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We have audited the accompanying consolidated financial statements of Petron
Corporation and subsidiaries, which comprise the consolidated statement of financial
position as at December 31, 2007, and the consolidated statements of income,
comprehensive income, changes in equity and cash flows for the year then ended, and
notes to financial statements comprising of a summary of significant accounting policies
and other explanatory notes. The consolidated financial statements of Petron
Corporation and subsidiaries for the years ended December 31, 2006 and 2005 were
audited by other auditors whose report, dated April 3, 2007, expressed an unqualified
opinion on those statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial
statements in accordance with Philippine Financial Reporting Standards.  This
responsibility includes: designing, implementing and maintaining internal control relevant
to the preparation and fair presentation of financial statements that are free from material
misstatement, whether due to fraud or error; selecting and applying appropriate
accounting policies; and making accounting estimates that are reasonable in the
citcumstances. :

Certified Public Accountants
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We believe that the audit evidence we have obtained is sufficient and appropriate to
provide a basis for our audit opinion.

Opinion

In our opinion, the 2007 consolidated financial statements present fairly, in all material
respects, the financial position of Petron Corporation and subsidiaries as of
December 31, 2007, and of its financial performance and its cash flows for the year then
ended in accordance with Philippine Financial Reporting Standards.

PUNONGBAYAN & ARAULLO

By: Dalisay B. %uql'le b

Partner

CPA Reg. No. 0022692

TIN 140-240-854

PTR No. 0986655, January 4, 2008, Makati City
SEC Accreditation No. 0012-AR-1 N

BIR AN 08-002511-9-2005 (Dec. 27, 2005 to-2008)

March 26, 2008
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PETRON CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF FINANCIAL POSITION

(With Comparative Figures for 2006 and 2005)
(Amounts in Million Pesos)

Notes December 31
2007 2006 2005
ASSETS
Current Assets
Cash and cash equivalents 4 B9,732 B11,735 B3,940
Financial assets at fair value through profit @slo 5 229 180 116
Available-for-sale investments 6 164 103 259
Receivables - net 7 17,869 15,629 11,863
Inventories - net 8 30,271 26,289 27,018
Other current assets 10,672 7,054 1,297
Total Current Assets 68,937 60,990 44,493
Noncurrent Assets
Available-for-sale investments 6 468 529 327
Property, plant and equipmentet 9 34,128 25,153 22,570
Investment properties - net 10 202 222 235
Other noncurrent assets 11 739 622 1,261
Total Noncurrent Assets 35,537 26,526 24,393
TOTAL ASSETS P104,474 P87,516 P68,886
LIABILITIES AND EQUITY
Current Liabilities
Short-term loans 12 B33,784 B28,135 B21,407
Liabilities for crude oil and petroleum product ioration 23 12,873 7,541 7,911
Accounts payable and accrued expenses 13 4,544 3,731 2,626
Income tax payable 523 452 183
Current portion of long-term debt - net 14 1,604 1,633 1,906
Total Current Liabilities 53,328 41,492 34,033
Noncurrent Liabilities
Long-term debt — net of current portion 14 11,176 11,279 5,025
Deferred tax liabilities — net 22 1,268 1,443 1,516
Other noncurrent liabilities 15 914 1,049 697
Total Noncurrent Liabilities 13,358 13,771 7,238
Total Liabilities 66,686 55,263 41,271
Equity Attributable to Equity Holders of the Parent
Capital stock 16 9,375 9,375 9,375
Retained earnings: 16
Appropriated 21,172 17,021 11,652
Unappropriated 7,520 6,232 6,352
Other reserves (412) (490) 128
Equity Attributable to Equity Holders of the Patren 37,655 32,138 27,507
Minority Interest 133 115 108
Total Equity 37,788 32,253 27,615
TOTAL LIABILITIES AND EQUITY P104,474 P87,516 P68,886

See accompanying Notes to Consolidated FinancééBtents.



PETRON CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

(With Comparative Figures for 2006 and 2005)

(Amounts in Million Pesos, Except Per Share Amounjs

Notes Years Ended December 31
2007 2006 2005
SALES 26 P210,520 B211,726 B191,489
COST OF GOODS SOLD 17 195,287 197,514 177,210
GROSS PROFIT 15,233 14,212 14,279
SELLING AND ADMINISTRATIVE
EXPENSES 18 (5,325) (4,482) (4,527)
INTEREST EXPENSE 21 (1,814) (2,684) (2,091)
INTEREST INCOME 21 344 371 317
OTHERS - Net 21 912 487 164
INCOME BEFORE TAX 9,350 7,904 8,142
TAX EXPENSE 22/32
Current 3,165 1,723 2,057
Deferred (210) 163 34
2,955 1,886 2,091
NET INCOME P6,395 B6,018 B6,051
Attributable to:
Equity holders of the parent 27 P6,377 P6,011 R6,044
Minority interest 18 7 7
P6,395 B6,018 B6,051
EARNINGS PER SHARE
ATTRIBUTABLE TO EQUITY
HOLDERS OF THE PARENT
COMPANY — BASIC AND DILUTED 27 B0.68 B0.64 B0.64

See accompanying Notes to Consolidated FinancééBtents.



PETRON CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(With Comparative Figures for 2006 and 2005)
(Amounts in Million Pesos)

Notes Years Ended December 31
2007 2006 2005
NET INCOME FOR THE YEAR B6,395 B6,018 B6,051

OTHER COMPREHENSIVE INCOME
Actuarial gain (loss) on defined pension plan @feax
effects of B38, R242 and R133 in 2007, 2006 and

2005, respectively) 25 88 (633) (185)
Unrealized fair value gain (loss) on available-$ate

investments (net of tax effects of B5, B8 andnR4

2007, 2006 and 2005, respectively) 6 9) 15 4
Exchange difference in translating foreign operatio (1) - -
OTHER COMPREHENSIVE INCOME (LOSS) FOR

THE YEAR, NET OF TAX 78 (618) (181)
TOTAL COMPREHENSIVE INCOME FOR THE

YEAR BP6,473 B5,400 B5,870
Attributable to:

Equity holders of the parent P6,455 R5,393 R5,863

Minority interest 18 7 7

BP6,473 B5,400 B5,870

See accompanying Notes to Consolidated FinanciéBtents.



PETRON CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY
(With Comparative Figures for 2006 and 2005)
(Amounts in Million Pesos, Except per share amounjs

Equity Attributable to Holders of the Parent

Retained Earnings

Capital Appropria- Unappropria- Other Minority Total
Notes Stock ted ted Reserves Total Interest Equity
Balance at January 1, 20026 B9,375 P17,021 P6,232 (B490)R32,138 P115 B32,253
Total comprehensive

income for the year - - 6,377 78 6,455 18 6,473
Appropriation for capital

projects 16 - 4,151 (4,151) - - - -
Cash dividends -®10 pe

share 16 - — (938) - (938) - (938)
Balance at December 31,

2007 R9,375 p21,172 R7,520 (B412)R37,655 R133 P37,788
Balance at January 1, 2006 B9,375 B11,652 P6,352 B128 BR27,507 P1086E27
Total comprehensive

income for the year - - 6,011 (618) 5,393 7 5,400
Actuarial gains due to

limit on recognized

plan asset (net of tax

effect of R94) 25 - - 176 - 176 - 176
Appropriation for capital

projects 16 - 5,369 (5,369) - - - -
Cash dividends -®10 pe

share 16 — — (938) — (938) - (938)
Balance at December 31,

2006 9,375 P17,021 P6,232 (B490p32,138 P115 P32,253
Balance at January 1, 2005 R9,375 P6,906 B5,584 B309 PR22,174 B1012R22,
Total comprehensive

income for the year - - 6,044 (181) 5,863 7 5,870
Actuarial gains due to

limit on recognized

plan asset (net of tax

effect of B212) 25 - - 408 - 408 - 408
Appropriation for capital

projects 16 - 4,746 (4,746) - - - -
Cash dividends -®10 pe

share 16 - - (938) - (938) — (938)
Balance at December 31,

2005 B9,375 P11,652 P6,352 P128 P27,507 P108 B27,615

See accompanying Notes to Consolidated FinanciéBtents.



PETRON CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(With Comparative Figures for 2006 and 2005)

(Amounts in Millions Pesos)

Notes Years Ended December 31
2007 2006 2005

CASH FLOWS FROM OPERATING ACTIVITIES
Income before tax B9,350 B7,904 B8,142
Adjustments for:

Depreciation and amortization 20 2,516 2,482 2,335

Interest expense 21 1,814 2,684 2,091

Unrealized foreign exchange gain — net (520) (382) (270)

Interest income 21 (344) (371) (317)

Others (81) (122) (111)
Operating income before working capital changes 12,735 12,195 11,870
Changes in operating assets and liabilities 28 (2,637) (5,635) (6,326)
Interest paid (1,680) (2,383) (2,047)
Income taxes paid (3,098) (1,454) (1,850)
Interest received 343 352 316
Net cash provided by operating activities 5,663 3,075 1,963
CASH FLOWS FROM INVESTING ACTIVITIES
Disposals of (Additions to):

Property, plant and equipment 9 (12,477) (5,052) (2,313)

Investment properties 10 6 - (16)
Decrease (increase) in:

Other receivables 7 (956) (2,590) 9

Other noncurrent assets 5 (61) (67)
Reductions from (additions to):

Financial assets at fair value through profitass| - 1 2

Available-for-sale investments (9) (24) (249)
Net cash used in investing activities (12,431) (7,726) (2,634)
CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from availment of loans 69,625 157,460 78,246
Payments of:

Loans (63,789)  (144,433) (76,879)

Cash dividends (927) (928) (925)
Others (134) 378 78
Net cash provided by financing activities 4,775 12,477 520
EFFECT OF EXCHANGE RATE CHANGES ON

CASH AND CASH EQUIVALENTS (10) (31) (13)
NET INCREASE (DECREASE) IN CASH AND CASH

EQUIVALENTS (2,003) 7,795 (164)
CASH AND CASH EQUIVALENTS AT BEGINNING

OF YEAR 11,735 3,940 4,104
CASH AND CASH EQUIVALENTS AT END OF

YEAR P9,732 P11,735 3,940

See accompanying Notes to Consolidated FinanciéBtents.



PETRON CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(With Comparative Figures for 2006 and 2005)

(Amounts in Million Pesos, Except Par Value, Shareand Per Share Amounts,
Exchange Rates, and Commodity Volumes)

1. Corporate Information

Petron Corporation (the Parent Company or Petrom$ wcorporated under the laws of the
Republic of the Philippines and registered with tRa&ilippine Securities and Exchange
Commission (SEC) on December 15, 1966. Petromasladrgest oil refining and marketing
company in the Philippines, supplying more than-thviel of the country’s oil requirements. The
Company'’s vision is to be the leading providerasat customer solutions in the energy sector and
its derivative businesses.

Petron operates a refinery in Limay, Bataan, withaged capacity of 180,000 barrels a day.
Petron’s International Standards Organization (139001 - certified refinery processes crude olil
into a full range of petroleum products includiiguefied petroleum gas (LPG), gasoline, diesel,
jet fuel, kerosene, industrial fuel oil, solvenésphalts, and mixed xylene. From the refinery,
Petron moves its products mainly by sea to Petr8h’sdepots and terminals situated all over the
country. Through this nationwide network, Petropies fuel oil, diesel, and LPG to various

industrial customers. The power sector is Petrtargest customer. Petron also supplies jet fuel
at key airports to international and domestic easti

Through more than 1,260 service stations, Petrail gasoline, diesel, and kerosene to motorists
and public transport operators. Petron also #sllsPG brand “Gasul” to households and other
consumers through an extensive dealership network.

Petron operates a lube oil blending plant at Paard&il Terminals, where it manufactures lubes
and greases. These are also sold through Pes@rvEe stations and sales centers.

Petron is expanding its non-fuel businesses whicltudle its convenience store brand “Treats.”
Petron has partnered with major fast-food chainffee shops, and other consumer services to
give its customers a one-stop full service expeeen Petron is also putting up additional

company-owned and company-operated (COCO) sertatierss in strategic locations.

In line with Petron’s efforts to increase its pmas® in the regional market, it exports various
petroleum products to Asia-Pacific countries sush Gambodia, South Korea, China, and
Australia.

Petron is a public company under Section 17.2 ®f3bcurities Regulation Code. The Philippine
National Oil Company (PNOC) and the Aramco Oversgampany B.V. (AOC) each owns a

40% share of equity. The remaining 20% is heldnibyre than 180,000 stockholders. On
March 14, 2008, AOC entered into a share purchgsmement with SEA Refinery Holdings and

subsequently issued a Transfer Notice to PNOCguifgiits intent to sell its 40% equity stake in

Petron. SEA Refinery Holdings is a company owngfunds managed by Ashmore Group.
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The principal activities of the subsidiaries arsatied in Note 2 under “Basis of Consolidation.”
The registered office address of Petron and itBppihie-based subsidiaries is Petron MegaPlaza,
358 Sen. Gil Puyat Avenue, Makati City.

The accompanying consolidated financial statemémtsthe year ended December 31, 2007
(including comparatives for the years ended Decer8ti¢ 2006 and 2005) were approved and
authorized for issue by the Board of Directors (B@b March 26, 2008.

Summary of Significant Accounting Policies

Basis of Preparation

The accompanying consolidated financial statemeft$etron and subsidiaries (collectively
referred to as “the Company”) were prepared orohsl cost basis, except for financial assets at
fair value through profit or loss (FVPL), availalitr-sale (AFS) investments, and derivative
financial instruments, which are measured at failu®@. The consolidated financial statements are
presented in Philippine pesos, which is the Comigafupctional and presentation currency. All
amounts are rounded to the nearest millions (B00), except when otherwise indicated.

Reclassifications

Certain accounts in the 2006 and 2005 financiakstants were reclassified to conform to the
2007 presentation. Specifically, the changes untggpreviously presented as part of the notes to
financial statements were presented in a sepasagent in accordance with the requirements of
PAS 1(Revised 2007), Presentation of Financial Statement

Statement of Compliance
The consolidated financial statements of the Compaere prepared in compliance with
Philippine Financial Reporting Standards (PFRS).

Changes in Accounting Policies

The accounting policies adopted are consistent thibtise of the previous financial years, except
for the policies related to the following new anthemded PFRS and Philippine Accounting
Standard (PAS) effective in 2007. Adoption of theew and amended standards did not have
any significant effect on the Company’s consolidaf;mancial statements. These, however,
required additional disclosures on the consolidéitexhcial statements.

PFRS 7, Financial Instruments: Disclosurdsgcame effective for financial years beginning
on or after January 1, 2007. The standard intreslucew disclosures to improve the
information about financial instruments. It reasrthe disclosure of qualitative and
quantitative information about exposure to riskisiag from financial instruments, including

specified minimum disclosures about credit risguidity risk and market risk, as well as
sensitivity analysis to market risk. It replaceAdSP 30, Disclosures in the Financial

Statements of Banks and Similar Financial Institoi and the disclosure requirements of
PAS 32,Financial Instruments: Disclosure and Presentatiofihis standard is applicable to
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all entities reporting under PFRS. PFRS 7 disclesare required to be made for all periods
presented.

The Company availed of the transitional relief geanby the Financial Reporting Standards
Council and presented only the relevant disclostggsired by PFRS 7 for 2007 and 2006.

Amendment to PAS 1, Presentation of Financial Btatds became effective for financial
years beginning on or after January 1, 2007. Thenament introduces disclosures about the
level of an entity’s capital and how it managesitzhp

Additional disclosures required by amendment to RA#e included in Note 29.
The following Philippine Interpretation is effectivn 2007 but is not relevant to the Company:

Philippine Interpretation IFRIC 7, Applying the Ratement Approach under PAS 29,
Financial Reporting in Hyperinflationary Economidsecame effective for financial years
beginning on or after March 1, 2006. This intetatien provides guidance on how to apply
PAS 29 when an economy first becomes hyperinflatipnin particular the accounting for
deferred income tax.

The Company adopted the following Philippine Intetptions and amended/ revised standards.

PFRS 8, Operating Segmentsll become effective on January 1, 2009 and wefllace PAS
14, Segment Reporting The standard requires an entity to disclosermé&tion about the
nature and financial effects of the types of bussnactivities in which the Company engages
and the economic environment it operates followengnanagement approach to reporting
segment information.

The Company effectively early adopted this standsta@tting 2003 as the Company is
significantly in compliance with the required adiial disclosures of this standard.

PAS 1 (Revised 2007), Presentation of FinancialeBtants which will becomeeffective on
January 1, 2009, requires an entity to presernteatis of income and expense recognized in
the period in a single statement of comprehengigeme or in two Statements: a separate
statement of income and a statement of compreheitgtome. The statement of income shall
disclose income and expense recognized in profit lass in the same way as the current
version of PAS 1. The statement of comprehensiveme shall disclose profit or loss for the
period, plus each component of income and expessegnized outside of profit and loss
classified by nature (e.g., gains or losses onla@saifor-sale assets or translation differences
related to foreign operations). Changes in eqaitging from transactions with owners are
excluded from the statement of comprehensive inc@ree, dividends and capital increase).
An entity would also be required to include in #st of financial statements a statement
showing its financial position (or balance sheeéttha beginning of the previous period when
the entity retrospectively applies an accountinicg@r makes a retrospective restatement.

The Company effectively early adopted the amendnethis standard as the Company has
significantly complied with the revisions as preaised by this amended standard starting in its
2005 financial statements while changes in thenfired statement nomenclature were made in
2007.
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PAS 23, Borrowing Costsill become effective on January 1, 2009. Thexddad has been
revised to require capitalization of borrowing sosthen such costs relate to a qualifying
asset. A qualifying asset is an asset that nedlystkes a substantial period of time to get
ready for its intended use or sale.

Adoption of this new standard has no impact onfthancial statements as the Company’s
accounting policy is to capitalize all interesteditly related to qualifying assets.

Philippine Interpretation IFRIC 8, Scope of PFRSh&came effective for financial years
beginning on or after May 1, 2006. This interptieta requires PFRS 2Share-based

Payment,to be applied to any arrangements where equityruments are issued for
consideration which appears to be less than faieva

This interpretation was early adopted in 2006 ardid not have any impact on the financial
statements since the Company has no share-bagsddtians.

