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Chapter 9: APPRAISAL OF TRANSMISSION FACILITIES AND ITS IMPACT TO TIIE
LLONG-RANGE PLANNING

9.1 Assets Appraisal for 69 kV Transmission Facilities
{1) Mcthod of appraisal

‘Fhe asscls appraisal of the 69 kV transmission facilities and the purchasing price based on
this appraisal exert an cnormous impact on future profils.

In the first place, it is advisable to considcr various methods of assets appraisal.  This
scction concerns cateulation and appraisal of the value of transmission facilities.

® Revaluation price: existing facility price plus(ratio of inflation plus repair and
maintenance cost)

® Sound value: based on the present construction cost of cxisting facility minus
(rehabilitation plus repair and maintenance cost)

® Market value: market maker is demand side and supply.
The NPC applies two types of assets appraisal: the revaluation price and sound value.

The revaluation price is arrived at through revaluation of assets centered around inflation
of fixed asscts. At the NPC, revaluation is carried out through consignment to outside
consultants once every four years. In 1996, it was consigned to a U.S. consulting firm, and the
issue of privatization has sharpened interest in the method.  In addition, an internal revaluation
is made every year. The rate of inflation for fixed assets in the power sector came to 4 percent
in 1994 and only 0.11 percent in 1996 owing to the slrengthening of the peso with the
appreciation that year. Revaluation and sound value price will hike, because peso gel down 20%
against US dollar in October 1997. It is said that 80% of clectric power materials are imported
from foreign countries Other points taken into account in revaluation are interest rates and
foreign exchange rates. It is difficult for an outside party to judge whether or not the NPC
revaluation price is appropriale.

Negoliation of a 69 kV transmission facility that should be start from sound value. The
appraisal is to draw comparisons with sound value, price of new acquisition, and replacement
cost new, which is obtained by figuring in rehabilitation and repair costs with sound value.

Sound value is the present cost of construction of new facilities excluding (minus) the cost
of rehabilitation, maintenance, and repair. To estimate sound value, il is necessary to make a
field study of the actual facilities to evaluate them. This appraisal is based on the curment
construction cost with subtraction of the rehabilitation cost. In other words, the remainder after
subtraction of maintenance cost and rehabilitation cost from the current construction cost is the
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sound vatue.
The facility cost includes the following costs.
- Purchasing price, freightage, installation cost, test cost
- Design and supervision cost
- Importcd matcrials cost, insurance, customs dutics
-Interest during the construction (crm

-10% of Value Added Tax

Market valuc is gencrally applicd in transactions for ordinary market commoditics, real
cslate, etc.

{2) Case of appraisal of the 33-km Palo-Dorelco-Tacloban route

A study was made of 69 KV transmission facilitics over five kilometers of the 33-kilometer
Palo-Dorelco-Tacloban route.  For example, a selection was made of the wooden poles now in
use for cvaluation in terms of the four classes. The Class A poles have a remaining value of 75
- 100 percent, and were cvaluated based on the current purchasing price (including installation
cost) of 682,000 pesos. Class B poles have a remaining value of 50 - 76 percent. Similar
evaluations were made for transmission lines, insulators, and guy wires.

The table below presents the souad value based on addition of the values for poles, lines,
insulators, and guy wires. The sound value amounted to 2,741 million pesos for the five-
kilometer section surveyed. The value for the entire 33 kilometers on this route was
consequently estimated at 18.1 million pesos, 6.6 times as much. This is 14.0 percent lower than
the corresponding figure of 21.0 million pesos as of the end of 1996 shown by the NPC. In
other words, the finding of the sample survey by the study team is about 2.9 million pesos lower
than the sound value as calculated by the NPC.  This is because of the weight of rehabilitation
costs. In the evaluation of sound value by the NPC, there would in effect be a need for more
rehabilitation and repair costs, and the assessed value(NPC sound value) is therefore thought to
be low. The rchabilitation and repair costs for the five-kilometer streich are estimated at 3,497
million pesos. Addition of these costs to the current sound value (based on the study) yields the
replacement cost new. This is lower than the cost of entirely new facilities. In the case of
adoption of the replacement cost new, the requisite rehabilitation cost rate would amount to 56.1
percent.  On this basis, the assessment for the whale 33 kitometers of this route would come to

41.1 million pesos, which is about the same as the figure of 39.4 million pesos in the NPC
revaluation.

For the purchasing side, even purchase at sound value would enlail a tremendous
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cxpenditure in rehabilitation costs.  The buyer would end up purchasing at sound valuc and

making rchabilitation cxpenditures as additional investment. To put the facilities in good
condition will require funding in amounts closc to the revaluation price offcred by the NPC.
The ECs would probably not be able to accept the revaluation price.  The buyer should

ncgotiate 14 -20 percent discount of sound value price for the purchase of the facility.

3 The NPC may be expected to take a tough line on the revaluation price in the interest of
recovering its facility investment.  There is also a possibility that it will take the line of equating

the asscts appraisal bascd on revenue with the sales price.

Field survey of 69 KV transmission facilities {10kn1)
and study of the NPC appraisal
(Unit: posos, %)

S-kmsection | Total kength C_omparis:on
surveyed (6.6 tirmes) Sound Value | NPCsound value | with the NPC
sound value
}.Palo-Dorcleo-Tactoban {33km} {As of the end
Poles, insulalors, guy wire anchors 1,364,900 9,008,340 of 1996}
Power cable 1,226,000 8,091,600
Other wires 150,800/ 993,280,
h Total 2,741,000]  18,095,000] 18,095,000 21,033,000 0.86
2 Wright-Calbayog (68km) Total (13.6times) (As of the end
Poles, insulators, guy wire anchors 24333001 33,092,880 of 1996}
Power cable 1,722,000{ 23,419,200
Other wires 214,000 2,910,400
Totat 4,369,000] 59422000 59,422,000 30,144,000 1.99

Rehabilitation cost

(Unit:Pesos, %)}

- Rehabnhtahofl cost Tolal rehabilitation
{ 5km section
cost
surveyed )
1. Palo-Dorelco- 3,496,700 23,778,000
Tacloban
2. Wright-Calbayog 4,517,100 61,433,000
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Comparison of sound value, replacement cost new, NPC sound value,
and revaluation price

(Unit; pesos)
- T e Replacement |0 ]
Sound Value(A)  |NPC Sound Valuc(B) Rehabilitation cost new(D) NPC revaluation
cosi{C) AsC cost()
1. Palo-Dorsico- 18,095,000 21,033,000 23078000 | 41,123,000 | 39,428,000
__Tacloban
2. Wripht-Calbayog 59,422,000 30,144,000 61,433,000 120,855,000 74,541,000

(3) Wright-Calbayog case

The sound valuc of the Wright-Calbayog route was estimated at 59.4 million pesos, or
97.1 percent higher than the NPC estimate of 30.11 million pesos.  The major reasons for this is
that, of the 55 pole installations, 11 use two poles in an H-shaped configuration, and 12 have not
only this H configuration but also an additional pole for support. These lwo- and three-pole
structures made the sound value derived from actual survey much higher than the NPC figure,
The survey suggested that the cost calculation rested on addilion based on standard costs,
without consideration of the individual facititics.

Constructed in 1989, the Wright-Calbayog route is fairly new, but it has suffered from
poor maintenance and the effects of typhoons. The rehabilitation and repair cost is estimated at
82.2 million pesos. Sound value estimated 59.4 million pesos. This is 98 percent higher than
the figure of 30.1 million pesos given by the NPC. Even if the 68-kilometer Wright-Calbayog
route were purchased at the sound value, subsequent rehabilitation would call for an additional
investment of 61.4 million pesos. This is as same as the figure of 74.5 million pesos proposed
by the NPC as the revaluation price.

(4) Points related to the price negotiations

The NPC appraisals are essentially appropriate as far as sound value is concerned.  The
following observations can be made in this connection.

1) The field surveys in the two cases reveated that the NPC appraisal of sound value was
basically appropriate. The gap between our appraisal and that of the NPC was about 14
percent for Leyle. The Wright-Calbayog route should negotiate 15 20 percent discount
of sound value price for the purchase of the facility.

