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I. INTRODUCTION 1 

 2 

Q: PLEASE STATE YOUR NAME AND YOUR BUSINESS ADDRESS.  3 

A: My name is David G. Pitts, and my business address is 33 Amesbury Circle, Crossville 4 

TN, 38558. 5 

Q: BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 6 

A: I am the sole proprietor of Independent Actuarial Services, an actuarial consultancy 7 

specializing in retirement system and economic damage analysis. 8 

Q: WHERE WERE YOU EMPLOYED PRIOR TO INDEPENDENT ACTUARIAL 9 

SERVICES? 10 

A: Immediately prior to starting my consultancy, I worked for Moody’s Analytics in a group 11 

devoted to developing and leasing simulation based risk management software. Within 12 

this group, I worked directly with the asset managers, insurers, and investment/actuarial 13 

consultants that service the retirement industry.  While in this role, I developed a 14 

prototype for linking strategic pension asset allocation decisions with indicative credit 15 

ratings.  Earlier in my career, I spent several years with Towers Watson, Mercer, Buck, 16 

and other consultancies, focused primarily on the retirement needs of Fortune 100 17 

companies.  I consulted on a variety of pension and retiree medical matters, including 18 
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benefit design, communication, valuation, risk mitigation, service provider fee analysis, 1 

pension financing alternatives, and enterprise risk management. 2 

Q: WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL QUALIFICATIONS? 3 

A: I am a Fellow in the Society of Actuaries, and have a BS in Mathematics from Tufts 4 

University. 5 

Q: HAVE YOU TESTIFIED IN OTHER REGULATORY PROCEEDINGS? 6 

A: Yes.  I have testified on rate cases in Colorado on behalf of the Public Utility 7 

Commission, and in Connecticut on behalf of a public utility.  I have also served as an 8 

actuarial consultant to commissions in New Mexico and Missouri on retirement matters. 9 

Q: EXPLAIN HOW YOUR BACKGROUND QUALIFIES YOU FOR PROVIDING 10 

THIS TESTIMONY TO THE MISSOURI PUBLIC SERVICE COMMISSION. 11 

A: As a pension actuary, I have significant pension and retiree medical valuation experience, 12 

and am well versed in the accounting, funding, and risk management issues that are 13 

integral in this proceeding.   14 

 I have additional experience that is relevant in my testimony, based on my volunteer 15 

activity with the Society of Actuaries.  First, as the ongoing pension representative of the 16 

Enterprise Risk Management Curriculum and Examination committees, I am current on 17 

emerging best practices that address risk measurement and mitigation, competencies that 18 

were in short supply in the period leading up to the 2007-2008 financial crisis.  19 

Additionally, as a member of the former Pension Finance Task Force, I worked on 20 

several projects integrating basic principles of finance and economics into retirement 21 

actuarial practice. 22 
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 Finally, as an independent consultant, my analysis is not encumbered by any ongoing 1 

actuarial relationships I have with individual companies.   2 

II. PURPOSE OF TESTIMONY 3 

 4 

Q: WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE? 5 

A: I was hired by the Office of the Public Counsel to perform a review of Laclede’s and 6 

MGE’s pension and retiree medical programs, present my findings, and recommend 7 

changes to better align Laclede’s policies with established regulatory principles. 8 

III. SUMMARY OF FINDINGS 9 

Q: BRIEFLY SUMMARIZE THE RESULTS OF YOUR REVIEW 10 

A: The combination of the Laclede pension, 401k and retiree medical programs can be 11 

thought of as a retirement system.  Stakeholders in this system include employees and 12 

pensioners, Company management, shareholders, and ratepayers.   13 

 Employees and pensioners have benefitted from this system, as their total retirement 14 

package is quite generous – more valuable than their counterparts in non-regulated 15 

utilities, and far more valuable than the general ratepaying public.1  Shareholders have 16 

been enriched by this system, as they enjoy near riskless profit on the financing of 17 

                                                           

 

 

 

 