Philippine Interpretation IFRIC 9, Re-assessmenEwiedded Derivativebecame effective
for financial years beginning on or after June Q& This interpretation establishes that the
date to assess the existence of an embedded deriimthe date an entity first becomes a
party to the contract, with re-assessment onlyhdre is a change to the contract that
significantly modifies the cash flows.

This interpretation was early adopted in 2006 andndt have any impact on the financial
statements of the Company as there were no chamgies terms of the Company’s contracts.

Philippine Interpretation IFRIC 10, Interim Finaradi Reporting and Impairmentwhich
became effective for financial years beginning oafeer November 1, 2006, provides that the
frequency of financial reporting does affect theoant of impairment charge to be recognized
in the annual financial reporting with respect tmdwill and AFS investments.

This interpretation was early adopted in 2006 ardid not have any impact on the financial
statements of the Company because no impairmesgdogere required to be recognized in an
interim period that was reversed at or subsequettiet statement of financial position date.

The following new and revised standards and ineggtions have been approved but are not yet
effective:

Philippine Interpretation IFRIC 11, PFRS 2 - Compand Treasury Share Transactionsl
become effective on January 1, 2008. This intéatian requires arrangements whereby an
employee is granted rights to an entity’s equisstrimments to be accounted for as an equity-
settled scheme by the entity even if (a) the emlityoses or is required to buy those equity
instruments (e.g., treasury shares) from anothdy,par (b) the shareholder(s) of the entity
provide the equity instruments needed.

This interpretation will have no significant impamh the Company since it does not have
share-based transactions either to employeesrdrgaities.
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Philippine Interpretation IFRIC 12, Service CondessArrangementwill become effective
on January 1, 2008. This interpretation coverdractual arrangements arising from public-
to-private service concessions arrangements ifrabat the assets remain in public hands but
the private sector operator is responsible for tanton activities as well as for operating and
maintaining the public sector infrastructure.

This interpretation will have no impact on the fical statements of the Company as this is
not relevant to the Company’s operations.

Philippine Interpretation IFRIC 13Customer Loyalty Programsyill become effective on
January 1, 2008. This interpretation requiresaust loyalty award credits to be accounted
for as a separate component of the sales transadtiovhich they are granted and therefore
part of the fair value of the consideration recdive allocated to the award credits and
deferred over the period that the award creditguafiled.

The Company is still in the process of assessimgimtpact of this interpretation on the
financial statements.

Philippine Interpretation IFRIC 14, PAS 19, Limibh a Defined Benefit Asset, Minimum
Funding Requirements and their Interactiawll become effective on January 1, 2008. This
interpretation provides guidance on how to assesdimit on the amounts of surplus in a
defined benefit scheme that can be recognized assat under PAS 18mployee Benefits

It also explains how pension asset or liability nieey affected when there is a statutory or
contractual minimum funding requirement.

The Company is currently assessing the impact «f ihterpretation on the financial
statements of the Company.

Basis of Consolidation

The consolidated financial statements comprisefittencial statements of the Parent Company
and its subsidiaries as of December 31 of each y€he financial statements of the subsidiaries
are prepared for the same reporting year as thenP&ompany, using consistent accounting
policies.

All significant intra-group balances, transactiongsome and expenses and profits and losses
resulting from intra-group transactions are elintgdain full in the consolidation.

Subsidiaries are fully consolidated from the dateaich control is transferred to the Company
or Parent Company. Control is achieved where tbeniany has the power to govern the
financial and operating policies of an entity so tas obtain benefits from its activities.
Consolidation of subsidiaries ceases when consrdtansferred out of the Company or Parent
Company.

The results of subsidiaries acquired or disposethguhe year are included in the consolidated
statement of income from the date of acquisitionmto the date of disposal, as appropriate.



Minority Interests

Minority interests represent the portion of prodit loss and the net assets not held by the
Company and are presented separately in the cdassdi statements of income, comprehensive
income, changes in equity and within equity in temsolidated statement of financial position,

separately from parent shareholders’ equity. Asitjons of minority interests are accounted for

using the entity concept method, where the diffeeehetween the consideration and the book
value of the share of the net assets acquired@grezed as an equity transaction.

The consolidated subsidiaries include:

Percentage Country of
Subsidiaries of Ownership  Incorporation
Overseas Ventures Insurance Corporation (Ovincor) 100.00 Bermuda
Petrogen Insurance Corporation (Petrogen) 100.00 ilippihes
Petron Freeport Corporation (PFC) 100.00 Philippine
Petron Marketing Corporation (PMC) 100.00 Philipgsn
New Ventures Realty Corporation (NVRC)
and Subsidiary 79.95 Philippines

In the past, Petron, being partly foreign-ownedswat allowed by the Retail Trade Law to
engage in direct retailing. Upon enactment of Regail Trade Liberalization Act (RTLA) in
2000, the Philippine Board of Investments (BOI) rmwed Petron’s application to establish a
retail enterprise, paving the way for the estalptisht of a direct-retailing subsidiary, PMC, on
January 27, 2004. PMC operates COCO service ggatiorhe COCO service stations play a
major part in launching market initiatives to sgren the “Petron” brand and give the Company
the opportunity to quickly introduce innovationsybad the present services that are available in
its service stations.

The primary purpose of PFC and PMC is to, amongrsttsell on wholesale or retail and operate
service stations, retail outlets, restaurants, enignce stores and the like.

NVRC'’s primary purpose is to acquire real estatd derive income from its sale or lease.
Petrogen and Ovincor are both engaged in the basifenon-life insurance and re-insurance.

Financial Assets and Liabilities

Financial assets and liabilities are recognizetiaily at fair value. Transaction costs are inedd
in the initial measurement of all financial assatsl liabilities, except for financial instruments
measured at FVPL.

The fair value of investments that are activelgléa in organized financial markets is determined
by reference to quoted market bid prices at theeclof business on the statement of financial
position date. For investments where there is gtivea market, fair value is determined using
valuation techniques. Such techniques includegusatent arm’s-length market transactions;
reference to the current market value of anothetrument, which is substantially the same;
discounted cash flow analysis and option pricingleis.
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The Company recognizes a financial asset or lighiti the consolidated statement of financial
position when it becomes a party to the contragiuavisions of the instrument and de-recognizes
a financial asset when it no longer controls thataztual rights that comprise the financial
instrument, which is normally the case when thdrimsent is sold, or all of the cash flows
attributable to the instrument are passed to aepeddent third party. A financial liability (or a
part of a financial liability) is de-recognized whhe obligation is extinguished. In the case of a
regular way purchase or sale of financial assetygnition and de-recognition, as applicable, is
done using settlement date accounting.

Financial instruments are classified as liabilitieequity in accordance with the substance of the
contractual arrangement. Interest, dividends,ggaimd losses relating to a financial instrument or
a component that is a financial liability, are repd as expense or income. Distributions to the
holders of financial instruments classified as Bgaire charged directly to equity, net of any
related income tax benefits.

Financial assets and liabilities are further ckessiinto the following categories: financial asset

or liabilities at FVPL, loans and receivables, h@danaturity (HTM) investments and AFS

investments. Financial liabilities that do not lifyaas and are not designated at FVPL are
subsequently measured at amortized cost using fteetige interest method. The Company
determines the classification at initial recogmtiand, where allowed and appropriate, re-
evaluates this designation at every reporting date.

Financial Assets or Liabilities at FVPL.Financial assets or liabilities are classifiedtims
category if acquired principally for the purposesefling or repurchasing in the near term or upon
initial recognition, it is designated by the managat as FVPL. Financial assets or liabilities at
FVPL are designated by management on initial reitegrnwhen the following criteria are met:

The designation eliminates or significantly redu¢ks inconsistent treatment that would
otherwise arise from measuring the assets or iligsilor recognizing gains or losses on them
on a different basis;

The assets and liabilities are part of a groupimdrfcial assets, financial liabilities or both
which are managed and their performance evaluatedfair value basis, in accordance with a
documented risk management or investment strategy;

The financial instrument contains an embedded dewe, unless the embedded derivative
does not significantly modify the cash flows oiigtclear, with little or no analysis, that it
would not be separately recorded.

Derivatives are also categorized as held at FVBicegt those derivatives designated and
considered as effective hedging instruments.

Financial assets and liabilities at FVPL are reedrth the consolidated statement of financial
position at fair value. Changes in fair value aceounted for in the consolidated statement of
income. Interest earned or incurred is recordednBsest income or expense, respectively.
Dividend income is recorded as other income acogrtth the terms of the contract, or when the
right of the payment has been established.
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Classified as financial assets at FVPL are the Gmys investments in marketable equity
securities and proprietary membership shares (sgte H). The Company has no financial
liabilities at FVPL as of December 31, 2007, 2066 2005.

Loans and Receivables_oans and receivables are non-derivative findrasaets with fixed or
determinable payments and are not quoted in ameastarket. Such assets are carried at cost or
amortized cost, using the effective interest methodthe consolidated statement of financial
position. Interest on loans and receivables ituded in the “Interest income” account in the
consolidated statements of income. The lossem@risom impairment of such financial assets
are recognized under “Selling and Administrativep&xses” in the consolidated statement of
income.

Loans and receivables are included in current siséehaturity is within 12 months from the
statement of financial position date. Otherwikese are classified as noncurrent assets.

Classified as loans and receivables are the Congaiade and other receivables
(see Note 7).

HTM Investments. HTM investments are quoted non-derivative finaheissets with fixed or
determinable payments and fixed maturities for Wwhibe Company’s management has the
positive intention and ability to hold to maturityWhere the Company sell other than an
insignificant amount of HTM investments, the entedegory would be tainted and reclassified as
AFS investments. After initial measurement, thasestments are subsequently measured at
amortized cost using the effective interest methess any impairment in value. Amortized cost
is calculated by taking into account any discounp@mium on acquisition and fees that are an
integral part of the effective interest rate. Gaénd losses are recognized in the consolidated
statement of income when the HTM investments arsedegnized and impaired. The effects of
restatement on foreign currency-denominated HTMestwents are recognized in the
consolidated statement of income.

Assets under this category are classified as duasgets if maturity is within 12 months from the
statement of financial position date and as norcurassets if maturity date is more than a year.

The Company has no HTM investments as of Decembe2@®7, 2006 and 2005.

AFS InvestmentsAFS investments are those which are designatedcis® do not qualify to be
classified as financial assets at FVPL, HTM invesits or loans and receivables. They are
purchased and held indefinitely, and may be soletgponse to liquidity requirements or changes
in market conditions. They may include equity isiveents, money market papers and other debt
instruments.

After initial measurement, AFS investments are eghently measured at fair value. The
effective yield component of AFS debt securitieseell as the impact of restatement on foreign
currency-denominated AFS debt securities, is repom the consolidated statement of income.
The unrealized gains and losses arising from tievéduation of AFS investments, net of tax, are
excluded from reported earnings and are reporteénitOther reserves” account in the statement
of changes in equity, until the investment is desgmized or until the investment is determined to
be impaired at which time the cumulative gains @sses previously reported in equity are
included in the consolidated statement of income.
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Where the Company holds more than one investmethieisame security, these are deemed to be
disposed on a first-in, first-out basis. Interearned and dividends earned on holding AFS
investments are recognized in “Other income” actomrthe consolidated statement of income
when the right of the payment has been establisfida losses arising from impairment of such
investments are recognized as impairment losséheinonsolidated statement of income.

Classified as AFS investments are Petrogen’s ima&sts in government securities and Ovincor’s
Republic of the Philippines nine-year bonds (ROBads) (see Note 6).

Derivative Financial Instruments.The Company uses commodity price swaps to pratect
margin on petroleum products from potential pricdatility of international crude and product
prices. It also enters into short-term forwardrency contracts to hedge its currency exposure on
crude oil importations. In addition, the Comparags hidentified and bifurcated embedded foreign
currency derivatives from certain non-financial waats.

Derivative instruments are initially recognizedfair value on the date in which a derivative

transaction is entered into or bifurcated, and swdsequently re-measured at fair value.
Derivatives are carried as assets when the fairev positive and as liabilities when the fair

value is negative. The Company has opted notdimdate its derivative transactions under hedge
accounting. Consequently, gains and losses froamgds in fair value of these derivatives are
recognized immediately in the consolidated staté¢rokimcome.

The fair values of freestanding and bifurcated fmdvcurrency transactions are calculated by
reference to current forward exchange rates fotraots with similar maturity profiles. The fair
values of commodity swaps are determined basediotes obtained from counterparty banks.

Cash and Cash Equivalents

Cash includes cash on hand and in banks. Caslvadents are short-term, highly liquid

investments that are readily convertible to knowroants of cash with original maturities of three
months or less from dates of acquisition and abgestito an insignificant risk of change in value.

Interest-Bearing Loans and Borrowings
All loans and borrowings are initially recognizedthe fair value of the consideration received
less directly attributable transaction costs.

After initial recognition, interest-bearing loansdaborrowings are subsequently measured at
amortized cost using the effective interest methéanortized cost is calculated by taking into
account any related issue costs, discount or premiu

Impairment of Financial Assets
The Company assesses at each statement of fingosigion date whether a financial asset or a
group of financial assets is impaired.
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Loans and Receivableslf there is objective evidence that an impairmkrs#s on loans and
receivables carried at amortized cost has beenrgauthe amount of the loss is measured as the
difference between the asset’s carrying amountthedpresent value of estimated future cash
flows (excluding future credit losses that have hetn incurred) discounted at the financial
asset's original effective interest rate (i.e., thbHective interest rate computed at initial
recognition). The carrying amount of the asseediced either directly or through the use of an
allowance account. The amount of the loss is neized in the consolidated statement of income.

The Company first assesses whether objective estd®h impairment exists individually for
financial assets that are individually significaand individually or collectively for financial
assets that are not individually significant. tfi$ determined that no objective evidence of
impairment exists for an individually assessedrfiial asset, whether significant or not, the asset
is included in a group of financial assets withilamcredit risk characteristics and that group of
financial assets is collectively assessed for inmpant. Assets that are individually assessed for
impairment and for which an impairment loss is antinues to be recognized are not included in
a collective assessment of impairment.

If, in a subsequent period, the amount of the impeait loss decreases and the decrease can be
related objectively to an event occurring after thgairment was recognized, the previously
recognized impairment loss is reversed. Any sulisereversal of an impairment loss is
recognized in the consolidated statement of incaméhe extent that the carrying value of the
asset does not exceed its amortized cost at tleesad\date.

AFS InvestmentsIf an AFS asset is impaired, an amount comprisirggdifference between its
cost (net of any principal payment and amortizgtemd its current fair value, less any impairment
loss previously recognized in the consolidatedestant of income, is transferred from equity to
the consolidated statement of income. Reversatssipect of equity instruments classified as AFS
investments are not recognized in the consolidstagment of income. Reversals of impairment
losses on debt instruments are reversed througtcaheolidated statement of income; if the
increase in fair value of the instrument can beectbjely related to an event occurring after the
impairment loss was recognized in the consolidatattment of income.

De-recognition of Financial Assets and Liabilities

Financial Assets.A financial asset (or, where applicable a part dinancial asset or part of a
group of similar financial assets) is de-recogniaégn:

The rights to receive cash flows from the asset lepired;

The Company retains the right to receive cash flinemn the asset, but has assumed an
obligation to pay them in full without material dglto a third party under a “pass-through”
arrangement; or,

The Company has transferred its rights to receash ¢dlows from the asset and either (a) has
transferred substantially all the risks and rewarfithe assets, or (b) has neither transferred
nor retained substantially all the risks and rewasfithe assets, but has transferred control of
the assets.
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Where the Company has transferred its rights teiveccash flows from an asset or has entered
into a pass-through arrangement, and has neitresfarred nor retained substantially all the risks
and rewards of the asset nor transferred contriieofsset, the asset is recognized to the extent o
the Company’s continuing involvement in the asgetntinuing involvement that takes the form
of a guarantee over the transferred asset is neghsuirthe lower of original carrying amount of
the asset and the maximum amount of consideraiairthe Company could be required to repay.

Financial Liabilities. A financial liability is de-recognized when the igfation under the liability

is discharged, cancelled or has expired. Whereasting financial liability is replaced by
another from the same lender on substantially iiffeterms, or the terms of an existing liability
are substantially modified, such an exchange orification is treated as a de-recognition of the
original liability and the recognition of a newliéity, and the difference in the respective cangyi
amounts is recognized in the consolidated statenféntome.

Offsetting Financial Instruments

Financial assets and liabilities are offset andnistieamount reported in the consolidated statement
of financial position if, and only if, there is aircently enforceable legal right to offset the
recognized amounts and there is an intention titeseh a net basis, or to realize the asset and
settle the liability simultaneously.

Inventories

Inventories are carried at the lower of cost artdeaizable value. For petroleum products, crude
oil, and tires, batteries and accessories (TBA) nit realizable value is the estimated sellingepri
in the ordinary course of business, less the esithaosts of completion and/or marketing and
distribution. For materials and supplies, netizadle value is the current replacement cost.

For financial reporting purposes, Petron uses itts¢-if, first-out method in costing petroleum
products (except lubes and greases, waxes andnss)lverude oil, and other products. Cost is
determined using the moving-average method in gdtibes and greases, waxes and solvents,
TBA, materials and supplies inventories. For ineomax reporting purposes, cost of all
inventories is determined using the moving-averagéod.

For financial reporting purposes, duties and tasetated to the acquisition of inventories are
capitalized as part of inventory cost. For incdarereporting purposes, such duties and taxes are
treated as deductible expenses in the year thesgeshare incurred.

Interest in a Joint Venture

The Company’s 33.33% joint venture interest in Raat Depot Services Inc. (PDSI), included
under “Other noncurrent assets” account in the aafeted statement of financial position,
incorporated on September 29, 2004 under the lawthe Republic of the Philippines, is
accounted for under equity method of accountindre Tterest in joint venture is carried in the
consolidated statement of financial position attcpfis post-acquisition changes in the
Company’s share of net assets of the joint ventlges any impairment in value. The
consolidated statement of income reflects the Caryipashare in the results of operations of the
joint venture (see Note 21).
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Results of operations as well as financial positiatances of PDSI were less than 1% of the
consolidated values and as such were no longeraepadisclosed.