2) The gap was about 97 percent for Samar, but the widening was apparently caused by the
simplified calculation method employed by the NPC.
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3) The NPC made simple calculations for totals bascd on standard formulas, and there was
some roughness.

4) The NPC is considering negotiation for the market price as the sales price for the 69 kV
transmission facilitics. It apparently is not looking to make a profit on the transaction.

5) The NPC has outside partics evaluale ils assets once every four years.  This year (1997)
is one for such evaluation (in other years, the NPC makes its own evaluation).  The NPC
thereforc is in possession of in-depth evaluation data as well as calculation techniques. It
will have a very slrong hand in ncgetiations with the ECs.

6) The ECs should promptly conduct their own rescarch and investigation of the transfer in
order to accumulate know-how of use in the negoliations.

7y The NPC intends transfer and sale of the 69 kV lransmission facilily assels within the
next two years. It has become more positive-minded about the salc as compared to six
months previously. The key factor here is the influcnce of privatization in accordance
with the Omnibus Bill. Ordinary private enterprises have been included within the scope
of prospective buyers. In addition, power-related companies are establishing firms that
specialize in services for transmission (acilities, and these are also prospective buyers.

8) Difficuity in finding other buyers would work to the advantage of the ECs.

9) In the Samar case, the NPC recognizes that transfer would be impossible without
extensive rehabilitation over the years 1997 - 1999 due to the poor maintenance situation.
Improvements on both islands, and mainly Samar, are to be the subject of additional
investments of 13.6 million pesos in 1997 and 39.5 million pesos in 1998, 53.1 million
pesos in total (the two ycars for which budget figures are available). This will also drive
up the purchasing price. If the ECs take over the existing facilities as is and carry out the
improvement themselves, the cost of the work could be reduced by the gap in the aspect of
personnel costs at the least.  However, it would be unrealistic to lransfer the facilities uatil
after performance of improvement by the NPC.

10) The negotiation should be based on the sound value price.

(5) NPC weaknesses

The NPC believes that the need for transmission facility repair is greater on Samear than on

Leyte. In fact, the 69 kV transmission facilities on Samar are in a state of advanced
deterioration for their age due to poor maintenance. The following factors at werk in the 1980s
can be cited behind this situation: 1) lagging investment in the social capital on Samar due to its
opposition to the contemporary administration, 2) inability to perform repairs due to the high
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level of NPA activity, and 3} extensive typhoon damage duc to location on the Pacific.  This
point should be brought up in price negotiations with the NPC,  Evaluation of real cstate is not

included,
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9.2 Investigation of 69 KV ‘I/1, Business Transfer Cost and its Impact to Leng-range
Planning

(1) Study of 69 kV T/L business transfer cost and operating income and expendilures

First, a calculation will be made of the transfer price in the event of transfer of the 69 kV
T/L transmission business 10 the ECs as welt as the annual O&M cost and the O&M cosl over
the next ten years{the business start 2001ycar).  Then, a calculation will be made of investment
for facility rehabilitation over the next ten years.  The new 'I/L lransmission Coaperative have
to finance for purchase of T/L asscls. There are three types of {inance scheme, one is
borrowing from bank, the two is leasing method and the three is installation method. If the price
applied in transfer from the NPC is high, the cost of operation of newly established transmission
services will also be high. A study will be reveal a impact of “f/L transmission business cost to
ECs. Next, there wilt be a calculation of business income and expenditures of the 11 ECs
combined into a single new EC, and of the same over the next ten years.  This will be followed
by a calculation of the 69 kV T/L transmission business cost at the new EC as the receiver of the
transfer from the NPC and indcpendent operator of the business.  The findings will provide the
basis for a final study of busincss income and expenditores at the new EC. The 69 kV T/L
transmission business cost will be calculated as the transmission operating cost of the new EC,
and an analysis will be made of the degree of impact exerted on earnings by the cost burden
associated with this cost. Lastly, a study will be made of the business scheme of the new EC.
The analylical procedure mnay be summarized as follows.

Analysis of the cost of transfer of the 69 kV T/L transmission business from the NPC
(D Investigation of operating and reinvestment costs for the same business
@ Focus on the study of T/L transmission business cosl
" A) Case study that T/L transmission facilities financed by a bank or financial institution
B) Case study of leasing method
C) Case study of installment method

D) Case study that T/L transmission facilitics is able to purchase 20 percent discount
price of Sound value price

@ Addition of the business cost 1o the new EC, and final study of the business income and
expenditures of the new EC

@ Investigation of the business scheme of the new EC



(2) High cost burden of transfer of 69 kV T/1,

There are two types of cost related to the transfer.  The first is the revaluation price.
Naturally, the NPC regards this revaluation price (i.e., the value upon the excculion of
rchabilitation) as the sales price.  The second is the sound value.  The ECs will enter the price
negotiations taking the sound value as the standard.

Inclusive of the invesiment of 53 million pesos for repairs over the ycars 1997 - 1998, the
revaluation price comes to 901 million pesos.  The sound value is 449 million pesos.  In any
case, the transfer of the 69 kV T/Ls will be very high and imposc a heavy burden on the 11 ECs.
In 1996, the combined uscd capital of the 11 ECs camic to 1,392 million pesos.  Relative to this
figure, the aforementioned revalvation price is equivalent to 64.7 percent, and the sound value, to
32.2 percent. The corresponding levels relative to the combined 652 million pesos in fixed
assets of the 11 ECs are 138.2 percent, and 68.9 percent, respectively.

Considering the cost burden with reference to the 1996 EC cash flow of 42.4 million pesos,
the revaluation price would amount to 21.3 years worth of cash flow on the same level.  The
corresponding figures for the sound value are 10.6 years, respectively. Because the ECs could
not bear such a burden, electricity rates would have to be hiked. 1t can also be noted that the 11
:Cs have combined borrowings of 845 million pesos, and that payment of the revaluation price
would require addilional borrowings equivalent to about 100percent of this amount. Even if
obtained at a low interest rate of 12 percent, the yearly interest payment on such borrowings
would come 1o 110 million pesos in the case of application of the revaluation price.  Such an
interest payment would be aboul {wice as large as the yearly cash flow. Even if the sound value
were applied, the interest burden would be about as high as the yearly cash flow. These data
underscore the magnilude of the cost associated with the transfer. The transmission of
transmission is based on a Sound value price.
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Cost burden of 68 kV T/L transfer
(Unit: millions of pesos, %)

G9 kV TA. transfer Revaluation price (A) Sound Valve(i3)
318 396
501 A4 53 1997-1998 53 Sound value (B)
901 investment 449 Xdepreciation(50%)

Total capital of 11 £iCs

1.392
_ ' 64.7% 32.3%
Total fixed assets of 11 o
ECs 652 138.2% 63.9%
Cash flow
Post-tax profit 6.3 21.3 Years 10.6 Years
Depreciation  36.1
42.4
Total borrowings 106.6% 53.1%
845 - -
Interest burden (12%) 108 53.9

9.3 Facility Transfer and Operating Cost
A) T/L transmission facilities financed by the NEA or a financial institution

In this case, the guideline for the cost of transfer of the 69 kV T/L business would be the
sound value {the lowest purchasing price). The sound value of the facilities is estimated at 449
million pesos in terms of the 2001 transfer price. If this price were paid entirely with funds
borrowed at an annual interest rate of 12 percent, the annual interest payment would be
extremely high, in the area of 53.9 million pesos. The annual depreciation cosl {assuming
straight-line depreciation at an annual rate of 3.3 percent) would amount to 15.0 million pesos in
the initial year and the same (15.0 miltion pesos} in 2010.

It was assumed that the business would be operated by a staff of 70, and that personnel
costs would rise at an annual rate of 3 percent from the base level of 8,000 pesos monthly per
employee in 1996. As is clear from the table below, the total annual personnel costs in 2001
subsequent to the transfer were estimated at 7.8 million pesos. Administrative costs were
estimated to be 0.8 times as high as personnel costs.  Investment for facility rehabilitation and
other types of replacement and updating was also figured as cost. The annual depreciation cost
was included as welt. When the sound value price is applied, business operating cost comes to
102.7 million pesos (including a profit of 4 percent} in 2001, the initial year. This cost would



be assumed by the new cooperative created by consolidating the 11 ECs. In Comparison to the
NPC delivery charge, the 178 operation cost per kWh would increase to 0.11 pesos in 2001, but
decline to 0,08 pesos in 2010, ‘the conditions applied in this case were as follows.

