at least make them "revenue-neutral" by allowing the same rate of return
on demand-side as on supply-side capital investments. Again, there is much experience in
other countries that the ERB could draw on to consider this question.
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The ERB should make a moderate effort to train its staff in DSM evaluation methods and the
incorporation of energy-efficiency expenditures into rates, by taking targeted courses offered
by international consultants in 1995. Once it has achieved a minimum internal level of
competence in DSM, the ERB should hold a generic proceeding on the role of DSM in rate
cases, preferably in the 1996 time frame, when the bulk of the Philippine distribution utilities
are beginning to submit their IRPs.

F.4.J International Competitive Bidding (ICB)

If a utility identifies a need for capacity as a result of the IRP process, then IeB could be
used to determine how that need should be filled. NAPOeOR has already used IeB during
1992-1993, in the context of signing energy conversion contracts with "fast track" projects, so
there is a substantial precedent and model that could be modified to fit the needs of private
and cooperative utilities, or different types of projects.

Over the past seven to eight years, competitive bidding has become the preferred means by
which utilities worldwide have identified the most cost-effective, environmentally sound, and
reliable means of satisfying their capacity and energy requirements. IeB would provide
utilities with an opportunity to survey all the available suppliers (including NAPOCOR,
independent developers, other utilities, and themselves), and select the one(s) that offer the
best match with their unique requirements.

Moreover, without competitive bidding, and in particular, without a transparent selection
process, the contracts that developers negotiate with utilities are subject to question regarding
whether other suppliers could have provided power on a more advantageous basis. When
investments are small, this may not be controversial, But when bidders are invited to provide
power that will constitute a significant expenditure on the part of the utility, the political
process can be devastating to contracts that are purely negotiated. For example, Enron's 1,980
MW Dabhol project in India, Mission Energy's 1,200 MW Paiton project in Indonesia, and
the Saudi's 1,800 MW Hab River project in Pakistan have taken many years to negotiate, alnd
none is yet completely certain of coming to fruition. While ICB can be an arduous process
for both bidders and utilities, purely negotiated contracts can be even more arduous.

In Article VI, Section 4 of the proposed regulations implementing EO 215, the DOE states
that the EIAB shall formulate an acceptable means for conducting competitive solicitations
(i.e., bidding) that will identify reasonable rates for which utilities can purchase power.
NAPOeOR's previous RFPs provide a starting point, but may have to be substantially
modified to fit the needs of the private and cooperative utilities.

Conclusion/Recommendation. The ERB's role in competitive bidding would be to approve
the contracts that developers sign with the winning bidders, since these contracts constitute
major financial commitments that may have a significant bearing on the utilities' tariffs. It is
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important that the ERB review all utilities' contracts with winning bidders, not just the
contracts that winning bidders sign with rl'Ivate utilities. This will involve a moderate
expansion of the ERB's current activities that would most likely begin in late 1996 or 1997,
when the utilities begin to issue new solicitations for capacity. In addition, there are many
considerations other than Just price that enter into these contracts, and the ERB will need to
expand its capabilities to review these other matters.

In anticipation of this requirement, the ERB should participate in the proceeding at the EIAB
to establish a standard methodology for ICB, and make sure that its staff understand the
nature of the contracts and commitments that the utilities will enter into through the ICB
process. Perhaps the EIAB process could develop, and the ERB could approve, one or more
standard power purchase contracts that would streamline the approval process and allow the
ERB to focus only on the exceptions to that format.

Over time, the approval of contracts signed through competitive bidding implies that an
increasing share of the revenue that utilities will need to collect from their ratepayers will be
the result of market-based transactions, not rate-based utility investments. In the process, the
ERB will need to shift its focus to merge these two perspectives.

F.4.4 Approval of Major Investments

As described in Section FA.! above, we anticipate that a number of utilities wiIl consider and
may undertake significant capital investments in the future that will affect their rate base in a
material way. While the ERB has only regulated th" prudence of major expenditures for
private utilities in the past, that was before the ERB had jurisdiction over the rates for both
NAPOCOR and the cooperative utilities. Under its current authority to set rates for these
entities, it is logical that the ERB should determine the prudence of proposed major
expenditures for NAPOCOR and the cooperatives as well.

Conclusion/Recommendation. The ERB should prepare for an expansion of its prudence
hearings as recommended in Section FA.I.