Property, Plant and Equipment

Property, plant and equipment, except land, artecstat cost less accumulated depreciation,
amortization and any impairment in value. Land edrby NVRC is stated at cost less any
impairment in value.

The initial cost of property, plant and equipmeainprises its purchase price, including import
duties and taxes, and any directly attributabletscag bringing the assets to their working
condition and location for their intended use. tCalso includes any related asset retirement
obligation and interest incurred during the corwdtam period on funds borrowed to finance the
construction of the projects. Expenditures inadiraéer the property, plant and equipment have
been put into operation, such as repairs and nmant®, are normally charged to income in the
year the costs are incurtedIn situations where it can be clearly demonstrateat the
expenditures have resulted in an increase in thegweconomic benefits expected to be obtained
from the use of an item of property, plant and poqugnt beyond its originally assessed standard of
performance, the expenditures are capitalized disiaghl costs of property, plant and equipment.
When assets are retired or otherwise disposed haf, dost and the related accumulated
depreciation, amortization and impairment lossanf, are removed from the accounts and any
resulting gain or loss is credited or charged twent operations.

When each major inspection is performed, its cestecognized in the carrying amount of the
property, plant and equipment as a replacemeheifécognition criteria are satisfied.

For financial reporting purposes, duties and tarésted to the acquisition of property, plant and
equipment are capitalized. For income tax repgntinrposes, such duties and taxes are treated as
deductible expenses in the year these charges@reed.

For financial reporting purposes, depreciation anbrtization are computed using the straight-
line method over the estimated useful lives offthiewing assets:

Buildings and related facilities 20 - 2Pears

Refinery and plant equipment 10 - Years

Service stations and other equipment 4 YBars

Computers, office and motor equipment 2Y¥Y@ars

Leasehold improvements Mears or the term of the
lease,  whichever
shorter

The useful lives and depreciation and amortizati@thod are reviewed periodically to ensure that
the periods and method of depreciation and amdidizare consistent with the expected pattern
of economic benefits from the items of propertyrpland equipment. The residual value, if any,
is also reviewed and adjusted if appropriate, ah etatement of financial position date.

For income tax reporting purposes, depreciationandrtization are computed using the double-
declining balance method.
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Construction in-progress represents plant and ptieseunder construction and is stated at cost.
This includes cost of construction, plant and eougpt, interest and other direct costs.
Construction in-progress is not depreciated untthstime as the relevant assets are completed and
available for operational use.

An asset’s carrying amount is written down immegliato its recoverable amount if the asset’s
carrying amount is greater than its estimated re@e amount.

An item of property, plant and equipment is de-ggtped upon disposal or when no future
economic benefits are expected to arise from thetiraoed use of the asset. Any gain or loss
arising from de-recognition of the asset (calculass the difference between the net disposal
proceeds and carrying amount of the item) is inetlicth the statement of income in the year the
item is de-recognized.

Investment Properties

Investment properties, except land, are statedoat less accumulated depreciation and any
impairment in value. Cost includes transactionsod he carrying amount includes the cost of
replacing part of an existing investment propetttha time that cost is incurred if the recognition

criteria are met and excludes the costs of dayatos#rvicing of an investment property. Land is

carried at cost less any impairment in value.

Transfers are made to investment property when, arlg when, there is a change in use,
evidenced by the end of owner-occupation, commenoewf an operating lease to another party,
completion of construction or development or comoasnent of development with a view to sale.
These transfers are recorded using the carryinguatria use of the investment property at the
date of the change.

Investment properties are de-recognized when eitey have been disposed of or when the
investment property is permanently withdrawn frose tand no future economic benefit is
expected from its disposal. Any gains or losseghenretirement or disposal of an investment
property are recognized in the consolidated statéroé income in the year of retirement or
disposal.

For financial reporting purposes, depreciation ffice units is computed on a straight-line basis
over the estimated useful lives of the assets oy&fys. For income tax reporting purposes,
depreciation is computed using the double-declihialgnce method.

Intangible Assets

Franchise fees (included under “Other noncurresetas account in the statement of financial
position) are stated at cost less accumulated &@ation and any impairment in value. These are
being amortized on a straight-line basis over 3Qoyears upon commencement of commercial
operations.

Expenses incurred for research and developmenmtefnial projects and internally developed
patents and copyrights are charged to current dpesaand presented as part of “Others” under
“Selling and Administrative Expenses” account ia ttonsolidated statement of income.
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As of December 31, 2007, new products of the Compadude Sprint 4T Enduro, Sprint 4T
Rider, Sprint 4T Extra and Hydrotur SW 68 while gmot enhancements and research activities
are the New Petron XCS and the use of Coco MetbtidrECME) in the Company'’s diesel fuel.

The Company has existing and pending trademaristratjons for its products for a term of ten

(10) to twenty (20) years. It also has copyrightis some of its products like the 7-kg LPG

container, Gasulito with stylized letter “P” andaw2) flames, Powerburn 2T, and Petron New
Logo (22 styles) as of December 31, 2007. Copysigimdure during the lifetime of the creator
and for another 50 years after death.

Impairment of Non-Financial Assets

The carrying values of long-lived assets are reggfor impairment when events or changes in
circumstances indicate that the carrying values matybe recoverable. If any such indication
exists and where the carrying values exceed tlimagstd recoverable amounts, the assets or cash-
generating units are written down to their recoblraamounts. The recoverable amount of the
asset is the greater of net selling price or valueise. The net selling price is the amount
obtainable from the sale of an asset in an arnmigtletransaction. In assessing value in use, the
estimated future cash flows are discounted to hraisent value using a pre-tax discount rate that
reflects current market assessment of the timeevafumoney and the risks specific to the asset.
For an asset that does not generate largely indepértash inflows, the recoverable amount is
determined for the smallest cash-generating unithtich the asset belongs. Impairment losses are
recognized in the consolidated statement of income.

A previously recognized impairment loss is revergadly if there has been a change in the
estimates used to determine the recoverable anodamt asset, however, not to an amount higher
than the carrying amount that would have been detexd (net of any depreciation and
amortization) had no impairment loss been recoghiaethe asset in prior years. A reversal of an
impairment loss is credited to current operations.

Employee Benefits

The Company has a tax qualified and fully fundefingel benefit pension plan covering all
permanent, regular, full-time employees administdog trustee banks. The cost of providing
benefits under the defined benefit plans is deteedhiusing the projected unit credit actuarial
valuation method. Actuarial gains and losses acegnized in the statement of comprehensive
income in the period in which they arise. Any acial gains and losses and adjustments arising
from the limits on asset ceiling test that havenbeecognized directly in the statement of
comprehensive income, are taken directly to rethaanings.

The past service cost is recognized as an expanaestraight-line basis over the average period
until the benefits become vested. If the benefits already vested immediately following the
introduction of, or changes to, a pension plant pasvice cost is recognized immediately.
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The defined benefit liability is the aggregate lud present value of the defined benefit obligation
reduced by past service cost not yet recognizedtemdair value of plan assets out of which the
obligations are to be settled directly. If suclyregate is negative, the asset is measured at the
lower of such aggregate or the aggregate of cumalanrecognized net actuarial losses and past
service cost and the present value of any econbemefits available in the form of refunds from
the plan or reductions in the future contributiemshe plan.

The Company has a corporate performance incentiggrgam that aims to provide financial
incentives for the employees, contingent on thaeaeiment of the Company’s annual business
goals and objectives. The Company recognizes asment of its business goals through key
performance indicators (KPIs) which are used tduata performance of the organization. The
Company recognizes the related expense when the &Rl met, that is when the Company is
contractually obliged to pay the benefits.

The Company also provides other benefits to itsleyags as follows:

Savings Plan.The Company established a Savings Plan wheragibleliemployees may apply
for membership and have the option to contribute fiercent to fifteen percent of the monthly
base pay. The Company, in turn, contributes anuamequivalent to 50% of the employee-
member’s contribution. However, the Company’s 50%rs applies only to a maximum of 10%
of the employee-member’'s contribution. The SaviRfgn aims to supplement benefits upon
employees’ retirement and to encourage employeebeaesrto save a portion of their earnings.
The Company accounts for this benefit as a defowdribution pension plan and recognizes a
liability and an expense for this plan as the espsrfor its contribution fall due. The Company
has no legal or constructive obligations to paythier contributions after payment of the
equivalent employer-share. The accumulated sawihtgse employees plus the Company’s share,
including earnings, will be paid in the event of tamployee’s (a) retirement, (b) resignation after
completing at least five years of continuous sevic) death, or (d) involuntary separation not for
cause.

Land/Home Ownership Plan.The Company established the Land/Home Ownership, Rla
integral part of the Savings Plan, to extend a tome- financial assistance to Savings Plan
members in securing housing loans for residentigy@ses.

Borrowing Costs

Borrowing costs are generally expensed as incurfeat. financial reporting purposes, interest on

loans used to finance capital projects is capidlizas part of project costs (shown as

“Construction in-progress” under the “Property,Rland Equipment” account in the consolidated

statement of financial position) during construetyeriod. Capitalization of interest commences

when the activities to prepare the asset are igrpss and expenditures and interest are being
incurred. Interest costs are capitalized until assets are substantially ready for their intended
use. If the carrying amount of the asset exceesdeecoverable amount, an impairment loss is

recognized. For income tax reporting purposesh suierest is treated as deductible expense in
the year the interest is incurred.
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Cylinder Deposits
The LPG cylinders remain the property of the Comypaimd are loaned to dealers upon payment
by the latter of an equivalent 100% of the acqiaisitost of the cylinders.

The Company maintains the balance of cylinder dépa$ an amount equivalent to three days
worth of inventory of its biggest dealers, but maase lower than B200 at any given time, to take
care of possible returns by dealers.

At each financial position date, cylinder deposghpwn under “Other noncurrent liabilities”
account in the consolidated statement of finarisition, are reduced for estimated non-returns.
The reduction is credited directly to income.

Provisions

Provisions are recognized when the Company hassept obligation (legal or constructive) as a
result of a past event, it is probable that anlowtbf resources embodying economic benefits will
be required to settle the obligation and a religddémate can be made of the amount of the
obligation. If the effect of the time value of ngynis material, provisions are determined by
discounting the expected future cash flows at dicedjusted pre-tax rate that reflects current
market assessment of the time value of money ahdrevappropriate, the risks specific to the
liability. Where discounting is used, the increa@sehe provision due to the passage of time is
recognized as interest expense.

The Company recognizes provisions arising fromllega/or constructive obligations associated

with the cost of dismantling and removing an itehpiperty, plant and equipment and restoring

the site where it is located, the obligation forigbththe Company incurs either when the asset is
acquired or as a consequence of having used tké @ssng a particular year for purposes other
than to produce inventories during that year. Ags@irement obligation is presented under

“Other noncurrent liabilities” (see Note 15).

Revenue

Revenue is recognized to the extent that it is gt that the economic benefits will flow to the
Company and revenue can be reliably measured.fdlloiing specific criteria must also be met
before revenue is recognized:

Sale of goodsRevenue is recognized when the significant riskd r@wards of ownership of the
goods have passed to the buyer.

Interest income.Revenue is recognized on a time proportion basisréflects the effective yield
on the assets.

Rental income.Rental income arising from investment propertieadsounted for on a straight-
line basis over the lease terms.

Dividend income. Dividend income is recognized when the sharehsldiéght to receive the
payment is established.
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Expense
Cost and expenses are recognized in the staterhertome upon utilization of the service or at

the date they are incurred. Except for borrowiogtg attributable to qualifying assets, all interes
expense are reported on an accrual basis.

Operating Leases

The determination of whether an arrangement igootains a lease is based on the substance of
the arrangement at inception date of whether tifélent of the arrangement is dependent on
the use of a specific asset or assets and thegamamt conveys a right to use the asset. A re-
assessment is made after inception of the leagdfame of the following applies:

a. There is a change in contractual terms, other ghamewal or extension of the arrangement;

b. A renewal option is exercised or extension grantedess the term of the renewal or
extension was initially included in the lease term;

c. There is a change in the determination of whethiétlfnent is dependent on a specified asset;
or,

d. There is a substantial change to the asset.

Where a re-assessment is made, lease accountihg@hanence or cease from the date when the
change in circumstance gave rise to the re-assesdorescenarios a, ¢ or d and at the date of
renewal or extension period for scenario b.

For arrangements entered into prior to JanuaryO052the date of inception is deemed to be
January 1, 2005 in accordance with the transitioeguirement of Philippine Interpretation
IFRIC 4,Determining Whether an Arrangement Contains a Lease

Company as a Lessed.easeswvhere the lessor retains substantially all thesriskd benefits of
ownership of the assets are classified as operddéages. Operating lease payments are
recognized as expense in the consolidated statemfigntome on a straight-line basis over the
lease term.

Company as a LessolLeases where the Company retains substantialthalfisks and benefits

of ownership of the asset are classified as opgydeases. Initial direct costs incurred in
negotiating an operating lease are added to thgimgramount of the leased asset and recognized
over the lease terms on the same bases as rargaién Operating lease payments are recognized
as income in the consolidated statement of incoma straight-line basis over the lease term.

Foreign Currency-Denominated Transactions and Tatoss

Transactions in foreign currencies are recordedhgushe exchange rate at the date of the
transaction. Monetary assets and liabilities denated in foreign currencies are restated using
year-end exchange rates. Exchange gains or lesisdsg from foreign currency-denominated
transactions are credited or charged to curreniatipes.
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The functional currency of Ovincor, a foreign sulisiy, is the Philippine peso because the
Company assessed that the activities of its forsidisidiary are carried out as an extension of the
Parent Company.

Income Taxes

Current Tax. Current tax assets and liabilities for the curamd prior periods are measured at the
amount expected to be recovered from or paid tdakation authorities. The tax rates and tax
laws, used to compute the amount of tax, are ttiageare enacted or substantively enacted at the
statement of financial position date.

Deferred Tax. Deferred tax is provided in full, using the balarsigeet liability method, on
temporary differences arising between the tax ba$esssets and liabilities and their carrying
amounts for financial reporting purposes. Defetiad liabilities are recognized for all taxable
temporary differences except where the deferrediaayity arises from the initial recognition of
goodwill or of an asset or liability in a transactithat is not a business combination and, at the
time of the transaction, affects neither the actiagrprofit nor taxable profit.

Deferred tax assets are recognized to the extantttls probable that future taxable profit wit b
available against which the temporary differencasloe utilized.

The carrying amount of deferred tax assets is veadeat each statement of financial position date
and reduced to the extent that it is no longer @bibthat sufficient taxable profit will be availab

to allow all or part of the deferred tax assetaautilized. Unrecognized deferred tax assetseare r
assessed at each statement of financial positiatad are recognized to the extent that it has
become probable that future taxable profit wilballthe deferred tax asset to be recovered.

Tax expense relating to items recognized directhgquity is recognized in equity and not in the
consolidated statement of income.

Deferred tax is determined using tax rates (andaas) that have been enacted or substantially
enacted at the statement of financial position @deig are expected to apply when the related
deferred tax asset is realized or the deferredidhiity is settled.

Deferred tax assets and liabilities are offset ahby legally enforceable right exists to offset ta
assets against tax liabilities and the deferredgaelate to the same taxable entity and the same
taxation authority.

Sales Tax.Revenues, expenses and assets are recognizedtinetamhount of sales tax except:
Where the sales tax incurred on a purchase ofsassetervices is not recoverable from the
taxation authority, in which case the sales taret®gnized as part of the cost of acquisition of
the asset or as part of the expense item as aplaliand,

Receivables and payables that are stated withntloeiiat of sales tax included.
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The net amount of sales tax recoverable from, galple to, the taxation authority is included as
part of “Receivables” or “Accounts payable and aedr expenses” account in the consolidated
statement of financial position.

Capital
Capital stock is determined using the nominal valughares that have been issued.

Retained earnings, the appropriated portion of wingcnot available for distribution, include all
current and prior period results as disclosed éncbnsolidated statement of income.

Other reserves comprise gains and losses due tevhdiation of AFS investments, translation
adjustment in foreign subsidiary (Ovincor) and adal gains and losses in pension plan.

Earnings Per Share Attributable to the Equity Hodd# the Parent

Basic earnings per share is computed by dividingmemme by the weighted average number of
outstanding shares after giving retroactive effecany stock split and stock dividends declared
during the year.

The Company has no dilutive potential common shatgstanding that would require disclosure
of diluted earnings per share in the consolidatattsment of income.

Segments
The Company’s operating businesses are recognizddr@anaged separately according to the

nature of the products and services provided, eéith segment representing a strategic business
unit that offers different products and servesaddéht markets.

Financial information on business and geograplsegments are presented in Note 33.

Contingencies
Contingent liabilities are not recognized in thenswlidated financial statements. They are

disclosed unless the possibility of an outflow ekasurces embodying economic benefits is
remote. Contingent assets are not recognizedanctimsolidated financial statements but are
disclosed in the notes to consolidated financetieshents when an inflow of economic benefits is
probable.

Subsequent Events

Any post-year-end events that provide additiondbrimation about the Company’s financial
position at the statement of financial positioned@djusting event) is reflected in the consolidate
financial statements. Post-year-end events tleamatr adjusting events, if any, are disclosed when
material in the notes to consolidated financiatestents.
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3. Significant Accounting Judgments, Estimates and Assnptions

The preparation of the consolidated financial stetets in accordance with PFRS requires the
Company to make estimates and assumptions that #fie reported amounts of assets, liabilities,

income and expenses and disclosure of contingsetsaand contingent liabilities. Future events

may occur which will cause the assumptions usedriiving at the estimates to change. The

effects of any change in estimates are reflectetthenconsolidated financial statements as they
become reasonably determinable.

Judgments and estimates are continually evaluatddase based on historical experience and
other factors, including expectations of futurerggehat are believed to be reasonable under the
circumstances.

Judgments
In the process of applying the Company’s accounjiudicies, management has made the

following judgments, apart from those involving iesttions, which have the most significant
effect on the amounts recognized in the consolibftencial statements:

Operating Lease Commitments - Company as LessggkesThe Company has entered into

commercial property leases on its investment ptggaortfolio. The Company has determined

that it retains all the significant risks and redsnof ownership of the properties leased out on
operating leases while the significant risks andarels for properties leased from third parties are
retained by the lessors.