D The 69 kV T/1. facility transfler cost will be bascd on the sound value, i.c., 449 million
Pesos..

@ Depreciation will be carried out over a period of 30 years and by the straight-line method,
with the annual cost coming to 14.97 million pesos.

@ The interest rate on borrowings will be 12 percent, for a payment of 53.9 million pesos in
2001, The share of the total cost occupicd by interest payment will be 55 percent in 2001
and 46 percent in 2010.

@ Long-term borrowings will be repaid at the rate of 5 million pesos annually.

® The T/L cooperative will have a stalf of 70 and pay them an average wage of 8,000 pesos
p 1
per month (1996 basis), with hikes of 3 percent annuaily.

® Administrative costs will be 0.8 times as high as personnel costs.

(D Annual maintenance cost will be 12 million pesos (based on actual NPC costs over the last
six years).

® Figures for capital invesiment are estimates of rehabilitation investment based on the ficld
study of T/L facilities.

® The total operating cost equals the sum of depreciation cost, interest payments, personnel
costs, administralive costs, maintenance cost, and depreciation cost on additional
investment.

4D The profit rate will be 4 percent.

@ Total revenue equals the sum of total cost and profit.
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69KV TL facility Cooperative (A) : Casel-Borrowing

Purchase at sound value

{ Unit: thousand pesos )

T 2001 2000 | 2003 | 2008 | 2005 | 2006 | 2007 | 2008 ] 2009 | 200 _]
1. Revenue 102,723 103926] 107,129] 109,440 111,274 "Tua196] 115.234] 117,396] 119,687 122,112
2. Costs - ) . - I B
1) Maintenance o 153050 160s1| tesss] 17,720 1meie]  19.547] 20524]  21,550] 22,628 | 23,259
2)Personnel cosl{70 employees )
-8,000 pesos per month pes
employee in 1996 1700]  soxa|  sz6s]  ssi3]  &7ss|  som| 9302 958y 9869] 10168
Increase ptarsc of 3
__ﬁmmmgsugnuam
3) Administrative costs e eas]  sei2l  ssio]  amal 725 7as  7ees]  ses]  saw
(peisonned costsxD.852)
69KV [acility fixed assets
balange (year-end) 431,033 419067] 404,100] 389,033 374,167 359,200] 344,233 329.267| 314,3001 299.33}
4) Depreciation cost {3.3%) 1ass1|  14ger]  14.967] tass7f 14967 13,967 14967]  14.967] 14,967 14967
Capital investment 17664)  42318] a4.433] 4ass7] 29804) 2901|3285 3503 36227 38035
, (.f())?;)"‘ eciation { Capital Javesiment ssol 1909  aasi|  so6]  soms]  7e72|  sass| 98l w0s:s] 19
&) nterest payments on borrowings (12%)
{balance of 449 million pesos) s3es0f 53400 528000 52,2000  s1,600]  $1000]  S0,400|  49,800; 49,200 48,600
3. Totat costs { 1)#2)+3)44) 23} 6)) o8,772] 100800 103009] 105251] 106994] 103,842 110.802] 112,880] 115083] 117,415
4. Profit {revenue - tota) cost = totat
cost ' 0L04Y 3851] 403 a120]  a2i0f 4250  4354] 4432  4515] 4603 4,697
5. Sold energy (MWh) 103,564] 439360 450,518] 521.884] 566,035| 614,626] 663216] 715,648] 772,225 833275
6. Average power rate (PAKWh) 0.2% 0.24 0.22 01 020 0.18 0.17 0.16 0.15 0.15
7.NPC Detivety Charge (PAAWh)*1 0.14 015 0.16 0.17 0.18 0.18 019 0.20 0.21 0.22
8. Net cost o.N 0.08 0.06 0.04 0.02 0.00 0.02 -0.04 0.06 -0.08

*1: The inflation ratc in the Philippines was 10.1 percent over the years 1987 - 1995 and is anticipated by the
government to decrease to 5 percent in 1997 and to be in the range of 6.5 - 7.5 percent in 1993. Assuch, the
study team is predicting that the NPC delivery charge will increase by 5 percent over the coming years, sccing
that its rates increased by an average of 4.9 percent annually over the period 1991 - 1996.

B) Leasing case

This case assumes that the T/L facilily operating cooperative will conclude a 20-ycar
leasing contract with a leasing company. Because of the shorl term and the management fec,
leasing would be more costly than borrowing over the long term.  Over the short term, however,
the operating cost for the first five years would be lower because the interest cost would be based
on the 20-year average cost. In 2001, the leasing company's interest burden would amount to
28.3 million pesos. This would be lower than in the case of borrowing by the T/L cooperalive
(i.c., Case 1). More specifically, in the case of borrowing by the T/L cooperative, the interest
burden would hit 53.9 million pesos in 2001, the initial year. Over the first ten years, operating
costs would be lower under the leasing method. For the first five years, for example, the
operating cost per kWh in leasing would be 0.03 - 0.04 pesos cheaper than in Case 1. For the
T/L cooperative, a low operating cost in the initial period would facilitate subscription by the
ECs. In addition, as a financial specialist, the leasing company would have expeitise in fund
management and depreciation, and this would be linked to cost reduction in such areas.
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It was also assumed that the leasing company would borrow at an intercst rate of 12
pereent.  Naturally, funds would be raised from the NEA.  The NEA would have to cairy out
the leasing business and support the T/L cooperative; it would be impossible for a private leasing
business firm to get financing at such low interest rates.  The conditions applicd in this case are
as follows.

@ The T/L cooperative and the leasing company (or leasing division inslituted by the NEA)
will conclude a 20-year leasing contract,

@ The T/L facilitics will be owned by the leasing company, and depreciation will be carried
oul by the straight-line method over 20 years, The annual depreciation cost will be 22.5
million pesos {in this case, the depreciation term would be ten ycars shorler than in that of
borrowing by the T/L cooperative).

@ The leasing company will receive financing from the NEA at an interest rate of 12 percent
with payment over 20 years. The annual burden of payment would therefore amount to
28.3 million pesos. Naturally, the NEA could also operate the leasing enterprise.

@ The leasing company will bill the T/L cooperative at an amount equivaleat to 10 percent of
the annual interest cost, as a business operation fee. The business operating cost of it
amounts to 2.8 million pesos annually.

® The T/L cooperative witl pay 61.9 percent of its total revenue as a leasing fee (in 2001).
This leasing fee will include depreciation cost, interest cost, and the operating cost of the
leasing company.

® The T/L cooperative will itself make investment for rehabilitation and maintenance every
year.

(D 1casing would bring a tower operating cost for the first ten years, but a higher one over the
longer term.,
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69 kV TL facilily Coop (B) : Casec 2 - Leasing casc