1 See attached “Non-Bargained New Hire Retirement Survey” from Moody’s Analytics and “Utility Industry 
Benchmarking Report” from Aon for more information on the differences between regulated and non-regulated 
retirement benefits. 
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pension deficits through rate base.2  Company management benefits from the system, as 1 

they enjoy substantial “tail winds” in meeting financial targets within various incentive 2 

programs.  Each of these stakeholders benefit at the expense of ratepayers, in particular 3 

future ratepayers, who are saddled with increasing amounts of pension and retiree 4 

medical debt. 5 

 The system dynamics are as follows: (a) retirement costs have been systematically 6 

understated, (b) risk exposures borne by ratepayers have been actively downplayed, and 7 

(c) ratepayers have been subject to excessive plan maintenance fees.  The system 8 

perpetuates since current utility rates are kept artificially low relative to the true cost of 9 

providing the retirement package.  In keeping retirement costs artificially low, much of 10 

the cost of benefits already earned is being put to future generations of ratepayers.  These 11 

dynamics violate established regulatory principles of expense fairness and 12 

reasonableness, and revenue/expense matching.   13 

 The policies which led to these outcomes are permissible under the current funding and 14 

accounting regimes, and are unfortunately prevalent within the regulated utility sector.  15 

However, these outcomes could have been avoided under Spire’s stewardship through 16 

more proactive management of the various retirement financial policies under its control.    17 

                                                           

 

 

 

 

2 The Company can borrow at cost-of-debt, and then immediately earn pre-tax weighted average cost of capital on 
contributions made into a trust.  Such actions are generally considered credit neutral, as companies are exchanging 
one form of debt for another.  See p. 2 of attached “Pension de-risking gathers pace…” Special Comment from 
Moody’s Investor Service. 
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 Finally, there is a clear difference expressed in the way non-regulated companies manage 1 

the various retirement policies vs. their non-regulated counterparts.  Non-regulated 2 

companies more proactively manage costs and risks, increasingly within a holistic 3 

corporate finance perspective, in their quest to maximize shareholder value.  Regulated 4 

companies also seek to maximize shareholder value – however in this instance, to the 5 

detriment of ratepayers. 6 

IV. ANALYTICAL FRAMEWORK 7 

 8 

Q: DESCRIBE YOUR FRAMEWORK FOR PERFORMING YOUR ANALYSIS 9 

A: Retirement system finance is complex, in that there are elements of operational cost, 10 

investing activity, and debt financing.  There are several layers of cashflows that must be 11 

examined.  The analysis is complicated by the arcane accounting and funding rules which 12 

tend to obfuscate the underlying economics.  For example, accounting rules under GAAP 13 

do not adequately address the price of risk, and include arbitrary “smoothing techniques” 14 

that mask the underlying economics.  Funding rules under ERISA are driven largely by 15 

tax policy which is independent of current market realities.3   16 

Q: WHAT ARE THE PRIMARY CASHFLOWS YOU ARE CONSIDERING IN 17 

YOUR ANALYSIS? 18 

                                                           

 

 

 

 

3 MAP-21 created a “corridor” around the “24 Month Average Segment Rates” which had the practical impact of 
lowering minimum funding requirements.  The corridor is not market-based, however.  See attached “Funding 
Stabilization and PBGC Premium Increases” release from Aon Hewitt.  
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A: I will address each of the relevant cashflows in turn. 1 

 The first cashflow to be examined is between employee and Company.  Employees “give 2 

up” current compensation in exchange for a deferred payout structure in the form of 3 

pensions and retiree medical.  The long-term nature of these benefits leads many 4 

practitioners to describe such arrangements as “bond-like”.  FASB refers to such deferred 5 

compensation arrangements as “debt-like.”4  Moody’s treats unfunded pension liabilities 6 

as corporate debt in its rating process.5  The obvious question for this first order level of 7 

financing becomes “are the costs of these debt-like obligations properly measured and 8 

disclosed?”  The answer is important for regulated entities that seek to ensure service is 9 

provided at reasonable and fair prices.  Like other forms of debt, the liability is interest 10 

sensitive.  For regulated entities, the interest accrual on this debt-like obligation is 11 