Total rent income amounted to B325, B345 andB22007, 2006 and 2005, respectively (see
Note 21); while rent expense amounted to B3981Band B306 in 2007, 2006 and 2005,
respectively (see Note 18).

Fair Value of Financial Instruments Where the fair values of financial assets aadilities
recorded in the consolidated statement of finarpaltion cannot be derived from active markets,
they are determined using a variety of valuatiarhméques that include the use of mathematical
models. The input to these models is taken frosenlable markets where possible, but where
this is not feasible, a degree of judgment is nexliin establishing fair values. The Company
uses judgments to select from variety of valuatinadels and make assumptions regarding
considerations of liquidity and model inputs suchcarrelation and volatility for longer dated
financial instruments.

The aggregate fair value of the financial asset&\#L and AFS investments amounted to
B861, B812 and B702 as of December 31, 2008, &2t 2005, respectively (see Notes 5 and 6).

Distinction between Property, Plant and Equipmentl dnvestment Property.The Company
determines whether a property qualifies as investnpeoperty. In making its judgment, the
Company considers whether the property generats fbaws largely independent of the other
assets held by an entity. Owner-occupied promegenerate cash flows that are attributable not
only to the property but also to other assets us#ue production or supply process.

Some properties comprise a portion that is helédm rental or for capital appreciation and
another portion that is held for use in the productand supply of goods and services or for
administrative purposes. If these portions casdid separately (or leased out separately under
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finance lease), the Company accounts for the puwtgeparately. If the portion cannot be sold
separately, the property is accounted for as inwest property only if an insignificant portion is

held for use in the production or supply of goodsservices or for administrative purposes.
Judgment is applied in determining whether angillservices are so significant that a property
does not qualify as investment property. The Cowipeonsiders each property separately in
making its judgment.

Estimations and Assumptions

The key assumptions concerning the future and dtégrsources of estimation uncertainty at the
statement of financial position date, that havigaificant risk of causing material adjustmentshe
carrying amounts of assets and liabilities withia hext financial year are discussed below.

Allowance for Impairment of Trade and Other Reckiga. Allowance for impairment is
maintained at a level considered adequate to pedeidpotentially uncollectible receivables. The
level of allowance is based on past collection eéepee and other factors that may affect
collectibility. An evaluation of receivables, desggl to identify potential changes to allowance, is
performed regularly throughout the year. Spediffcain coordination with the Marketing
Division, the Finance Division ascertains custometso are unable to meet their financial
obligations. In these cases, Management uses gadgthent based on the best available facts
and circumstances, included but not limited to, l[drgth of relationship with the customers and
their payment track record. The amount of impairtess differ for each year based on available
objective evidence for which the Company may caarsitiat it will not be able to collect some of
its accounts. Impaired accounts receivable ar@enrioff when identified to be worthless after
exhausting all collection efforts. An increaseaitowance for impairment of trade and other
receivables would increase the Company’s recoradithg and administrative expenses and
decrease current assets.

Impairment losses on trade and other receivablesuatad to B50 and B106 in 2007 and 2005,
respectively (see Note 18). Receivables writtehaafounted to B3 and B4 in 2007 and 2006,
respectively (see Note 7). There was no allowaecggired to be provided in 2006 based on
management’s evaluation. Receivables, net of allme for impairment loss, amounted to
B17,869, B15,629 and PR11,863 as of DecembelBDy, 2006 and 2005, respectively
(see Note 7).

Allowance for Inventory ObsolescenceThe allowance for inventory obsolescence consift

collective and specific valuation allowance. Alediive valuation allowance is established as a
certain percentage based on the age and movemstocks. In case there is write-off or disposal of
slow-moving items during the year, a reductionhi@ allowance for inventory obsolescence is made.
Review of allowance is done every quarter, whifevased set-up or booking is posted at the end of
the year based on evaluations or recommendatiotisegproponents. The amount and timing of
recorded expenses for any year would thereforerditised on the judgments or estimates made.

Reduction in the allowance for inventory obsoleseemmounted to B40 and B93 in 2007 and 2006,
respectively, while addition to the allowance fbsolescence account in 2005 amounted to P165 (see
Note 8). Inventories, net of allowance for obstéese, amounted to B30,271, B26,289 and B27,018
as of December 31, 2007, 2006 and 2005, respsc(aat Note 8).
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Useful Lives. The useful life of each of the Company’s item dbparty, plant and equipment and
investment properties is estimated based on thedoever which the asset is expected to be availabl
for use. Such estimation is based on a colle@sgessment of practices of similar businesses,
internal technical evaluation and experience wiithilar assets. The estimated useful life of each
asset is reviewed periodically and updated if etgtiems differ from previous estimates due to
physical wear and tear, technical or commerciablelssence and legal or other limits on the use of
the asset. It is possible, however, that futusellte of operations could be materially affected by
changes in the amounts and timing of recorded egzehrought about by changes in the factors
mentioned above. A reduction in the estimateduldéé of any item of property, plant and
equipment and investment properties would incréaserecorded cost of goods sold, selling and
administrative expenses, and decrease noncurisgtsas

There is no change in estimated useful lives op@my, plant and equipment and investment
properties during the year. Property, plant andipeaent and investment properties, net of
accumulated depreciation and amortization as oedeer 31, 2007, 2006 and 2005, amounted to
B34,330, B25,375 and B22,805, respectivelyNstes 9 and 10).

Determining Fair Value of Investment Properti@he fair value of investment property presented for
disclosure purposes is based on market valuegy benestimated amount for which the property can
be exchanged between a willing buyer and sellenimrm’s length transaction, or based on a most
recent sale transaction of a similar property withie same vicinity where the investment property i
located.

In the absence of current prices in an active ntatke valuations are prepared by considering the
aggregate estimated future cash flows expected tedeived from leasing out the property. A vyield
that reflects the specific risks inherent in the cesh flows is then applied to the net annual cash
flows to arrive at the property valuation.

Estimated fair values of investment property (effimits) amounted to B214, B202 and B250 in,2007
2006 and 2005, respectively (see Note 10). Manegetbelieves that the fair values of the land are
not lower than their carrying values as of Decenfie2007, 2006 and 2005.

Impairment of Property, Plant and Equipment andestment PropertiesThe Company assesses
impairment of non-financial assets whenever eventhanges in circumstances indicate that the
carrying amount of an asset may not be recoverablege factors that the Company considers
important which could trigger an impairment reviewlude the following:

Significant underperformance relative to expectéstohical or projected future operating
results;

Significant changes in the manner of use of theuiaed assets or the strategy for overall
business; and,

Significant negative industry or economic trends.

The Company recognizes an impairment loss whertheerarrying amount of an asset exceeds its
recoverable value. The recoverable amount is ctedpwsing the value in use approach.
Recoverable amounts are estimated for individuaktasor, if it is not possible, for the cash-
generating unit to which the asset belongs. Detdngy the recoverable value of assets requires
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the estimation of future cash flows expected t@éeerated from the continued use and ultimate

disposition of such assets. While it is believieat the assumptions used in the estimation of fair

values reflected in the consolidated financialestants are appropriate and reasonable, significant
changes in these assumptions may materially atfecassessment of recoverable values and any
resulting impairment loss could have a materiakasly impact on the results of operations.

No impairment loss was required to be recognize@d87, 2006 and 2005. The aggregate
carrying amount of property, plant and equipment snwestment properties, net of accumulated
depreciation and amortization amounted to B34,83%,375 and B22,805 as of December 31,
2007, 2006 and 2005, respectively (see Notes 94@nd

Deferred Tax AssetsSignificant judgment is required in determiningreat and deferred income tax
expense. There are many transactions and cadmdaior which the ultimate tax determination is
uncertain during the ordinary course of busineldse Company recognizes liabilities for anticipated
tax audit issues based on estimates of whethetiadditaxes will be due. Where the final tax
outcome of these matters is different from the am®that were initially recorded, such differences
will impact the current income tax and deferredeéagenses in the year in which such determination
is made. The Company reviews its deferred tat@ss@ach financial position date and reduces the
carrying amount to the extent that it is no longevbable that sufficient taxable profit will be
available to allow or part of the deferred tax agsée utilized.

As of December 31, 2007, 2006 and 2005, deferredassets amounted to B1,309, B824 and
R1,077, respectively, while deferred tax liakektiamounted to B2,577, B2,267 and B2,593,
respectively (see Note 22).

Pension Costs. The determination of the obligation and cost fongien and other retirement
benefits is dependent on the selection of certasuraptions used by actuary in calculating such
amounts. Those assumptions are described in Noém@ include, among others, discount rate and
rate of compensation increase. In accordance RAtB 19,Employee Benefitas amended, the
Company recognizes all actuarial gains and losséle consolidated statement of comprehensive
income, and therefore generally affects the recbrdeligation. While it is believed that the
Company’s assumptions are reasonable and appmmsighificant differences in actual experience
or significant changes in assumptions may matgriect the Company’s pension obligations.

Net pension plan assets amounted to B509, B4B#24/137 as of December 31, 2007, 2006 and
2005, respectively (see Notes 11 and 25). Repouteder the consolidated statement of

comprehensive income are cumulative actuarial gamounting to B126 and B356 as of

December 31, 2007 and 2005, respectively and cuivellactuarial loss amounting to B699 as of

December 31, 2006 (see also Note 25).

Asset Retirement Obligatiohe Company has an asset retirement obligatiomgrisom leased
service stations and depots. Determining asseemetnt obligation requires estimation of the
costs of dismantling, installations and restoriegsked properties to their original condition. The
Company determined the amount of asset retireméhigation, by obtaining estimates of
dismantling costs from the proponent responsibtetfe operation of the asset, discounted at the
Company’s current borrowing rates ranging from &6® 9.33% depending on the life of the
capitalized costs. While it is believed that tisswanptions used in the estimation of such costs are
reasonable, significant changes in these assungptiary materially affect the recorded expense or
obligation in future periods.
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The Company also has an asset retirement obligatising from its refinery. However, such
obligation is not expected to be settled for thedeeable future and therefore a reasonable estimat
of fair value cannot be determined. Thus, thetastieement obligation amounting to R461, B660
and B298 as of December 31, 2007, 2006 and 266pectively (see Note 15), covers only the
Company’s leased service stations and depots.

Contingencies The Company currently has various tax assessmeadtlegal claims. The Company
develops an estimate of the probable costs foraisessments and resolution of these claims in
consultation with in-house as well as outside legainsel handling the prosecution and defense of
these cases and is based upon an analysis ofigbtestits. The Company does not believe these
tax assessments and legal claims will have a rahigdiverse effect on its consolidated financial
position and results of operations.

No provision for probable losses arising from cogincies was required to be recognized in 2007,
2006 and 2005, respectively (see Note 34).

Cash and Cash Equivalents

2007 2006 2005

Cash on hand and in banks B6,247 B3,767 B3,445
Money market placements 3,485 7,968 495
R9,732 R11,735 B3,940

Cash in banks earn interest at the respective Hapksit rates. Money market placements are
made for varying periods of up to three months ddipg on the immediate cash requirements of
the Company, and earn interest at the respectiveeynmarket placement rates (see Note 21).

Financial Assets at FVPL

2007 2006 2005
Marketable equity securities R152 P131 P82
Proprietary membership shares 77 49 34

P229 R180 P116

Changes in fair value recognized in 2007, 2006 2665 amounted to R49, B63 and B14,
respectively (see Note 21).
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6. AFS Investments

This account consists of investments in governnsexurities of Petrogen and ROP9 Bonds of
Ovincor.

Petrogen’s AFS are deposited with the Insurancerfliesion in accordance with the provisions
of the Insurance Code, for the benefit and secwityts policyholders and creditors. These
investments bear fixed interest rates of 6.9% t8%lin 2007, 8.5% to 14.6% in 2006, and 4.5%
to 11.8% in 2005 (see Note 21).

Ovincor's ROP9 Bonds are at the Bank of Bermuda carded at fair value with fixed interest
rate of 8.375% from purchase date, July 2005, tturita date, March 2009.

Following is the breakdown of investments by coctntal maturity dates as of
December 31, 2007, 2006 and 2005:

2007 2006 2005
Due in one year or less R164 P103 P259
Due after one year through five years 468 529 327
R632 P632 P586

The movement of the AFS investments as of Dece®be?007, 2006 and 2005 are as follows:

2007 2006 2005
Balance at the beginning of year P632 R586 R330
Additions 138 302 322
Disposals (103) (260) (67)
Amortization of (premium) discount (28) 33 (1)
Fair value gains (loss) — net 11 (29) 8
Foreign currency losses (18) (10) (6)
Balance at the end of year P632 P632 P586
7. Receivables
2007 2006 2005
Trade B12,779 R11,489 R11,890
Government 4,440 3,847 -
Others 1,374 977 820
18,593 16,313 12,710
Less allowance for impairment loss 724 684 847
R17,869 R15,629 RP11,863

Trade receivables are noninterest-bearing andearerglly on a 45-day term.
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A reconciliation of the allowance for impairmenttae beginning and end of 2007 and 2006 is
shown below.

2007 2006
Balance at beginning of the year P684 R847
Additions (see Note 18) 50 -
Write off (3) (4)
Reversal (see Note 21) - (154)
Interest income on accretion (7 (5)
Balance at the end of year R724 P684

The Company believes that no allowance for impant® necessary in respect of these past due
but unimpaired receivables as determined by referea past default experience and there has
been no significant change in credit quality, ashsuhese amounts are still considered
recoverable. The aging profile of past due butmyaired receivables is as follows:

2007 2006
Past due but not impaired
< 30 days R312 R188
> 30 days < 60 days 1,065 173
> 61 days < 90 days 343 191
> 91 days 761 617
Total B2,481 P1,169
8. Inventories
2007 2006 2005
At cost:
Petroleum B12,358 B13,829 P14,658
Crude oil and others 17,332 11,905 11,947
At net realizable value -
TBA products, materials and
supplies 581 555 413
B30,271 B26,289 B27,018

Using the moving-average method, the cost of patiral crude oil and other products would have
increased by R1,183, B355 and B619 as of Dece3tthb@007, 2006 and 2005, respectively. Cost
of TBA products, material and supplies amounted R875, B858 and B822 as of

December 31, 2007, 2006 and 2005, respectively.
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A reconciliation of the allowance for inventory alsscence at the beginning and end of 2007,
2006 and 2005 is shown below.

2007 2006 2005
Balance at beginning of the year P341 R434 R269
Addition - - 165
Reversal (40) (93) -
Balance at the end of year P301 R341 R434

Reversal of allowance for inventory obsolescenagharged as part of Others under the “Cost of
Goods Sold” account (see Note 17). This is dught (@) revised formula in computing
allowance for obsolescence of lubricants, greasdsaaditives by extending the period of non-
movement for both finished products and additivésctv are necessary for a more accurate and
meaningful allowance for functional obsolescencednsideration of a number of factors such as
shelf life of finished products, raw material puasing restrictions, seasonality of product
requirement, minimum volume requirements and prbdpgrade or enhancement cycle; and, (b)
implementation of the Asset Policy based progransforehouse materials, a change in operating
strategy requiring availability of spares for @i equipments at any given time.

Inventories charged to cost of goods sold (inclgdilistribution costs) amounted to B191,613,
B194,263 and B173,768 in 2007, 2006 and 200Becksgely (see Note 17).

Property, Plant and Equipment

The gross carrying amounts and accumulated depreciand amortization at the beginning and
end of 2007, 2006 and 2005 are shown below.

Service Computers,

Buildings Refinery Stations Office and Land and
and Related and Plant and Other Motor Leasehold Construction
Facilities Equipment  Equipment  Equipment Improvements in-Progress Total
December 31, 2007
Cost P13,436 P18,138 P3,544 R2,125 B3,992 ,2BA5 P56,449
Accumulated
depreciation and (6,445) (10,300) (2,802) (1,640) (1,134) - (22,321)
amortization
Net carrying amount P6,991 P7,838 B742 P485 P2,858 RP15,214 3,1

December 31, 2006
Cost P13,041 P18,361 P3,390 R2,010 B3,874 5784, P45,246
Accumulated

depreciation

and amortization (5,829) (9,152) (2,552) (1,507) (1,053) - (20,093)
Net carrying amount B7,212 B9,209 P838 B503 882 B4,570 P25,153




- 28 -

Service Computers,
Buildings Refinery Stations Office and Land and
and Related and Plant and Other Motor Leasehold Construction
Facilities Equipment  Equipment  Equipment Improvements in-Progress Total
December 31, 2005
Cost P8,081 P22,105 P3,037 P1,796 B3,667 415 P40,228
Accumulated
depreciation and (2,496) (10,536) (2,330) (2,351) (945) - (17,658)
amortization
Net carrying amount B5,585 P11,569 B707 B445 2, 1R P1,542 B22,570
January 1, 2005
Cost R7,601 P18,423 P2,698 P1,656 B1,749 8856 PR37,815
Accumulated
depreciation and (2,091) (9,065) (2,158) (1,223) (832) - (15,369)
amortization
Net carrying amount B5,510 P9,358 P540 P433 17R9 P5,688 P22,446

A reconciliation of the carrying amounts at the ibegig and end of 2007, 2006 and 2005, of
property, plant and equipment is shown in the sedicg tables.