F.5 ApPROVING POWER CONTRACTS

There are four primary areas in which the ERB should participate in the approval of power
contracts:

~ directly-connected customers
~ CPCNs and franchise powers
~ standard power purchase contracts
~ private sector generating facility (PSGF) contract review.
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Exhibit F-I indicates the responsibi'.ities for regulators in each of these areas,

F.5.1 Directly-Connected Customers

This is a highly controversial topic in the Philippines, and was raised in nearly every meeting
conducted during Hagler Bailly's field research for this supplementary report. We understand
that currently, a Direct Connection Committee, consisting of two representatives each from
the DOE and the Department of Trade and Industry, decides when it is appropriate for a
customer that NAPOCOR currently serves to be transferred to the local private or cooperative
utili ty

These cases arise whenever the industry's contracts with NAPOCOR expire (generally every
few years), or when there is a large new industrial customer that could be served either by
NAPOCOR or one of the distribution utilities. In considering these cases, the Committee
conducts a hearing at which it hears testimony on the rate implications of changing suppliers,
and the distribution company's financial and technical capability to serve its customers.

We also heard in our meetings about the difficulty that the distribution utilities have in taking
over a customer from NAPOCOR due to such issues as NAPOCOR's not having to pay
franchise taxes, rate cross-subsidies, and the existence of transmission and distribution lines
that are currently owned by NAPOCOR in order to serve specific customers.

Conclusion/Recommendation. The kind of considerations (rate impacts, cross-subsidies,
ability to serve) that are considered in the direct connection proceedings are some of the same
issues that the ERB considers in rate hearings and CPCN proceedings. Furthermore, under
this report's recommendations for restructuring, the distribution companies will be more
responsible for resource planning than in the past. In that context, these utilities should be
able to consider whether their overall set of customers and shareholders would be well served
by adding a major industrial customer. Thus, it makes sense for the ERB to become the single
regulatory body responsible for resolving the issue of directly-connected customers.

This work would require a major increase in staff at the ERB, in the 1996-1997 time frame.
The agency is not currently conducting these proceedings, and it would have to develop its
own method and criteria for hearing such cases. The direct-connection proceedings could be
folded into the CPCN/franchise proceeding discussed below, so as to integrate the two and
utilize the skills of some staff already at the ERB.

F.5.2 CPCNs and Franchise Powers

Currently, the ERB only approves Certificates of Public Convenience and Necessity (CPCNs)
for private utilities. The NEA, on the other hand, approves the franchises for all distribution
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companies, both public and cooperative. In general, franchises expire approximately every 25
years, and the CPCNs are generally granted to coincide with the period of the utility
franchise.

While the NEA has a well-established process for reviewing and approving the utilities'
franchises, there are several issues with keeping the franchise powers at the NEA:

~ There appears to be an inherent conflict of interest in that the NEA is a
primary lender to the cooperatives. In particular, the potential exists for the
NEA to allow considerations regarding whether the franchise will be able to
repay the NEA's loan to enter into its decision of whether to approve a specific
franchise, rather than considering only what is best for the territory as a whole.

We understand that the franchise and CPCN hearings consider many of the
same issues, and that the same witnesses often appear at both.

In addition, the CPCN proceedings consider a number of the same factors that the ERB
considers in a rate case, such as prospective rates, and the utilities' financial and technical
capabilities to serve customers.

Conclusion/Recommendation. It is inconsistent for the granting of CPCNs to be fragmented:
they should either be utilized for all the distribution companies or for none of them. Because
we favor the former solution, we believe that cooperative utilities should also be brought
under the CPCN umbrella at the ERB. This recommendation alone will require a moderate
increase of staff time and resources, since the CPCNs for cooperative utilities will occur more
frequently than for private utilities due to their sheer numbers.

Also, given the apparent overlap between franchise and CPCN hearings, we recommend that
the ElAn conduct an open proceeding that would determine whether both franchise and
CPCN proceedings should continue to co-exist. Given the apparent NEA conflict mentioned
above, this proceeding might also consider whether the franchising process at the NEA should
be consolidated into the CPCN process at the ERB. We understand the political sensitivity of
changing the rules governing cooperatives in the Philippines, and believe that the bt'st way to
make a determination is through an impartial proceeding conducted by a third party.

We recommend that 1) there should be just one hearing (not both tht;' CPCN and franchise)
and it should be the franchise proceeding, and 2) that this proceeding should be conducted at
the ERB. With power over the granting of franchises, the ERB will be able to fully exercise
its regulatory function by imposing conditions in the granting of a franchise that require the'
improvement of service that the ERB can then enforce through the rate-making process.

If the ERB were to accept responsibility for all franchising/CPCNs, a major increase in staff
would be required, beginning in 1996 (or whenever such authority was transferred from the NEA).
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F.5.3 Standard Power Purchase Contracts

As discussed in Section F.4,3 above, the implementation of international competitive bidding
(ICB) by all utilities in the Philippines will require that the EIAB develop standard procedures
for conducting solicitations. Part of this process should include the development of a standard
set of contracts for the utilities to utilize and modify as necessary.

Conclusion/Recommendation. Because the ERB will have to approve the contracts that
utilities sign with winning bidders, it should participate actively in the EIAB's proceeding to
establish a standard procedure and contracts for the ICB process. This participation will
require no increase in ERB staff, but will require the ERB to identify the individuals in the
Energy Pricing Branch and the legal staff that are best suited to fulfill this role, and to serve
as the staff that will review the contracts that the utilities eventually sign with PSGFs.