“passed through” to ratepayers in the form of allocated costs. 12 

 The second set of cashflows to examine relates to the cost allocation methodology.  Since 13 

ratepayers are ultimately responsible for paying the retirement benefits of utility workers, 14 

the question becomes “are the deferred compensation costs of the workforce properly 15 

allocated to the customer base receiving utility service?”  If not, then future generations 16 

                                                           

 

 

 

 

4 See page 4 of attached “Financial Statement Adjustments in the Analysis of Non-Financial Corporations” 
methodology paper from Moody’s Investor Service. 
5 See page 4 of attached “Financial Statement Adjustments in the Analysis of Non-Financial Corporations” 
methodology paper from Moody’s Investor Service. 
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of ratepayers are responsible for paying the pensions of former workers, an 1 

intergenerational inequity. 2 

 A related question is what becomes of the money earmarked for retirement that is 3 

collected in rates?  Does the Company contribute the amount directly into a dedicated 4 

pension or retiree medical trust?  What if the Company contributes more into trusts than 5 

is collected?  If there is a mismatch between what is collected in rates vs. what is funded 6 

in trusts, will the difference earn a return?  If ratepayers are charged pre-tax weighted 7 

average cost of capital (“WACC”) on excess contributions paid by the Company above 8 

and beyond what they’ve collected in rates, how does that compare to other forms of 9 

financing that may be available? 10 

 Importantly, how is the Company investing pension and retiree medical assets, i.e., the 11 

strategic asset allocation?  Since qualified retirement benefits must be funded through a 12 

dedicated trust, the costs are ultimately met through a combination of earnings and 13 

contributions.  How much risk is being undertaken in the hopes of earning additional 14 

returns?  Do ratepayers understand the level of risks that are being taken?  Are there 15 

additional risk mitigation techniques that could be employed?  Do accounting 16 

conventions incent plan sponsors to take on additional risk when managing earnings? 17 

 Lastly, are there excess frictional costs, such as Pension Benefit Guaranty Corporation 18 

(“PBGC”) variable premiums that could be avoided?  The following section summarizes 19 

my analysis on each of these issues. 20 

  21 
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V. FINANCIAL ANALYSIS 1 

 2 

Understated Costs 3 

 4 

 5 

 Table DGP-1 shown above summarizes the 2016 net periodic expense development 6 

included in the actuarial reports provided during discovery.   7 

 There are two shortcomings in the Financial Accounting Standards Board (“FASB”) 8 

methodology underlying these expense calculations that serve to underprice the true 9 

economic cost of the retirement programs. 10 

 First, the “discount rate” shown above for pensions is based on the “settlement rate” 11 

guidance put forth by FASB.6  However, the FASB guidance fails to capture the nature of 12 

                                                           

 

 

 

 

6 The PBGC provides protections up to specified maximums on qualified pension benefits in the event the plan 
sponsor is unable to meet its obligations. 

TABLE DGP-1

LAC MGE Total LAC
 (1)

MGE Total

2016 Net Periodic Expense

Service Cost 7.7                    2.1                    9.8                    10.3                  0.2                    10.5                  

Interest Cost 13.9                  7.5                    21.4                  7.1                    1.0                    8.1                    

Expected ROA (16.6)                 (10.1)                 (26.7)                 (7.3)                   (1.2)                   (8.5)                   

Amort PSC 0.4                    -                    0.4                    0.8                    (0.5)                   0.3                    

Amort Loss 6.3                    1.4                    7.7                    3.5                    0.3                    3.8                    

Net Periodic Expense 11.7                  0.9                    12.6                  14.5                  (0.3)                   14.2                  

Discount Rate 4.40% 4.50% 4.00% 4.30%

Compensation Increase 3.00% 3.00% 3.00% N/A

Expected Return on Assets 7.75% 7.75% 6.00% 4.75%

(1)
Medical, Life, Group, Senior Officers Life

Pensions OPEBs
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the pension promise both in theory and in practice.  Since pensions are protected under 1 