Service Computers,
Buildings Refinery Stations Office and Land and
and Related and Plant and Other Motor Leasehold Construction
Facilities Equipment  Equipment  Equipment Improvements in-Progress Total

Balance at Jan. 1, 2007,

net of accumulated

depreciation and

amortization B7,212 R9,209 P838 R503 R2,821 458 P25,153
Additions 139 - 4 5 - 11,329 11,477
Disposals 37) (279) 2) (23) (12) - (353)
Depreciation and

amortization charge

for the year

(see Note 20) (640) (1,336) (252) (182) (92) - (2,502)
Transfers 317 244 154 182 141 (685) 353
Balance at Dec31, 2007

net of accumulated

depreciation and

amortization 6,991 B7,838 B742 P485 P2,858 P15,214 31

Service Computers,
Buildings Refinery Stations  Office and Land and
and Related and Plant  and Other Motor Leasehold Construction
Facilities Equipment  Equipment Equipment Improvements in-Progress Total

Balance at Jan. 1, 2006,

net of accumulated

depreciation and

amortization B5,585 B11,569 R707 B445 B2,722 =1,542 R22,570
Additions — net of

disposals 47 - 18 10 15 4,962 5,052
Reclassification 1,339 (1,339) - - - - -
Depreciation and

amortization charge

for the year

(see Note 20) (599) (1,369) (214) (178) (109) - (2,469)
Transfers 840 348 327 226 193 (1,934) -
Balance at Dec31, 200€

net of accumulated

depreciation and

amortization B7,212 P9,209 P838 P503 R2,821 458 P25,153
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Service Computers,

Buildings Refinery Stations  Office and Land and
and Related and Plant  and Other Motor Leasehold Construction
Facilities Equipment Equipment Equipment Improvements in-Progress Total
Balance at Jan. 1, 2005,
net of accumulated
depreciation and
amortization B5,510 P9,358 P540 P433 R917 6385, P22,446
Additions — net of
disposals 195 - 16 8 1,861 368 2,448
Depreciation and
amortization charge
for the year
(see Note 20) (408) (1,476) a77) (146) (117) - (2,324)
Transfers 288 3,687 328 150 61 (4,514) -
Balance at De1, 2005
net of accumulated
depreciation and
amortization B5,585 B11,569 R707 B445 B2,722 =1,542 R22,570

Interest capitalized in 2007, 2006 and 2005 amalrnte B893, B52 and B46, respectively.
Capitalization rates used for general borrowingopeans were 5.37% in 2007, 6.843% in 2006
and 6.94% in 2005, while capitalization rates uf@dspecific borrowing peso loans were the
actual interest rates for the loan.

The Thermofor Catalytic Cracking Unit (TCCU) wascdmmissioned in July 2007 to pave the
way for the completion of the Petro Fluidized Cgtial Cracker (PetroFCC). Some of the
components of the TCCU were re-used and made ptre &etroFCC. The PetroFCC, which has
a conversion capacity of 19,000 barrels per dag,tha Propylene Recovery Unit (PRU), which
can produce 140,000 metric tons of propylene amyuate the Philippines’ first petrochemical

feedstock facilities. The units will be operatibwngthin the first quarter of 2008.

10.

Investment Properties

The gross carrying amounts and accumulated depimtiand amortization at the beginning and
end of 2007, 2006 and 2005 are as follows:

Land Office Units Total
At December 31, 2007
Cost R42 R263 B305
Accumulated depreciation - (103) (103)
Net carrying amount P42 P160 R202
At December 31, 2006
Cost R48 R263 R311
Accumulated depreciation - (89) (89)
Net carrying amount P48 R174 B222
At December 31, 2005
Cost B48 B263 B311
Accumulated depreciation - (76) (76)

Net carrying amount P48 R187 R235
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Land Office Units Total
At January 1, 2005
Cost R32 R263 R295
Accumulated depreciation — (65) (65)
Net carrying amount R32 P198 R230

A reconciliation of the carrying amounts at theibaing and end of 2007, 2006 and 2005 of
investment property is shown below.

Land Office Units Total

Net carrying amount, at January 1, 2007 B48 B174 R222
Additions 42 - 42
Disposals (48) - (48)
Depreciation for the year (see Note 20) - (14) (14)

Net carrying amount, at December 31, 2007 P42 P160 R202

Net carrying amount, at January 1, 2006 P48 R187 R235
Additions - - -
Depreciation for the year (see Note 20) — (13) (13)

Net carrying amount, at December 31, 2006 B48 R174 R222
Net carrying amount, at January 1, 2005 B32 B198 R230
Additions 16 - 16
Depreciation for the year (see Note 20) — (11) (11)

Net carrying amount, at December 31, 2005 B48 B187 B235

The Company’s investment properties consist ofceffiinits located in Petron MegaPlaza and
parcels of land in various locations intended fenvie stations. Estimated fair values for such
properties, based on recent sale of units withenlibilding and/or sale of units in comparative
Grade A buildings, amounted to B214, B202 arsDR2 2007, 2006 and 2005, respectively.

Rental income earned from the investment propegmsunted to B15, B16, and B20 in 2007,
2006 and 2005, respectively, which are recognizapbat of “Other Income and Charges” account
(see Note 21).

There are no other direct selling and administratixpenses (i.e., repairs and maintenance)
arising from investment properties that generaged income in 2007, 2006 and 2005.

11. Other Noncurrent Assets

2007 2006 2005
Net pension plan assets (see Note 25) B509 R434 R1,137
Others-net 230 188 124

P739 P622 P1,261
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Others include franchise fees amounting to B9am6B4 in 2007, 2006 and 2005, respectively,
net of amortization of franchise fees amounting2t88, B0.83 and B0.40 in 2007, 2006 and
2005, respectively. Amortization of franchise feencluded as part of “Others” under “Selling
and Administrative” account in the consolidatedestznt of income (see Note 18).

12. Short-term Loans

This account pertains to unsecured peso loansngstedrom local banks with interest ranging
from 4% to 7% (see Note 21), intended to fund tmpartation of crude oil and petroleum
products, capital expenditures and working capé@quirements.

13. Accounts Payable and Accrued Expenses

2007 2006 2005
Accounts payable P2,653 P1,298 R472
Accrued expenses 957 1,390 1,406
Specific taxes and other taxes payable 443 425 336
Others (see Note 31) 491 618 412
B4,544 P3,731 P2,626

Accounts payable are liabilities to haulers, cartbes and suppliers that are noninterest-bearing
and are normally settled on a 30-day term.

Accrued expenses are accrual of unpaid interestsatlithg and administrative expenses and are
normally settled within 12 months from the repagtuhate.

14. Long-term Debt

2007 2006 2005

Unsecured peso loa (net of debt issue ¢
amounting to B69 in 2007 and B70 in
2006) R10,231 P8,538 R1,673
Syndicated dollar bank loans (net of debt
issue costs amounting to B31, B58 and
R80 in 2007, 2006 and 2005,
respectively) 2,549 4,374 5,258
12,780 12,912 6,931
Less current portion (net of debt issue costs
amounting to B48, B41 and B21 in
2007, 2006 and 2005, respectively) 1,604 1,633 1,906
P11,176 R11,279 R5,025
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Movements of debt issue costs are as follows:

certain financial
ratios

certain

financial ratios

certain

financial ratios

2007 2006 2005
Beginning balance R128 R80 R100
Additions 17 74 —
Accretion for the year (see Note 21) (45) (26) (20)
Ending balance R100 P128 P80
The salient terms of the foregoing debts are sunzexdias follows:
BPI Capital Nordeutsche | Metrobank and
Landbank of Corporation Landesbank Citibank Club
the Philippines| and ING Bank Girozentrale Loan (MBTC
(Landbank) — N.V. — (NORD) — and CTB) — CTB —
Original Amount B2 billion B6.3 billion US$100 million B2 billion B2 billion
Payment Terms | 12 equal One time Six semi-annual | 13 quarterly 13 quarterly
quarterly payment in installments installments installments
installments August 2011 starting on the | starting April starting April
starting March 30th month from | 2009 up to 2004 up to
2009 up to June 2004 up to | January 2012 | April 2007
November 2011 June 2009
Interest (2007) 4.60%- 5.84% 8.88% 5.26% to 6.52P6.73% 5.18%
Security None None None None None
Major Covenants None Maintenance ¢Maintenance of | Maintenance of | Maintenance

of certain
financial ratios

Year Amount
2008 B1,651
2009 2,211
2010 1,282
2011 7,582
2012 154

P12

,880

As of December 31, 2007, the Company is in compeanith its loan covenants. Debt maturities
(gross of B100 debt issue costs) for the nextyfeszs are as follows:
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15. Other Noncurrent Liabilities

2007 2006 2005
Asset retirement obligation (ARO) R461 R660 R298
Cylinder deposits 243 206 244
Cash bonds (see Note 31) 173 141 119
Others 37 42 36
R914 R1,049 R697
Movements of ARO are as follows:
2007 2006 2005
Beginning balance B660 R298 R256
Additions 1 10 9
Effect of change in discount rate (236) 324 -
Accretion for the year (see Note 21) 36 37 33
Settlement — (9) -
Ending balance P461 P660 P298

The asset retirement obligation covers the Compamgased service stations and depots.

The

Company also has ARO arising from its refinery.clfsabligation is not expected to be settled for the
foreseeable future and therefore a reasonableastiofi fair value cannot be determined.

16. Equity

a. Capital Stock for all years presented is as foltows

Number of
Shares Amount
Authorized - B1.00 par value 10,000,000,000 B10,000
Issued and outstanding 9,375,104,497 B9,375

The issued and outstanding common shares haveaogesied for the fractional shares issued

in prior years.
b. Retained Earnings

i. Declaration of Cash Dividends

In 2007, 2006 and 2005, the Company declared a dastiend of R0.10 per share
amounting to B938 to all stockholders of recordbfiMay 28, 2007, June 2, 2006 and

May 12, 2005, respectively.
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ii. Appropriation for Capital Projects

Additional appropriation for future capital projecamounted to B4,151, B5,369 and
B4,746 in 2007, 2006 and 2005, respectively.

17. Cost of Goods Sold

2007 2006 2005
Inventories (see Notes 8, 23 and 26) B191,613 B194,263 B173,768
Depreciation and amortization
(see Note 20) 1,538 1,536 1,459
Employee costs (see Note 19) 463 406 411
Others - net (see Notes 8 and 26) 1,673 1,309 1,572

P195,287 P197,514 R177,210

Inventories include distribution costs amounting®536, B3,290 and B3,518 in 2007, 2006 and
2005, respectively.

18. Selling and Administrative Expenses

2007 2006 2005
Employee costs (see Note 19) P1,481 R1,199 R1,023
Purchased services and utilities 994 817 748
Depreciation and amortization
(see Note 20) 978 946 876
Maintenance and repairs 530 473 567
Advertising 495 222 398
Rent (see Notes 23 and 24) 395 381 306
Materials and office supplies 188 164 281
Taxes and licenses 120 104 102
Impairment loss on trade and other
receivables/receivables written-off
(see Note 7) 50 - 106
Expenses related to oil spill incident
in Guimaras (see Note 34f) 15 122 -
Others (see Note 11) 79 54 120
B5,325 B4,482 B4,527

Selling and administrative expenses include reseand development expenses amounting to
B11, B16 and B14 in 2007, 2006 and 2005, ragphct
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19. Employee Costs

Employee costs consist of:

2007 2006 2005
Salaries, wages and other employee costs
(see Note 23) R1,847 P1,558 R1,380
Pension costs — defined benefit plan
(see Note 25) 51 4 2
Pension costs — defined contribution plan 46 38 40
Other long-term employee benefits —
interest subsidy - 5 12
R1,944 R1,605 R1,434
The above amounts are distributed as follows:
2007 2006 2005
Cost of goods sold (see Note 17) P463 R406 B411
Selling and administrative expenses
(see Note 18) 1,481 1,199 1,023
R1,944 B1,605 RP1,434
20. Depreciation and Amortization
Depreciation and amortization are distributed devis:
2007 2006 2005
Cost of goods sold -
Property, plant and equipment
(see Notes 9 and 17) P1,538 P1,536 B1,459
Selling and administrative expenses
(see Note 18):
Property, plant and equipment
(see Note 9) 964 933 865
Investment properties (see Note 10) 14 13 11
978 946 876
R2,516 P2,482 R2,335
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21. Interest Expense, Interest Income and Others

2007 2006 2005
Interest expense:

Short-term loans (see Note 12) (R990) (R1,608) (B810)
Bank charges (436) (414) (365)
Long-term debt (see Note 14) (218) (594) (805)

Accretion on debt issue costs
(see Note 14) (45) (26) (20)
Accretion on ARO (see Note 15) (36) (37) (33)
Product borrowings a7 (31) (57)
Others (72) 26 (1)

(B1,814) (B2,684) (B2,091)

Interest income;

Money market placements R205 B192 P199
Trade receivables 69 92 42
AFS 46 58 50
Cash in banks 8 12 9
Product loaning 5 9 13
Others 11 8 4
R344 B371 R317

Other income (charges):

Foreign exchange gain - net P2,283 P388 R306
Commodity hedging (806) (13) -
Derivatives net of fair value gain

(see Note 31) (603) (279) (260)
Rent (see Notes 10 and 24) 325 345 280

Reversal of allowance for

impairment loss on receivables

(see Note 7) - 154 -
Changes in fair value of financial

assets at FVPL (see Notes 5 and

23) 49 63 14
Insurance claims 16 29 -
Gain on settlement of ARO - 13 -
Miscellaneous (352) (213) (176)

B912 p487 P164

Share in net income (loss) of PDSI amounting t0.4B), B0.35 and B0.48 in 2007, 2006 and
2005, respectively, is included in the Miscellare@ccount of the “Other income (charges)”

account.
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22.Income Taxes

The major components of tax expense as reportdtkinonsolidated statement of income are as
follows:

2007 2006 2005
Current income tax B3,165 B1,723 B2,057
Deferred income tax:
Relating to origination and reversal
of temporary differences (R170) R108 R102
Change in tax rate (40) 55 (68)
(210) 163 34
Income tax expense B2,955 B1,886 B2,091

A reconciliation of tax on the pretax income congulat the applicable statutory rates to tax
expense reported in the consolidated statementofrie is as follows:

2007 2006 2005

Income tax computed at statutory

income tax rates of 35% in 2007 and

2006 and 32.5% in 2005 B3,273 R2,766 B2,646
Additions (reductions) resulting from:

Income subject to income tax holic

(see Note 32) (163) (736) (440)
Changes in fair value of financial
assets at FVPL (see Note 21) an (22) (5)
Interest income subjected to lower
final tax and others (138) (122) (110)
P2,955 P1,886 P2,091

Income tax expense includes final withholding taximterest income. On October 18, 2005, the
Supreme Court (SC) has rendered its final decidieciaring the validity of Republic Act No.
9337 which included, among others, provisions fa):the increase in corporate income tax rate
from 32% to 35% effective November 1, 2005 andrlate reducing the rate to 30% effective
January 1, 2009; and, (b) the change in non-allawdé&duction for interest expense from 38% to
42% effective November 1, 2005 and 33% beginnimydey 1, 2009.

The significant components of deferred tax asseddiabilities are as follows:

Statements of Comprehensive
Statements of Financial Position Statements of Income Income
2007 2006 2005 2007 2006 2005 2007 2006 2005

Deferred tax assets:

Rental B164 B163 B205 Bl (B42) B128 B- B B
Inventory differential 414 124 217 290 (93) 22 - - -
ARO 97 81 90 16 9) 13
Various allowances, accruals

and others 634 456 565 178 (109) 36

Forward 1,309 824 1,077 485 (253) 199
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Statements of Comprehensive

Statements of Financial Position Statements of Income Income
2007 2006 2005 2007 2006 2005 2007 2006 2005
Carry forward 1,309 824 1,077 485 (253) 199 - - -

Deferred tax liabilities:
Excess of double-declining
over straight-line
method of depreciation ai

amortization 1,195 1,270 1,267 (75) 3 169 - -
Capitalized taxes and duties
inventories
deducted in advance 334 388 411 (54) (23) (20) - -
Unrealized foreign exchange
gain - net 320 112 97 208 15 97 - -
Capitalizednterest, duties ar
taxes
on property, plant and
equipment
deducted in advance and
others 571 358 419 211 (59) (28) - - -
Net pension plan asset 153 130 398 (15) (26) 15 38 (242) 133
Unrealized fair value gains on
AFS investments 4 9 1 - - - (5) 8 4
2,577 2,267 2,593 275 (90) 233 33 (234) 137
Deferred tax (income) expense P210 (R163) (B34) B33 (R234) B137

Net deferred tax liabilities (R1,268) (P1,443) (B1,516)

Net deferred tax assets of the subsidiaries naM&RC and Petrogen, without right of offset and
presented under “Other Noncurrent Asset” accountpumted to B0.6, B1 and B3 as of
December 31, 2007, 2006 and 2005, respectively.

The Company is subject to the minimum corporatenme tax (MCIT) which is computed at 2%
of gross income, as defined under the tax reguiatiaNo MCIT was reported in 2007, 2006 and
2005 as the RCIT was higher than MCIT in thesesiear

23. Related Party Transactions

The significant transactions with related partiesas follows:

2007
Balance at
Nature of Transaction End of

Name of Company Relationship Transaction Amount Year
Saudi Arabian Ultimate parent of AOC Crude oil purchases  B138,027 (B7,200)

Oil Company (Stockholder)

(Saudi Aramco)
Philippine National Oil  Stockholder Leases 126 (1)

Company (PNOC)
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2006
Nature of Transaction Balance at
Name of Company Relationship Transaction Amount End of Year
Saudi Aramco Ultimate parent of AOCCrude oil R145,099 (B36)
(Stockholder) purchases
PNOC Stockholder Leases 147 (33)
2005
Nature of Transaction Balance at
Name of Company Relationship Transaction Amount End of Year
Saudi Aramco Ultimate parent of AOCCrude oil B122,826 (B5,728)
(Stockholder) purchases
PNOC Stockholder Leases 145 -

Petron and Saudi Aramco have a term contract tohase and supply, respectively, 90% of
Petron’s monthly crude oil requirements over a Béryperiod at Saudi Aramco’s standard Far
East selling prices. Outstanding liabilities oft@e for such purchases are shown as part of
“Liabilities for Crude Oil and Petroleum Product gortation” account in the consolidated
statement of financial position.

Petron has long-term lease agreements with PNOICAugust 2018 covering certain lots where
the Company’s refinery and other facilities arealec. Lease charges on refinery facilities
escalate at 2% a year, subject to increase upappezisal (see Note 24).

Total compensation and benefits of key managemergopnel of the Company, amounting to
R297, B326 and R297 in 2007, 2006 and 2005ctsgply, consist of:

2007 2006 2005
Salaries and other short-term employee
benefits (see Note 19) P251 R277 R248
Pension costs defined contribution pla
paid (see Note 19) 7 7 6
Post-employment benefits - defined
benefit plan (see Note 19) 39 42 42
Other long-term employee benefits —
interest subsidy (see Note 19) - — 1
B297 R326 B297
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24. Operating Lease Commitments

Company as Lessee

The Company entered into commercial leases onicegutcels of land. These leases have an

average life of between one to sixteen years veitlewal options included in the contracts. There

are no restrictions placed upon the Company byriegténto these leases. The lease agreements
include upward escalation adjustment of the anrerahl rates.