F.5.4 Private Sector Generating Facility Contract Review

Currently, the ERB oversees and approves the contracts signed between NAPOCOR and the
PSGFs. These contracts have major implications for the tariffs that utilities will need to
charge their retail customers in order to recover their wholesale power purchases. As the
distribution utilities become responsible for planning their own supplies, one clear option is
for them to purchase power from a PSGF, or to consolidate their purchasing power to jointly
purchase power from a larger PSGF unit than anyone could support.

Conclusion/Recommendation. As described above, we believe that the ERB should approve
all contracts (with PSGFs and others) signed as a result of the competitive bidding process.

F.6 MISCELLANEOUS ITEMS

There are two additional areas where we anticipate a need for changing the way in which the
ERB operates:

• ERB staffing
• ERB funding and staff salaries.

F.6.1 ERB Staffing

The ERB's 1994 budget is about 43.2 million pesos, based on a staffing level of 290
employees. In fact, the ERB will spend considerably less than this amount, since its staffing
level (as of the end of July 1994) was only 203 employees. The 1994 budget is approximately
75% higher than the 1993 budget of 24.6 million pesos, based primarily on authorization for
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more staff We were told that the ERB's 1995 provisional budget is not anticipated'to be
higher than the budget for 1994

The simple facts are that:

~ The ERB will need to hire considerably more staff to fulfill the functions
described in this supplement. Some of these staff are already approved, since
the ERB is far below its authorized hiring ceiling.

These staff will have to be trained and become highly skilled in some
specialized areas (including specific facets of utility ratemaking, procurement
and contracts) in a relatively short period of time.

The ERB will need to build up a "critical mass" of skills in each of these areas,
so that the departure of a single person does not greatly impair the ERB from
carrying out its new functions. The ERB's new staff will need to be encouraged
to stay at the ERB.

Conclusion/Recommendation. The current budget and staffing allowances take into account
some increase in the ERB's pricing responsibilities (although probably not in such areas as
transmission pricing and backup rates), but does not take its new duties in the areas of utility
procurement and contract approval into account at all. For these purposes, we estimate that
the ERB will require another 50 or so staff members to take these functions into account over
the 1995-1996 time period.

F.6.2 ERB Funding and Staff Salaries

On several occasions both public and private sector staff told us about the ERB's difficulty in
attracting and keeping good people based on the current salary structure. Hagler Bailly did not
make a systematic study of salaries in government agencies, and how the ERB fits into this
structure.

Conclusion/Recommendation. The ERB should consider developing an independent source of
funding that is not tied to overall Philippine budgetary constraints. In the United States, many
state regulatory commissions are funded through a very small tax assessed on each kilowatt
hour of utility sales. A similar procedure is recommended for the ERB: a "user fee" type of
arrangement.

The ERB should have access to the proceeds from a fund, and those revenues would be
allocated to the ERB each year by the Philippine Congress. By requiring that the Congress
appropriate these funds, based on criteria that it would establish (perhaps on a peso per kWh
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basis, or the number of cases expected to be heard), there would be a check on the extent to
which the ERB's budget could rise.

In addition. the ERB could establish (and the Congress could approve) certain fees that the
utilities would have to pay to the ERB to at least partially cover the ERB's cost for hearing
cases that they file on their own initiative

The creation of such funding mechanisms might require an act of Congress. Such legislation
would also have to specify that the funds so raised could only be used for the ERB, and that
the ERB would not utilize any funds from general revenues of the Philippines.

We also recommend that the ERB develop a proposed salary structure that matches with the
significant new responsibilities that its staff will be required to undertake in the near future.
and request government approval for these changes. This structure could be more competitive
with the private sector or NAPOCOR, subject to the funding constraints discussed above, and
could include incentives to employees for superior performance in carrying out their new
duties during this difficult transition period.

F.7 OVERALL CONCLUSIONS

ERB's new and expanded roles and responsibilities will require more staff, more training and
more money to successfully complete than is currently authorized for the ERB. On the whole,
we estimate that the ERB will require at least 50 more people than the 290 currently
authorized (of which only 203 are on board), and that the people now on staff will need to
upgrade their skills and capabilities to fulfill the ERB's new requirements.

Moreover, a number of the new activities need to begin within the next few months if the
ERB is to be able to implement them in a manner that:

.. keeps up with the many changes taking place in the Phili"'pines electricity
industry

.. does not form a barrier to economic growth due to "regulatory gridlock"

.. dovetails with other aspects of the restructuring of the electric industry.

Time is of the essence in implementing the recommendations discussed in this supplement. In
many of these areas, the ERB must make an initial investment in training, personnel and
capabilities to get "up to speed," and then over time, the ERB will need to retain good staff in
order to maintain and enhance its newly-developed expertise.
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