ERISA7, the theoretical construct of using anything other than US treasury securities as a 2 

discount rate introduces an element of default which is contrary to the nature of the 3 

promise.  In addition, pension liabilities using the FASB settlement rates typically 4 

underestimate the market price of pension liabilities.  In practice, FASB liabilities are 5 

often 10-15% below the market value that is observed in the growing and competitive 6 

risk transfer market.8 7 

 Second, the expected return on asset component of periodic expense does not reflect the 8 

inherent riskiness of a portfolio strategy.9  It is nonsensical that a Company can boost its 9 

earnings simply by taking a highly aggressive investment strategy in its pension fund – 10 

although that is precisely what happens.  As an example, the net periodic pension expense 11 

of $12.6 million shown above would almost double to $24 million if the Liability Driven 12 

Investing (“LDI”) strategy adopted by the Company were fully in force – a perfectly 13 

reasonable investment strategy.10   14 

                                                           

 

 

 

 

7 The PBGC provides protections up to specified maximums on qualified pension benefits in the event the plan 
sponsor is unable to meet its obligations. 
8 Examples include the GM and Verizon retiree risk transfer transactions with Prudential. 
9 The LDI strategy is a perfectly reasonable alternative for Companies to employ, as “low risk” portfolios are by 
definition on the Efficient Frontier. 
10 The LDI strategy is a perfectly reasonable alternative for Companies to employ, as “low risk” portfolios are by 
definition on the Efficient Frontier. 
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Non-transparent Financial Risks 1 

 Based on the 2016 Annual Report, Laclede Gas pension assets were invested 57% in 2 

equities and 43% in debt.  While the expected return on such a portfolio is greater than 3 

the expected return of a lower risk LDI portfolio, by no means is the expected return 4 

guaranteed.  In fact, the current asset allocation strategy is probably not much different 5 

than what was in place immediately prior to the financial crisis which generated losses in 6 

the tens of millions of dollars.   7 

 The current Spire portfolio has significant asset/liability mismatch risk – the very same 8 

risk that drove the Savings and Loan crisis in the 1980’s.  Witness Glenn Buck 9 

acknowledges this volatility when he states: 10 

 “Prior to the 2002 case, the Company’s rates were based on pension expense as 11 

calculated pursuant to FAS 87 and FAS 88.  Our experience during those years was that 12 

FAS 87 and FAS 88 had produced unacceptable volatility and cash flow effects in setting 13 

rates.”  (Buck direct, p. 6) 14 

 An inherently risky investment strategy cannot reduce cost volatility simply by changing 15 

accounting conventions. 16 
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Misallocation of Costs Among Ratepayer Generations1 

 2 

 Table DGP-2 shown above summarizes selected accounting disclosure information from 3 

the actuarial reports provided during discovery.   4 

 The AOCI entries indicate there is $181 million of “unrecognized” amounts.  Under 5 

GAAP, these “unrecognized amounts” ultimately flow through into expense, either 6 

through the FAS87/106 amortization process, or through FAS88 accelerations.  7 

Translating this to English:  there is $181 million in expense that has yet to be allocated 8 

TABLE DGP-2

Funded Status 9/30/2016 LAC MGE Total LAC
 (1)

MGE Total

Discount Rate 3.50% 3.50%

Funded Status

PBO/APBO 361.9                192.2                554.1                182.8                25.1                  207.9                

FVA 246.0                149.7                395.7                134.9                24.8                  159.7                

unfunded 115.9                42.5                  158.4                47.9                  0.3                    48.2                  

% funded 68.0% 77.9% 71.4% 73.8% 98.8% 76.8%

AOCI

Unrecognized Losses 109.4                23.3                  132.7                36.8                  6.6                    43.4                  

Prior Service Cost 3.1                    5.0                    8.1                    1.0                    (4.4)                   (3.4)                   

Total 112.5                28.3                  140.8                37.8                  2.2                    40.0                  

Expected Cashflows 2017

Trust Contributions 29.0                  -                    29.0                  10.7                  -                    10.7                  

Benefit Payments 30.9                  16.7                  47.6                  10.0                  2.3                    12.3                  

(1)
Medical, Life, Group, Senior Officers Life

Pensions OPEBs
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to ratepayers under GAAP11.  There are technical reasons why GAAP allows this to 1 

occur, primarily related to ineffective amortization and smoothing techniques12. 2 