Purchase at sound value

( Unit: thousand pesos )

o 2000 {2002 2003 [ 2004 1 2005 [ Z006 | 2007 2008 1 2009 | 2010
69%V [acility fixed asscis bafance (yeas-
cad) 426,5500 404,100] 231,650] 359,200 336,750 314,300| 2918501 269,400 246,950] 224,500
b Depreciation cosl (20years, S%) | 450l 22450 22.450] 224500 22450] 22,450 22450 22450 22450] 22,450
2. Interost payments on borrawings
(12%) (449mition pesos ) 53880 51,186 48492 45,798 43104 40410] 3776] 35022)  32,328] 29,634
2b Avcrage interset cost
28,287] 25,287] 28,287) 28281 28287 23287 28287 28287 25287 28287
2.¢c Leasing corp, management fee
(Average inlerest cost *0.1) 282 28201 28 28200 2825 2829 282 28290 2829 2829
2.d Leasing corp. charge
53,566] 53,566) 53,565 53,5668 53,566 53,5060 SH366] 53,566] 5}566] 33,566
3. Peesonned cost(70 cmployees )
-8.000 pesos per month per
employee in 1996 7,790 8,024 8,265 8513 B76S 9,031 9,302 9,351 09,869 10,165
-Increase at arate of 3
percent anmsally
4. Administrative cosls (personnc] ovsts - « .
<0.5) 62321 6419 66121 68100 70M 7,223 7442 7,665 7,895 8,132
5. Maintenance 15315] 16081 168351 12,728] 1R616] 19,547 20524] 21,550] 22,628 23,759
6. Capital investment 17.664]  42319]  4,435] 46657] 29804 31,294] 32,859 34,562] 36,227 33,038
7. Depreciation ((6)*0.033) 589 1,999 3,481 5,036f 6,029 7072 8,168]  9318] 10,525] 11,793
8. Total costs (2443444547} 814921 86089 EBSS808| 91,653] 93,993] 96441 99,001] 101,675 104,4829 107,414
9. Profit((8)°0.04) 3340 3444 3,552 3,656 3,760 3,838 3960 4067 4179 4,297
10. Revenve 56,831] 89,533F 92,360] 953161 92,733| 100,293 102,961| 105,747 108,662 111,71}
3, Sold energy (MWh) 4035640 439360] 480,518] 521,834] 566,033| 6146260 663,216] 715,648 772,225 833,275
6. Average power rate (P/XWh) 0.22 0.20 0.19 0.18 017 0.16 0.15) 013 0.14 013
7. NPC Dxlivery Charge (P/AWh) 0.1% 0.15 0.16 0.17 .18 0.16 0.19 0.20 021 0.22
8. Net cost 007 0.05 0.63 0.02 -0.00 -0.02 .04 0.06 007 0.09

C) Transfer in 20-year installments

In this case, the T/L facilities would be transferred not all at once, but in instaliments over

a period of 20 years. First, the T/L cooperative would conclude a sales contract with the NPC,
stipulating transfer in installments over this period. The T/L cooperative would pay the
depreciation cost only for that portion of the facilities already (ransferred. Consequently, the
initial burden of depreciation cost would be light.

The interest burden would be particularly small for the first five years because it would be
necessary to raise additional funds only for the additional transfer of facilities each year. If itis
to utilize all of the T/L facilities, the T/L cooperative could possibly have to pay a fee for use of
facilities not yet transferred, but this conlihgcncy was excluded from consideration here. The
T/L cooperative would be responsible for all investment for facility maintenance and
rehabilitation. Because it would assume this burden, the T/L cooperative could be regarded as,
in effect, shouldering part of the facility leasing cost. An additional drawback would be the

9-13



procedural complexity and cost associated with transfer of facilities cach year.

For the T/1. coopcerative, the average cost per kWh would be rauch lower due 0 the
alleviation of the interest and depreciation burden.  Over the second hall of the term, the cost
burden would swell as the extent of transfer increases, but the expanded sales should keep the
average cost per KWh on the same tevel or only slightly higher.  Furthcrmore, when allowance
is made for the discounted NPC delivery charge, the net cost af the start would be negative.  For
this reason, there would be absolutely no burden on the ECs.  The conditions applied in this
casc are as follows.

(D The T/L facilitics will be transferred from the NPC not all at once bul in installments
over a period of 20 years.

@ The T/L cooperative will not have to pay a fee for use of facilitics not yet transferred.

@ The T/L cooperative will be responsible for all investment for maintenance and
rehabilitation of all T/L facilitics, right from the start.

@ Transfer of another installment every year will complicate matters and drive up
procedural costs.
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@

GIKY TI. facility Cooperative {C): Case 3 - Installment - 20 years

Purchasc at sound value

{ Unit: thousand pesos)

[ 200} 2000 | 7003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
1. Reveaug - | 35,003 40985 47307 5393|9945 6607 72313 78678] 83174 91,803
2, Cosls e . R
1) Maintenance 15.005] 1603t s3] a7729] 18618] 9547 20524] _21.3%0|  22,628] 23,739
2)Personnet cosi(70 emplayces )
-8.000 posos per month per
employee in 1996 7790 =02} s2s|  &si3] &768] 903 9302 9581 98691 10,165
JIncrease alarate of 3
percent anaually —_— —
3 {CEILansg
3) Administrative costs. 622 sas]  esra|  esio]  nona| w2 vas]  7ess]  as9sp sam
{personncl coslsx0.5%) >
69KV facitity fixed assels
batance {vear-cnd) 22,450)  44,900f 67,3500 §9,500{ 112,250] 134,700] 157,150) 179.600] 202,050 224,500
4) Degpreciation cost (3.3%) 8 va07] 2248 2900  3742]  asm0]  5238] 5987 6738] 7483
Capital investment 17.661]  42.0M9]  a4435] asssy  2omm)  31,299]  32859] 345020 36227] 38038
] 05 gg")”r“'“'"“ (Capital investment ssol  190a]  aasi| soas]  eo] 7om  saes|  oms| 10325 11993
6) Interest payments on borrowings {12%)
(balance of 449 million posos) 2.694 5,188 §,082 10,776 13,470 16,164 18,838 21,552 23,246] 26,940
3. Total costs { 1)+2)43)#4)#5)46)) a336s|  39.408] assee] sissy)  s7ewf  s3saop 69532 75652 snses| s8em
4. Profit (revenue - tofal cost = total
cost? 0.04) 1,135 1576 1,823  2oma] 2306l 2sal  27m|  3026)  3278] 3531
5. Sold energy (MWh} 403,564 439,360f 480,518] 521,384] 566,035 614,626f 663.216] 715648] 772.223] 833275
6. Averagz power rate (PAkWh) 007 0.05 0.10 0.10 0.11 0.11 011 o 0.11 0.11
7. NPC Delivery Chasge (P/KWh) 0.14 0.15 0.16 0.17 0.18 0.18 0.19 0.20 021 0.22
8. Net cost 006 006 a06] 006 0.07 008 008 003 010 -0.11

D) 20-percent discount on the sound value

This case is based on that of borrowing (Case 1).

The question is the cost-reducing effect

in the event of transfer of the T/L facilities at a price that is 20 percent less than the sound value.

It is estimated that the discount would yield a cost reduction of about 14 percent, or 0.03 pesos
per kWh (2001), on the average.
break-even point (even balance) one year early. In light of the need for borrowing in large sums

In terms of the net cost, this would result in arrival of the

and the accompanying increasc in the interest burden, the reducing effect would basically be

timited to operating cost. The method would probably not be viable unless there were a highly

efficient scheme for raising funds,

The calculation result is shown in Appendix 9.3.
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9.4 Premises in Use of the Long-Term Management Planning Model
- Fereeast the business of all ECs over the next ten yeavs -

NRI's long-term management planning model was used to forecast the business of all ECs
over the next ten years,  This forecast applied the procedure and conditions noted below as
regards items such as income and expenditure, financial stalements, and borrowings. The

following section also sets forth the application standards and reasons for particularly important
items, i.¢., profit, financial items, and account titles.

(1) Forecasl of sales revenue

Sales revenuc was viewed as consisling of rate revenue, reinvestment funds (equivalent to
5 percent of rale revenue), and "other” revenue.  The forecast was made for the ten-year period
1997 - 2006. In addition, breakdowns arc presented for rate revenue categories (residential,
commercial, etc.). For power salcs, values are presented in both monetary terms and kilowatt-

hours.  As vicwed from the ECs standpoint, the subject is gross {crude) sales revenue, i.c., the
sum of sales revenue and reinvestment,

The handling of reinvestment funds, which come to § percent of the rate revenue, in
accounting is as follows.

Ordinary accounting

Debits Credits
Accounts due FhEe
Cash i
Sales revenue P

Accounting methed for reinvestment funds
Debits Owned capital (pure assets)
Sales sres

Reinvestment funds rrie

The reinvestment funds amount to 5 percent of the rate revenue and are transferred directly
as funding for nct assets.  In accounting, they are consequently posted on the eamning side as
special profit, and act to increase other net assets. In NRI's long-term managément planning
mode], which is based on gross sales revenue, reinvestment funds equivalent to 5 percent of
revenue are included in current profit.  This standard was applied because reinvestment funds

are used for capital invesiment.  Subtraction of the reinvestment funds from gross sales revenue
yields the net sales revenue.
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(2) Breakdown of prime cost

For the prime cost {i.e, the cost of purchascd power), the following categories were
applicd.

