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Title:
Public Interest vs Private Profits: The Case of Tax and Rate Adjustments in Philippines’
Energy Regulation

Facts:
The case revolves around the application filed by Manila Electric Company (MERALCO) with
the Energy Regulatory Board (ERB) on December 23,  1993,  seeking to revise its  rate
schedules and incorporate an average increase of 21 centavos per kilowatthour (kwh) in its
distribution charge. MERALCO also sought provisional approval for the increase based on
Section 16(c) of the Public Service Act and Section 8 of Executive Order No. 172.

The ERB granted a provisional rate increase of P0.184 per kwh on January 28, 1994, with a
condition that refunds must be made if  later findings determine that the increase was
excessive.  The  ERB  requested  an  audit  from the  Commission  on  Audit  (COA),  which
submitted its Report on February 11, 1997, advising the exclusion of income tax as an
operating  expense  and  adopting  the  net  average  investment  method  for  rate  base
computation.

The  ERB  accepted  COA’s  recommendations  and  allowed  MERALCO  to  implement  a
corrected rate adjustment of P0.017 per kwh from February 1994, and ordered a refund of
the excess amount collected due to the provisional increase. MERALCO challenged this
decision, and the Court of Appeals set aside the ERB’s directives, prompting petitioners to
seek review by the Supreme Court.

Issues:
1. Whether the income tax paid by MERALCO should be considered as part of its operating
expenses for the purpose of setting electricity rates.
2. The proper methodology to be used in the computation of the rate base—whether the net
average investment method or the average investment method should be applied.

Court’s Decision:
The Supreme Court ruled in favor of the petitioners, concluding that the income tax paid by
MERALCO could not be treated as an operating expense for rate-determination purposes.
The Court upheld the net average investment method as adopted by the ERB and COA for
rate  base computation.  Consequently,  the Court  reversed the decision of  the Court  of
Appeals and reinstated the ERB’s order for MERALCO to issue a refund due to the excessive
billing arising from the provisional rate granted.
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Doctrine:
1. Income taxes paid by a public utility cannot be construed as operating expenses to be
recovered through public rates, as these taxes are an obligation borne by the utility and do
not contribute to the operating expenses related to service delivery.
2. In the computation of the rate base, the net average investment method is valid and
appropriate to determine the fair value of property used in public service.

Class Notes:
– Rate-making involves balancing the interests of both consumers and investors, ensuring
reasonable operating expenses are considered.
– The rate of return should be just and yield a fair return on the utilities’ investment while
being reasonable to the consumer.
– Regulatory bodies like the ERB have the power to control utility rates, but courts can
review for unreasonableness or arbitrariness, as per judicial decisions.
– An income tax is a tax on the privilege of earning income and should not be considered an
operating expense recoverable via public rates.
– The net average investment method for rate base computation is aligned with the principle
of tying return to property actually used in service.

Historical Background:
This case illustrates a specific aspect of Philippine administrative law concerning public
utility regulation. In the Philippines, electricity distribution is often undertaken by private
monopolies  under  the  close  supervision  of  government  regulatory  agencies.  The  case
underscores the balance between ensuring public access to essential services like electricity
and preventing excessive profit by monopolies. The role of oversight via the ERB and the
scrutiny by the judiciary, in this case, reflects the State’s commitment to safeguarding
economic rights, particularly in a developing nation where equitable access to utilities is of
paramount importance.