 The funded status entries also indicate the plans are underfunded by $207 million13.  3 

Unfortunately for the ratepayer, very little of the $181 million in future expense will go 4 

toward eliminating the plan deficits.  In fact, $157 million is owed to the Company in the 5 

form of prepaid assets.14  Thus, ratepayers currently have unfunded retirement obligations 6 

of $364 million:  $157 owed to the Company, plus $207 owed to the plan trusts. 7 

Excessive Fees 8 

 I have not performed a comprehensive expense review analysis, however there are two 9 

obvious areas where ongoing plan maintenance fees have been excessive: first in the 10 

amount of PBGC insurance premiums that have been incurred, and second in the amount 11 

of finance charges that have been assessed on prepaid assets. 12 

PBGC Premiums 13 

 The Moving Ahead for Progress in the 21st Century Act (MAP-21) enacted in 2012 14 

significantly increased PBGC premiums for underfunded pension plans, by dramatically 15 

                                                           

 

 

 

 

11 Equals $140.8 + 40.0 
12 See attached “The smoothing of pension expenses: a panel analysis” research paper by Xiaowen Jeng 
13 Equals $158.4 + 48.2 
14 Schedule E-5, Noack Direct 
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increasing the “Variable Rate” portion of the premium15.  In response, most plan sponsors 1 

sought to minimize the variable premiums through accelerated funding.  PBGC variable 2 

premiums can be thought of as a penalty, since the payment goes to the PBGC and not 3 

the pension plan.   4 

 The table below summarizes the PBGC premium history for LAC and MGE during the 5 

last few years. 6 

LACLEDE RETIREMENT INCOME PLAN MGE RETIREMENT INCOME PLAN 
Plan Year PBGC Premium Plan Year PBGC Premium 
2016/17 Flat 

Variable 
Total 

$170,624 
999,810 

1,170,434 

2016 Flat 
Variable 
Total 

$93,952 
326,400 
420,352 

2015/16 Flat 
Variable 
Total 

139,992 
731,592 
871,584 

2015 Flat 
Variable 
Total 

86,070 
239,736 
325,806 

2014/15 Flat 
Variable 
Credit 
Total 

122,157 
0 

(210) 
121,947 

   

 7 

 As indicated, the LAC and MGE plans paid variable premiums to the PBGC of $2.4 8 

million.  These premiums could have been mitigated had the Company chosen to fund 9 

more money into the pension trusts.  However, as indicated in the response to DR-5006, 10 

                                                           

 

 

 

 

15 See attached “Funding Stabilization and PBGC Premium Increases” publication from Aon Hewitt 
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“We typically fund the minimum amount.”  Laclede’s current funding policy makes no 1 

attempt to minimize the frictional cost of PBGC variable premiums. 2 

Rate Base Financing   3 

 Rate base financing of incremental contributions to retirement trusts is unreasonable in 4 

my opinion, as it forces ratepayers to “borrow” at above market rates16.  Conceptually, 5 

ratepayer debt is swapped from “mortgage-like” debt (at mortgage interest rates) to 6 

“credit card-like” debt (at credit card interest rates).  Consider: 7 

• Prepaid pension and retiree medical assets are based on financing choices unilaterally 8 

placed on ratepayers.  The Company sets accounting and funding policy. 9 

• The Company controls how much cash is contributed into the trusts.  Funding policies 10 

which reference “between the minimum required by federal funding standards and the 11 

maximum amount that would be deductible for tax purposes” (DR-5006) are not terribly 12 

meaningful.  By way of example, under this policy the LAC plan could contribute 13 

anywhere between $18 million and $239 million for the 2015 plan year (10/1/2015 14 

Actuarial Report). 15 

                                                           

 

 

 

 