® Power purchase cost
@ Distribution operation cost
@ Distribution mainlenance cost

In other words, these two distribution costs (operation and maintenance) were added to the
power cost per se.  But 50 percent of two distribution costs were deducted as the personnel
€Xpenses.

{3) Sales administration costs and other costs
The breakdown of sales administration costs and other costs is as follows.
® Consumer accounts |
® Administrative and general cosls
@ Depreciation costs
@ [nterest on long- and short-term debt

Annual rates of increase were set in accordance with the rates of sales increase.  Annual
ratc of wage increase was set 3 percent.  And number of employees were set 3 percent until
2003 year, after that it set S percent. 50 percent of consumer account was also deducted as the
personnel expenses.  Personnel expenses were adjusted by the administration and general cost
finally. It’s adjusted figures that was 80 percent in 1996 fiscal year.

(4) Depreciation costs and term

It was assumed that depreciation would be carried out by the fixed-amount method and
over a period of 30 years for buildings and distribution facilities. As a resull, the yearly
depreciation rate was put at 3.3 percent.

(5) Non-operating revenue and costs

The following procedure was adopted for non-operating revenue and cost.  The yearly
rate of increase in non-operaling revenue was set at 3 percent based on the 1996 figure. The
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ratio of non-opcrating cost to non-operaling revenue was based on the actual figure of 52.9
percent recorded in 1996 (the average for the two years 1995 and 1996 being 32.2 percent).

(6) Capital investment plans

Capital invesiment can be cstimated by cstimating the marginal capital investment ratio
(capital cocfficient) from the ratio of capilal investment to increased revenues over the last five
years among the seven major companics.  However, we eslimated investment plans based on
the RE plans.  Naturally, the GDP growth rate was also taken into account.

Privatization is anticipated to intensify competition in the power scctor. The rate of
increase in salcs was put al about 12.2 percent, on the assumption that some industrial customers
could be lost to other suppliers.  Consequently, the rate of increase in capital investment was
also sct on a low level.

(7) Entry standards for financial stalements

In utilization of NRI's long-term management planning model, a partial unification was
made of account tittes for the P/L and financial statements of ECs. Cash and deposits were
viewed as the sum of cash, deposits, and loan funds (general funds, loan funds, house wiring
lunds, and temporary cash investment).  Allowances for uncollectable accounts were subtracted
from accounts receivable, and other credits were added to the same.

For inventory, the study employed the sum total for parts, distribution supplies, meters and
other supplies, distribution lines, house wiring, fuel stock, and other inventory items.

The category of invesiment and others was viewed as consisting of sinking fund-loan

amortizalion, sinking fund-reinvestment, other property and investment, and other current and
accrued assets.

Equity and matgin were distinguished as follows. Fees for membership in cooperatives
were regarded as capital.  Accumulated margins were added to other equities and margins and
posted as other reserves.

As for long-term debi, long-term borrowings from the NEA (funding for power facility
construction) and deferred interest on the same were regarded as long-term -borrowings.
Accounts payable consisted of accounts payable for purchase of power and fuel. Consumer
deposits and payments due that are greatly in arrears were regarded as other fixed debil.
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(8) Financial standards in long-lerm management planning

Determination of long-lerm management plans over the next ten years requires a forecast

of the proper scale of requisite cash and deposits, inventory, accounts receivable arising from

transactions, and debl associated with purchasing. The standards applicd are set with

consideration of the past teend and the business characteristics of the ECs.  Here, annual

revenue was used as the standard.  For example, the combined cash and deposits of the 11 ECs

came to 9.4 percent of their combined annual turnover (i.e., 1.12 months worth of the monthly

wrnover).  As such, the corresponding ratio of cash and deposits over the next len years was sct

at 8.5 ~9.0 percent.  The major items are as follows.

Cash and deposits came to 9.4 percent of the annual turnover in 1996, and the corresponding
forecast rate was set al 8.5 percent until 2004 and at 9.0 percent over the years.

Accounts receivable came to 14.2 percent of the annual tumover in 1996, and the
corresponding forecast rate was 12.0 percent untit 2003 and set at 13.0 and 14.0 percent over
the years.

Inventory came to 10.8 percent of the annual lurmover in 1996, and the corresponding
forecast rate was 9.0 percent until 2003 and set at 10.0 percent over the yeass.

Accounts payable came to 5.8 percent of the monthly turnover in 1996, and the
corresponding forecast rate was 7.0 percent until 2003 and set at 6.0 percent over the years.

Interest rates for both long- and short-term loans were set at 12 percent,

The rale of repayment of long-term borrowings was set at 8.7 percent of the oulstanding
balance in the previous year.

Interest on cash and deposits was set at zero.

The annual rate of increase in other fixed debt was set at 3.0 percent.
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9.5 Business Plans for the New EC (aggregate of the 11 ECs in avea VII

(1) Low growth rate of revenue and power cost hike

A forecast was made of the business of the new EC (aggeegate total for the 11 ECs in Arca
VHI) over the ten-year period 1997 - 20006.

ratc averaging 13.1 percent, for a nominal 3.4-fold increase over the period in question.

Tariff revenue was forecast to increase at an annual

This is

because power sales prices would be driven up by the rise in the price of purchased power.
However, clectricily sales arc anticipated to increase by a factor of 3.12 over the period and
rcach 614,626 MWhs, for an annualized growth rate of only 12 percent.  Along with the
privatization of state ulilities, the power industry cannot look forward to growth rates in excess
of 20 percent, and the ECs would not be immune to this influence. The main constituents of
prime cost are purchascd power, distribution operation, and distribulion maintenance. For the
forccast, the (average) prime cost rate over the period in question was set at 74.0 percent,
Although there is some margin for rationalizalion of distribution O&M costs, it would be

extremely diflicult to cut the rate of power purchasing cost, which accounts for most of the prime
cost, relative 10 revenucs,

Cost breakdown ‘
{Unit:miltion pesos, %)

1596 § 1997 | 1998 | 19999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006

Revenue 799.8) 879.8] 12318 1293.3] 1422.7] 15649 1721.4] 1893.6] 20829 2291.2| 25204
Power puechasing costs 553.8] 6204 867.9] 911.3] 10024] 1102.6] 121261 13342 14672.6] 1614.4] 17758
Operation and maintenance ’
costs{ excluding personne]) 280 308 43.1 45.3 49.8 54.8 60.2 663 729 802 88.2
costs, which agcount for 50%)

Prime cost total 581791 651.2) 9i1.08| 956.57| 10522] 1157.4| 1272.1] 1400.5| 1540.5] 1694.6] 18640
Prime cost rate 2.7 74.0 74.0 740 740 7440] 740 740 40] 740 4.0

Personnet costs were expected to rise by 3 percent a year. The number of cmpld)’ecs was
forecast to increase by 2 percent over the years 1997 - 2002 and by 3 percent over the years 2003
- 2006 (the lalter increase owing to an increase in revenue). Because the total personnel cost is
spread among the other cost items, it was assumed thal personnel costs would amount to S0
percent as much as the respective costs of distribution operation, distribution maintenance (these
two being prime cost constituents), and customer management in the residential segment.  Any
personnel cost difference (shortage) was deducted from general administration costs. For
example, in 1996, personnel costs came to about 86 percent of the general administralive costs.
It was estimated that general administrative costs and residential customer management costs
would grow at a rate that was 1 percentage point lower than the rate of revenue growth, since

these costs can be cut by rationalization of management. Actual data for 1996 show that level

of administralive €osts as percentage of net revenue, at 4.4 percent, was the highest after that of
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69.2 percenl for the power purchasing cost.  Unlike the power purchasing cosl, the
administrative costs can be reduced by cfforts on the part of management.  Without campaigns
to rationatize the administrative division, the ECs are liable to fall into deficit operation,

Due 0 the increase in the cost of purchascd power, the prime sales cost rate, which was
72.7 percent in 1996, was forecast to increase to 74.0 percent, up 1.3 points, in 1997 and
succeeding years.  As such, the gross profit rate over the years 1997 - 2006 was forccast at 28.9
percent, 0.9 points lower than in the standard year.  Duc to the rise in the prime cost rate and the
slowing of the rate of sales increase, the business resull is anticipated to be in the red for the year
in 1997, The nct profit is forecast to go into the black 3.6 percent in 2000, with the rate hitting
5.01 pereent in 2002 and over {0 percent in 2005 and the following years.  Besides the rise in
the prime cost rate, the causes of the ncgative net profit include the difference of accounting
standards for interest paid on borrowings; in 1996 and previous years, interest duc was deferred,
and the interest burden appearing on financial statements was therefore light.  In long-lerm
plans, the standard is gross sales. Conscquently, the net profit includes a reinvestment fund
equivalent to S percent of sales, The cffective sales profit rate excluding this 5 percent
rcinvesiment fund would come to 6.8 percent in 2006.