Future minimum rental payable under the non-caabkdl operating lease agreements as of
December 31 follows:

2007 2006 2005

Within one year B450 R384 R377
After one year but not more than five

years 2,095 1,728 1,518

After five years 2,241 1,558 2,620

RP4,786 R3,670 R4,515

Company as Lessor

The Company has entered into lease agreements imvdtstment property portfolio, consisting of
surplus office spaces and parcels of land. Thecameellable leases have remaining terms of
between three to fourteen years. All leases ircladclause to enable upward escalation
adjustment of the annual rental rates.

Future minimum rental receivable under the non-ekide operating lease agreements as of
December 31 follows:

2007 2006 2005

Within one year R256 R177 P168
After one year but not more than five

years 318 202 175

After five years 114 123 141

P688 P502 R484

25.

Pension Plan

The succeeding tables summarize the componentsebfpension costs recognized in the
consolidated statements of income and the fundddssaind amounts of pension plan recognized
in the consolidated statements of comprehensivaiec
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Net Pension Costs — defined benefit plan (see Note

2007 2006 2005
Current service cost R198 R122 R101
Interest cost on benefit obligation 274 256 239
Expected return on plan assets (421) (374) (338)
Net pension costs P51 B4 B2
Actual return on plan assets P330 R687 R437

Actuarial Gain (Loss) Recognized Directly in Equity

2007 2006 2005
Actuarial gain (loss) for the year due
to present value of obligation P218 (P1,282) (P363)
Actuarial gain(loss) for the year (92) 313 99
Actuarial gain due to limit
on recognized plan assets — 270 620
Net actuarial gain (loss) recognized P126 (R699) R356
Net Pension Asset
2007 2006 2005
Fair value of plan assets B4,360 B4,217 B3,737
Defined benefit obligation 3,851 3,783 2,330
Pension asset 509 434 1,407
Less unrecognized assets due to limit - — 270
Net pension asset recognized
(see Note 11) B509 P434 P1,137

Changes in the present value of the defined beoiglijation are as follows:

2007 2006 2005
Opening defined benefit obligation P3,783 P2,330 P1,709
Interest cost 274 256 239
Current service cost 198 122 101
Benefits paid (186) (207) (82)
Actuarial losses (gain) on obligation (218) 1,282 363

Closing defined benefit obligation P3,851 R3,783 R2,330
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Changes in the fair value of plan assets are ksifel

2007 2006 2005
Opening fair value of plan assets R4,217 R3,737 R3,382
Expected return 421 374 338
Benefits paid (186) (207) (82)
Actuarial gains (loss) on plan assets (92) 313 99
Closing fair value of plan assets BP4,360 R4,217 R3,737

The Company does not expect to contribute to itimeeé benefit pension plan until 2010.

The major categories of plan assets as a perceofathe fair value of total plan assets are as
follows:

2007 2006 2005

Cash 5% 1% 5%
Government securities 47% 57% 71%
Stocks 34% 31% 15%
Real estate 6% 7% 8%
Others 8% 4% 1%
100% 100% 100%

The overall expected rate of return on assetstermined based on the market prices prevailing
on that date, applicable to the period over whitghdbligation is to be settled.

As of December 31, 2007, 2006 and 2005, the prahcgssumptions used in determining
obligations for the Company’s defined benefit penglan are shown below.

2007 2006 2005
Discount rate 8% 11% 14%
Expected rate of return on plan assets 9% 10% 10%
Future salary increases 8% 9% 9%

Amounts for the current and previous four period@sas follows:

2007 2006 2005 2004 2003
Defined benefit obligation B3,851 B3,783 B2,330 B1,709 B1,821
Fair value of plan assets 4,360 4,217 3,737 3,382 3,047
Surplus B509 P434 B1,407 B1,673 B1,226

Experience adjustments on present value of obtigaéimounted to B368, B151, and (BR99) in
2007, 2006 and 2005, respectively.
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26. Significant Agreements

Processing License AgreemeRtetron has an agreement with Pennzoil-Quaker Biienational
Corporation (Pennzoil) for the exclusive right toamafacture, sell, and distribute in the
Philippines certain Pennzoil products until Decen8ie 2008. The agreement also includes the
license to use certain Pennzoil trademarks in enghdor the payment of royalty fee based on net
sales value.

Royalty expense amounting to B0.8, B0.9 and Rih @007, 2006 and 2005, respectively, are
included as part of “Others” under the “Cost of d®@sold” account in the consolidated statements
of income (see Note 17).

Fuel Supply Contract with National Power CorporatigNPC). The Company entered into
various fuel supply contracts with NPC. Under #ggeement, the Company supplies the bunker
fuel and diesel fuel oil requirements to select&CNplants and NPC-supplied Independent Power
Producers (IPP) plants.

Sales from the fuel supply contract transactionsuarted to B12,583, B10,727 and B10,211 in
2007, 2006 and 2005, respectively.

In the bidding for the Supply & Delivery of Oil-Bed Fuel to NPC, IPPs and Small Power
Utilities Group (SPUG) Plants/Barges for the perdathuary to December 2008 that was held on
December 19, 2007, Petron won a total of 100,4&¥liters (KL) of diesel fuel and 502,335 KL
of bunker fuel worth B3,484 and R12,570, respelgti

27.

Earnings Per Share

Basic and diluted earnings per share amounts anputed as follows:

2007 2006 2005
Net income (after taxattributable to equi
holders of the parent B6,377 B6,011 B6,044
Weighted average number of shares
(see Note 16) 9,375,104,497 9,375,104,497 9,375,104,497
Basic and diluted earnings per share P0.68 RP0.64 R0.64

The Company has no dilutive potential common shardstanding as of December 31, 2007,
2006 and 2005.
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28. Supplemental Disclosure of Cash Flow Information

Changes in operating assets and liabilities:

2007 2006 2005
Decrease (increase) in assets:
Trade receivables (R1,350) B735 (R2,084)
Inventories (3,943) 822 (4,769)
Other current assets (3,695) (5,842) (2,796)
Increase (decrease) in liabilities:
Liabilities for crude oil and
petroleum product importation 5,530 (289) 1,814
Accounts payable and accrued
expenses 744 (892) 158
(2,714) (5,466) (6,677)

Addition (reversal) of allowance for
impairment of receivables, inventory
obsolescence and others 77 (169) 351
(B2,637) (B5,635) (B6,326)

29. Capital Management Objectives, Policies and Procedes

The Company’s capital management policies and prograim to provide an optimal capital
structure that would ensure the Company’s abilitycontinue as a going concern, while at the
same time provide adequate returns to the shamtsoldAs such, it considers the best trade-off
between risks associated with debt financing arel réatively higher costs of equity funds.
Likewise, compliance with the debt to equity rat@venant of bank loans has to be ensured.

An enterprise resource planning system is usednecést and monitor the Company’s overall
financial position. The Company regularly updaies near-term and long-term financial
projections to consider the latest available madatt in order to preserve the desired capital
structure. The Company may adjust the amount wtleinds paid to shareholders, issue new
shares as well as increase or decrease assets latulities, depending on the prevailing internal
and external business conditions.

The Company monitors capital via the carrying antaeinequity as stated on the face of the
statement of financial position. The Company’sitgfor the covered reporting periods is
summarized in the table below.

2007 2006 2005
Total assets B104,474 B87,516 P68,886
Total liabilities 66,686 55,263 41,271
Total equity 37,788 32,253 27,615
Debt to equity ratio 1.8:1 1.7:1 151

This ratio is compliant with the existing covenéartbank loans.
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30. Financial Risk Management Objectives and Policies

The Company’s principal financial instruments irdgdubank loans, cash and cash equivalents and
derivative instruments. The main purpose of bar@ns is to finance working capital relating to
the importation of crude and petroleum productswal as to partly fund capital expenditures.
The Company has other financial assets and liggsilisuch as trade receivables and trade
payables, which are generated directly from itgafpens.

It is the Company’s policy not to enter into detiva transactions for speculative purposes. The
Company uses hedging instruments to protect itggimawn its products from potential price
volatility of crude oil and products. It also ergento short-term forward currency contracts to
hedge its currency exposure on crude oil impontatio

The main risks arising from the Company’s finandigtruments are foreign exchange risk,
interest rate risk, credit risk, liquidity risk, @dieommaodity price risk. The BOD regularly reviews
and approves the policies for managing these finhmisks. Details of each of these risks are
discussed below, together with the related riskagament structure.

Risk Management Structure
The Company follows an enterprise-wide risk manag@nfiramework for identifying, assessing
and addressing the risk factors that affect or aféact its businesses.

The Company’s risk management process is a botfapproach, with each risk owner mandated
to conduct regular assessment of its risk profile @rmulate action plans for managing identified

risks. As the Company’s operation is an integratdde chain, risks emanate from every process,
while some could cut across groups. The resulthede activities flow up to the Management

Committee and, eventually, the BOD through the Camyfs annual business planning process.

Oversight and technical assistance is likewise igeml/ by corporate units and committees with
special duties. These groups and their functioas a

a. The Investment and Risk Management Committee, wisicomposed of the Chairman of the
Board, President, and Vice Presidents of the Compaeviews the adequacy of risk
management policies.

b. The Financial Analysis Planning and Risk Manageni@martment, which is mandated with
the overall coordination and development of thegntse-wide risk management process.

c. A cross-functional Commodity Risk Management Cornteeit which oversees crude oil and
petroleum product hedging transactions.

d. The Financial Risk Management Unit of Treasurerpdd&nent, which is in charge of foreign
exchange hedging transactions.

e. The Transaction Management Unit of Controllers Depeant, which provides backroom
support for all hedging transactions.
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f. The Corporate Health, Safety and Environment Depamt, which oversees compliance with
the domestic and international standards set feksrirelated to health, safety, and
environment.

g. The Internal Audit Department, which has been tdsk&h the implementation of a risk-
based auditing.

The BOD also created separate board-level entitids explicit authority and responsibility in
managing and monitoring risks, as follows:

a. The Audit Committee, which ensures the integrityndérnal control activities throughout the
Company. It develops, oversees, checks and pmeagp financial management functions
and systems in the areas of credit, market, litidiperational, legal and other risks of the
Company, and crisis management. The Internal ADdjpartment and the External Auditor
directly report to the Audit Committee regardinge tidirection and effort, scope and
coordination of audit and any related activities.

b. The Compliance Officer, who is a senior officertbé Company that reports to the BOD
through the Audit Committee. He monitors compliamdgth the provisions and requirements
of the Corporate Governance Manual, determinespasgible violations and recommends
corresponding penalties, subject to review and@agbrof the BOD. The Compliance Officer
identifies and monitors compliance risk. Lastlie tCompliance Officer represents the
Company before the Securities and Exchange Conunisstgarding matters involving
compliance with the Code of Corporate Governance.

Foreign Exchange Risk

The Company’s functional currency is the Philipppeso, which is the denomination of the bulk
of the Company’s revenues. The Company's exposirdereign exchange risk arise mainly
from US dollar-denominated sales as well as pueshasincipally of crude oil and petroleum
products. As a result of this, the Company manstai level of US dollar-denominated assets and
liabilities during the period. Foreign exchangskroccurs due to differences in the levels of US
dollar-denominated assets and liabilities.

The Company pursues a policy of hedging foreigrharge risk by purchasing currency forwards
or by substituting US dollar-denominated liabilitivith peso-based debt. The natural hedge
provided by US dollar-denominated assets is alstofad in hedging decisions. As a matter of
policy, currency hedging is limited to the exteht60% of the underlying exposure.
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The Company is allowed to engage in active riskagament strategies for a portion of its foreign
exchange risk exposure. Loss limits are in plawenitored daily and reviewed regularly by
management. The following is the summation of @menpany’s foreign currency-denominated
financial assets and liabilities as of years eddedember 31, 2007 and December 31, 2006:

2007 2006

In USD ($) In USD ($)

Financial assets 179 201
Financial liabilities (344) (245)
Net foreign exposure (165) (44)

The exchange rates used to restate the US dolandeated financial assets and liabilities stated
above are B41.28 and B49.03 as of December 8T,&@ 2006, respectively.

The succeeding table shows the effect of the ptagenchanges in the Philippine peso to US
dollar exchange rate on the Company’s net incorbese percentages have been determined
based on the average 90-day market volatility icharge rates in the previous 12 months from
the years ended December 31, 2007 and 2006, estinzt95% level of confidence. The
sensitivity analysis is based on the Company’sidoreurrency financial instruments held at each
statement of financial position date.

Had the Philippine peso strengthened/weakened sighi@ US dollar in end 2007 by 12.52% and
in end 2006 by 8.16%, then these would have thewatg impact:

2007 2006
Increase/decrease 12.52% 8.16%
Increase/decrease in net income B554 B114

Interest Rate Risk

The Company’s exposure to interest rate risk isipaklated to its cash and cash equivalent and
long-term debt instruments. Currently, the Compduag achieved a balanced mix of cash
balances with various deposit rates and fixed &atihg rates on its various long-term debts.

Future hedging decisions for floating deposit/iagtrrates will continue to be guided by an
assessment of the overall deposit rate risk aretdst rate risk profile of the parent company’s
statement of financial position and the net effeat this of possible deposit/interest rate
movements.

The succeeding table illustrates the sensitivityhef net income for the year given a reasonably
possible increase/decrease in deposit rates by®6id 2007 and 17.21% in 2006, and interest
rates by 94.60% for Philippine peso long term loand 13.55% for US dollar long term loans in
2007 and by 74.29% for Philippine peso long teramkand 9.47% for US dollar long term loans
in 2006, all of which at 95% level of confidenceittweffect from the beginning of the years.
These changes are considered to be reasonabllgogisien the observation of prevailing market
conditions at those periods. The calculationsba®ed on the Company’s financial instruments
held at each statement of financial position d&t other variables are held constant.
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Effect of changes in deposit rates on cash andeasialent:

2007 2006
Increase/decrease 36.44% 17.21%
Increase/decrease in net income B75 B215

Effect of changes in interest rates on Philippiaegpand US dollar-denominated long-term loans
with floating interest rates:

2007 2006
PHP USD PHP USD
Increase/decrease 94.60% 13.55% 74.29% 9.47%
Increase/decrease in net
income P87 B20 101 B27

The following table sets out the carrying amouny, rhaturity, of the Company’s financial
instruments that are exposed to interest rate risk:

Interest Within
Rates 1 Year 1-2 years 2-3 Years 3-4 years 4-5 Years Total
2007 Floating Rate:
Long-term loan
(Landbank) 4.60% - B667 B667 B666 - B2,000
Long-term loan
(NORD in USD) 5.26% $40 $22 - - - $62
2006 Floating Rate:
Long-term loan
(Landbank) 6.10% - — B667 B667 P666 B2,000
Long-term loan (CTB) 7.40% B308 - - - - B308
Long-term loan
(NORD in USD) 6.20% $28 $40 $22 - - $90
2005 Floating Rate:
Long-term loan
(Landbank) 7.20% B750 — — - - B750
Long-term loan (CTB) 8.00% B615 B308 - - - B923
Long-term loan
(NORD in USD) 5.80% $10 $28 - $62 - $100

Interest on financial instruments classified aatiloy rate was reprised quarterly for the pesodoan
and quarterly or semi-annually for the U.S. dolanrominated loans. Other financial liabilities of
the Company that were not included in the abovéesatvere noninterest-bearing liabilities and
fixed rate loans and, therefore, not subject terggt rate risk.

The Company has interest-bearing assets of R79508f December 31, 2007, R10,413 as of
December 31, 2006 and R2,176 as of December 85, 20 which B7,034, R9,884 and R1,849,
respectively, have maturities within 1 year (sedelo4 and 6). Financial assets at FVPL are
noninterest-bearing investments and are, therefatesubject to interest rate volatility

(see Note 5).
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Credit Risk

In effectively managing credit risk, Petron regatatand extends credit only to qualified and
credit-worthy customers consistent with establisGedhpany credit polices, guidelines and credit
verification procedures. Request for credit lifiesn trade customers undergo stages of review
between the Marketing and Finance Divisions, whit@rovals, which are based on amounts of
credit lines requested, are vested among line neasagnd top management that include the
President and the Chairman.

Generally, the maximum credit risk exposure of fiicial assets is the carrying amount of the
financial assets as shown on the face of the stateat financial position, as summarized below.

2007 2006 2005
Current financial assets:
Cash and cash equivalents B9,732 B11,735 B3,940
Receivables 17,869 15,629 11,863
Derivative assets (include
as part of Other current
assets) 100 58 60
Total current financial assets 27,701 27,422 15,863
Noncurrent financial assets
AFS investments 468 529 327
Total financial assets P28,169 B27,951 B16,190

In monitoring trade receivables and credit linestréh maintains up-to-date records where daily
sales and collection transaction of all customers @ecorded in real-time and month-end
statements of accounts are forwarded to custonsees @llection medium. Finance Division’s

Credit Department regularly reports to managenrawietreceivable balances (monthly) and credit
utilization efficiency (semi-annually).

Collaterals. To the extent practicable, Petron also requiretateoshl as security for a credit
facility to mitigate risk. Among the collateraleld are real estate mortgages, bank guarantees,
letters of credits, and cash bonds. The Compaldsttbese as securities and may only be called
on or applied upon default of customers.

Credit Risk Concentration. The Company’'s exposure to credit risk arises froefadlt of
counterparty. Generally, the maximum credit ris{pasure of trade receivable assets is its
carrying amount without considering collateral<i@dit enhancements, if any.

The Company has no significant concentration odlicresk with any counterparty.

Credit Quality. In monitoring and controlling the quality of crediktended to counterparty, the
Company adopts a credit rating system based onmgrehensive financial and non-financial
evaluation of its customers. Financial factorswgeionsidered comprised of the financial standing
of the customer while the non-financial aspecttughe but are not limited to the assessment of the
customer’s nature of business, management prafiystry background, payment habit and
present business dealings with the Company.
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Impairment Assessmenfthe Company first assesses whether objective estdehimpairment
exists individually for receivable balances that sadividually significant. If it is determinedadh

no objective evidence of impairment exists for amlividually assessed account, whether
significant or not, that account shall be includieé group with similar credit characteristics and
that group is collectively assessed for impairmeduich estimates are based on assumptions about
a number of factors such as the historical loseeapce/write offs and customer’s credit rating.
Actual result may differ subsequently, resultinduture changes to the allowance.