16 While there is no active market for ratepayers to borrow directly, it is important to note that the credit worthiness 
of ratepayers is quite high, especially when a negotiated settlement is obtained.  Rates approaching municipal bond 
rates might be appropriate, rather than pre-tax WACC as is typical in rate base returns. 
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• While many utilities claim they are simply following GAAP in setting expense, it is 1 

permissible to accelerate recognition of losses17.  The impact of accelerating loss 2 

recognition would be to control the growth of prepaids, and better align costs with the 3 

generation of workers driving those costs, a key regulatory principle18. 4 

• Laclede was unable to provide projections indicating exactly how long the prepaids 5 

would remain in rate base. 6 

• This treatment is especially harsh when one considers the events surrounding the 7 

financial crisis.  Through no fault of their own, ratepayers were subject to massive losses 8 

which dramatically reduced pension assets.  The federal government dramatically 9 

lowered interest rates as part of its stimulus package:  cash became very cheap to borrow.  10 

Companies were in a position to borrow cash (at historically low interest rates), and then 11 

immediately fund the trust back up (covering the losses they created), while 12 

simultaneously earning above-market returns on the prepaid.  In my opinion, this is a 13 

form of arbitrage. 14 

• Finally, prepaid assets result from complicated financing transactions and are very 15 

different from typical “investments” such as power plants. 16 

                                                           

 

 

 

 

17 See attached “Pre-empting FASB:  mark-to-market pension cost accounting” practice note from Russell 
Investments. 
18 Witness Glenn Buck acknowledges this goal:;  “One of the primary objectives is to ensure that pension and OPEB 
costs are assigned to the time periods in which benefits are earned.”  (Buck Direct, p.4). 
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 The following table demonstrates that ratepayers are paying $7.2 million in additional 1 

finance charges above a reasonable amount (i.e., based on a long-term cost of debt).19  If 2 

a more reasonable rate of return is applied, the prepaid can be fully amortized over a 20 3 

year period for a minor increase in rates.4 

 5 

  6 

                                                           

 

 

 

 

19 See Ahern Direct, Schedule PMA-D1 

TABLE DGP-3

Return   Laclede Proposed @ WACC

OPC Proposed @ Wgt 

Cost LTD

Revenue 

Requirement 

Difference

Prepaid Pension/OPEB 153,687,092 153,687,092

Deferred Income Taxes (58,033,783) (58,033,783)

Net Rate Base 95,653,309 95,653,309

Tax Grossed Up ROR/Cost of Debt 11.6% 4.2%

Return on Rate Base $11,087,861 $3,978,221 ($7,109,640)

MGE Proposed @ WACC

OPC Proposed @ Wgt 

Cost LTD

Prepaid Pension/OPEB 2,812,626 2,812,626

Deferred Income Taxes (1,062,076) (1,062,076)

Net Rate Base 1,750,550 1,750,550

Tax Grossed Up ROR/Cost of Debt 11.6% 4.2%

Return on Rate Base $202,919 $72,805 ($130,113)

Amortization  LACLEDE OPC

Prepaid Pension/OPEB 153,687,092 153,687,092

Amortization Period 0 20

Amortization $0 $7,684,355 $7,684,355

MGE OPC

Prepaid Pension/OPEB 2,812,626 2,812,626

Amortization Period 0 20

Amortization $0 $140,631 $140,631

Net $585,232
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VI. RECOMMENDATION 1 

 2 

 My analysis and review of the Laclede retirement system suggests there are a few areas 3 

where policies can be improved to better align the system dynamics with established 4 

regulatory principles.  My recommendations are as follows: 5 

A. Create a 20-year amortization payment to write down the prepaid assets.  At the same 6 

time, lower the return on prepaids from pre-tax WACC to pre-tax cost of debt.  This 7 

would have the practical effect of keeping rates unchanged while simultaneously 8 

addressing the intergenerational inequity problem. 9 

B. Change funding policy to minimize the frictional costs of PBGC variable premiums. 10 

C. Mandate a strategic financing review, considering options such as “borrow-to-fund” 11 

strategies that take advantage of historically low interest rates, enabling companies to de-12 

risk more rapidly (e.g., accelerate the glidepath).20 13 

D. Mandate an independent retiree medical benefit review, recognizing the dramatic 14 

differences in relative richness between MGE and LAC programs. 15 

Q: DOES THIS CONCLUDE YOUR TESTIMONY? 16 

A: Yes. 17 

                                                           

 

 

 

 

20 See attached “Pension Funding Strategy” whitepaper from Aon Hewitt. 
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