The estimates of capital investment were based on data in plans for rural clectrification.
In other words, it was assumed that the capital investment made by the ECs each year in Area
ViI until 2006 would be in accordance with this long-term plan. It is forecast that capital
investment will peak at 92.5 million pesos in 1998 and recede to 68.4 million pesos in 2006.
The ratio of capital investment to revenue is anticipated to decline from 6.9 percent in 1998 to
2.5 percent in 2006. The major assumptions were thercfore a decline in capital investment,
lightening of the burden of interest payments due lo improved profit, and improvement of the
financial picture.

Investment (Unit: million, %)
1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006
Gross Revenue (A) 053.4| 1334.8| 1401.6| 1541.7) 1695.9|1865.5] 2052.0] 2257.2| 2482.9 2731.2
Investment (B) 700 925 800 s57.3 65.1] 613 619 589 729 684
(B} (A) (%) 23l el sal aa] agl s3] e 26 29 25
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(2) Continuation of net deficit for two years in the cvent of transfer at Sound value price

What impact would transfer of the 69 kV transmission facilities from the NPC al the
Sound value price of 449 million pesos have on profits and finances?  In the initial year (2001),
the annual burden woutd reach 102.7 million pesos. This burden would consist of interest
payments, personnct costs, facilily operating costs, and investment for facility maintenance,
The prime cost rate would rise by 6.6 points to 80.1 percent.  As a result, financial statements
would show a net deficit for two years, In 2001, the net loss would reach 25 million pesos, and

the sales profit rate would be a negative 1.5 percent.  The business would go into the black in
2003.

For the ECs which are not in a financially sound position, purchase of 69 kV transmission
facilities would entail an additional burden of borrowings amounting to 449 million pesos if
made at the sound value. This would be accompanied by a heavy burden of interesl payments
amounting to about 53.9 million pesos per year (al an interest rate of 12 percent). In other
words, at any of the prices in question, takeover of the 6% kV transmission facilities from the
NPC, the impact on profit and finances would clearly be considerably large and persist over the
long term.  In any case, genuine improvement of profits would not begin uatil around 2004.
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(3) Leyeco Vi high carning power and maintenance of profit independently cven after

takcover of the transmission business

Leyeco V has slrong carning power, paitly duc to its good business conditions. A stody
was made as to whether it would be possible for Leyeco V o receive a transfer of only its own
69 kV transmission facilitics. The samc conditions as noted above were applied for the
business plan for the next ten years.  The study used a prime cost fate of 77.9 percent and a rate
of 21.6 percent for capilal investment, secing that Leyeco V accouats for this percentage of all
EC revenue in Area VHI and that investment burdens are revenuc-based.  According to this
analysis, il would be possible for Leyeco V (o realize profits in cach year of the ten-ycar
medium-term business plan, The main reasons are its good financial health, low burden of
intcrest payments, and low operation costs. It was estimated that Leycco V would post a net
profit of 44 mitlion pesos, for a sales profil rate of 13.4 percent, in 2000.  Even with deduction
of the support from the reinvestment fund, it would be able to post a profil rate of 8.4 percent.

In 2001, the prime cost rate is forccast to rise from the previous 74.0 percent to 78.2
percent due to the transfer and autonomous operation of the transmission facilitics. Without
this burden, revenue is estimated to reach 365 million pesos, and profit, 51.4million pesos. The
operation cost for the transmission facilities at Leyeco V ranges between 11 and 14 million pesos
in terms of the sound value. Even with the takeover, this level of cost could be absorbed in
2001 by the on-term profit, which was forecast at 37.1million pesos. Over the longer term,
there are prospects for improvement of the outage situation, loss rate, and profitability duc o
autonomous operation of the transmission facilities.
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(4) Extreme difficulty of exlernal fund procurcment

The new enterprise for operation of the 69 kV transmission lines will be a cooperative.
ls customers will be the distribution enterprises on Leyte and Samar,  As a cooperative, the
new enterprise will not be able to raise funds from cxternal sources as casily as a joint-stock
company. In the new cooperalive, subscribers with 1,000 shares will have the same voling
rights as those with only onc share. The new cooperative will have a low rate of profit and no
plans for payment of dividends. Subscription will be limited to the 11 ECs.  This kind of
organization will be unable to atlract subscription based on cquity.

Because the 11 ECs will subscribe in the new cooperative, operation costs will have to be
held to the minimum,  Profit will probably be curtailed to the level of 4 percent, and there wilt
obviously be no payment of dividends.  This is because the cash flow (profit plus depreciation)
will be applied to repayment of finances for the facilities purchased.  Furthermore, the business
will have an annual turnaver on the order of 100 million pesos, employ 70, and have a high rate
of borrowing.  These features would rule out aliraction of cxternal subscription based on equity.

The rate of borrowing from commercial banks would be extremely high and result in an
excessive burden of interest payments.  As such, the new cooperative would have to depend on
low-interest (12 percent) financing from the NEA. This financing would take the form of a
two-step loan, which is the only type of provision of official funding from sources such as the
World Bank, OECE, and ADB. As for the question of whether or not the new cooperative

would have enough earning power to attract external investment, the following points can be
made.

1) In the first place, the new cooperative could not pay dividends; if it did, the payment would
resull in increased operating costs.

2) The scale of the business will be small, and the growth rate, low.
3) The profit rate will be held to a low level in order to curtail costs.

4) Because of the cooperative status, there would be negligible appeal in the eyes of
subscribers as compared to a joint-stock status.

For these reasons, it would be impossible for the new cooperative to raise funds from the
open market. Consequently, procurement of funds from official institutions would be the only
alternative.

In BOT projects, funds are ordinarily raised from external sources (and foreign ones in
particular) by sales of stock (capital subscription) for 20- 30 percent of the requirement and debt
for 80 - 70 percent. Stock is purchased by banks, commercial firms, project sponsors and

official institutions. These parties also are sources of financing. Emphasis is placed on the -

ability to maintain earning power on a high level, the prospects for dividends commensurate with
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invesiment, and the chances of retrieval of lunds on the foreign exchange standard. These
considcrations also imply that it would be extremely dilficalt to attract external funding, and
subscription in particular, with a cooperative organization.

(3) High probability of improvement of earning power over the long term with conversion intoe
joint-stock companics

At each EC, 5 percent of revenuc is capable of use as reinvestment funds.  Such
assistance is liable to make management soft. It is important for the ECs to make sclf-help
cfforls for transformation from cooperatives into joint-stock companics. Those with adequate
carning power should extricate themselves from the management environment of provisions for
use of 5 percent of revenuc for capital investment at any time and for lax exemplions.  The
statc-run NPC is to be privatized within the next two or three years, and this will put pressure on
the ECs to carry out programs of rigorous rationalization. In addition, it is impossible for
cooperalive organizations to raise funds extcrnally.  While management in the form of joint-
stock companies is the premise, it would not be possible o raisc outside funds, particularly
through stocks, bonds, and long-term loans, unless the organization mainiains earnings, cxecules
efficient management, and is attractive to external investors.