Liquidity Risk

The Company is exposed to the possibility that exlbvechanges in the business environment
and/or its operations could result to substantidllgher working capital requirements and
consequently, a difficulty in financing additionabrking capital.

The Company manages liquidity risk by keenly matmitp its cash position as well as maintaining

a pool of credit lines from financial institutiotisat exceeds projected financing requirements for
working capital. The Company, likewise, reguladyaluates other financing instruments and
arrangements to broaden the Company’s range ofding sources.

The Company'’s financial liabilities as of DecemBé&r 2007 and 2006 have contractual maturities
which are presented below.

2007
After 3 After 6
months but not months but not  After 1 year
Within 3 morethan 6 more than 12  but not more
Months months months than 5 years Total

Current financial liabilities:
Short-term loans B33,434 B350 B— B— B33,784
Liabilities for crude oil
and petroleum product

importation 12,873 - - - 12,873

Accounts payable and

accrued expenses 3,613 - — - 3,613
Total current financial liabilities 49,920 350 — - 50,270

Noncurrent financial liabilities:
Cash bonds (included
under “Other
noncurrent liabilities”

account) 173 - - - 173
Long-term debt (including
current portion) — 722 929 11,229 12,880
Total noncurrent financial
liabilities 173 722 929 11,229 13,053

Total financial liabilities P50,093 R1,072 P929 P11,229 P63,323
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2006
After 3 After 6
months but not months but not  After 1 year
Within 3 more than 6 more than 12  but not more
Months months months than 5 years Total

Current financial liabilities:
Short-term loans B28,135 B— B— B— B28,135
Liabilities for crude oil
and petroleum product

importation 7,541 - - - 7,541
Accounts payable and

accrued expenses 2,752 - - — 2,752

Total current financial liabilities 38,428 — — — 38,428

Noncurrent financial liabilities:
Cash bonds (included
under “Other
noncurrent liabilities”

account) 141 - - - 141
Long-term debt (including
current portion) 154 651 870 11,365 13,040
Total noncurrent financial
liabilities 295 651 870 11,365 13,181
Total financial liabilities B38,723 P651 B870 B11,365 B51,609

The above contractual maturities reflect the goash flows, which may differ from the carrying
values of the liabilities at the statement of ficiahposition dates.

Commaodity Price Risk

To minimize the Company'’s risk of potential losskee to volatility of international crude and

product prices, the Company implemented commodagiging for petroleum products. The

hedging authority approved by the BOD is intendedd) protect margins of MOPS (Mean of

Platts of Singapore)-based sales and (b) protextugt inventories from downward price risk.

Hedging policy (including the use of commodity jgriswaps, buying of put options, and use of
collars and 3-way options; with collars and 3-wagians to start on March 2008) developed by
the Commodity Risk Management Committee is alreadglace. Decisions are guided by the
conditions set and approved by the Company manageme

Other Market Price Risk

The Company’s market price risk arises from itestments carried at fair value (financial assets
classified as financial assets at fair value thropgofit or loss and available-for-sale financial
assets). It manages its risk arising from chaigesarket price by monitoring the changes in the
market price of the investments.
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31. Financial Instruments

Derivative Instruments

The Parent Company’s derivative transactions aended as economic hedge of well-defined
foreign currency and commaodity price risks. TheelRa Company opted to adopt non-hedge
accounting treatment for all its derivative trangats (including embedded derivatives).

Freestanding Derivatives.

Margin Protection. In 1999, the Company was given authority by the BOOhedge the
margins of both domestic sales and exports thagpraced based on MOPS. The crack spread,
or the difference between the product and crudeepriare hedged for jet (MOPS Kerosene —
Dubai) and fuel oil (MOPS HSFO 180 — Dubai), andasionally gasoil (MOPS Gasoil 0.5%-
Dubai), through swaps. The cost base of the P&entpany’s products is that of the crude
oil, most of which is supplied by Saudi Aramco asdoriced based on Dubai/Oman crude
price. On the other hand, the selling price ofpiteducts is based on MOPS. Under the crack
spread swap, the Parent Company and its countiepadree to a monthly exchange of cash
settlements based on a specified reference prgpendling on the commaodity being hedged.

For the product portion of the crack spread swap tiedges the price risks on the products,
the Company acts as the floating rate payer anddfegence price index is the monthly
MOPS (HSFO 180 CST for IFO, Kerosene for jet oitl abasoil 0.5% for gasoil). For the
Dubai portion that hedges the price risks on critlethe Parent Company acts as the fixed
rate payer and the reference price index is thetimoaverage for Platt's Dubai Crude. The
swap agreements effectively hedge the Parent Coyigparargin on its products.

In September 2007, Petron concluded with BNP Psriaad Citibank NA Sydney a
Kerosene/Jet A-1 crack swap with an aggregate matiguantity of 50 MB at a fixed price
per barrel of US$20.15 and US$20.00, respectivdly.October 2007, another 75 MB of
Kerosene/Jet A-1 crack swap was executed with LaHBmathers, J. Aron, and JP Morgan at
a fixed price per barrel of US$20.26, US$20.30, ©8621.00, respectively. As of December
31, 2007, the estimated net payout cost for thesstanding Kerosene/Jet A-1 crack swaps
amounted to R12.

As of December 31, 2007, there were no outstandif@-Dubai crack spread swaps.
Meanwhile, on January 22, 2008, Petron conclude¢kd BNP Paribas a Jet/Dubai crack swap
for the third quarter of 2008 for a volume of 1@QAfarrels per month or 30,000 barrels.

Inventory Loss Protection.In early September 2007, the Board approved an nebquh
authority to hedge for inventory loss protectiohhis authority was for a trial period of six
months from September 2007 to February 2008. Asaie swaps, buying of put options was
allowed. A fund for option premiums was set at aximum amount of US$6. In the
February 2008 BOD meeting, this authority was ed¢ehfor another six months, for the
period March to September 2008, with enhancemeiitse additional instruments allowed
include collars and 3-way options. The fund foti@p premiums was reduced to US$3.
Dubai was used as a proxy hedge for the produate girices of crude and products generally
move in the same direction and that not all praslgaen be hedged.
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As of December 31, 2007 the Company has outstangingy hedge with an aggregate
notional quantity of 650 MB and contracted fixedcprper barrel ranging from US$72 to
US$87; the estimated net payout cost amounte@éd.R

Foreign Exchange Loss ProtectioriThe Parent Company also enters into deliverable and
non-deliverable short-term currency forward corigdo hedge its foreign currency exposure
on crude oil importations.

There were no outstanding currency forward cordrastof December 31, 2007. On the other
hand, as of December 31, 2006 and 2005, the Comipadyoutstanding currency forward
contracts with an aggregate notional amount of WS$aAnd US$45, respectively and
weighted average contracted forward rate of B4Dt60US$1.00 and B53.206 to US$1.00,
respectively. The net fair value loss on theseeny forward contracts as of December 31,
2006 and 2005 amounted to B64 and B5, respactivel

Embedded Derivatives.

Embedded foreign currency derivatives exist in aartU.S. dollar-denominated sales and
purchase contracts for various fuel products ofRaeent Company. Under the sales contracts, the
Parent Company agrees to fix the peso equivaletihefinvoice amount based on the average
Philippine Dealing System (PDS) rate on the moriftidladivery. In the purchase contracts, the
peso equivalent is determined using the average ra2Son the month preceding the month of
delivery. The net fair value gain on these tratisas as of December 31, 2007, 2006 and 2005
amounted to B98, B58 and B60, respectively.

Fair Value Changes on Derivatives
The net movements in fair value changes of allvaéirie transactions in 2007 and 2006 are as
follows:

Mark-to-market

Gain (Loss)
Fair values at January 1, 2007 (B6)
Net changes in fair value during the year (see [dtje (603)
Fair value of settled instruments 707
Balance at December 31, 2007 P98
Fair values at January 1, 2006 B55
Net changes in fair value during the year (see [2dje (279)
Fair value of settled instruments 218

Balance at December 31, 2006 (B6)
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Included in the consolidated statement of finangadition as follows:

2007 2006 2005

Derivative assets (included under Other
current assets) B100 R58 R60
Derivative liabilities (see Note 13) (2) (64) (5)
Net P98 (B6) B55

The following table sets forth the carrying valuesd estimated fair values of the Company’s
financial assets and liabilities:

2007 2006 2005
Carrying Value  Fair Value  Carrying Value Fair Value  Carrying Value Fair Value

Current financial assets:

Cash and cash equivalents B9,732 B9,732 B11,735 B11,735 B3,940 B3,940

Financial assets at FVPL 229 229 180 180 116 116

AFS investments 164 164 103 103 259 259

Receivables 17,869 17,869 15,629 15,629 11,863 11,863

Derivative assets 100 100 58 58 60 60
Total current financial assets 28,094 28,094 27,705 27,705 16,238 16,238
Noncurrent financial assets

AFS investments 468 468 529 529 327 327
Total financial assets P28,562 P28,562 B28,234 B28,234 B16,565 P16,565
Current financial liabilities:

Short-term loans B33,784 B33,784 B28,135 B28,135 B21,407 B21,407

Liabilities for crude oil and
petroleum product

importation 12,873 12,873 7,541 7,541 7,911 7,911
Accounts payable and
accrued expenses 3,612 3,612 2,752 2,752 1,883 1,883
Total current financial
liabilities 50,269 50,269 38,428 38,428 31,201 31,201
Noncurrent financial liabilities:
Cash bonds (see Note 15) 173 163 141 135 119 98
Long-term debt (including
current portion) 12,780 11,163 12,912 12,973 6,931 7,032
Total noncurrent financial
liabilities 12,953 11,326 13,053 13,108 7,050 7,130
Total financial liabilities BP63,222 P61,595 B51,481 B51,536 B38,251 B38,331

The following methods and assumptions were usedstonate the fair value of each class of
financial instruments for financial assets and Whids practicable to estimate such value:

Financial Assets at FVPL and AFS Investmemiarket values have been used to determine the
fair values of traded government securities andtgghares. Market value is determined by

reference to the Insurance Commission (IC) andkstéachange quoted market bid prices at the
close of business on the statement of financiatipagate.

Derivative Assets and Liabilitte The fair values of freestanding and bifurcdtediard currency
transactions are calculated by reference to curi@mtard exchange rates for contracts with
similar maturity profiles.

Cash Bonds Fair value is estimated as the present value dtialfe cash flows discounted using
the applicable rates for similar types of instrutsenDiscount rates used in 2007, 2006 and 2005
are 5.76%, 5.69% and 9.97%, respectively.
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Long-term Debt - Floating RateFor variable rate loans that reprice every threaths) the
carrying value approximates the fair value becatisecent and regular repricing based on current
market rates. For variable rate loans that regi@ry six months, the fair value is determined by
discounting, the principal amount plus the nex¢riest payment, using the prevailing market rate
for the period up to the next repricing date. Mg discount rates used in 2007, 2006 and 2005
are 6.305%, 5.142% and 4.411%, respectively.

Other Financial Assets and LiabilitiedDue to the short-term nature of the transactidmes,fair
values of cash and cash equivalents, receivalbhesi-term loans, liabilities for crude oil and
petroleum product importation and accounts payairld accrued expenses approximate the
carrying amounts as of the statement of finanaaitppn date.

32.

Registration with the BOI

Mixed Xylene Plant

Petron is registered with the BOI under the New @ Investments Code of 1987 (Executive
Order 226) as a pioneer, new producer status oétikylene. Under the terms of its registration,
Petron is subject to certain requirements printjptidat of producing required metric tons of
Mixed Xylene every year.

As a registered enterprise, Petron is entitledh® following benefits on its Mixed Xylene
operations:

a. Income Tax Holiday (ITH) for six years from actustart of Mixed Xylene commercial
operations (December 1999) until 2005. On May 2005, the BOI approved Petron’s
application under Certificate of Registration Nd?IB-148, for the one year extension of its
ITH incentive. The approved bonus year is for theriod December5, 2005 to
December 4, 2006;

b. Tax credits for taxes on duties on raw materiats supplies used for its export products and
forming parts thereof; and,

c. Simplified custom procedures and others.

Isomerization and Gas Oil Hydrotreater Units

On January 7, 2004, the BOI approved Petron’s egitin under RA No. 8479, otherwise known
as the Downstream Qil Industry Deregulation Act (Rl&. 8479), for new investments at its
Bataan Refinery for an Isomerization Unit and a @alsHydrotreater (Project). The BOI is
extending the following major incentives:

a. ITH for five years without extension or bonus ydéam January 2005 for the Project and
March 2005 for LVN Isomerization or actual start @@mmercial operations, whichever is
earlier;

b. Duty of three percent and VAT on imported capitpglipment and accompanying spare parts;
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Tax credit on domestic capital equipment on locé&dlgricated capital equipment which is
equivalent to the difference between the tariférand the three percent duty imposed on the
imported counterpart;

Exemption from taxes and duties on imported spamspfor consigned equipment with
bonded manufacturing warehouse;

Exemption from real property tax on production @guént or machinery; and,

Exemption from contractor’s tax.

Mixed Xylene, Benzene, Toluene (BTX) and PropylBeeovery Units

On October 20, 2005, Petron registered with the B@ler the Omnibus Investments Code of
1987 (Executive Order 226) as (1) a non-pioneen, egport producer status of Mixed Xylene;

(2) a pioneer, new export producer status of Bemzand Toluene; and (3) a pioneer, new
domestic producer status of Propylene. Under ¢hmg of its registration, Petron is subject to
certain requirements principally that of exporteitgeast 70% of the production of the mentioned
petrochemical products every year except for tioelyced propylene.

As a registered enterprise, Petron is entitled h® following benefits on its production of
petroleum products used as petrochemical feedstock

a.

ITH (1) for four years from May 2008 or actual staf commercial operations, whichever is
earlier, but in no case earlier than the date gisteation for Mixed Xylene subject to base
figure of 120,460 metric tons per year representfaron’s highest attained production
volume for the last three (3) years; (2) for siange from May 2008 or actual start of
commercial operations, whichever is earlier, butégncase earlier than the date of registration
for Benzene and Toluene; and (3) for six years fidetember 2007 or actual start of
commercial operations, whichever is earlier, butancase earlier than the date of registration
for Propylene;

Tax credit equivalent to the national internal rawe taxes and duties paid on raw materials
and supplies and semi-manufactured products usegraducing its export product and
forming parts thereof for ten years from start @fenercial operations;

Simplification of custom procedures;

Access to Customs Bonded Manufacturing WarehouBMi®) subject to Custom rules and
regulations provided firm exports at least 70% mafdoiction output;

Exemption from wharfage dues, any export tax, dumyosts and fees for a ten year period
from date of registration;

Importation of consigned equipment for a perioderf years from the date of registration
subject to the posting of re-export bond,;

Exemption from taxes and duties on imported sparts@nd consumable supplies for export
producers with CBMW exporting at least 70% of pretibin; and,
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The firm may qualify to import capital equipmenpase parts, and accessories at zero duty
from date of registration up to June 5, 2006 purstia Executive Order No. 313 and its
Implementing Rules and Regulations.

Fluidized Bed Catalytic Cracker (PetroFCC) Unit

On December 20, 2005, the BOI approved Petron’'dicgtion under RA No. 8479 for new
investment at its Bataan Refinery for the PetroR€%& Note 10). Subject to Petron’s compliance
with the terms and conditions of registration, Bt@l is extending the following major incentives:

a.

f.

g.

ITH for five years without extension or bonus ydéi@m December 2007 or actual start of
commercial operations, whichever is earlier, butdncase earlier than the date of registration
subject to a rate of exemption computed based @®4ilshare of product that are subject to
retooling;

Minimum duty of three percent and VAT on importezpital equipment and accompanying
spare parts;

Tax credit on domestic capital equipment shall bentgd on locally fabricated capital
equipment. This shall be equivalent to the diifiere between the tariff rate and the three
percent (3%) duty imposed on the imported counterpa

Importation of consigned equipment for a periodivé years from date of registration subject
to posting of the appropriate re-export bond; ptedi that such consigned equipment shall be
for the exclusive use of the registered activity;

Exemption from taxes and duties on imported spaspfor consigned equipment with
bonded manufacturing warehouse;

Exemption from real property tax on production @guent or machinery; and,

Exemption from contractor’s tax.

Grease Manufacturing Plant

In December 2005, the BOI approved Petron’s apjpticaunder RA No. 8479 as an Existing
Industry Participant with New Investment in Modeation of the firm’s Grease Manufacturing
Plant in Pandacan, Manila. The BOI is extendirgfthlowing major incentives:

a.

ITH for a period of five years without extensionbmmus year from March 2006 or actual start
of commercial operations, whichever is earlier, butno case earlier than the date of

registration subject to base figure of 845 meioiastof grease product representing Petron’s
highest attained sales volume prior to rehabibtati

Minimum duty of three percent and VAT on importeapital equipment, machinery and
accompanying spare parts;
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Tax credit on domestic capital equipment on locé&dlgricated capital equipment which is
equivalent to the difference between the tariférand the three percent duty imposed on the
imported counterpart;

Importation of consigned equipment for a periodiva years from date of registration subject
to posting of the appropriate re-export bond; ptedi that such consigned equipment shall be
for the exclusive use of the registered activity;

Exemption from taxes and duties on imported spamspfor consigned equipment with
bonded manufacturing warehouse;

Exemption from real property tax on production @guént or machinery; and,

Exemption from contractor’s tax.

Petron has availed of ITH credits amounting to3ib62007, B736 in 2006, and B440 in 2005.

33.

Segment Information

The Company’s operating businesses are organizédnamaged according to the nature of the
products marketed, with each segment representstgategic business unit that offers different
products and serves different markets.

The Company’s major sources of revenues are as\sil

a.