A change in the status of ECs to joint-stock companies would require a decision by a vote
of a certain proportion of the members. Some of the members ate apprehensive that such a
change would rigger tariff rate hikes in pursuit of profit. Howcever, management in the form of
joint-stock companies would hold better prospects for bringing rates down over the long term.
This is because introduction of the competitive mechanism induces reduction of costs, as
evidenced by past cases of privatization of state enterprises.  Organizations that are capable of
introducing rational management in the form of joint-stock companies should promptly do so.
Some of the ECs will not be able to subsist without flexible adaptation to these changes in the
business environment. As such, there is a strong possibility that those ECs which cannot keep
abreast of the intensified competition and fail to carry cut efficient management will be absorbed
by other enterprises.
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Chapter  10: CONCLUSION AND RECOMMENDATIONS

‘The study team investigated the possibilities of transfer of the 69 kV transmission lines
and systems owned by the NPC on Leyle and Samar to the private distribution utilitics.

The process culminating in the conclusion began with an identification of thice basic
options for the transfer: 1) transfer to a newly established transmission cooperative, 2) transfer in
installments to the existing ECs, and 3) transfer to the amalgamated ECs.

Upon assessment, it was decided that the best option was transfer of all of the 69 kV
transmission lincs and systems to a new transmission cooperative cslablished through joint
outlays by the 11 ECs,

Finally, the team preparcd a draft plan for transfer of the facilities to the new transmission
cooperative and conducted a case study of the transmission operating costs.

The study concluded that the 69 kV transmission lines owned by the NPC should be
transferrcd to a newly established transmission cooperative.

The team also formulated recommendations on various needs associated with the
¢stablishment of the new transmission cooperative. These include price negotiations with the
NPC, conversion of the ECs into joint-stock companies, training and the establishment of a
training center for human resource development, and further investigation for EC rationalization.

10.1 Conclusion

It is the conclusion of this study that the oplion of transferring the NPC 69 kV
transmission lines on Leyte and Samar to a new transmission cooperative (i.e., a company
established jointly by the 11 ECs on these islands for operation and management of these lines)
would have possibilities of realization if the requisile conditions are met.

The succeeding section describes the results of a case study as to the preconditions for the
transfer and the approach in the financial aspect.

16.1.1 Preconditions for transfer of the 69 KV transmission lines to the new transmission
cooperative

The following is a summary of the major prerequisites for the teansfer as regards the scope
of facilities, transfer price, schedule, etc.

® The subject of the transfer will be the NPC 69 kV transmission lines on Leyte and Samar
posterior to the outlet of the 138/69 kV substations, and inclusive of the ABSs mounted on
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these lines.  This division of assets must be clearly agreed upon with the NPC,

® A new transmission cooperative will be established to accept the transfer. The new
cooperative will be established mainly through subscription by the 11 £Cs, but will not
cxclude subscription by other enterpriscs.

® The cstablishment of the new cooperative will not change the arrangement of 11 ECs,
each of which will remain in existence.  However, it is possible that cach EC could post
some of its technicians to the new cooperative at the time of establishment,

® The new transmission cooperative will be established in 2001,  Upon the passage of the
Omnibus bil}, the NPC and ECs will engage in negotiation to determine the transfer price
by the time of establishment in 2001.  They will also take steps to exccute all other tasks
related to the transfer (e.g., determination of business policy, preparation of the
organizational sctup, and procurement of funds).

® While the matter will depend on the outcome of negotiation with the NPC, the study tcam

believes that it would be appropriate to negotiate for application of the sound value as the
transfer price, as related in Chapter 9.

® Although somge of them are undergoing a program of rehabilitation by the NPC in 1997
and 1998, most of the 69 kV transmission lines have not been properly maintained.
After it accepts them, the new transmission cooperative must fully maintain these lines.
This will demand an increase in the technical levels of the technicians participating in the
new ceoperative. '

10.1.2 Case Study of the Cost of Transmissien Operatior by the New Cooperative

The sound value of the 69 kV transmission lines that are the subject of the transfer is 449
million pesos. This figure amounts to 10.6 years worth of the combined 1996 cash flow of the
11 ECs (42.4 million pesos). In addition, it would require additional borrowing of an amount

more than 50 percent as high as the current combined borrowings of the 11 ECs (845 million
pesos).

The study team implemented a case study of the prospeclive 69 kV transmission operation
cost of the new transmission cooperative. This study compared the subtransmission cost under
the unbundled tariff scheme of the NPC (the basic case) with the transmission operating cost in
several other cases, as noted below.

The study concluded that the most realistic approach would be to have the new
cooperative borrow funds for purchase of the 69 kV transmission lines from the NEA or a bank
{i.e., Case A). Nevertheless, the new cooperative would have a higher burden of operation cost
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to 2005 in this case as compared to that of the operation by the NPC.

The burden of operation cost over the initial five years could conceivably be lessened
relative to Case A by leasing {Casc B) or by payment in installments over a period of 20 ycars
(Case C). In Case B, the cost would be 0.03 or 0.04 pesos per kWh lower than in Case A, and
the increase in the burden of the new cooperative would be resolved in 2004, In Case C, the
operation cost refative to the NPC delivery cost would be negative right from the start, and there
would be absolutely no burden on the ECs.  However, Case B would requirc entry by the NEA
into lcasing business, and Casc C, the conclusion of a contract with the NPC for receipt of the
assets in 20-year installments.  In the latter case, it would probably be very difficult to negotiate
such a contract.

Basic case: the cost of transmission through 69 kV (ransmission lines owned by thc NPC
(wheeling rate for subtransmission under the system of unbundled power lari{ls)

Casc A) Purchase of the 69 kV transmission lines by the new cooperative with funds borrowed
from the NEA or a bank

Case B) Transfer of the 69 kV transmission lines to the new cooperative based on a leasing
contract

Case C) Conclusion of a contract with the NPC for transfer of the subject assets to the new
cooperative in 20-year installments

Case D) Transfer of the 69 kV transmission lines to the new cooperative at a 20-percent discount
on the sound value

Table 10.1-1  Future estimates of the subtransmission operation cost in each case

Unit: pesos per kWh

2001 | 2002 | 2003 | 2004 { 2005 | 2006 | 2007 | 2008 | 2000 | 2010
Basic case: NPCwheelingrate | 14 | 035 | 036 | 0.17 | 018 | 018 | 019 ! 020 | 0.21 | 0.22
A) Borcowing 025 024 | 0221 021|020 ] 018017 ] 016] 015|015
B) Leasing 022 | 020 | 019 ]o018]017)016]016] 015 014 013
C) 20-year installments 009 | 009 | 010|010 lonlorr]oonntoin]|on
D) Borrowing
(20-percent discount) 02210211019 ] 018 ) 0.17 {016 | 015 | 0.14 j 014 | D.}3
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®  In Casc A, the cost of operation of the 69 kV transmission lines in 2001 would be higher
than that of operation by the NPC (i.c., the NPC wheeling rate). Beginning in 2006,
the reverse would be true, and operation cost by the new cooperative would be cheaper
than operation by the NPC. In short, the facilitics must be managed from a long-term
perspective, and with autonomous cftorts that could lead to further cost reduction.
Transfer of the 69 kV transmission lines in line with this case is consequently thought to
be fully possible.

® In Case B, the cost of operation based on leasing would be from 0.03 to 0.04 pesos per
kWh lower than in Case A.  This lower level of operation cost in the initial phase
would {acilitate parlicipation by the ECs in the new transmission cooperative. In
addition, further cost reduction could be expecled as a result of the performance of fund
management and depreciation by the leasing company as a financing specialist.
However, leasing would offer a lower operation cost only for the first ten years;
therealler, it would be more expensive.

® Case C posits lransfer of the 69 kV transmission lines in 20-year installments, and
would necessitate the conclusion of a contract to that effect with the NPC.

The increase in requisite funds ¢ach year would be held to the amount of increase for
the portion transferred that year. The burden of interest payments would therefore be
low for the first five years. The operation cost per kWh would be greatly lowered by
the lighter burden of interest and depreciation costs.  As a result, the net cost would be
negative right from the start, and there would be absolutely no burden on the ECs.