Sales from petroleum and other related productglwimiclude gasoline, diesel and kerosene
offered to motorists and public transport operatbreugh its service station network around
the country;

Insurance premiums from the business and operatiai kinds of insurance and reinsurance,
on sea as well as on land, of properties, goods raatthandise, of transportation or
conveyance, against fire, earthquake, marine padisidents and all other forms and lines of
insurance authorized by law, except life insurance;

Lease of acquired real estate properties for pmiro| refining, storage and distribution
facilities, gasoline service stations and otheatesl structures;

Sales on wholesale or retail and operation of sendtations, retail outlets, restaurants,
convenience stores and the like; and,

Export sales of various petroleum products to ofkean countries such as Cambodia, South
Korea, China, and Australia.
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The following tables present revenue and incomerinition and certain asset and liability
information regarding the business segments forydes ended December 31, 2007, 2006 and
2005. Segment assets and liabilities exclude ofdax assets and liabilities.

Petroleum  Insurance Leasing Marketing Elimination Total

Year Ended December 31, 2007

Revenue:
External sales P207,621 B— B— B2,899 B- P210,520
Inter-segment sales 2,200 158 182 - (2,540) -
Segment results 9,227 134 161 86 300 9,908
Net income 6,113 177 94 82 (70) 6,396
Assets and liabilities:
Segment assets 102,241 1,512 2,619 1,073 (2,970) 104,475
Segment liabilities 64,962 262 1,942 534 (2,282) 65,418
Other segment information:
Property, plant and equipment 30,912 1 1 597 2,617 34,128
Depreciation and amortization 2,467 - - 49 - 2,516

Year Ended December 31, 2006

Revenue:
External sales 209,395 - - 2,331 - 211,726
Inter-segment sales 1,777 110 170 - (2,057) -
Segment results 9,101 85 151 78 315 9,730
Net income 5,944 143 37 75 (181) 6,018
Assets and liabilities:
Segment assets 85,421 1,541 2,507 850 (2,804) 87,515
Segment liabilities 53,268 353 1,924 394 (2,119) 53,820
Other segment information:
Property, plant and equipment 22,193 1 1 467 2,491 25,153
Depreciation and amortization 2,436 - - 41 5 2,482
Year Ended December 31, 2005
Revenue:
External sales 190,346 - - 1,143 - 191,489
Inter-segment sales 882 146 159 - (1,187) -
Segment results 9,186 120 145 21 280 9,752
Net income 5,765 166 34 29 57 6,051
Assets and liabilities:
Segment assets 67,185 1,366 2,347 587 (2,602) 68,883
Segment liabilities 39,519 150 1,800 205 (1,919) 39,755
Other segment information:
Property, plant and equipment 19,797 1 1 429 2,342 22,570
Depreciation and amortization 2,315 - - 20 - 2,335

Intersegment sales transactions amounted to BZ24057 and B1,187 as of December 31, 2007,
2006 and 2005, respectively, which is less thano2%e total revenues for the years ended 2007,
2006 and 2005, respectively.
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The following tables present additional information the petroleum business segment of the
Company for the years ended December 31, 2007, 200@2005:

Reseller Lube Gasul Industrial Others Total
Year Ended December 31, 2007
Revenue P87,049 B1,801 PB11,518 B71,736 B37,717 B209,821
Property, plant and equipment 4,347 521 269 49 25,726 30,912
Capital expenditures 349 2 74 2 14,758 15,185
Year Ended December 31, 2006
Revenue 86,155 1,579 8,955 73,602 40,881 211,172
Property, plant and equipment 4,236 573 263 55 17,066 22,193
Capital expenditures 250 - 79 7 4,233 4,569
Year Ended December 31, 2005
Revenue 82,621 1,538 8,350 68,739 29,980 191,228
Property, plant and equipment 4,450 603 195 52 14,497 19,797
Capital expenditures 327 - 30 - 1,058 1,415

Geographical Segments
The following tables present revenue and experalénd certain asset information regarding the
geographical segments of the Company for the ysraded December 31, 2007, 2006 and 2005.

Elimination/
Petroleum Insurance Leasing Marketing Others Total

Year Ended December 31, 2007
Revenue:

Local P177,948 B84 B182 B2,899 (B2,540) B178,573

Export/International 31,873 74 - - — 31,947
Year Ended December 31, 2006
Revenue:

Local 176,864 63 170 2,331 (2,057) 177,371

Export/International 34,308 47 - - - 34,355
Year Ended December 31, 2005
Revenue:

Local 167,701 72 159 1,143 (1,187) 167,888

Export/International 23,527 74 - - - 23,601

Segment asset by geographical location as wellapgat expenditure on property, plant and
equipment and on intangible assets by geograpluication are not separately disclosed since the
total segment asset of the segment located outisedeountry, Ovincor, is less than 1% of the
consolidated assets of all segments as of the geaded 2007, 2006 and 2005.
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34. Other Matters

a. Petron has unused letters of credit totaling apprately B27 as of end-2007, B257 as of end-
2006 and B30 as of end-2005.

b. Tax Credit Certificate Cases

In 1998, the Company contested before the CoufaafAppeals (CTA) the collection by the
BIR of deficiency excise taxes arising from the Qamy’s acceptance and use of Tax Credit
Certificates (TCCs) worth 659 from 1993 to 199@.July 1999, the CTA ruled that, as a
fuel supplier of BOI-registered companies, the Camypwas a qualified transferee for the
TCCs. The CTA ruled that the collection by the BiRthe alleged deficiency excise taxes
was contrary to law. The BIR appealed the rulinghte Court of Appeals where the case is
still pending.

In November 1999, the Department of Finance (DOENt& ExCom cancelled Tax Debit
Memos (TDMs) worth 475, the related TCCs andrthssignments. The BIR implemented
this with a letter of assessment for deficiencyisxtaxes of B284 plus interest and charges
for the years 1995 to 1997, as a result of the ellaiion. The Company contested these
actions on the grounds that the assessment hasatoaf and legal basis and that the
cancellation of the TDMs was void. The Companyaied this protest to the CTA on
July 10, 2000. On August 23, 2006, the Secondsiaini of the CTA rendered its Decision
denying Petron’s petition and ordered it to pay BiR B580 representing deficiency excise
taxes for 1995 to 1997 plus 20% interest per anftam December 4, 1999. Petron’s motion
for reconsideration was denied on November 23, 20®&ron appealed the Division's
Decision to the CTA en banc. On October 30, 2@6&,CTA en banc dismissed Petron’s
appeal, with two of four justices dissenting. Petfited its appeal on November 21, 2007 with
the SC where it is still pending. On December 2072 in the substantially identical case of
Pilipinas Shell, the SC decided to nullify the asseent of the deficiency excise taxes.

In May 2002, the BIR issued a collection letter d@ficiency taxes of B254 plus interest and
charges for the years 1995 to 1998, as a restitteo€ancellation of TCCs and TDMs by the
DOF Center ExCom. The Company protested this sissad on the same legal grounds used
against the tax assessment issued by the BIR if. 19%e Company elevated the protest to
the CTA. The Second Division of the CTA promulgatedecision on May 4, 2007 denying
the Company'’s Petition for Review for lack of merRetron is ordered to pay the respondent
the reduced amount of B601 representing Petrafisiency excise taxes for the taxable years
1995 to 1998. In addition, Petron is ordered ty f@e respondent 25% late payment
surcharge and 20% delinquency interest per annunpgted from June 27, 2002. Petron’s
Motion for Reconsideration was denied on August200)7. Petron appealed to the CTA en
banc thru a Petition for Review filed on October 2007, which remains pending for
resolution.

It should be noted that there are duplicationshan TCCs subject of the three assessments.
Excluding these duplications, the basic tax invdlve all three assessments represented by
the face value of the related TCCs is R911.

The Company does not believe these tax assessamhtiegal claims will have an adverse
effect on its consolidated financial position agdults of operations. The Company’s external
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counsel’'s analysis of potential results of thessesawas subsequently supported by the
Decision of the SC on December 21, 2007 in the tankially identical case in which the
Court nullified the assessment of the deficiencgigxtaxes.

RA No. 8749, “Philippine Clean Air Act of 1999”

Petron has been fully complying with the Clean Act (CAA) since the law was
implemented. It introduced its low-sulfur “Dieddbx” to the market three months ahead of
the CAA-mandated schedule. Under the CAA lawfioths are mandated to lower the sulfur
content of ADO to 0.05% by January 1, 2004 natiai®wi

Beyond CAA compliance, Petron has substantiallye#ted resources to upgrade its
production capabilities to meet CAA specificationg1 January 2005, it commissioned its
Isomerization Unit that will enable the Companypimduce isomerates for blending with
gasoline to meet current specifications. The igniiart of the B5,000 refinery project that also
includes a Gas Oil Hydrotreater that was commisgion April 2005. With these two units,
Petron is the only oil company that can serve tivall market’'s demand for CAA-compliant
fuels entirely from local production.

Pandacan Terminal Operations

The City Council of Manila, citing concerns of sgfesecurity, and health, passed City
Ordinance No. 8027 reclassifying the areas occuppyetthe oil terminals of Petron, Shell, and
Chevron from Industrial to Commercial, making thperation of the terminals therein
unlawful. Simultaneous with efforts to address tomcerns of the City Council with the
implementation of a scale down program to redun&age capacities and joint operation of
facilities with Shell and Chevron, Petron filedsipetition to annul city Ordinance No. 8027
and enjoin the City Council of Manila, as well asdr Joselito Atienza from implementing
the same.

A status quo order is in effect and the case i®untkdiation proceedings. Recently, the City
of Manila approved the Comprehensive Land Use Rlaoh Zoning Ordinance (CLUPZO)
(Ordinance No. 8119) that allows Petron a sevemn-gesce period. The passage of Ordinance
No. 8119 effectively repealed Manila Ordinance N8f27 and is in fact now being
implemented by the City of Manila. On March 7, 20the SC rendered a Decision in the
case of SJS Society vs. Atienza, directing the MayloManila to immediately enforce
Ordinance No. 8027.

On March 12, 2007, Petron, together with Shell &tkvron, filed an Urgent Motion
for Leave to Intervene and Urgent Motion to Admitofidn for Reconsideration of the
decision dated March 7, 2007, citing that the Stédao consider supervising events, notably
() the passage of Ordinance No. 8119 which supess®©rdinance No. 8027, as well as (ii)
the writs of injunction from the RTC presenting ihglementation of Ordinance No. 8027,
the SC’s decision and the enforcement of Ordinadoe 8027 improper. Further, Petron,
Shell, and Chevron noted the ill-effects of thedardclosure of the Pandacan Terminals on
the entire country.

On March 22, 2007, the Department of Energy likewiied a motion for the government to
intervene and supported the oil companies’ positi@m March 23, 2007, Petron received an
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order from the SC ordering the parties to file trmmments and setting the same for oral
arguments. This order in effect, stayed any adbpthe City of Manila. The oral argument
was held on April 11, 2007. Petron, together wittelsand Chevron, filed its Memorandum
dated May 4, 2007.

As a result of the passage of Ordinance No. 814%mil 23, 2007, upon motion of Petron,

Mayor of Manila and the City Council, on the groutidht the issues raised in said case
became academic; the RTC dismissed the case fileBelron questioning Ordinance No.

8027.

On February 13, 2008, the SC allowed the oil coriggtintervention but denied their motion
for reconsideration, declaring Manila City Ordinarido. 8027 valid and applicable to the Oil
Terminals. The Court dissolved all existing injtioos against the implementation of the
ordinance and directed the oil companies to subimit relocation plans to the Regional Trial
Court within 90 days to determine, among others, rdasonableness of the time frame for
relocation. On February 28, 2008, the Companwtlpiwith Chevron and Shell, filed its
motion for reconsideration of the Resolution.

Notwithstanding that the SC resolution is not yiglalf the Company is already in the
processes of finalizing the study of its varioumatives. Further, the Company believes
that an adverse ruling will not have any materighact to the Company’s profitability.

Navotas Business Tax Case

In the case of Petron vs. Mayor Tobias Tiangco eoring the imposition of business tax for
the sale of diesel at the Navotas Bulk Plant, tR©Tssued by the SC is still in effect and will
prevent the closure of the Bulk Plant until theecesdecided by the SC.

Oil Spill Incident in Guimaras

M/T Solar | sank in rough seas in the afternooofust 11, 2006 en route to Zamboanga,
loaded with about two million liters of industriflel oil. It now lies about 640 meters
beneath the sea, at approximately 13 nautical rmdethwest of Guimaras.

Petron immediately dispatched its oil spill geaplipment and oil spill teams upon receiving
information of the incident. An aerial and surfassessment was conducted to determine the
extent of the oil spill.

Inspection by the Survey Ship Shinsei Maru, usingraote-operated vehicle (ROV), found
the vessel upright and in stable condition with imel traces of leakage. All cargo
compartment valves were tightened by the ROV tauensgainst further leakage. The
Shinsei Maru was contracted by the Protection amderhnity (P & I) Club and the

International Oil Pollution Compensation (IOPC)rfrd-ukada Salvage & Marine Works Co.
Ltd.

On separate investigations conducted by the Spd@ak Force on Guimaras by the
Department of Justice (DOJ) and the Special BoaMawine Inquiry (SBMI), both found the

owners of M/T Solar I, Sunshine Marine Developmgatporation (SMDC), liable. The DOJ
found no criminal liability on the part of Petrordowever, the SBMI found Petron to have
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overloaded the vessel. Petron has appealed thimdm of the SBMI to the Department of
Transportation and Communication and is awaitiagésolution.

The Company implemented a “Cash for Work” prograwolving residents of the affected
areas in the clean-up operations, providing theth widaily allowance. The Company also
mobilized its employees to assist in the operatiddg the middle of November 2006, Petron
had cleaned up all affected shorelines and wasneftl by the inspections made by Task
Force Solar | Oil Spill (SOS), a multi-agency groapmposed of officials from the Local
Government Units, Department of Health, Departneéfinvironment and Natural Resources,
Department of Social Welfare and Development (DSY4DY the Philippine Coast Guard.

The Company collected a total of 6,000 metric tohgebris which were brought to the
Holcim Cement facility in Lugait, Misamis Orientldr processing/treatment of waste. On
November 20, 2006, one of the last barge shipmaindd debris unfortunately sank en route
to the same plant.

The Company is working closely with the provincgdvernment, DSWD, Department of
Agriculture, Technical Education and Skills Devetmmt Authority and the Philippine
Business for Social Progress in developing livadithprograms for the local community. Last
November 27, 2006, Petron held a scientific comfegan cooperation with the University of
the Philippines - Visayas, the National Disasteo@mating Council, the World Wildlife
Fund and the Guimaras Provincial Government withabjective of developing an integrated
assessment and protocol for the rehabilitatiomefprovince. On top of providing alternative
livelihood for affected Guimarasnons, the Compaag bstablished programs and facilities
aimed at helping improve basic education in the/ipge. Among the interventions along this
line were the construction of the Petron SchooNueva Valencia and the establishment of
Petron Library Hub in Jordan, both of which weraugurated on June 15, 2007. To
complement these educational facilities, the Compeas put in place internet connectivity in
all the public high schools and Department of Etinodacilities in Guimaras.

The Company also established a mari-culture parkthat Southeast Asian Fisheries
Development Center (SEAFDEC) area in the town ofwuValencia in August 2007.
Several representatives from nearby barangays veztenands-on training including the
construction of fish cages, stocking of fingerlingseding, maintenance work on the fish
cages, harvesting and packaging for shipment toreribat the program is sustainable.

With regard to the retrieval of the remaining dill grapped in M/T Solar I, the P & | Club
contracted a sub-sea systems technology proviaers(f®) to recover the oil from the sunken
vessel. The recovery vessel, Allied Shield, adivw Bacolod Real Estate Development
Corporation Pier in Bacolod City last March 10, 200After unloading the 1SO-certified
tanks and hoses, the vessel proceeded to thersifaoch 11, 2007. Oil recovery operation
was technically completed on April 1, 2007. A tatt9,000 liters of oil was recovered.

Petron has filed a total of B217 against the 1@B®f December 31, 2007. A total of R118
have been paid to the Company. The recent ingalimwas collected last April 30, 2007. As
of December 31, 2007, total outstanding claims ff@RC amounted to B99.

Total expenses incurred were B15 in 2007 and B12006, net of B105 reimbursements (see
Note 18).
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g. Bataan Real Property Tax Cases

On August 21, 2007, Bataan Provincial Treasurareidsa Final Notice of Delinquent Real
Property Tax requiring Petron to settle the amain2,168 allegedly in delinquent real
property taxes as of September 30, 2007.

Petron had previously contested the assessmenjscsub the Notice of Delinquent Real
Property Taxes, appealed the same to the LocaldBafaAssessment Appeals (LBAA), and
posted the necessary surety bonds to stop coltectithe assessed amount. Petron contested
the first assessment covering the Isomerization@asl Oil Hydrotreater (GOHT3) Facilities
of Petron which enjoy, among others, a five-yeal property tax exemption under the Oil
Deregulation Law (RA 8479) per Board of Investme@ertificates of Registration. The
second assessment is based on alleged non-demladayi Petron of machineries and
equipment in its Bataan refinery for real propdety purposes and/or paid the proper taxes
thereon since 1994. Petron questioned this secsselssament on the ground among others
that: there was no non-declaration; back taxesbzamssessed only for a maximum of 10
years, even assuming fraud; erroneous valuatione weed; some adjustments like asset
retirement and non-use were not considered; sorsetsasvere taken up twice in the
assessments; and some assets enjoyed real prigpegtyemptions.

Notwithstanding the appeal to the LBAA and the pmsbf the surety bond, the Provincial
Treasurer of Bataan proceeded with the publicatibthe Public Auction of the assets of
Petron, which was set for October 17, 2007.

Petron exerted all efforts to explain to the Treasthat the scheduled auction sale was illegal
considering Petron’s appeal to the LBAA and thetipgsof the surety bond. Considering the
Treasurer’'s refusal to cancel the auction saletoRefiled a complaint for injunction on
October 8, 2007 before the Regional Trial Counttup the auction sale. A writ of injunction
stopping the holding of the public auction untietbase is finally decided was issued by the
RTC on November 5, 2007.

A motion to dismiss filed by the Provincial Treasuon the ground of forum-shopping was
denied by the RTC. However, a similar motion basedhe same ground of forum shopping
was filed before the LBAA by the respondents arelrtiotion was granted by the LBAA on
December 10, 2007.

On January 4, 2008, the respondents appealed tlésRjfant of a writ of injunction to the
SC.

Last January 17, 2008, Petron appealed from theA:BAlismissal of its appeal by filing a
Notice of Appeal with the CBAA.