@ In Case D, the transfer at a 20-percent discount on the sound value would decrease the
operation cost by only 0.03 pesos per kWh, and the balance would be evened up (in
terms of the net cost) only one year earlier than in Case A,

10.2 Recommendations
10.2.1 Establishment of the New Transmission Cooperative

Toward establishment of the new transmission cooperative, the basic framework of the
business must be determined by 2001, the year of commencement, The main items are as
follows (details are presented in Section 8.3).

1} Attraction of participation in the new cooperative by other electric power enterprises as well
as the 11 ECs (the main participants) |

2) Institution of an organ of conference to determine the internal pariculars of the new
cooperative and serve as a window for negotiation with the NPC and other parties
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3) Recruitment of personnel and construction of offices for the new cooperative

4) Negotiation with the NPC for determination of matiers such as the division of assets, pricing,
and scheme of system operation

5) Formulation of the business policy of the new cooperative and determination of the method of
repayment of transfer {unds, ctc.

6) Provision of technical training to new technical employees for operation and maintenance of
the 69 kV transmission lincs

In the execution of business beginning in 2001, the new cooperative must prepare proper
plans for rehabilitation and maintenance of the 69 kV transmission lines and establish selups for
implementation of the samce in order to keep them in good working order.

In purchasing supplics, the new cooperative must solicit and compare price estimates from
competing sources and analyze the level of price relative to qualily in order to hold down the
cost of investment in facility upkeep. 1t also must strive to improve job efficiency by clarifying
the responsibilities of each employee, in order to hold down personnel expenses and improve the
balance of payments, With management of this orientation, the rise in wholesale prices to the
ECs could be lessened.

10.2.2 Negotiation of the Transfer Price

In negotiation with the NPC over the price to be applied in transfer of the 69 kV
{ransmission lines, the EC side should adopt a stance based on the facts noted below.

1) The NPC made simple calculations for totals based on standard formulas, and there was
some roughness.

2) The NPC is considering negotiation for the market price as the sales price for the 69 kV
transmission facilities. It apparently is not tooking to make a profit on the transaction.

3) The NPC has outside parties to evaluate its assels once every four years. This year
(1997} is one for such evaluation (in other years, the NPC makes its own evaluation). The
NPC therefore is in possession of in-depth evaluation dala as well as calculation techniques.
[t will have a very slrong hand in negotiations with the ECs.

4) The ECs should promptly conduct their own research and invesligation of the transfer in
order to accumulate know-how of use in the negotiations.

5) The NPC intends (ransfer and sale of the 69 kV transmission facility assets within the
next two years. Ordinary private enterprises have been included within the scope of
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prospective buyers.  In addition, power-related companics arc establishing firms that
specialize in services for transmission facilities, and these are also prospective buyers,

Gy Difficulty in finding other buyers would work 1o the advantage of the ECs.

7) In the Samar case, the NPC rccognizes that transfer would be impossible without
extensive rehabilitation over the years 1997 - 1999 due to the pcor maintenance situation,
Improvements on both islands, and mainly Samar, are to be the subject of additional
investments of 13.6 million pesos in 1997 and 39.5 million pesos in 1998 (the two years for
which budget figures are available).  This will also drive up the purchasing price.

10.2.3 Need for Conversion of the ECs from Cooperatives to Joint-stock Companies

As described in Section 10.1.2, the opcration cost of the new cooperative will constitute a
high wholesale rate depending on the mecthod of repayment of capital. This high rate will
imposc a burden on the ECs and therefore could also affect prices to final customers.  The ECs
conscquently must absorb this burden through management cfforts.  Promotion of action to this
end requires the transformation of ECs into joint-stock companies,

At each EC, 5 percent of revenue is capable of use as reinvestment funds., Such
assistance is liable to make management soft. It is important for the ECs to make self-help
efforts for transformation from cooperatives into joint-stock companies. Those with adequate
earning power should extricate themselves from the management environment of provisions for
use of 5 percent of revenue for capilal investment at any time and for tax exemptions. The
state-run NPC is to be privatized within the next two or three years, and this will put pressure on
the ECs to carry out programs of rigorous rationalization. In addition, it is impossible for
cooperative organizations (o raise funds externally. While management in the form of joint-
stock companies is the premise, it would not be possible to raise outside funds, particularly
through stocks, bonds, and long-term loans, unless the organization maintains eamings, executes
efficient management, and is attractive to external investors.

10.2.4 Technology Transfer and Training for Human Resource Development

The technical levels of the present ECs' staff are insufficient to execute construction,
operation and maintenance, formulation of fransmission line plan and various technical system
analyses. Should the transmission facilities be transferred to the ECs under these situations
without improving the technical levels of the ECs' staffs, long time power supply outagés and
other troubles can possibly occur. Therefore, it would be essential lo execute transfer of
technical knowledge and knowhow sufficiently prior to transfer of the 69 kV transmission lines.

The following two methods can largely be considered for executing transfer of technical
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knowiedge and knowhow, and it is considered preferable to execute technical training based on a
combination of the below two methods:

1} To employ professional engineers, and educate and train other engincers of the ECs to be
engaged in planning, construction, operation and maintenance of the 69 kV transmission
lines; and

2} To let the ECs' staff visit outside organizations and receive training from the experts of the
organizations, or accept the experts from outside organizations and let the experts train the
ECs' staffs to accumulate the technical knowledge and knowhow.

The preliminary technical training schedule until and immediately after accepting the 69
kV transmission lines are as proposed below:

a. To let the ECs' cnginécrs reccive training by obtaining cooperation of the NPC,
MERALCO, CEPALCO and other companies before acceptance of the transmission
facilities in 2001;

b. To let the ECs' slaff master technical knowledge and knowhow through field on-the-job
training from the engineers dispatched from the NPC; and

¢. At the same time, to let the senior engineers of the ECs trip to the NPC and acquire the
technical knowledge and knowhow regarding the concept of equipment planning and
technical system anatyses.

Table 10.2-1 shows the schedule for human resource development. Training for this
purpose should be divided into two stages: basic lechnical training and professional technical
training. Programs for instruction of managers and supervisors must be conducted at the same
time.
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10.2,5 Construction of a Training Center

The realization of the plans will require an improvement in the modernization of EC
technicians as regards distribution technology in order to supply eleclricity to end customers
stably, and also require an acquirement of technical capability for the engincer of the new
transmission cooperative as regards 69 kV transmission lines. Onec of the options to this end is
training with the support of other enterprises, as noted in Section 10.2.4. 1t is advisable for
programs of instruction and training to be implemented jointly, also for higher efficiency.

As such, it is recommended that the NEA. set up a training center as part of ifs technical
assistance for ECs and the new (ransmission cooperative, and also equip this center with
facilitics for training in distribution systems and transmission lines. Naturally, this center
should offer programs not only for the it ECs and the new transmission cooperative on Leyte
and Samar bul also for those in the rest of the Philippines.

Furthermore, the programs at this center should not be confined to maintenance
technology; they should aim for improvement of capabilities, including new technology and
know-how, in a wide range of fields, such as facility planning, facility diagnosis, and operation,
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10.2.6 Study for 1EC Rationalization

This study made it clear that the ECs have a financially weak disposition and insufficient
modern technical levels,  Unless this situation is remedicd, the ECs could be unable to operate
the 69 kV transmission lines as a business even if transferred.

If they are to reccive the 69 kV transmission lines, the ECs therefore must reinforce the
foundation of their management, improve their productivity, and otherwise strengthen theic
constitution. The preparation of a new program for the rationalization of EC management is
indispensable to this end.

The study team consequently proposes the implementation of another sludy on
rationalization and increase in the level of technology following this one. The results will
provide footing for the preparation of a specific program and manual for the establishment of
systems for control of management and finances. The conlents may be outlined as follows.

1) Evaluation of (he existing EC organization and review of the form of organization
2) Establishment of the management control system

3) Establishment of the financial control system

4) Increase in the level of technology and training

The team membership (in terms of fields of competence) and work load for this study are
as follows.

1) Fields of competence (and number of consultants in each)
®  Organization and institulional arrangements (one)
®  Power enterprise management (two}
®  Finances (one)
®  Technology {three)

2) Work toad

®  Estimated at from 60 to 65 MM per year for a single region
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